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Unit 5 Managing Finance


Q.1 Short Questions: (18)
i. Define the term “financial management” in your own words.
ii. How do business and personal finance differ?
iii. What could be the main objectives of a financial management team?
iv. How does the financial management team work?
v. Give three examples of external and three for internal sources of finance.
vi. What is the importance of financial management in a business?

i. Define the term “financial management” in your own words.

Financial Management means the planning, organising, directing and controlling of the financial activities.

ii) How do businesses and personal finances differ?

The difference between business finances:-

You should run your business and personal finances separately, eventhough if you are for example, a solo proprietor (your business and you are the same entity, in effect)

When business owns start to intermingle their business and personal finances there serious ramifications:-

Namely, this will complicate producing accounts, when it comes to the time for paying your business related taxes and will present difficulties in accounting auditing processes.


Other business reasons for keeping a separate business account include:-

a) It significantly reduces the owner from attracting outside investors (if they wanted them)
b) Or getting credit form a bank or other financial institution, because you are going to find it extremely difficult prove your earnings, if the accounts are mixed up. If your earnings are mixed up with your expenses, then your business investors would view your business as not a real company!
c) Legal Protection

If your product or business service somehow harms a consumer, or your competitor decides  to sue you, you are only liable to the extent that your organisation/corporation can pay. You do however risk personal liability for your corporation’s mistake, if you don’t.

d) On a profession level, you will treat your business as a separate entity, when it is run that way.
e) Tax reasons:

You are going to probably get a frustrated Accountant, because he or she has to do a much more work to sort out the different expenses at the end of the year. You can expect a much bigger accounting bill as a result.

If you start blurring the line between personal and business finances, it can be extremely hard to know how your business and you personally are performing financially.

What should be done to counteract this problem?

You need to track your business expenses separately form your personal expenses. Treat your business as a viable entity.

There should be separate business accounts (pertaining to the exclusive operation of the business entity) and personal bank accounts. Business expenses should not be an extension of personal or home expenses.


iii. What could be the main objectives of a financial management team?

To manage the internal Cashflow  within the company,  where every department Manager is responsible for the management  of the department’s finances.
To ensure that is doesn’t spend too much money or is able to pay off the department’s debts and expenses.
To contribute to making the company – profitable and increase its value
To ensure reliable and sufficient provision of funds to the business or organisation (concern)
To establish acceptable returns to the shareholders or owners of the business. This aim is obviously subjective and depends upon the earning capacity of the concern, market price of the share and expectation of the shareholders
To make sure that the funds, (at the least cost) are utilized optimally, once the funds are obtained or made available.
To ensure that any funds be invested in secure business ventures, which will subsequently allow a satisfactory return  (ROI)
Plan a financially sound internal capital structure – a composition of capital available so that the balance is maintained between debt and equity capital.
iv. How does the financial management team work?
1) Examples of typical organisation structures and responsibilities of the financial management functions:-

a) the Head of one of the 3 major functional areas of the firm would be the Vice President of Finance
b) The Chief Financial Officer (CFO) reports to the President or CEO

In large firms, the financial operations are overseen by the CFO and will be split into 2 branches:-
i) the Treasurer
ii) the Controller


Plan a financially sound internal capital structure – a composition of capital available so that the balance is maintained between debt and equity capital.
iv. How does the financial management team work?
Examples of typical organisation structures and responsibilities of the financial management functions:-

· the Head of one of the 3 major functional areas of the firm would be the Vice President of Finance
· The Chief Financial Officer (CFO) reports to the President or CEO
In large firms, the financial operations are overseen by the CFO and will be split into 2 branches:-
iii) the Treasurer
iv) the Controller
The identification of major tasks within a typical organisation:-
At the grass roots level, the Financial department will be responsible for all the day-to-day transactional accounting for the business.
This includes:-
· The tracking of all transactions
· The management of any government reporting
· In larger organisations this role will extend right through to preparing the financial statements with an external auditor engaged fro assessment purposes.
· Responsible for mangagement of the organisation’s cashflow and ensuring that there are enough funds available to meet the day-to-day payments
· Encompassing the credit and collections policies for the company’s customers
· To ensure the organisation is  paid on time by its customers
· That there is a payment policy for the company’s suppliers
· In the majority of organisations, a form of forecast is prepared on a regular basis to systematically  calculate the ongoing cash needs of the organisation.
· The Finance department contributes to the management and improvement of the operations by measuring and reporting regularly on key numbers, crucial to success of the organisation.
· Management accounting information that authorised Manager(s) can use to monitor the financial operation and health of the business or organisation, with the view that these Manager(s) can make decisions where further attention maybe required
· Assist with the Managers of other departments to prepare the organisation’s budgets and forecasts, - consequently, producing reports on the progress in line with these budgets and forecasts, throughout the   financial year.
· Where there are cash needs beyond the day-to-day working capital, the finance department is responsible for advising and sourcing longer term financing options.



