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				For many of the topics in the book there are direct links to the free teaching resources of the world’s best business schools.

				There are also links to hundreds of hours of free video lectures given by other distinguished Business School professors, from top schools including Cranfield, Wharton, Chicago, Harvard and CEIBS (China Europe International Business School).

				From the Yale University School of Management (http://opa.yale.edu/netcasts.aspx) you can access Netcasts on such topics as the State of Private Equity, Banking, Early Stage Investing and How to Write a Business Plan. 

				You can download Duke University’s top ranking Fuqua School of Business’s lecture material on forecasting; a vital aid to anyone preparing financial projections.

				Link into Cranfield’s School of Management’s Research Paper Series and see the latest insights in global supply chain logistics, or watch Harvard’s Professor Michael Porter – a leading world proponent of international business strategy methodology – outline his ideas.

				You can find a list of all these online resources and more at the back of the book and interspersed within the chapters. Visit http://www.koganpage.com/editions/the-30-day-mba-in-business-finance/9780749462154.
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						What an MBA in Business Finance knows

						Why you need that knowledge too

						How to use this book

						Planning your learning programme

				

						

				

				The honour of being the world’s first business school is usually said to go to Wharton, founded in 1881 by Joseph Wharton, a self-taught businessman. A miner, he made his fortune through the American Nickel Company and the Bethlehem Steel Corporation, later to become the subject of the earliest business case studies. Harvard Business School, a comparative latecomer, opened in 1908 with a faculty of 15 but it wasn’t until the late 1950s that the first business schools opened their doors in the UK – LBS (London Business School), Cranfield, and the Manchester Business School in the vanguard. In mainland Europe it took a further two decades for business schools to establish a niche in the market.

				The MBA was launched as an answer to the apparent lack of both professionalism and a recognized qualification for business managers. Accountants, engineers, scientists, actuaries, chemists, psychologists and a host of others in and around the organizational world had a body of knowledge and an accrediting association that ensured those practising in the field met at least some minimum criteria. The MBA to some extent addressed that problem and now over 2,000 institutions around the world turn out hundreds of thousands of MBAs each year. With the growing complexity of business it rapidly became apparent that there was a need for a more specialized business degree rather than the all-singing all-dancing general MBA. While that was fine for giving an overview, anyone wanting to get into the bowels of a particular disciplinary area as a management practitioner needed something with a bit more substance. And so the specialized MBAs were born.

				The MBA in Business Finance, the subject of this book, goes under various titles. Initially the subject started out as a specialization within the general MBA. Edinburgh runs an MBA with a ‘Specialism in Finance’, as does Wharton which, as well as being the first business school, was first with a specialist finance Master’s programme in 1881. The University of Chicago Booth School of Business runs a finance programme with a strong focus on understanding the behaviour of securities, drawn from its Center for Research in Security Prices – the leading provider of historical stock market data. At the LBS its pre-eminent programme is its Master’s in Finance, and Cranfield, MIT (Massachusetts Institute of Technology) and Stanford use that title also. However, at Liverpool and Northeastern Universities, as with many others, the subject goes by the title ‘MBA in Finance’. Even the MBAs in the financial arena are being subjected to further specialization. Bangor Business School in North Wales offers an MBA in Islamic Banking and Finance.

				What is the content of an MBA in Financial Management and what use will that be to me?

				Anyone who wants to play a more rounded role in shaping and implementing the direction of the organization he or she works in but is inhibited by his or her lack of financial and accounting knowledge will find that reading this book will equip him or her to take part in the strategic decision making on an equal footing with MBA graduates, while feeling at ease in the process. It places MBA finance and accounting skills within reach of all professionals in large and small organizations in both the public and private sectors, providing them with a competitive edge over less knowledgeable colleagues.

				Business finance comprises a number of disciplinary areas, each with a number of components. The disciplines contain the tools with which you can effectively analyse a business’s financial situation, drawing on both internal information relevant to the business and external information on its markets, competitors and general business environment as a prelude to deciding what to do.

				The emphasis in this book is on the terms ‘concepts’ and ‘tools’. The business world is full of conflicting theories and ideas on how organizations could or should work, or how they could be made to work better. They come in and out of fashion, get embellished or replaced over time. A good analogy would be the difference between the limited number of tools a carpenter, for example, has in his or her toolbox, and the infinite number of products that could be made from those same tools. The ultimate success of the product the carpenter makes is partly down to his or her skills in using those tools and partly down to the world he or she is operating in at a particular time. A glance in a carpenter’s toolbox will reveal an enduring range of common robust implements – screwdrivers, pliers, spanners, smoothing planes, saws and hammers.

				In business, for example, there is no such thing as an optimal capital structure, or the right number of new products to bring to market, or whether or not going for an acquisition is a winning strategy. What’s best in terms of, say, a debt to equity ratio varies with the type of organization and the prevailing conditions in the money market. That ratio will be different for the same organization at different times and when it is pursuing different strategies. Layering an inherently risky marketing strategy, say diversifying, with a risky financing strategy, using borrowed rather than shareholders’ money, creates a potentially more risky situation than any one of those actions in isolation. But whichever of the choices a business makes, the tools used to assess financial and marketing strengths and weaknesses are much the same. It is the concepts and tools to be used in those disciplines that this book explains, and it shows you how to use both individually to comprehensively assess a business situation.

				The MBA Business Finance core disciplines

				There are a small number of core subject areas that comprise the subject matter of an MBA Business Finance programme. Many business schools eschew some vital elements within these disciplines as they are considered either too practical, un-sexy from a research/career prospective or more skill- or art-oriented than academic. So, for example, some schools assume a high degree of basic accounting knowledge as a prerequisite or simply provide an online learning resource to cover the subject. In some cases there may well be unique content in specialized electives, say on Financial Analysis of Mergers, Acquisitions and Other Complex Corporate Restructurings as taught at the London Business School, or Dealing with Financial Crime on offer at Cass Business School. At Copenhagen, MBA students will be given a thorough grounding in Norwegian, Swedish and Danish banking in the interwar years, but may well skip over the world banking crisis of 2008–10.

				The irreducible core MBA Business Finance syllabus is as follows.

				The fundamentals of business finance

				
						Business reports: cash flow, profit and loss (income statements) and balance sheets – their structures, purpose and limitations.

