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Get the most from this book


Everyone has to decide his or her own revision strategy, but it is essential to review your work, learn it and test your understanding. These Revision Notes will help you to do that in a planned way, topic by topic. Use this book as the cornerstone of your revision and don’t hesitate to write in it — personalise your notes and check your progress by ticking off each section as you revise.


Tick to track your progress


Use the revision planner on pages 4 and 5 to plan your revision, topic by topic. Tick each box when you have:




•  revised and understood a topic


•  tested yourself


•  practised the exam questions and gone online to check your answers and complete the quick quizzes





You can also keep track of your revision by ticking off each topic heading in the book. You may find it helpful to add your own notes as you work through each topic.
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Features to help you succeed
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Examiner’s tips


Throughout the book there are tips from the examiner to help you boost your final grade.
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Typical mistakes


The examiner identifies the typical mistakes candidates make and explains how you can avoid them.
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Now test yourself


These short, knowledge-based questions provide the first step in testing your learning. Answers are at the back of the book.
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Definitions and key words


Clear, concise definitions of essential key terms are provided on the page where they appear.


Key words from the specification are highlighted in bold for you throughout the book.
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Check your understanding


Use these questions at the end of each section to make sure that you have understood every topic. Answers are at the back of the book.
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Exam practice


Practice exam questions are provided for each topic. Use them to consolidate your revision and practise your exam skills.
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Online


Go online to check your answers to the exam questions and try out the extra quick quizzes at www.therevisionbutton.co.uk/myrevisionnotes
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Countdown to my exams
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6–8 weeks to go




•  Start by looking at the specification — make sure you know exactly what material you need to revise and the style of the examination. Use the revision planner on pages 4 and 5 to familiarise yourself with the topics.


•  Organise your notes, making sure you have covered everything on the specification. The revision planner will help you to group your notes into topics.


•  Work out a realistic revision plan that will allow you time for relaxation. Set aside days and times for all the subjects that you need to study, and stick to your timetable.


•  Set yourself sensible targets. Break your revision down into focused sessions of around 40 minutes, divided by breaks. These Revision Notes organise the basic facts into short, memorable sections to make revising easier.
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4–6 weeks to go




•  Read through the relevant sections of this book and refer to the examiner’s tips, typical mistakes and key terms. Tick off the topics as you feel confident about them. Highlight those topics you find difficult and look at them again in detail.


•  Test your understanding of each topic by working through the ‘Now test yourself’ and ‘Check your understanding’ questions in the book. Look up the answers at the back of the book.


•  Make a note of any problem areas as you revise, and ask your teacher to go over these in class.


•  Look at past papers. They are one of the best ways to revise and practise your exam skills. Write or prepare planned answers to the exam practice questions provided in this book. Check your answers online and try out the extra quick quizzes at www.therevisionbutton.co.uk/myrevisionnotes



•  Try different revision methods. For example, you can make notes using mind maps, spider diagrams or flash cards.


•  Track your progress using the revision planner and give yourself a reward when you have achieved your target.
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One week to go




•  Try to fit in at least one more timed practice of an entire past paper and seek feedback from your teacher, comparing your work closely with the mark scheme.


•  Check the revision planner to make sure you haven’t missed out any topics. Brush up on any areas of difficulty by talking them over with a friend or getting help from your teacher.


•  Attend any revision classes put on by your teacher. Remember, he or she is an expert at preparing people for examinations.
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The day before the examination




•  Flick through these Revision Notes for useful reminders, for example the examiner’s tips, examiner’s summaries, typical mistakes and key terms.


•  Check the time and place of your examination.


•  Make sure you have everything you need — extra pens and pencils, tissues, a watch, bottled water, sweets.


•  Allow some time to relax and have an early night to ensure you are fresh and alert for the examinations.
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1 Functional objectives and strategies
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Using objectives and strategies


Functional objectives and corporate objectives


Corporate objectives


A business’s corporate objectives could include the following:




•  growth — to increase the overall scale of the business


•  diversification — looking to sell new products in new markets


•  to achieve the maximum possible profits in the long term


•  developing innovative goods and services





The setting and communication of clear corporate objectives allows senior managers to delegate authority to more junior employees while maintaining the organisation’s overall sense of direction.