· In larger firms, public shares are  offered…in this scenario, the Finance department will assist with the preparation of the offering documents. But will likely also use outside consultants to advise on this complicated process.
· The Finance department can provide information when required to do so, to assist Managers in making key strategic decisions, such as in helping to decide which markets or projects to pursue.
v. Give three examples of external and three for internal sources of finance.
EXTERNAL
INTERNAL


1. Commercial Banks

Commercial Banks can provide businesses with typically with 2 forms of finance:-

Overdrafts and Loans

A bank loan is classed as a long term financial source. Common uses by businesses are:-

a) For Start-ups
b) Or to expand purchasing of fixed assets such as:-
i) Equipment or machinery
ii) Fleet vehicles.

The Loan payment will be in monthly instalments, with an additional Bank Interest Charge.


1. Trade Credit 


This is a method of payment which is deferred for future dates of payment. It is classed as a form of short term borrowing. Having the benefit of assisting to alleviate some of the problems of Cash Flow and liquidity.

The payment will be for purchase orders made to suppliers. It is recommended that the payments are completed within a month, inorder to maintain good relationships with suppliers/vendors
2. Personal Savings

Personal Savings are a source of finance. They are used oftentimes by:-
a) Sole-traders
b) Partnerships

2.Retained Profit 

3. Factory Services
e.g. Debt collector’s services are employed by to re-cuperate  outstanding customer debts
3.Sale of Assets

4. Share Issue
              4.Reducing stocks.
5. Debentures

This another type of long term loan

Public Limited Companies are normal customers of the loan and they borrow the money usually from specialist financial institutions


Others:-

Venture Capital from private investors

Leasing property or equipment

Hire Purchase







vi. What is the importance of financial management in business?
Financial Management is important for the following reasons:-
So that the company doesn’t overspend. There is a need to be prepared for making all expenditure necessary.
To be prepared for distributing profits
Notes:- 
A) Financial management will affect all aspects of a business. Even if a firm successfully sells its services very well, poor management can still result in business failure.
B) Borrowing:- If as a company or organisation,  you want to borrow money form others, a prudent business person should think of the cost risk and how to control this cost risk. These elements should be minimised.

The ROI (Return On Investment) should be more than the cost of capital.
The risk of investments should be small, good financial management structures in place, should help achieve this.

2. The financial management of any organisation requires a good level of planning
Summary
You need effective and careful planning for the management of expenditures, investments and the distribution of profits.
A) Financial planning is imperative to ensure that funds are managed effectively and efficiently.
B) Planning will be concerned with having funding sources for:-
i) Investments 
Pertaining to their control to minimise risks and costs of those risks, maximal ROI (Return On Investment)
ii) The control of the  flow of Capital Expenditure and Resources Expenditure
iii) The distribution of funds:- They should be managed by creating and following short term and long term financial plans
iv) Budgeting:- A financial budget should have contingencies in place to overcome any difficulties such as:-
Non forecasted increases in costs of borrowing external funds 
A well thought out budget should be able to establish a certain degree of stability and confidence for the organisation:-


· When borrowing from external sources.
· It can be a form of financial protection at unforeseen times, when some things go wrong internally within the organisation, financially.

C) In order to remain competitive and profitable, it is important for a business to control over the spending in investments and  in business expenses (Fixed costs and variable costs (direct and indirect costs)) 
e.g. it is important to pay the business’s creditors on time. 
Furthermore, the aim of the business entity or organisation should be to remain solvent at all times and not to run into insolvency…Adequate cashflow and liquidity are key tools inorder to facilitate this aim.

D) Financial planning is necessary inorder to distribute profits and dividends to shareholders
To this end – to ensure that there are sufficient funds inorder to carry out these payments fairly to the shareholders. An organisation should have an well thought out,  Profits Management and distribution policy that can be administered by the Financial Manager of the firm or organisation.

The importance of a Financial Plan for small business owners:-
Such a plan should be used  inorder to help guide:-
1) Cash Management
2) Long-Term View, Objectives, commercial growth and performance
3) Spotting trends e.g. Increases of Sales In busy periods or lulls in trade (to make sure the business has enough Capital set aside to see it through lean times)
4) Prioritizing expenditures
5) Measuring progress -  comparing the forecast numbers to actual results can provide vital information and data about the overall, financial health of the business 
6) Cash Management and to uphold or increase efficiency of the company
7) To help guide the day-to-day decision-making of the business.