						The rules of the game: accounting concepts, principles and procedures. What accounts do and don’t reveal about performance.

						Analysing financial reports: sources of financial information. Using ratios to measure and compare business performance.

						The role of finance in creating value: profit maximization vs shareholder value, calculating the cost of various types of capital, capital investment appraisal techniques.

				

				Corporate capital structures

				
						The role of business structures in financing business: sole traders, partnerships, limited partnerships, companies private and public.

						Debt finance: the role of banks, loans, overdrafts, bonds, syndicated loans, commercial paper, government support schemes.

						Asset financing: leasing finance, hire purchase, sale and leaseback.

						Working capital funding: factoring, invoice discounting, bills of exchange, acceptance credit, supplier finance.

						Equity: an overview, equity investors – criteria and rewards, valuing businesses, shares – ordinary, preference and convertible, business angels and seed corn funding, business incubators, venture capital – private, venture capital – publicly funded, corporate venture funding, stock markets.

						Mezzanine finance: a hybrid of debt and equity financing that is typically used to finance the expansion of existing companies. Mezzanine financing is basically debt capital that gives the lender the rights to convert to an ownership or equity interest.

				

				Financial strategies and special topics

				
						Risk management: an overview of financial risk, gearing and leverage, credit scoring and rating, options and derivatives, futures, forwards and swops, exchange rate risks – possible impact – options – covering in forward markets, financial due diligence, directors’ responsibilities in financing, warranties and indemnities, risk and the business cycle.

						Business tax and reporting procedures: tax treatment of sources of finance, accounting for investors, the role and responsibilities of the auditor, debt covenants – legal reason for foreclosing on loans, options for business closure, financial pecking order in the event of failure.

						Mergers and acquisition: business valuation methods, search methods, choosing and using corporate finance advisers, negotiation parameters, dealing with earn outs, the human side of M&A, accounting for merged businesses.

						Business plans and budgets: forecasting methods and causal relationships, budgeting guidelines, building a budget model, setting and flexing the budget, cash and capital budgets, monitoring performance through variance analysis, preparing plans.

				

				The main uses of MBA Business Finance knowledge

				Specialist business finance knowledge as covered in this book or in a business school equips the student with a thorough understanding of financial theory and practice and helps him or her master the skills needed to use accounting and finance tools essential to interpreting and influencing financial performance. With these skills you can:

				
						Gain the financial analysis and strategic perspective you need to interact effectively with top management as a partner in making key business decisions.

						Play a full role in financial planning and control, financial analyses, foreign exchange risk management and capital budgeting.

						Take part effectively in acquisition strategies – buying, selling and joint ventures.

						Understand how businesses are financed and the criteria used by financial institutions when making funding decisions, and play a role in helping a business raise funds.

						Prepare business plans and financial projections.

						Understand how equity markets operate and how businesses can use such markets effectively.

				

				MBA Business Finance knowledge can also open up opportunities for career development and change in a wide variety of areas including business analyst, mergers and acquisitions. investment, banking, trading, investment management, hedge funds, security analysis, institutional sales, security brokerage, capital markets, risk management, the finance function for companies or non-profits as well as regulatory and trade bodies, and investor relations. Even quite dramatic career changes may be possible once you have a sound grasp of this subject area. The LBS quotes the case of a part-time student on its programme who within the three years, from 2008 to 2010, made the transition from broadcast financial journalism to boutique investment management in the emerging markets fixed income field.

				How this book is organized and how to use it

				Each of chapters in the book covers the essential elements of each of the core disciplines in a top MBA Business Finance programme. For many of the topics there are web addresses for free teaching resources of the world’s best business schools. There are also web addresses for hundreds of hours of free video lectures given by distinguished business school professors from top schools including LBS, Imperial, Oxford and Aston. You will find the address to download Duke University’s top-ranking Fuqua School of Business’s lecture material on forecasting, and the link for Cranfield School of Management’s Research Paper Series, where you can see the latest insights into business finance.

				Depending on your knowledge of basic finance you should plan to spend about eight days on each of the three sections. You should draw up a timetable spread over, say, 12, 24 or 36 weeks. You will need to build in a couple of days for revision before you take your final exam.

				The subject areas within each chapter correspond to what you would find in the syllabus at major business schools in terms of theoretical underpinning and the practical application of that theory that you would pick up from fellow students.

				The final chapter, The Core, contains the basic tools that an MBA will use or need to refer to more or less every working day. All MBA students, whether they take a general programme or one that specializes in a particular disciple, as this book does, will be required to study the four core disciples: Finance and Accounting (the subject of this book), Marketing, Organizational Behaviour and Strategy.

				There are two online appendices for this book. One contains a financial information resource directory listing all the key areas for uncovering key financial and related business facts that will help you stay on top of the subject. The second covers all aspects of personal development; using it will ensure you keep abreast of current thinking in business finance. You should visit this on a regular basis to ensure you have all the advantages that someone with an MBA in Business Finance would hope for in terms of career progression. Here you will find how to update your skills and knowledge by taking short courses at top business schools around the globe. By attending you can usually get onto the school’s alumni list, plugging into a valuable business network in the process.
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	Part One

The fundamentals of business finance






Financial statements are like the tip of an iceberg: underneath the visible part are a lot of record-keeping, accounting methods and reporting decisions. The managers of a business, the investors in a business and the lenders to a business need a firm grasp on these accounting reports so they will know how to recognize both the good and bad signals.

Accountants prepare three primary financial statements. The profit and loss account (income statement in the United States) reports the profit-making activities of the business and how much profit or loss the business made. The balance sheet reports the financial situation and position of the business in terms of its assets and liabilities at a point in time and usually the last day of the profit period. The cash flow statement reports how much cash was actually realized from profit and other sources of cash, and what the business did with this money. In short, the financial life of a business and its prospects for success or danger of failing are all revealed in its financial statements.

The way in which accounting information is recorded and reported is regulated by statutory bodies and the accounting profession. Auditors, amongst other responsibilities, have a duty to ensure these rules are followed and the accounts represent a true and fair picture of the enterprise for the period under consideration. The way in which accounting information is analysed involves the use of a standard range of business tools and ratios that can be applied across all types of venture, so providing some common yardstick.

