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	Managing Finance	

Assessment 5

Q.1 	Short Questions:

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

“Financial management” is the effective planning, organising and controlling of the financial resources of an organisation. It consists of budgeting in line with organisational goals, the procurement of required funds, the provision and maintenance of robust financial accounting and reporting systems, and the monitoring of business finances and the wider financial markets and economy. Effective collaboration between internal departments in all of these functions is vital to the success of an organisation.



ii.		How do business and personal finance differ?

Two of the key differences between business and personal finance are stockholder interest and accountability. Whilst it is desirable to increase personal wealth as well as business wealth, this will not be the primary goal of most individuals. Equally, an individual is not generally accountable to another person/company for their personal finances. The primary concern of an organisation is to maximise stockholder wealth and incentives will be in place to encourage managers to act in the stockholders best interests. A business is accountable to the business owner, its Board of Directors, but also the public/society. There is a statutory requirement for medium-large limited companies to be independently audited and to publicly declare the company worth on an annual basis (to Companies House).

Stricter controls are required when handling business finance, such as budgeting and detailed accounting procedures recording all income and expenditure, assets purchased or disposed of etc. Accounting of personal finances is optional and very rarely consists of this level of financial detail.

Both businesses and private individuals can invest in a variety of different fund types although some options available will differ. Tax free Individual Savings Accounts (ISAs) are available to individual savers in personal finance, for example, but not to a business concern. A business is responsible for declaring tax on all investments although tax relief is available in some circumstances. Some investment markets will be available to businesses but not the general public. Businesses are subject to other forms or tax also, which do not apply in personal finance, such as Corporation tax, incurred on the sale of assets. VAT is chargeable to businesses on both their sales and purchases whereas private individuals only pay tax on their purchases (with the exception of a certain tax-exempt goods or services). A business will have a VAT control account where all VAT payments in and out are offset against each other to show the period end credit or debit position (the amount due to/from the HMRC).

A business can generate a much greater level of finance than an individual and within different business types (ie. partnerships ‘v’ large organisations) the capability to raise funds varies significantly. ‘Leverage’ is one example of this is; a tool used to multiply funds but also a risky strategy as it can result in multiple losses too. Leverage is not recommended in personal finance as in the event of a loss, your personal assets such as your home may be repossessed in order to pay any debts. Leverage involves the investment of business capital along with borrowed funds into for example, stocks and shares or the property market. The values of stocks and shares may rise or fall by a certain % level. If they rise, you multiply your funds and if they fall, your losses are multiplied. The advantage of using leverage in business is that, if carefully managed, you may quickly generate a large profit enabling further business growth.

Business finance can also be distinguished from personal finance in that it requires responsibilities to be segregated, to protect the business investment from any potential fraudulent activity and/or reduce errors or omissions in financial activities. This does not usually apply in personal finance except in circumstances such as circumstances where it is jointly agreed by account holders that two signatories will be required to authorise payments from a joint bank account.



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

The main objectives of a financial management team are to effectively source and manage funds to ensure that adequate levels of finance are available to meet current and future business needs. This involves forecasting financial requirements of the business. The financial manager must estimate the cost of acquiring fixed assets and also the ‘working capital’ operational needs of the business. Fixed assets include premises, office equipment, machinery, vehicles etc. The operational needs of the business include items such as rent, lighting, raw materials etc. Reference to strategy documents and the work plan helps determine accurate financial requirements. This documentation will contain the long-term aspirations and a timeline for the implementation of the stages detailed, such as business expansion, entry into new markets, further innovation etc. It is key that the financial team understand the roles of the other business departments and that they keep up-to-date with developments in these teams. Their departmental plans will have financial implications and it is important for a joined-up approach to provide the most cost-effective solutions for the organisation as a whole. This will contribute to an increase in the shareholder value over time, another main objective of the financial management team.

Once the forecasting exercise is complete, the acquisition of capital is the next step. The financial management team must research all options and exercise good risk management in their decision, putting in place the most appropriate funding source arrangements to meet company needs. 

They will also be responsible for making subsequent investment decisions that effectively utilise that capital, offering a suitable return on investment for the owner/shareholders. Financial stability must also be maintained, to ensure that a short-term reduction in sales or the loss of a single contract does not leave the business vulnerable. Ensuring effective cash flow at all times is vital to the success of a business and therefore proper credit management is another main objective of the financial management team.  

The control of costs is an area that is of significant interest to the financial management team. They are responsible for implementing such policies and procedures and for authorising any large capital expenditure requests.

A further important area of responsibility for the team is to provide adequate insurance protection on behalf of the company for events such as death, disability, property, public liability, employer’s liability and unemployment etc.





iv. 		How does the financial management team work?