Functional objectives


A functional objective normally has a numerical element and a stated timescale. For example, a business might set a financial objective which is a specific profit figure in relation to the capital available to the business. The objective will also include a timescale within which it should be achieved.


Once clear corporate objectives have been set, it is possible for the business to set objectives at functional levels. The achievement of its objectives by the various functional areas of the business will contribute to the business achieving its corporate objectives. For example, a business that has a corporate objective of growth will require its human resources function to set and achieve objectives to increase the size or productivity (or both) of its workforce, to enable it to increase its supplies of goods or services. At the same time, the finance function may be setting itself goals of increasing the funds available to the business, to allow the objective of growth to be financed fully.
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Examiner’s tip


When writing about functional objectives, consider how they can impact on other functional areas of the business. This helps to develop analytical arguments and can help you to make and support decisions.
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Figure 1.1 Functional objectives and corporate objectives


Functional objectives and functional strategies
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Figure 1.2 Functional objectives and functional strategies


The functional objective should be set first (and should contribute to the achievement of corporate objectives) and then the functional strategy should be devised to achieve the functional objective.


Earlier we used the example of a business with a corporate objective of growth, setting a functional objective within the human resources department of developing a larger and more highly skilled workforce. This will require the managers responsible for the human resource (HR) function to devise a strategy to fulfil its functional objectives. The key elements of such a plan may include training employees, recruiting new staff and possibly relocating certain staff.
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Typical mistake


Many students do not use the terms ‘objectives’ and ‘strategy’ precisely. This weakens their arguments when answering examination questions.
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Now test yourself





1 Important corporate objectives include diversification and profit maximisation. For each of these, suggest an appropriate functional strategy for finance, operations, marketing and HR that would help to achieve the relevant corporate objectives.





Answers on p. 106





[image: ]








[image: ]






Check your understanding





1 What is the difference between an objective and a strategy?



2 Explain the distinction between a corporate objective and a functional objective.



3 Why should a corporate objective be set before a functional objective?



4 How might setting clear corporate objectives assist managers in delegating authority within a business?



5 Explain why a corporate objective of innovation might have a significant impact on the functional objectives set by the operations and finance departments in the same business.





Answers on p. 106
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2 Financial strategies and accounts
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Understanding financial objectives


The nature of financial objectives


A financial objective is a goal or target pursued by the finance department (or function) within an organisation. It is likely that a financial objective will contain a specific numerical element and also a timescale within which it is to be achieved.


There are a number of financial objectives that a business might pursue.


Cash-flow targets


For many businesses, cash flow is vital and an essential element of success. Cash flow is the money flowing into and out of a business. Businesses may be growing and need regular inflows of cash to finance the purchase of increasing quantities of inputs such as labour and raw materials. Failure to set financial objectives may result in a business facing financial problems when its expenditure or outflow of cash ‘runs ahead’ of inflows. Such a situation is described as overtrading. Other businesses, such as house builders, have long cash cycles, which mean that a long period of time elapses between starting production and receiving cash from customers. For these businesses, managing cash carefully may be a priority.
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Now test yourself





1 Which of the following two businesses would be more likely to have cash-flow targets as a financial objective: Vickers shipbuilders and engineers, or Greggs the bakers? Why?





Answers on p. 106
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Cost minimisation


This financial objective has become better known over recent years due to the publicity given to low-cost airlines and the Easy Group. A financial objective of cost minimisation entails seeking to reduce to the lowest possible level all the costs of production that a business incurs as part of its trading activities. In the case of the low-cost or budget airlines, this has included minimising labour costs, reducing administrative costs by, for example, using the internet for booking, and using ‘out of town and city’ airports to reduce landing and take-off fees.
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Examiner’s tip


Link the functional financial objective to the overall corporate objectives of the business and the objectives set by other functions in the business. In the case of cash-flow targets, the marketing function may set itself objectives such as increasing sales, especially cash sales.
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Cost minimisation has clear implications for the objectives (and hence strategies) of other functional areas in the business. All functions within the business should aim to operate with minimal expenditure to achieve this financial objective. Cost minimisation is likely to support corporate objectives such as profit maximisation and growth.
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Typical mistake


Many students ignore price elasticity of demand when assessing cost minimisation as a financial objective. Remember, cost minimisation may be more effective in markets where demand is price elastic.