The final section of this part is concerned with the specific ways in which accounting information can help managers add value to the business by, amongst other things, ensuring profitability is achieved quickly and that all investments are at least planned so as to improve the venture’s profitability.








	
Financial business reports
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	The bookkeeping process

	Cash flow forecasts and statements

	Calculating profit

	Balancing the books








Accounting is the process of recording and analysing transactions that involve events that can be assigned a monetary value. By definition financial information can only be a partial picture of the performance of an enterprise. People, arguably a business’s most valuable asset, don’t appear anywhere in the accounts, except for football clubs and the like where people are the subject of a transaction.


Although accounting has become more complex, involving ever more regulations, and has moved from visible records written in books to key stokes in a software program, the purpose is the same; to establish:


	what a business owns by way of assets;

	what a business owes by way of liabilities;

	the profitability, or otherwise, at certain time intervals, and how that profit was achieved.



An MBA in Finance is unlikely to be required to perform the recording side of the accounting process, except in the very smallest of organizations, or if the venture is his or her own. But it is only by knowing how accounts are prepared and the rules governing the categorizing of assets and liabilities (more on this in Chapter 2) that they can gain a good understanding of what the figures really mean. For example, it is not obvious to the uninitiated that a company’s shares are classed as a liability and it is extremely unlikely that the assets as recorded will realize anything like the figures shown in the accounts, audited or not. Bear Stearns, an 85-year-old investment bank, was sold for $2 (£1.25/€1.50) a share to J P Morgan Chase in 2008, roughly a total of $236 (£151/€177) million for a business that was worth $20 (£12.5/€15) billion only a few weeks previously. This provides a vivid insight into the gap between reported and realizable figures in the accounting world. Nevertheless, accounting reports do provide a valuable insight into business performance and in any event are a basic requirement for shareholders and regulators alike.

Who uses financial information and why


The aim of all accounting information is to provide the particular user with relevant and timely data to make decisions. Who are these users of accounting information and what decisions do they need to take? Possible users are an extensive group, who require the information to be impartial, accurate and timely. They include:


	Shareholders of limited companies will be influenced in their decision to remain investors or to increase/decrease their holding by receiving information about the financial performance and financial position of the company. This usually occurs twice a year in the form of a profit and loss account and a balance sheet relating to the first half-year and, later on, the full year.

	Owner-managers of non-incorporated businesses will require the above information but they will also be privy to more detailed and more frequent information about the business’s financial affairs.

	Management in companies range from director level down to supervisor level. Each person requires accounting information to help him or her in his or her role. Supervisors may be concerned with operating costs for a very small part of the undertaking. Directors need to control the overall performance of the company and make strategic financing and investment decisions. Middle managers need feedback on whether they are meeting their financial targets.

	Suppliers need to assess the creditworthiness of potential and existing customers when setting the amount and period of credit allowed. This will partly, if not mainly, be based on the financial history of each customer, so the supplier’s accountants will assess the latest profit and loss account and balance sheet. Other data on payment history may be obtained from credit agencies, for example, Dun & Bradstreet, to assist in this decision.

	Customers also need to be reassured, in this case to minimize the risk of their supplies drying up and disrupting their own output. Firms entering into a joint venture will also need mutual reassurance. Similar checks to those outlined above for suppliers will need to be carried out.

	Employees and their representatives have a vested interest in the financial health and future prospects of their employer. They rely on an assessment of the published accounts by experts for this.

	Government levies tax on the profits earned by businesses and Value Added Tax (or sales tax) on the sales value of most industries. Tax authorities rely on the information provided by companies for these purposes.

	Competitors can make some comparisons, for example, sales, profit or asset utilization per employee, from published accounting data in a process known as ‘benchmarking’. This may provide clues to areas where performance may be improved particularly if explanations of differences in operating systems can be obtained.

	Lenders need to be confident that their capital is safe and that the borrowing company can service the loan or overdraft adequately, so again the financial statements of profit and loss account and balance sheet will be examined from this viewpoint.

	Partners need to keep track of business performance in much the same way as shareholders and to ensure appropriate and fair treatment by their fellow partners.



Accounting branches


Different users of accounting information will require different information and use it for different purposes. Accounting can be broken down into three main branches, with some overlap between, particularly in smaller enterprises where in effect all three areas will be the responsibility of a single person or department:

1financial accounting;


2management accounting; and


3financial management.


1. Financial accounting is concerned with preparing financial statements summarizing past events, usually in the form of profit and loss accounts and balance sheets. These historic statements are mainly of interest to outside parties such as investors, loan providers and suppliers.

2. Management accounting involves assembling much more detailed information about current and future planned events to allow managers to carry out their roles of planning, control and decision making. Examples of management accounting information are product costs and cost data relevant to a particular decision, say, a choice between make or buy. Also included in management accounting are preparing and monitoring budgeted costs relating to a product, activity or service. Management accounting information is rarely disclosed to outside parties, though bankers and private equity providers often ask for monthly management accounts as a condition of funding.

3. Financial management covers all matters concerning raising finance and ensuring it is used in the most efficient way. For example, it would be financially inefficient to raise a long-term loan or sell shares just to finance a short-term increase in sales. It would be the role of financial management to select and use a more cost-effective funding source such as an overdraft. The cost of capital is influenced by both the capital structure adopted and the riskiness of the investments undertaken.

Within these three broad areas of accounting there may be further subsets of accounting relating either to one specific activity, or across the whole spectrum. Examples of these are:

1treasury;


2taxation; and


3audit.


1. Treasury is a finance function usually only found in a very large company or group of companies. For example, managing bank balances to get the maximum interest on positive balances or minimize the payment of interest on negative balances would be a typical treasury task. This might involve lending money overnight on the money markets. Treasury activity would also be concerned with managing exchange risk where financial transactions in foreign currencies are involved.

2. Taxation in a small company will be included in the duties of the financial accountant who may need to call on outside professional advice from time to time. Corporation tax on company profits is not straightforward and the system of capital allowances can be complex for some large companies, groups of companies, or multinational companies. The ramifications of VAT or sales tax where it applies, employee tax and other related deductions such as National Insurance and director benefits in kind, often call for the services of a specialist accountant, or team of accountants. Large companies usually use the services of such firms to minimize the pain and maximize the gain from such taxes and allowances.