Clear roles and segregated responsibilities and designated authority levels are established with the financial management team. The team works on the main principle that each transaction requires at least two staff members to process, and the person authorising a payment, for example, should not be one of the signatories on the cheque. ‘Checks and balances’ are often put in place throughout an organisation but this is vitally important in a financial system to reduce the risk of fraudulent activity. ‘Surprise case counts’ of the actual petty cash balance are also regularly completed by the Treasurer. Financial procedures will stipulate differing levels of monetary authorisation dependant on an employee’s position within the company, the level of trust and business need. 

The key responsibilities for financial management are shared between a number of roles at different levels within the organisation, from The Chair/Treasurer to Finance Officer. The Chair/Treasurer provides the oversight and financial management advice and liaises with the auditor, and the Trustees are responsible for approving all significant financial arrangements (mostly put in place by the Executive Director or Finance Manager). Another important role of a Trustee is to implement a loans, investments and reserves policy. The Executive Director is responsible for high-level financial reporting, ensuring legal compliance, creating budgets, financial strategies and obtaining competitive quotations for contracts (eg. insurance) along with various other tasks often assigned to a Finance Manager. The Finance Officer is responsible for the day-to-day recording and banking of cash and cheques, managing petty cash, preparing expenditure documents for authorisation and maintaining an asset register. 

Business accounting systems are used by the financial management team to record all financial transactions in and out of the business (whether cash, credit or asset items). Most businesses use ‘accrual accounting’, where transactions are recorded in accounts as soon as the order is confirmed, rather than waiting for payments to actually take place. Money owed to a creditor for a purchase is recorded under ‘short-term liabilities’ and money owed by a debtor for a sale is recorded under ‘current assets’. This provides a much more realistic view of the company’s financial position at any given time. Similarly the sale or purchase of assets is recorded in accounts, as is asset depreciation, which can be calculated as ‘the value of the asset less the expected scrappage value, divided by the number of years expected to last’. 

Single- or double-entry ledger systems are used, however single-entry is only suitable for smaller businesses as it does not allow for accrual entries. With the double-entry accounting method, each transaction has a debit and a credit entry,  in different accounts, providing checks along the way as accounts are compiled. The balance sheet is the final summary account which incorporates the totals from all other accounts; as its name suggests, both debit and credit sides will balance if all entries have been correctly accounted for. The financial management team are responsible for maintaining all accounting records, ensuring that figures balance.

The team analyse this data on a monthly, quarterly and annual basis. Comparisons are also made with earlier accounting periods and reports are issued to the Executive Director, Treasurer and Board/Governing body of the organisation as appropriate. Notes confirming the reasons for any significant variances will accompany the accounts.

The financial management team also pay close attention to the current budget position, and work with department managers to accurately code all relevant expenses and income. A business case for additional funding may be taken to senior management if operational demands require or a new business opportunity arises.



v. 		Give three examples of external and three for internal sources of finance. 

1. ‘Share capital’ is an example of a long-term external source of finance that is most commonly used by businesses as a method of raising funds. It only applies at the inception of a new business, when shares are first issued. The value of a limited company is usually divided up into shares, of equal value, and distributed in exchange for investment, to shareholders who as a result become part-owners of the company. Dividends are paid each year to shareholders based on the level of profit achieved. ‘Share capital’ is a form of ‘security finance’, also classified under ‘ownership securities’ or ‘capital stock’. The most common types of shares are ‘ordinary shares’ and ‘preference shares’. Such funds are used for the purchase of business premises or fixed assets. 



2. ‘Debentures’ are another external source of finance used by large organisations. A type of creditorship securities, debentures are a way of raising funds for the medium-long term (10-20 years typically) by issuing a certificate acknowledging a company’s debt in return for a lump sum payment. The finance is borrowed from a creditor at a fixed interest rate and a fixed maturity period is agreed upon which the initial investment amount is repayable. The debenture may take various forms from secured debentures where the debt is secured against the assets of the business, to unsecured (or simple) debentures where no security is given. The redemption period of debentures can vary, as can their flexibility to convert the funds into shares. Debenture holders have greater rights than equity and preference shareholders. 



3. A further example of an external source of finance is ‘Trade credit’. This is a short-term source of finance which assists with a business’ cash flow offering a short, specified, period, of usually interest free credit (typically 30, 60 or 90 days). Once the term is exceeded, should the balance payment be outstanding, interest will be chargeable and credit control actions may be pursued against the organisation as a consequence of late settlement of the debt. 