[image: ]





Return on capital employed targets


The return on capital employed (ROCE) is calculated by expressing the operating profits made by a business as a percentage of the value of the capital employed in the business. Stakeholders in a business can compare its current ROCE figure with those achieved by other businesses or with its own figure for previous years. We consider ROCE more fully on p. 17.


A business might set itself an ROCE target of 20%. This means that its net profits for the financial year will be 20% of the capital employed in the business. This financial objective is very precise and has the advantage of being relatively simple to measure. Achieving such an objective can require actions to increase net profits as well as to minimise the value of assets used within the business.


An ROCE target has considerable implications for other functions. For example, the marketing function may set objectives in terms of market share to improve profitability.


Shareholders’ returns


Shareholders’ returns is a term that is difficult to define precisely. Some writers take a short-term view and say that it is the current share price and any associated dividends that are due in the near future. Other writers take a longer-term view of shareholders’ returns and define it as a combination of short-term returns (both share prices and dividends) as well as future share prices and dividends. In either case, it puts emphasis on generating profits and increasing the value of the company, as reflected in its share price.


Increasing shareholders’ returns requires the support of the other functions in the business. Minimising costs can be an important element of any strategy implemented to increase shareholders’ returns, and this could have significant consequences for the operations and human resources functions within the business.
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Examiner’s tip


Remember that a business has stakeholders other than its shareholders. A valid line of argument when tackling questions on shareholders’ returns as a financial objective may be to consider the effect on, and reaction of, other stakeholders.
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Influences on financial objectives


The financial objectives that are set and pursued by a business will be influenced by a number of factors, both internal and external. The precise importance of these factors will vary according to circumstances.


Internal factors


Internal factors arise within the business. They include:




•  The corporate objectives of the business. Arguably this is the most important influence on any financial objective that a business may adopt. A financial objective must assist the business in achieving its overall corporate objectives.


•  The nature of the product that is sold. If a product’s demand is sensitive to price (i.e. if it is price elastic), managers may be more likely to implement and pursue a financial objective of cost minimisation. This financial objective may allow price reduction, with a positive impact on revenue earned.


•  The attitudes and aspirations of the business’s senior managers. If the managers of the business hold large numbers of shares, increasing the shareholders’ value might be an attractive proposition, especially if a long-run view is taken of this financial objective. On the other hand, managers may seek the recognition that accompanies growth. In such circumstances, a financial objective of cost minimisation may be more appropriate.
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Examiner’s tip


Remember that financial objectives are not set in isolation from the rest of the business. They will be part of the creation of corporate objectives as well as the objectives of the remaining functions within the business. These are part of a complementary package.
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External factors


External factors arise outside the business. They include:




•  The actions of the business’s competitors. A business will take into account the behaviour of its competitors when setting financial objectives. For example, a business operating in a highly price-competitive market might consider establishing an objective of cost minimisation to allow it more flexibility in pricing decisions.


•  The availability of external finance. If a business is experiencing difficulty in raising capital, financial objectives are more likely to centre on profits and profitability. Achieving specific returns in terms of profit will reassure potential shareholders or investors.


•  The state of the market. If the market for the business’s products is expanding, it may lead a business’s managers to set more expansive financial objectives, such as higher rates of shareholder returns or higher figures for ROCE. In contrast, in a market in which sales figures are stable or declining, financial objectives may be more cautious.
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Now test yourself





2 Construct a table to state one external factor and one internal factor which would encourage managers to adopt each of the four financial objectives set out above.





Answers on p. 106
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Using financial data to assess performance


Structure and contents of balance sheets


The balance sheet is an accounting statement of the firm’s assets and liabilities on the last day of an accounting period. It can be seen as a ‘snapshot’ of the firm’s current state of affairs at a given time. It lists the assets that the firm owns and sets these against the balancing liabilities — the claims of those individuals or organisations that provided the funds to buy the assets. All businesses have assets and liabilities.


Assets


Assets take the form of non-current assets and current assets.