3. Audit is another accounting function mainly found in larger organizations. Internal auditors monitor that accounting procedures, documents and computerized transactions are carried out correctly. This work is additional or complementary to that undertaken by external auditors who take a broader approach in providing an independent report to shareholders in the annual report.

Bookkeeping – the way transactions are recorded


The business world, except for the very smallest of one-man-bands, has moved away from single-entry bookkeeping. Even the elegance of the double-entry variety of bookkeeping with its assorted ledgers has been supplanted by the myriad checks and balances inherent in the software programs that now underpin much of the world’s accounting records. Nevertheless, an MBA is expected to have some insight into how we arrived at the system of recording financial data used today.

Single-entry bookkeeping

Sometime before 3,000 BC the people of Uruk and other sister-cities of Mesopotamia began to use pictographic tablets of clay to record economic transactions. The script for the tablets evolved from symbols and provides evidence of an ancient financial system that was growing to accommodate the needs of the Uruk economy. The Mesopotamian equivalent of today’s bookkeeper was the scribe. His duties were similar, but even more extensive. In addition to writing up the transaction, he ensured that the agreements complied with the detailed code requirements for commercial transactions. Temples, palaces and private firms employed hundreds of scribes, and much as with the accounting profession today it was considered a prestigious profession. In a typical transaction of the time, the parties might seek out the scribe at the gates to the city. They would describe their agreement to the scribe, who would take from his supply a small quantity of specially prepared clay on which to record the transaction.

Governmental bookkeeping in ancient Egypt developed in a fashion similar to the Mesopotamians. The use of papyrus rather than clay tablets allowed more detailed records to be made more easily. Extensive records were kept, particularly for the network of royal storehouses within which the ‘in kind’ tax payments such as sheep or cattle were kept, as coinage had not yet been developed. Egyptian bookkeepers associated with each storehouse kept meticulous records, which were checked by an elaborate internal verification system. These early accountants had good reason to be honest and accurate, because irregularities disclosed by royal audits were punishable by fine, mutilation or death. Although such records were important, ancient Egyptian accounting never progressed beyond simple list-making in its thousands of years of existence. The almost 1 million accounting records in tablet form survive in museum collections around the world.

China, during the Chao Dynasty (1122–256 BC), used bookkeeping chiefly as a means of evaluating the efficiency of governmental programmes and the civil servants who administered them. A level of sophistication was achieved that was not surpassed in China until after the introduction of the double-entry system a thousand years later.

Accounts in ancient Rome evolved from records traditionally kept by the heads of families, where daily entry of household receipts and payments were kept in an adversaria or daybook, and monthly postings were made to a cashbook known as a codex accepti et expensi.


Up to medieval times this single-entry system of bookkeeping, divided into two general parts, Income and Outgo, with a statement at the end showing the balance due to the lord of the manor, prevailed in England, as elsewhere. Although these accounts were fairly basic they were sufficient to handle the needs of the very simple business structures that prevailed. Businessmen operated for the most part on their own account, or in single venture partnerships that dissolved at the end of a relatively short period of time. This, incidentally, was still the essence of the structure of Lloyd’s insurance market into the 21st century. Judging by the uniformity of the way that single-entry bookkeeping was practised it seems fairly certain that a model was worked out, written up and widely adopted.

Double-entry bookkeeping

Until Luca Paccioli wrote what was in essence the world’s first accounting book, over 500 years ago, accounting records where maintained in single-entry format: one event merited one record. This meant that errors could only be prevented by a major duplication of effort, for example by having different people making and counting up parallel records. Paccioli, a mathematician who worked for the Doge of Venice, came up with a system of double-entry bookkeeping that required two entries for each transaction, thus providing built-in checks and balances to ensure accuracy. Each transaction requires an entry as a debit and as a credit.

To give an example, selling goods in a double-entry system might result in two separate journal entries – a debit reducing the stock by £250 and a corresponding credit of £250 of new cash in – a double entry (see Table 1.1). The debits in a double-entry system must always equal the credits. If they don’t, you know there is an error somewhere. So, double entry allows you to balance your books, which you can’t do with the single-entry method.

Table 1.1An example of a double-entry ledger




	
General Journal of Andrew’s Bookshop




	
Date


	
Description of entry


	
Debit


	
Credit






	
10th July


	
Rent expense 


	
£250


	



	

	
Cash


	

	
£250







Paccioli’s genius lay in seeing that the ultimate balancing number in a company’s accounts was the profit or loss for the owners of that enterprise. On the not unreasonable assumption that the business shown in Table 1.1 plans to make a profit from selling goods, the figures will look rather different. To keep the numbers simple, let’s suppose the goods sold cost £125 (a 50 per cent margin), then the entries would be as follows. Goods in stock go down by £125, while cash goes up by £250. That net change of £125 is balanced by an increase in profits of £125, so the assets and liabilities are kept in balance. In this example, had the goods sold for less than was paid there would have been a loss, which would have reduced the value of the owners’ stake in the business by a corresponding amount.

This is all an MBA Business Finance needs to know about bookkeeping; the main part of the knowledge he or she requires is how to interpret the figures once recorded.

Introducing record-keeping

If you find yourself in a small business without a full-time accountant and a less than satisfactory method of keeping accounting records, you may have to devise and implement one yourself. Accounting record systems, however complex, follow a similar model; see Figure 1.1.


Figure 1.1A simple system of keeping business records


 [image: M01NF001.eps]


All of the elements – sales invoices, purchase invoices and so forth – are in effect ledgers containing a record of the relevant events. A long time ago these actually were ledgers, but today they are entries in an accounting software package.

So that you don’t get stuck doing work that is well below an MBA Business Finance’s pay grade you need to buy an accounting package and get a bookkeeper to start entering the data and producing the standard business reports – profit and loss, balance sheets and performance comparisons.