Funds may also be raised internally in an organisation. Below are three examples of internal sources of funding:

1. ‘Retained earnings’, also known as ‘plough back’, are profits generated by the business concern and held within the company, as opposed to those profits being distributed in the form of shares or dividend payments to shareholders. The value of these earnings is to be no greater than 10% of the net profit after tax – as stated in the Companies Act 1956. Any remaining profit may be distributed in the form of dividends to shareholders/owners. Retained earnings are recorded in the balance sheet under the shareholders equity section. An advantage of retaining earnings is that they are a low cost source of finance, as no interest payments or floatation expenses are incurred, as with many other sources of finance. The retained earnings fund is set aside for company expansion and diversification activities. 



2. ‘Depreciation funds’ is a further source of internal funding. ‘Depreciation’ refers to the reduction in the value of fixed assets (such as machinery etc.) due to wear and tear. Shown as an expense in the profit and loss account, depreciation reduces the overall profit made, resulting in internal tax savings. It is also recorded as a deduction to the asset value within the company’s Balance Sheet. Funds equivalent to the value of the existing fixed assets annual depreciation are set aside each year for the purchase of new fixed assets.



3. ‘Surplus and profits’ is a further source of internal income. Very similar and both referring to the excess of income over expenditure, ‘surplus’ is the term used by not-for-profit organisations, and ‘profit’ is used by for-profit organisations. These funds represent the surplus net income once the shareholder dividends have been paid. In addition to the profit made during business operations, in the current and previous financial periods, a surplus may be a result of circumstances such as a revaluation of assets (capital surplus) and income that is unrelated to typical business activities (termed non-operating income). An example of a non-operating income (or loss) could be foreign exchange rate transactions.





vi. 		What is the importance of financial management in a business? 

Financial management is an essential function of any organisation, whether setting up a new business or fulfilling the reporting requirements (of stockholders, authorities and own business needs) of an existing organisation. Financial planning enables a company to determine the level of investment required for business activities and the most suitable source of such finance. Once secured (at minimum cost), it is important that the funds are properly managed and allocated, in order to improve business efficiency and maximise the value of the company and the wealth of investors.

The financial management team work closely with all other departments to maintain control and encourage efficient use of funds available, to ensuring that business units do not over-commit financially in negotiations, that expense claims are reasonable, and that creditor payments are authorised in a timely manner etc. 

Valuable financial analysis is undertaken to assess the business’ current position. Data comparisons with the previous financial year, or an earlier accounting period, are useful tools for management. Business needs change frequently, due to internal and external pressures; financial management teams are aware of their business environment and are able to take steps to adapt business funds accordingly. Financial management assists greatly with financial decision making for the entire company. 

Whether applying for a loan, complying with financial legislation or controlling business funds effectively, the importance of robust accounting procedures, statements and accounts and regular monitoring of the business’ financial position is evident.



2. 		“The financial management of any organisation requires a good level of planning”. Discuss. 

A good level of planning should be demonstrated throughout an organisation. The top level strategy documents and high level policies set the expectation for the rest of the organisation. Robust financial systems for auditing and reporting purposes and documented procedures can be implemented with the clear guidance from such policies. It is a legal requirement that businesses produce and maintain comprehensive accounting records and declare their profit/loss figures annually (whether publicly and/or to the HMRC for tax purposes). The consequences of failing to do so include result in company fines, increasing over time from the deadline date.
Aside from the legislation requirements, the planning of effective financial management systems provides clarity of responsibilities and internal policies (eg. staff expenses, fixed asset management policy etc.) and structured accounting form templates, all helping to facilitate effective financial management. Without such a level of planning, roles and duties would be unclear and inadequate financial systems would result in poor quality information being collated in an inconsistent manner across the business. It may well be the case that although sufficient information can be extracted for legal and internal company requirements, significant and time-consuming handling of data is necessary in order to extract the desired information.

The business strategy will indicate the longer term organisational goals and, along with the company work plan, will provide information to enable the financial planning team to estimate what funds will be required and when (for all business projects). Using this information and with specialist financial knowledge, research and planning, the team can approach investment markets and source the most appropriate funding. An accurate forecast of funding requirements helps make best use of investments in order to maximise returns. Funding is likely to include a combination of external and internal funding, both short- and long-term, and high and lower risk investments. Careful consideration is necessary in order to maximise organisational profits without opting for an overly risky investment strategy, potentially costing the business significant losses. 

Budgeting is an important planning task within an organisation. It lists the company’s income and expenditure over a specified period, the budgeted amount in place for such transaction, the actual cost/earning and any variance. Reviewing of budget information enables a business to quickly identify any areas of overspend/shortage of funds. Budgeting also provides a degree of control over expenditure and communicates an appropriate message with regards to company spending. Once set up, the financial management team can use an electronic budget to trial other scenarios by amending certain spreadsheet figures to compare outcomes.