Non-current assets are those assets, such as machinery, equipment and vehicles, which are bought for long-term use (generally more than a year) rather than for resale.


Current assets are items such as inventories (e.g. raw materials) and unsold goods, receivables (money owed by customers), money in the bank and cash. All of these current assets will be converted into cash by the end of the financial year.


Tangible assets are those which exist physically, such as vehicles. In contrast, non-tangible assets do not exist in a physical form. An example of a non-tangible asset is a business’s trademark, such as Nike’s ‘tick’.


Liabilities


A business’s assets will automatically be matched by its liabilities.


Shareholders’ equity or total equity is the funds invested in a company by shareholders in order to acquire the assets that the business needs to trade. In the case of businesses other than companies, this may be called capital or owners’ funds. It is a liability because the business technically ‘owes’ it to the investors.


Non-current liabilities have been borrowed from external sources and will be repaid over the ‘long term’ (a period longer than 1 year). Examples of non-current liabilities are mortgages, bank loans and debentures.


Current liabilities are debts of the business that will be repaid in the ‘short term’ (less than 1 year). The most common current liabilities are payables and bank overdrafts.


The assets owned by a business are financed by its liabilities. If all the assets of the business are listed on one side of the balance sheet and all the liabilities of the business are listed on the other, the two totals should balance. This is usually shown vertically, as in Figure 2.1.
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Figure 2.1 The structure of a balance sheet


How to analyse balance sheets




•  A balance sheet is just a ‘snapshot’ on one day of the year.


•  A key issue is how the company has financed the purchasing of its assets. A business may present a stable position, but may face severe problems if it has borrowed heavily and a rise in interest rates occurs.
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Examiner’s tip


It is vital to understand not only the concepts and theories that make up the finance element of the specification, but also their strengths and weaknesses. Many analytical and evaluative questions are set on the uses and drawbacks of the major financial techniques, so this aspect of understanding is particularly worthwhile.
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Balance sheets, working capital and liquidity


Working capital refers to the amount of funds a firm has available for its day-to-day operations. It is the amount of liquid assets that a company has available.


Liquidity measures the extent to which a business is able to pay its short-term debts.


Working capital is an important measure of a business’s liquidity and is given by the formula:


working capital = current assets – current liabilities


Working capital is used to pay for the day-to-day running costs of the firm, such as wages, and to finance the purchasing of inventories. It is also used to fund any sales made on credit terms.


Businesses must ensure that they do not have too many current assets in the form of inventories and receivables (that is, people or organisations that owe the business money) as they do not generate profits for the business. But they must make sure that they have enough inventories to meet customer requirements.


If a business has too little working capital available, it may struggle to finance its day-to-day operations. Similarly, if it has too much invested in inventories, it may not be able to afford to purchase new fixed assets.


Liquidity measures two factors:




•  The ability of a firm to meet its short-term debts, as suppliers’ bills and expenses can only be met with cash. Liquidity in this sense measures the company’s cash or near-cash equivalents as against short-term debts.


•  The ability of a business to turn its assets into cash. Cash or near-cash equivalents (e.g. bank deposits) are termed liquid assets. Assets that are difficult to turn into cash (e.g. buildings) are termed illiquid assets.
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Examiner’s tip


This area of finance has close links with the section on liquidity ratios — that is, the current ratio and the acid test ratio — so these are often examined together (see pp. 18–19). The use of ratios such as these will help you to analyse balance sheets more fully.
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Balance sheets and depreciation


Depreciation is the loss in value of a business’s assets over time. The amount an asset loses in value each year is a cost to the business. Depreciation is another feature of balance sheets that can be important in analysing the financial performance of the business. Fixed assets have a limited life, even though this could be decades in the case of buildings. Instead of charging the full cost of an asset to the year in which it is bought, it is usual to charge some of the cost to each year of the asset’s life. This appears as a charge on the income statement and the process is termed ‘depreciation’.


When assets are depreciated each year, the amount of the depreciation is included on the income statement as an expense. This means that the amount of the business’s profits may be reduced. This is only a ‘paper’ reduction in profits but has the advantage of reducing the amount of tax that the business has to pay. To avoid this scenario, businesses normally have to work to strict rules imposed by HM Revenue and Customs when calculating deprecation.