Bookkeeping and accounting software

With the cost of basic bookkeeping and accounting software starting at barely $80 (£51/€60), and a reasonable package costing between $300 (£192/€225) and $800 (£510/€600), it makes good sense to plan to use such a system from the outset. There are dozens of perfectly satisfactory basic accounting and bookkeeping software packages on the market. The leading providers are:

Dosh (www.dosh.co.uk)


Microsoft Money (www.microsoft.co.uk)


MYOB (My Own Business) (www.myob.co.uk)


QuickBooks (www.intuit.co.uk/store/en/quickbooks/index.jsp)


Sage (www.uk.sage.com)


Simplex (www.simplex.net)


TAS (www.tassoftware.co.uk)


Getting a bookkeeper

These two professional associations, the International Association of Bookkeepers (IAB) (www.iab.org.uk; Tel: 01732 458080) and the Institute of Certified Bookkeepers (www.book-keepers.org; Tel: 0845 060 2345), offer free matching services to help small businesses find a bookkeeper to suit their particular needs. Expect to pay upwards of £20 an hour for services that can be as basic as simply recording the transactions in your books, through to producing accounts, preparing the VAT return or doing the payroll.


Cash flow


There is a saying in business that profit is vanity and cash flow is sanity. Both are necessary, but in the short term, and often that is all that matters in business as it struggles to get a foothold in the shifting sands of trading, cash flow is life or death. The rules on what constitutes cash are very simple – it has to be just that, or negotiable securities designated as being as good as cash.

Cash flow is looked at in two distinct and important ways: as a projection of future expected cash flows, and as an analysis of where cash came from and went to in an accounting period and the resultant increase or decrease in cash available.

Cash flow forecasts

The future is impossible to predict with great accuracy but it is possible to anticipate likely outcomes and be prepared to deal with events by building in a margin of safety. The starting point for making a projection is to make some assumptions about what you want to achieve and testing those for reasonableness.

Take the situation of High Note, a business being established to sell sheet music, small instruments and music CDs to schools and colleges, which will expect trade credit and members of the public who will pay cash. The owner plans to invest £10,000 and to borrow £10,000 from a bank on a long-term basis. The business will require £11,500 for fixtures and fittings. A further £1,000 will be needed for a computer, software and a printer. That should leave around £7,500 to meet immediate trading expenses such as buying in stock and spending £1,500 on initial advertising. Hopefully customer’s payments will start to come in quickly to cover other expenses such as some wages for bookkeeping, administration and fulfilling orders. Sales in the first six months are expected to be £60,000 based on negotiations already in hand, plus some cash sales that always seem to turn up. The rule of thumb in the industry seems to be that stock is marked up by 100 per cent, so £30,000 of bought in goods sell on for £60,000.

On the basis of these assumptions it is possible to make the cash flow forecast set out in Table 1.2. It has been simplified and some elements such as VAT (or sales tax) and tax on profits have been omitted for ease of understanding. The maths in the table is straightforward: the cash receipts from various sources are totalled, as are the payments. Taking one from the other leaves a cash surplus or deficit for the month in question. The bottom row shows the cumulative position. So for example while the business had £2,440 cash left at the end of April, taking the cash deficit of £1,500 in May into account, by the end of May only £950 (£2,450 − £1,500) cash remains.



Table 1.2High Note six-month cash flow forecast





	
Month


	
April £


	
May £


	
June £


	
July £


	
Aug £


	
Sept £


	
Total £






	
Receipts




	
Sales


	
4,000


	
5,000


	
5,000


	
7,000


	
12,000


	
15,000


	



	
Owners’ cash


	
10,000


	

	

	

	

	

	



	
Bank loan


	
10,000


	

	

	

	

	

	



	
Total cash in


	
24,000


	
5,000


	
5,000


	
7,000


	
12,000


	
15,000


	
48,000




	
Payments




	
Purchases


	
5,500


	
2,950


	
4,220


	
7,416


	
9,332


	
9,690


	
39,108




	
Rates, electricity, heat, telephone, internet, etc


	
1,000


	
1,000


	
1,000


	
1,000


	
1,000


	
1,000


	



	
Wages


	
1,000


	
1,000


	
1,000


	
1,000


	
1,000


	
1,000


	



	
Advertising


	
1,550


	
1,550


	
1,550


	
1,550


	
1,550


	
1,550


	



	
Fixtures/fittings


	
11,500


	

	

	

	

	

	



	
Computer, etc


	
1,000


	

	

	

	

	

	



	
Total cash out


	
21,550


	
6,500


	
7,770


	
10,966


	
12,882


	
13,240


	



	
Monthly cash 




	
Surplus/deficit(–)


	
2,450


	
(1,500)


	
(2,770)


	
(3,966)


	
(882)


	
1,760


	



	
Cumulative cash balance


	
2,450


	
950


	
(1,820)


	
(5,786)


	
(6,668)


	
(4,908)


	









Overtrading

In the example above the business looks like having insufficient cash, based on the assumptions made. An outsider, a banker perhaps, would look at the figures in August and see that the faster the sales grew the greater the cash flow deficit became. We know, using our crystal ball, that the position will improve from September and that if we can only hang on for a few more months we should eliminate our cash deficit and perhaps even have a surplus. Had we made the cash flow projection at the outset and either raised more money, perhaps by way of an overdraft, spent less on fixtures and fittings, or set a more modest sales goal hence needing less stock and advertising, we would have had a sound business. The figures indicate a business that is trading beyond its financial resources, a condition known as ‘overtrading’ – anathema to bankers the world over.

You can do a number of ‘what if’ projections to fine-tune cash flow projections using a spreadsheet such as one from Business Link (www.businesslink.gov.uk/Finance_files/Cash_Flow
_Projection_Worksheet.xls). It has a cash flow spreadsheet that you can copy and paste into an Excel file on your computer.

Statement of cash flows for the year

A cash flow statement summarizes exactly where cash came from and how it was spent during the year. At first glance it seems to draw on a mixture of transactions included in the profit and loss account and balance sheet for the same period end, but this is not the whole story. Because there is a time lag on many cash transactions, for example tax and dividend payments, the statement is a mixture of some previous year and some current year transactions; the remaining current year transactions go into the following year’s cash flow statement during which the cash actually changes hands. Similarly, the realization and accrual conventions relating to sales and purchases respectively result in cash transactions having a different timing to when they were entered in the profit and loss account.

Example

A company had sales of $5 million this year and $4 million last year and these figures appeared in the profit and loss accounts of those years. Debtors at the end of this year were $1 million and at the end of the previous year were $0.8 million. The cash inflow arising from sales this year is $4.8 million ($0.8 million + $5 million − $1 million) whereas the sales figure in the profit and loss account is $5 million.