Case Study (8)
‘Tasty Break’ the sandwich business, has fixed costs of £1000. The cost to produce a sandwich is
£1 and the price charged for each sandwich is £2.
1. Give one example of a fixed cost for ‘Tasty Break’ and one variable cost.
2. What happens to the breakeven point if:
a) The price of a sandwich is reduced to £1.50
b) A cheaper bread supplier is found reducing the production costs to 70p ?
c) Fixed costs increase to £1100 per month

1) Give one example of a fixed cost for ‘Tasty Break’ and one variable cost.
One example of a fixed cost:-
A lease on a building is an example of a fixed cost, because the monthly rent is the same regardless of how many sandwiches are produced every  month. 
Fixed costs will increase however once a target in sandwiches production output exceeds the capacity of the building and labour resources , that they are needed to be utilised  for manufactured.
e.g. if the building and production line facilities has the capacity to produce 10,000 sandwiches per month…but the company has been given a new contract to produce twice that much per month as production output. Then it would be necessary to rent another building for manufacturing and employ more managers and staff to meet this new production volume of 20,000. Consequently, the fixed costs will increase because of the increase in rent expenses and in labour expenses needed to produce them.

One example of a variable cost would be the cost of raw materials to produce the sandwiches e.g. bread and fillings, because the costs vary in line with an increase or decrease of production. Therefore, these targets will immediately affect a change in the purchase of; and use of the raw materials for the production line of the product units.
         2) What happens to the breakeven point if:-

a) The price of a sandwich is reduced to £1.50

Nothing will change to the break-even point, as this remains the same at £1.00 per unit, thus far. All that has happened is that sales price has been reduced from £2.00 to £1.50…by 50p. Future profits from the sandwiches sales may be reduced, if you sold the same quantity of sandwiches at 50p less than the original price. 

b) A cheaper bread supplier is found reducing the production costs to 70p?
The breakeven point is going to be  reduced by 30 pence simultaneously, since the production costs (the cost of goods sold) have been reduced by 30 pence.

In the breakeven point equation, this refers to  the point at which its sales  exactly cover its expenses. We need to focus  this down to the  analysis of one unit to be more specific to the question.

Therefore, the sale price is to be 70p inorder to match the production cost of 70p – the new break-even point.


c) Fixed costs increase to £1100 per month
Fixed costs are going to increase, so therefore the production costs are going to increase.Which means that simultaneously the break-even point is going to increase.
Why?
Because total production costs (or rather the cost of goods sold as is another term for the same costs)…is going to increase since:-
Costs of goods sold = (total fixed costs + total variable costs (direct costs + indirect costs)
The total fixed costs are going to be spread over the total number of units produced in a given period to arrive at the fixed cost per product unit (a sandwich).
An example of calculating fixed cost per unit.
Instead of £1000 being spread over let’s say a production output figure of 5000 units per month, now an extra £100 is going to be spread over the 5000 units instead.
Trading Month:- February 2015
Fixed cost per unit = 5000/1100
		        = £4.55 to 2 d.p.

Trading Month: January 2015
Fixed cost per unit = 5000/1000
		        = £5.00
Explanation.
Although the total production costs have increased, the fixed cost per unit has decreased, because of the increase in total fixed costs of £100 to £1100 per month. £1100 is a greater figure than £1000, to be denominator in the calculation.
By spreading new fixed costs across the volume of production units per month…the new Fixed cost per unit is going to be much less. In this particular case, its 45p less per unit.
This does not affect total production costs…they have increased by £100 per month in-line with the increase of total fixed costs.


How does this affect the break-even point?
Cases in point.
Whether we use the old break-even point of £1 or £0.70, the conclusion is going to be the same in both cases, that of:-
The break-even point is going to increase because both the total fixed costs and total production costs have increased, consecutively.

My rationale on this theory:-.
Productions costs per unit is £1.00
Total Production Costs =Totals Fixed Costs + Total Variable Costs)
Problem:- How much does the production cost per unit for that specific month increase by?
e.g.  new production cost per unit for that specific month:- 
Total fixed costs + Total Variable Costs
__________________________________
Volume Of Units Produced
∴

£1100+ ’data not given’
__________________________________
5000 (example only)
Unfortunately, I do not have the total variable costs figure...which would have been the data necessary:-
a) First of all, inorder to understand how the Production unit cost of £1.00 was calculated
b) Secondly, I do not have the total variable costs figure for that month in order to calculate the new total production costs or production of cost per unit; now that there is an increase in total fixed costs, which occurred in that month, which should be taken in the calculation.
Since the break-even point is dependent on having the new production cost per unit figure at hand…I cannot also give a calculated break-even point or a new sales price per unit figure (in terms of matching/covering  the new production cost of the unit)
However, I do estimate that the break-even point will increase because the sale price per unit will have to increase also from £1.00 inorder to match the new production cost per unit figure, which will be over £1.00.
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