Income statements and how to analyse them


Structure of income statements


An income statement is an accounting statement that shows a firm’s sales revenue generated over a trading period and all the relevant costs incurred in earning that revenue (see Figure 2.2). Profit is the difference that arises when a firm’s sales revenue is greater than its total costs.
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Figure 2.2 The structure of an income statement


In accounting terms, however, the word ‘profit’ on its own has little actual meaning. Profit is such an integral objective and such a good indicator of company performance that it is broken down into gross profit and operating profit.


Gross profit


Gross profit is the measure of the difference between sales revenue and the cost of manufacturing or purchasing the products that have been sold.


gross profit = sales revenue – cost of goods sold


Gross profit is calculated without taking into account costs that could be classified as expenses (e.g. administration, advertising) or overheads (e.g. rent, rates).


It is a useful measure. For example, if company A and company B are providing a similar good or service and company A is making a lower level of gross profit than company B, company A must look closely at its trading position to reduce its expenses and/or overheads.


Operating profit


After calculating gross profit, the next stage is to remove all other expenses and overheads (those costs not directly concerned with the business’s trading activities). The result is operating profit.


operating profit = gross profit – (expenses + overheads)


Operating profit is a useful measure. A business may find itself making a healthy gross profit but a small operating profit compared to its competitors. This may be because its overheads are not under control. Calculating both gross and operating profit allows owners/managers to identify problem areas with greater ease.


Finance income and finance expenses


Finance income relates to interest that the business receives on accounts that it holds with banks and other financial institutions. Finance expenses are the interest that it pays on loans. Finance income and expenses can add to or subtract from a business’s operating profit. If its interest received is greater, the difference will be added to operating profit to give a larger figure for profit before taxation. If the interest received is smaller, the net figure will be deducted from operating profit to arrive at profit before taxation.


Profit before and after taxation


All businesses pay tax on profits. Companies pay corporation tax on profits. In 2012 the rate of corporation tax paid by larger companies was cut from 26% to 25%. Once tax has been deducted, we arrive at the final figure on the income statement: profit after taxation for the year.
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Now test yourself





3 Write a brief statement to explain the difference between gross profit, operating profit and profit for the year.





Answers on p. 106





[image: ]





Analysing income statements


In analysing income statements, the following concepts need to be considered:




•  Profit quality measures the extent to which an individual profit source is sustainable. A company may make one-off profits from the sale of assets, but these may not be a sustainable source of profits and, if so, will be termed ‘low-quality profits’. On the other hand, a company with a strong trading position, which can be expected to make profits in future years, is described as generating ‘high-quality profits’.
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Typical mistake


Do not just consider the size of the profit figure. Profit quality is an important concept to take into account when responding to questions that ask you to consider a company’s financial position, and can provide the basis for analysis and judgement.





[image: ]





Profit utilisation


Companies may use profit in two main ways:




•  Retained profits. These are the share of profits kept by the company and added to the company’s balance sheet reserves. Retained profits increase the value of the company, so helping an organisation to expand. A company that retains its profits may perform better in the future.


•  Distributed profits. These are the portion of a company’s profit shared out to external parties, such as owners or partners, preference shareholders and ordinary shareholders.





Financial data and judging performance


There are a number of issues that you may need to consider when assessing the value of financial data in judging the performance of a business.


The importance of comparisons


It is normally very difficult to make a judgement about a business’s balance sheet or income statement without having something to compare it with. There are two main possibilities:




•  The performance of the same business in previous years. It is helpful to compare the profits or net assets employed for the business for the year before and preferably for several years previously. Most company accounts have 2 years’ data for each of the key figures, allowing judgements on whether the trend in the data is improving or not.


•  The performance of similar businesses. In making judgements consider key figures for other, similar-sized businesses and those that operate in the same industries or markets. You can see whether a particular business holds greater levels of inventories or has recorded or retained greater levels of profit over the last trading year.
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Examiner’s tip


Objectives provide a yardstick against which to make and support judgements on the financial performance of a business. If, for example, a business has an objective of growth, it may be reasonable to expect lower profits as it invests more in promotion, research and development, etc. Examiners award higher marks for evaluation that is supported.
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