For these reasons it is not possible to look at just this year’s profit and loss account and balance sheet to find all the cash flows; you need the previous year’s accounts too. The balance sheet will show the cash balance at the period end but will not easily disclose all the ways in which it was achieved. Compiling a cash flow statement is quite a technical job and some training plus inside information is needed to complete the task. Nevertheless, the bulk of the items can be identified from an examination of the other two accounting statements for both the current and previous years.

From an MBA Business Finance’s perspective it is understanding the requirement for a cash flow statement as well as the other two accounts that is important, and being able to interpret the significance of the cash movements themselves.



CASE STUDYStraight plc

Straight plc was established in 1993 as a supplier of container solutions for source-separated waste. Initially one man and a desk, the company grew to become the UK’s leading supplier of kerbside recycling boxes as well as a key supplier of other types of waste and recycling containers. Turnover by 2008 was running at over £30 ($48/€35) million a year with operating profit in excess of £1 ($1.6/€1.18) million; see Table 1.3.


Table 1.3Un-audited condensed cash flow statement for Straight plc (for the six months ended 30 June 2007)







	

	
Half year to
30 June 2007
£’000


	
Half year to
30 June 2006
£’000


	
Year 31
Dec 2006
£’000






	
Net cash flows from operating activities


	
2,242


	
3,879


	
1,171




	
Cash flows from investing activities




	
Purchases of property, plant and equipment


	
(603)


	
(464)


	
(701)




	
Proceeds from sale of property, plant and equip


	
345


	
–


	
–




	
Purchase of intangible assets


	
(55)


	
(87)


	
(193)




	
Purchase of investments


	
(35)


	
–


	
–




	
Interest received


	
28


	
58


	
107




	
Net cash used in investing activities


	
(320)


	
(493)


	
(787)




	
Cash flows from financing activities




	
Dividends paid


	
(310)


	
(283)


	
(422)




	
Proceeds from issue of shares


	
13


	
–


	
128




	
Net cash used in financing activities


	
(297)


	
(283)


	
(294)




	
Net increase in cash and cash equivalents


	
1,625


	
3,103


	
90




	
Cash and cash equivalents at beginning of period


	
2,126


	
2,036


	
2,036




	
Cash and cash equivalents at the end of period


	
3,751


	
5,139


	
2,126











The three columns represent the cash activities for two equivalent six-month periods and for the whole of the preceding year. The cash of £2,126,000 generated to 31 December 2006 (bottom of the right-hand column) is carried over to the start of the June 2007 six-month period (second figure from bottom of left-hand column). By adding the net increase (or decrease) in cash generated in this period we arrive at the closing cash position.

The cash flow statement gives us a complete picture of how cash movements came about: from normal sales activities, the purchase or disposal of assets, or from financing activities. This is an expansion of the sparse single figure in the company’s closing balance sheet stating that cash and cash equivalents is £3,751,000.



The profit and loss account (income statement)


If you look back to the financial situation in High Note, you will see a good example of the difference between cash and profit. The business has sold £60,000 worth of goods that it only paid £30,000 for, so it has a substantial profit margin to play with. While £39,108 has been paid to suppliers only £30,000 of goods at cost have been sold, meaning that £9,108 worth of instruments, sheet music and CDs are still in stock. A similar situation exists with sales. High Note has billed for £60,000 but only been paid for £48,000; the balance is owed by debtors. The bald figure at the end of the cash flow projection showing High Note to be in the red to the tune of £4,908 seems to be missing some important facts.

The difference between profit and cash

Cash is immediate and takes account of nothing else. Profit, however, is a measurement of economic activity that considers other factors that can be assigned a value or cost. The accounting principle that governs profit is known as the ‘matching principle’, which means that income and expenditure are matched to the time period in which they occur. (See Chapter 2 where the concepts that govern the treatment of costs and revenue – realization and accruals – are explained in more detail.) So for High Note the profit and loss account for the first six months would be as shown in Table 1.4.

Table 1.4Profit and loss account for High Note for the six months, April–September




	

	
£


	
£







	
Sales


	

	
60,000




	
Less cost of goods to be sold


	

	
30,000




	
Gross profit


	

	
30,000




	
Less expenses:


	

	



	
Heat, electric, phone, internet, etc 


	
6,000


	



	
Wages


	
6,000


	



	
Advertising


	
9,300


	



	
Total expenses


	

	
21,300




	
Profit before tax, interest and depreciation charges


	

	
8,700







The structure of the profit and loss statement

This account is set out in more detail for a business to make it more useful when it comes to understanding how a business is performing. For example, though the profit shown in our worked example is £8,700 it would in fact be rather lower. As money has been borrowed to finance cash flow there would be interest due, as there would be on the longer-term loan of £10,000. In practice we have four levels of profit:

1Gross profit is the profit left after all costs related to making what you sell are deducted from income.


2Operating profit is what’s left after you take away the operating expenses from the gross profit.


3Profit before tax is what is left after deducting any financing costs.


4Profit after tax is what is left for the owners to spend or reinvest in the business.


For High Note this could look much as set out in Table 1.5. A more substantial business than High Note will have taken on a wide range of commitments. For example, as well as the owner’s money, there may be a long-term loan to be serviced (interest and capital repayments); parts of the workshop or offices may be sublet generating ‘non-operating income’; and there will certainly we some depreciation expense to deduct. Like any accounting report it should be prepared in the best form for the user, bearing in mind the requirements of the regulatory authorities.

Table 1.5High Note extended profit and loss account




	

	
£s


	






	
Sales


	
60,000


	



	
Less the cost of goods to be sold


	
30,000


	



	
Gross profit


	
30,000


	



	
Less operating expenses


	
21,300


	



	
Operating profit


	
8,700


	



	
Less interest on bank loan and overdraft


	
600


	



	
Profit before tax


	
8,100


	



	
Less tax


	
1,827


	



	
Profit after tax


	
6,723


	






The elements to be included are:


	Sales (and any other revenues from operations).

	Cost of sales (or cost of goods sold).

	Gross profit – the difference between sales and cost of sales.

	Operating expenses – selling, administration, depreciation and other general costs.

	Operating profit – the difference between gross profit and operating expenses.

	Non-operating revenues – other revenues, including interest, rent, etc.