The management of cash flow is essential for the smooth running of a business. Cash flow issues are a common cause of the failure of small businesses where they may have a high demand for their products or services but insufficient cash available to proceed with customer orders. Liquidity of funds is very important to ensure that finance can be accessed as required yet still provides the maximum investment opportunities in terms of wealth management. Planning a suitable mix of funding types is key to successful financial management. For example, it is important to fund long-term activities with long-term finance options, particularly as these will offer a lower rate of interest and a higher return on investment. Equally, short-term activities will require short-term finance options. Without this, the business would not have access to sufficient funds to operate effectively and may not survive. 

‘Zero budgeting’ can also assist with future cash flow as it involves taking expenditure items off a budget plan until the additional expected income is received. This requires management to prioritise expenditure and is a safe strategy to work by. 

Leverage (or gearing), the ratio of debt to equity, plays an important part in determining the value of a company and the market value of its share. Financial planning is required to effectively control the level of leverage and ensure that it matches the company’s financial needs. A high leveraged company will be hoping to profit from very high investment returns but, if the market fails, will suffer huge losses. A high leveraged company has significantly more debt than equity and is much more suited to large organisations than small businesses. Leverage ratios vary considerably between different types of firm and must be considered when planning company funds. 

In order to make best provision for future financial needs, regular planning activities, between the financial team and other departments, should take place. Vital information such as any expansion plans, company mergers (increase in fixed capital requirement) or plans to increase staffing levels and/or pay (increase in working capital requirement) is key to maintain accurate financial forecasting. Should such information be withheld, the business may find that too much capital is committed to alternative investments and that the appropriate funds will be unavailable during the required timescales. In addition to the financial benefits, there are positive team building opportunities gained from inter-department collaboration, leading to knowledge sharing and possible opportunities for further innovation etc.

Planning is also required to create policies which will determine how organisational profits are to be distributed. This will include dividends from equity shares, payable to the owners of the company. Alternatively profits may be held in the business as ‘retained profit’. 

It could be argued that too much time and resource is spent financial planning. A good level of planning is vital to making the best financial decisions and its value clearly outweighs the time resources allocated.



Case Study

‘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.

	Fixed costs are those which are unaffected by production volumes, whereas variable costs fluctuate depending on the output levels of an organisation.

	The rent of business premises would be an example of a fixed cost for ‘Tasty Break’. A variable cost could be the price of the food consumables (ie. bread products and sandwich fillings). 



2. What happens to the breakeven point if:

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

The breakeven point (BEP) is the point where total revenue (from sales) equals total expenses. It can be calculated using the following equation:

Fixed Costs ÷ (Selling Price – Variable Costs) = Breakeven Point in Units

‘Tasty Break’ original figures £10,000 ÷ (£2.00 - £1.00) = 10,000 units (BEP)
Example at £1.50 sale price   £10,000 ÷  (£1.50 - £1.00)  = 20,000 units (BEP)

If the purchase price of a sandwich is reduced from £2.00 to £1.50, the breakeven point is doubled. As you can see from the above calculations, the company will need to produce twice as many units (20,000 instead of 10,000) before the breakeven point is reached.

A 50p (33%) drop in the purchase price is likely to result in a faster sales turnover, particularly if promoted by the retailer and so this should also be taken into consideration when assessing and managing finances and planning stock and labour requirements etc. Promotions also attract new customers, helping increase your long-term customer base.

 ‘Tasty Break’ has fixed costs of £10,000 and each unit costs £1.00 to produce, totalling £10,001 for just one unit. Economies of scale become apparent as soon as additional units are produced, with the production price per unit reducing. The sale price has a dramatic effect on the breakeven point of a business.



b) [bookmark: _GoBack]A cheaper bread supplier is found reducing the production costs to 70p?

If production costs are reduced to 70p then the breakeven point is reduced and the company reaches a profitable position sooner. The company would need to produce 2,308 units less to reach breakeven point than if the production cost remained at £1.00. 

Fixed Costs ÷ (Selling Price – Variable Costs) = Breakeven Point in Units

‘Tasty Break’ original figures £10,000 ÷ (£2.00 - £1.00) = 10,000 units (BEP)
At £0.70 production cost         £10,000 ÷  (£2.00 - £0.70) =   7,692 units (BEP)



c) Fixed costs increase to £1100 per month

	An increase in fixed costs from £1000 to £1100 per month equates to a 10% increase. This would delay the point at which ‘Tasty Break’ reaches a breakeven point, requiring an additional 1,000 units to be produced before this is achieved. The breakeven point calculations are shown below:

Fixed Costs ÷ (Selling Price – Variable Costs) = Breakeven Point in Units

‘Tasty Break’ original figures £10,000 ÷ (£2.00 - £1.00) = 10,000 units (BEP)
At £11,000 fixed costs            £11,000 ÷  (£2.00 - £1.00) =  11,000 units (BEP)

To mitigate the effects of increased fixed costs, the company may look to make variable cost savings and/or increase their selling price.
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