



[image: 7 Lessons in Finance for Non-Financial Managers: Master the Basics in 7 Steps by Roger Mason]








How to use this eBook


Look out for linked text (which is in blue) throughout the ebook that you can select to help you navigate between notes and main text.









iAlso available in the 7 Lessons series


[image: 7 Lessons book series advert]





v7 Lessons in Finance for Non-Financial Managers


Master the Basics in 7 Steps


Roger Mason


[image: John Murry Business Logo]


www.johnmurraybusiness.com





1Introduction


Depending on how far you are willing to stretch the definition, there are well over two million non-financial managers in the UK, with considerably more in other countries. Many of them would like to know more about finance, and the knowledge would help them do their jobs and progress in their careers.


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


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





2Lesson 1


An introduction to the profit statement


3Nearly all private sector businesses are conducted in the hope of making a profit, though of course not all succeed in doing so. Profits and losses, which perhaps should be called surpluses and deficits, are also important to large parts of the public sector and to such bodies as charities and membership organizations. There is of course much more to it, but many managers would say that the point of bookkeeping and accounting is to find out the amount of the profit or loss.


The Profit Statement is important and an introduction to it is a very good way of starting this book. The more advanced published accounts will be studied in Lesson 3, but first we will study an internal document produced for the managers.


We will work through:




	a simple example


	a trading company


	a manufacturing company


	some further concepts explained


	preparing a full example.








4A simple example


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


Profit Statement is the name often given to an internal document setting out the trading activity and results. It is sometimes called the Profit and Loss Account or Income Statement and these are the titles used in the more formal published accounts.


Understanding the principles of the Profit Statement is the first step towards using it to improve future performance. This is covered later in this book but as a first step we will consider a simple example.


Julia Brown writes a book. Her agreement does not provide for royalties, just a fee of £5,000 payable on delivery of the manuscript to the publisher. The costs of the enterprise are small and she pays them in cash as she goes. After receipt of the £5,000 her Profit Statement may well look like the following:








	

	£

	£






	Income

	

	5,000






	Less Costs:

	

	






	  Typing costs

	600

	






	  Stationery

	100

	






	  Travel

	200

	






	  Postage

	30

	






	  Telephone

	40

	






	  Miscellaneous

	120

	






	

	

	1,090






	Net Profit before Tax

	

	3,910









The profit (or loss) is the difference between money received and all the money paid out. Julia Brown may need the Profit Statement for her bank and for Her Majesty’s Revenue and Customs (HMRC). She may use the information herself. For example, if she has spent 391 hours working on the book her time has been rewarded at the rate of £10 per hour.



5A trading company


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


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


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


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


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


Sometimes the calculation as far as Gross Profit is shown in a separate Trading Account. However, the following simple example shows everything in one Profit Statement.


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


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


6The Profit Statement for July was as follows:








	

	£

	£






	Sales

	

	30,000






	Stock at 30 June

	10,000

	






	Purchases

	20,000

	






	

	30,000

	






	Less stock at 31 July

	9,000

	






	

	

	21,000






	Gross Profit

	

	9,000






	Less Overheads:

	

	






	Wages

	4,000

	






	Insurance

	1,500

	






	All other

	3,000

	






	

	

	8,500






	Net Profit

	

	500









A manufacturing company


It is only a small step to set out the Profit Statement of a manufacturing company. It is essential that the cost of manufacturing must exactly relate to the goods sold. The cost of these goods, no more and no less, must be brought into the Profit Statement.


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


The following example shows the principles. Sometimes the manufacturing costs are shown in a separate Manufacturing Account but in this straightforward example they are included in the Profit Statement.


Chiltern Manufacturing Company Ltd manufactures and sells household goods. Sales in the year to 31 December 2017 were 7£750,000. Purchases of raw materials and components in the year were £300,000. Stock at 31 December 2016 was £280,000 and at 31 December 2017 it was £320,000.


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


The Profit Statement for the year to 31 December 2017 is as follows:








	

	£

	£






	Sales

	

	750,000






	Stock at 31.12.16

	280,000

	






	Purchases

	300,000

	






	

	580,000

	






	Less stock at 31.12.17

	320,000

	






	

	260,000

	






	Production wages

	200,000

	






	Power costs

	60,000

	






	Other production costs

	80,000

	






	Cost of Manufacturing

	

	600,000






	

	

	150,000






	Less Overheads:

	

	






	Salaries

	70,000

	






	Other overheads

	85,000

	






	

	

	155,000






	Net Loss before Tax

	

	(5,000)






	(Note that the brackets indicate a minus figure.)









Key points so far




	There are definite starting and finishing dates.


	Total Sales appears at the top.


	Profit or Loss appears at the bottom.


	Only expenditure on goods actually sold is included.






8Some further concepts explained


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


Accruals (costs not yet entered)


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


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


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


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


Prepayments (costs entered in advance)


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


Consider an insurance premium of £12,000 paid on 1 December for 12 months’ cover in advance. If the Profit Statement is made up to 31 December the costs will have been overstated by [image: equation inline]. The accountant will reduce the costs accordingly. These reductions are called prepayments.


Bad debt reserves and sales ledger reserves


Many businesses sell on credit, and at the end of the period of the Profit Statement money will be owed by customers. 9Unfortunately not all of this money will necessarily be received. Among the possible reasons are:




	bad debts


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


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





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


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


Depreciation


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


It would obviously be wrong to charge all the costs of fixed assets to the Profit Statement in the year of purchase. The problem is overcome by charging only a proportion in each year of the expected useful life of the asset.


There are different methods of doing this calculation but the simplest, and most common, is the straight-line method. For example, let us consider an item of equipment costing £300,000 with an expected useful life of five years. The Profit Statement for each year would be charged with £60,000.


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



10Prudence and the matching of costs to income


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