	Non-operating expenses – financial costs and other expenses not directly related to the running of the business.

	Profit before income tax.

	Provision for income tax.

	Net income (or profit or loss).



Profit and loss spreadsheet

There is an online spreadsheet at SCORE’s website (www.score.org>Business Tools>Template Gallery>Profit and Loss). Download in Excel format and you have a profit and loss account with 30 lines of expenses, the headings of which you can change or delete to meet your particular needs.


The balance sheet


A balance sheet is a snapshot at a moment in time. On the one hand it shows the value of assets (possessions) owned by the business, and on the other it shows who provided the funds with which to finance those assets and to whom the business is ultimately liable.

Assets are of two main types and are classified under the headings of either fixed assets or current assets. Fixed assets come in three forms. First there is the hardware or physical things used by the business itself and which are not for sale to customers. Examples of fixed assets include buildings, plant, machinery, vehicles, furniture and fittings. Next come intangible fixed assets, such as goodwill, intellectual property, etc, and these are also shown under the general heading ‘fixed assets’. Finally there are investments in other businesses. Other assets in the process of eventually being turned into cash from customers are called current assets, and include stocks, work-in-progress, money owed by customers and cash itself:

Total assets = Fixed assets + Current assets

Assets can only be bought with funds provided by the owners or borrowed from someone else, for example, bankers or creditors. Owners provide funds by directly investing in the business (say, when they buy shares issued by the company) or indirectly by allowing the company to retain some of the profits in reserves. These sources of money are known collectively as liabilities:


Total liabilities =
Share capital and reserves + Borrowings and other creditors

Borrowed capital can take the form of a long-term loan at a fixed rate of interest or a short-term loan, such as a bank overdraft, usually at a variable rate of interest. All short-term liabilities owed by a business and due for payment within 12 months are referred to as ‘creditors falling due within one year’, and long-term indebtedness is called ‘creditors falling due after one year’.

So far in our High Note example the money spent on ‘capital’ items such as the £12,500 spent on a computer and fixtures and fittings have been ignored as has the £9,108 worth of sheet music, etc remaining in stock waiting to be sold and the £12,000 owed by customers who have yet to pay up. An assumption has to be made about where the cash deficit will be made up and the most logical short-term source is a bank overdraft.

For High Note at the end of September the balance sheet is set out in Table 1.6.

Table 1.6High Note balance sheet at 30 September




	

	
£


	
£






	
Assets


	

	



	
Fixed assets


	

	



	
Fixtures, fitting, equipment


	
11,500


	



	
Computer


	
1,000


	



	
Total fixed assets


	

	
12,500




	
Working capital 


	

	



	
Current assets


	

	



	
Stock


	
9,108


	



	
Debtors


	
12,000


	



	
Cash


	
0


	



	

	
21,108


	



	
Less current liabilities (creditors falling due within one year)


	

	



	
Overdraft


	
4,908


	



	
Creditors


	
0


	



	

	
4,908


	



	
Net current assets


	

	



	
[Working capital (CA-CL)]


	

	
16,200




	
Total assets less current liabilities


	

	
28,700




	
Less creditors falling due after one year


	

	



	
Long-term bank loan


	

	
10,000




	
Net total assets


	

	
18,700




	
Capital and reserves


	

	



	
Owner’s capital introduced


	
10,000


	



	
Profit retained (from P&L account)


	
8,700


	



	
Total capital and reserves


	

	
18,700







Balance sheet structure

The layout of the balance sheet using UK accounting rules is something of a jumble, with assets and liabilities intermingled. In the United States the balance sheet traditionally separates assets and liabilities and sets the figures out either horizontally or vertically (see Table 1.7).

Table 1.7Equivalent balance sheet for a US corporation





	
Assets (£)


	

	
Liabilities (£)


	





	
Current


	

	
Current


	



	
Cash


	
0


	
Overdraft


	
4,908




	
Accounts receivable


	
12,000


	
Accs Payable


	
0




	
Inventory


	
9,108


	
Loans longer than 1 year


	
10,000




	
Fixed assets


	
12,500


	
Equity


	



	

	

	
Owners capital


	
10,000




	

	

	
Retained profit


	
8,700




	
Total assets


	
33,608


	
Total liabilities and equity


	
33,608







The most confusing aspect of the US balance sheet structure is that equities, that is the owners’ stake in the venture, is lumped in with the liabilities. But when you consider that the accounts are prepared for the company or corporation, which has a separate legal identity from the various owners, this has as sort of pure logic to it. The profit and loss account (income statement) and cash flow layouts are broadly similar.

Other countries have their own variations and attempts are being made to harmonize accounting standards worldwide, with modest success.

Working capital

You will also have noticed in this example that the assets and liabilities have been jumbled together in the middle to net off the current assets and current liabilities and so end up with a figure for the working capital. ‘Current’ in accounting means within the trading cycle, usually taken to be one year. Stock will be used up and debtors will pay up within the year, and the overdraft, being repayable on demand, also appears as a short-term liability.

There are a number of other items not shown in the working capital section of the example balance sheet that should appear such as liability for tax and VAT (or sales tax) that have not yet been paid and should appear as current liability.

Intangible fixed assets

There are a number of seemingly invisible items that nevertheless have been acquired for a measurable money cost and so have to be accounted for. These are goodwill, where the price paid for an asset is above its fair market price. This is fairly common in the case of acquisitions where competition for a company can push prices higher. The other is intellectual property such as patents, copyright, designs and logos. These items too are amortized over their working life. So, for example, if patent is considered to have a 10-year life and cost £1 million to acquire it would be written down in the accounts by £100,000 a year.

Liverpool Football Club’s accounts (see Table 1.8) show how a particular type of ‘intellectual’ property is dealt with. In this case it is footballer’s being contracted in and out of the club. The same principles apply to any intangible asset.

Table 1.8Part of the balance sheet for Liverpool Football Club and Athletic Grounds plc





	

	
2006

£’000 


	
2005

£’000






	
Fixed assets


	

	



	
Intangible assets (see note 10)


	
81,350


	
80,105




	
Tangible assets


	
34,947


	
36,811




	
Investments


	
3


	
3




	
Total


	
116,300


	
116,919




	
Note 10. Intangible fixed assets 


	

	



	
Cost


	

	



	
At 1 August 2005


	
134,706


	



	
Additions in year


	
41,753


	



	
Disposals in year


	
(36,868)


	



	
At 31 July 2006


	
139,591


	



	
Amortization


	

	



	
At 1 August 2005


	
54,601


	



	
Charge for year


	
24,636


	



	
Impairments in year


	
5,250


	



	
Disposals in year


	
(26,246)


	



	
At 31 July 2006


	
58,241


	



	
Net book amount


	

	



	
At 31 July 2006


	
81,350


	



	
At 31 July 2005


	
80,105


	








The costs associated with the acquisition of players’ registrations are capitalized as intangible fixed assets. These costs are fully amortized in equal instalments over the period of the players’ initial contracts. Where a player’s contract is extended beyond its initial period, amortization is calculated over the period of the extended contract from the date on which it is signed. Players’ registrations are written down for impairment when the carrying amount exceeds the amount recoverable through use or sale.

Accounting for stock

Deciding on the stock figure to put into a balance sheet is a tricky calculation. Theoretically it is simple; after all you know what you paid for it. The rule that stock should be entered in the balance sheet at cost or market price, whichever is the lower, is also not too difficult to follow. But in the real world a business keeps on buying in stock so it has product to sell and the cost can vary every time a purchase is made.

Take the example of a business selling a breakfast cereal. Four pallets of cereal are bought in from various suppliers at prices of £1,000, £1,020, £1,040 and £1,060 respectively, a total of £4,120. At the end of the period three pallets have been sold, so logically the cost of goods sold in the profit and loss account will show a figure of £3,060 (£1,000 + £1,020 + £1,040). The last pallet costing £1,060 will be the figure to put into the balance sheet, thus ensuring that all £4,120 of total costs are accounted for.

This method of dealing with stock is known as FIFO (First in First Out), for obvious reason. There are two other popular costing methods that have their own merits. LIFO (Last in First Out) is based on the argument that if your are staying in business you will have to keep on replacing stock at the latest (higher) price, so you might just as well get used to that sooner by accounting for it in your profit and loss account. In this case the cost of goods sold would be £3,120 (£1,060 + £1,040 + £1,020), rather than the £3,060 that FIFO produces.

The third popular costing method is the average cost method, which does what it says on the box. In the above example this would produce a cost midway between that obtained by the other two methods; in this example £3,090.

All these methods have their merits, but FIFO usually wins the argument as it accommodates the realities that prices rise steadily and goods move in and out of a business in the order in which they are bought. It would be a very badly run shop that sold its last delivery of cereal before clearing out its existing stocks.

Methods of depreciation

Depreciation is how we show the asset being ‘consumed’ over its working life. It is simply a bookkeeping record to allow us to allocate some of the cost of an asset to the appropriate time period. The time period will be determined by such factors as how long the working life of the asset is. The principle methods of depreciation used in business are as follows.

The straight-line method

This assumes that the asset will be ‘consumed’ evenly throughout its life. If, for example, an asset is being bought for £1,200 and sold at the end of five years for £200, the amount of cost we have to write off is £1,000. Using 20 per cent per year so that the whole 100 per cent of cost is allocated we can work out the ‘book value’ for each year.

The declining balance method

This works in a similar way, but instead of an even depreciation each year we assume the drop will be less. Some assets, motor vehicles for example, will reduce sharply in their first year and less so later on. So while at the end of year one in both these methods of depreciation there is a £200 fall, in year two the picture starts to change. The straight-line method takes a further fall of £200, while the declining balance method reduces by 20 per cent (our agreed depreciation rate) of £800 (the balance of £1,000 minus the £200 depreciation so far), which is £160.

The sum of the digits method

This is more common in the United States than in the UK. While the declining balance method applies a constant percentage to a declining figure, this method applies a progressively smaller percentage to the initial cost. It involves adding up the individual numbers in the expected life span of the asset to arrive at the denominator of a fraction. The numerator is the year number concerned, but in reverse order.

For example, if our computer asset bought for $1,200 had an expected useful life of five years (unlikely) then the denominator in our sum would be 1+2+3+4+5 which equals 15. In the first year we would depreciate by 5/15 times the initial purchase price of $1,200, which equals $400. In year two we would depreciate by 4/15 and so on.

These are just three of the most common of many ways of depreciating fixed assets. In choosing which method of depreciation to use, and in practice you may have to use different methods with different types of asset, it is useful to remember what you are trying to do. You are aiming to allocate the cost of buying the asset as it should apply to each year of its working life.

Balance sheet and other online tools

SCORE (www.score.org>Business Tools>Template Gallery>Balance Sheet (projected)) is an Excel based spreadsheet you can use for constructing your own balance sheet. You can find guidance on depreciation, handling stock and on the layout of the balance sheet and profit and loss account as required by the Company’s Act from the Accounting Standards Board (www.frc.org>ASB>Technical>FRSSE). Accounting Glossary (www.accountingglossaty.net) and Accounting for Everyone (
www.accountingforeveryone.com
>Accounting Glossary) have definitions of all the accounting terms you are every likely to come across in the accounting world.


Package of accounts

The cash flow statement, the profit and loss account and the balance sheet between them constitute a set of accounts, but conventionally two balance sheets, the opening and closing one, are provided to make a ‘package’. By including these balance sheets we can see the full picture of what has happened to the owners’ investment in the business.

Table 1.9 shows a simplified package of accounts. We can see from these that over the year the business has made £600 of profit after tax, invested that in £200 of additional fixed assets, £400 of working capital such as stock and debtors, balancing that off with the £600 put into reserves from the year’s profits.


Table 1.9A package of accounts




	
Balance sheet at 31 Dec 2010 (£)


	
P & L for year to 31 Dec 2011 (£)


	
Balance sheet at 2011 (£)




	
Fixed assets


	
1,000


	
Sales


	
10,000


	
Fixed assets


	
1,200




	
Working capital


	
1,000


	
less cost of sales


	
 6,000


	
Working capital


	
1,400




	

	
2,000


	
Gross profit


	
4,000


	

	
2,600




	

	

	
less expenses


	
 3,000


	

	



	
Financed by


	

	
Profit before tax


	
1,000


	
Financed by


	



	
Owners’ equity


	
2,000


	
Tax


	
400
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Profit after tax
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