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Meet the author

Welcome to Finance for Non-financial Managers!

There’s a mystique to being an accountant, and I used to see people’s eyes glaze over whenever ‘the accounts’ came up. I’d written a book about cash flow, which Hodder & Stoughton declined, but recognizing talent when they saw it, they asked me to write on this topic.

Being of a helpful nature, I agreed. I had been obliged to study accounting textbooks during qualifying, which were often hard going, even for those who did the numbers for a living. I wrote this book with a certain sales colleague in mind, who freely admitted that accounts could be in a foreign language for all he understood. So I’ve tried to make it suit everyone with the slightest interest in ‘the numbers’, which ought to be anyone who works for any organization.

So, do I understand what non-finance people want to know? I do! While I was an accountant, this knowledge came from listening and speaking to those whose activities led to the numbers. And a colleague once told me ‘You’re not like a normal accountant’. These days, I use those people skills in an entirely new field, as an MRI radiographer, so I am now one of the target audience for this book!

As it’s now in the fifth edition, clearly a good many people like this book. I hope you enjoy it too.

Philip Ramsden


1: Only got a minute?

If you only have time to discover one thing about finance, it should be that it is not a difficult subject to grasp, since it is based on simple arithmetic. Finance is basically one number plus or minus another number, occasionally one divided by another, and once you realize that, any fear of the subject should diminish, if not disappear entirely.

The fundamental principle of finance is the impressive-sounding double entry bookkeeping (the latter is one of only two words with three consecutive double letters in it, the other obviously being bookkeeper). It might use terminology more familiar on a bank statement – debits and credits – but these are just a way of indicating + or – in the compilation of the two key financial statements, the Profit and Loss Account and the Balance Sheet. The double entry bit simply means any financial information is entered into the system (the General Ledger) as a + to one account, and a – to another, so that when they are all added up, the balance of all the entries must be zero, or in finance parlance, the assets will be equal to the sum of the liabilities plus equity (assets are what we have, liabilities are what we owe, equity is what is due to the owners of the company). So the warehouse receives stock (+stock: an asset) and we now owe the suppler (–creditors: a liability). Hundreds or thousands of such simple entries lead to the financial reports – the Profit and Loss Account (basically Sales less the Cost of the Goods Sold, less Fixed Expenses, or Overheads) and the Balance Sheet. There is more to it all, but that’s why this is a book, not a leaflet. Understand the detail, and never be afraid of ‘the accounts’ again!


5: Only got five minutes?

A Profit and Loss (P&L) Account, sometimes known as an income statement, states the profit an organization made, with some detail as to how it has been arrived at. The basic format starts with sales (excluding VAT), then deducts the cost of sales to derive the gross profit. From there, overhead expenses are deducted to give profit before interest and tax (PBIT). Taking away those two items (or adding interest if it is received) gives the final profit figure. The P&L Account will feature in the monthly management accounts pack to management, and will be backed up by details of sales and margins. Overhead expenses will be detailed by type of expense within each department. This version of the P&L Account differs from the one in the statutory accounts. That version is produced annually, is signed off by the auditors, and submitted to Companies House where anyone may acquire a copy. It has much less detail than is available to management.

The Balance Sheet is also one of the three compulsory financial statements that must be submitted as part of the annual statutory accounts to Companies House. The Balance Sheet has three main parts: assets, liabilities and equity. Assets are stock, debtors, cash (together called the current assets, less trade creditors and other debts due within a year, to give net current assets) and fixed assets (capital items).

Liabilities include loans, amounts due for leased capital items, in fact anything the organization owes on a longer term than one year.

Equity is amounts due to shareholders, mainly the capital (the initial and any subsequent investments by the shareholders), the cumulative profit, plus elements such as revaluation reserve.

The third compulsory element of the statutory accounts is the Cash Flow Statement. Cash flow is vital for any business, but essential for a new organization, as it can be a lack of cash rather than profitability that can cause it to be wound up. If its sales are made on longer credit terms than its purchases, cash will flow out of the company to suppliers before it is received from customers. Until the customers pay up, the company will need funding in place, either from shareholders or the bank.

The statutory accounts must be prepared and submitted annually to Companies House for limited companies, within nine months of the year end. All manner of people will be interested in the results – stakeholders is the collective term for them, and this includes such diverse groups as customers, suppliers, employees, potential investors, lenders and competitors. One set of accounts is not going to give everyone all they need to know – indeed, it reveals only limited information and will be several months out of date by the time anyone gets to read it. Consequently, the accounts should not be relied upon as the sole source of information about a company – trade journals and fairs, trade associations, visits to the company and discussions with employees, suppliers and customers may be revealing too.

All these financial reports come from information entered into the ledgers. There are three main ones. First, the sales ledger, (also known as the debtors ledger or accounts receivable) has two main entries – invoices for sales made, showing how much customers owe, and payments received from those customers. The balance is therefore the current outstanding amount for each customer, the total of which is the debtors figure that appears on the balance sheet.

Next, the purchase ledger (also known as the creditors ledger or accounts payable) works in a similar way, showing what is owed to suppliers, by reducing the amount on invoices received with payments made.

Finally, the general ledger is the source of all financial reports, since it contains entries for all financial transactions that the organization makes. Each and every transaction will have at least two entries (hence the term double entry bookkeeping), one a debit, the other a credit, so that the entries always balance. If they balance, then the general ledger will always balance, and since that leads to the production of the Balance Sheet, that will always balance too.

Ratio analysis – no more than one number divided by another – is a simple way of analysing accounts. For instance, all the lines on the P&L Account can be divided into sales to see how much a proportion of the sales figure they represent. The trick then is to have something to compare them with, whether it be last year’s results, or perhaps those of a competitor. That goes for any ratio. One key ratio to know is the return on capital employed (ROCE), which is the profit divided by the capital used to generate that profit. It is a bit like a business wanting to know how much income it generated using what it had to work with. Again, the ROCE needs to be compared with something to make an assessment of whether the company is performing well.

The costs of making a product come in a variety of guises. Direct costs are those associated with the actual making of the product and are classified into categories of material, labour and direct overheads. Indirect costs pertain to the production process, but are not related to specific products, for example maintenance and supervisor staff. A variable cost is one that goes up in proportion to the quantity produced; a fixed cost stays the same regardless of the level of production. Usually direct costs are variable and indirect ones fixed, but exceptions occur.

There are options as to how products are costed. Marginal costs are the simplest, using the direct costs of production (materials, labour and overheads); full costing adds to the marginal cost an element of overheads, by spreading the total indirect costs over the quantity of goods produced. This can get tricky if a company makes more than one product. On what basis should the indirect costs be shared out? Allocating them by number of labour hours required for each product is often a way.

Some companies use standard costing to help calculate the costs of sales, because it is frankly easier. These are prescribed values given to products, based on set values of materials bought in which are used to make the product (from a Bill of Materials), and how much labour is involved in making them (based on the product’s routing through the production process). Costs (either standard or actual) can be based on marginal or full costing.

Variance analysis is simply investigating differences between standard costs and actual ones. There will be variances for the materials involved, which can be further analysed into usage and price variances. Similarly for labour, there will be rate and efficiency variances.

Depreciation is simply a way of charging the cost of an acquired fixed asset (usually defined as something tangible costing more than £1,000 and which will last longer than a year) to the profit and loss account. If a company bought a shrinkwrap machine for £12,000, that would be a large expense to set against profit all at once. The argument is that the machine will last five years, so a fifth of the cost is charged each year, as depreciation. After two years, the accumulated depreciation charge is therefore £4,800, so the net book value of the asset (the original cost less accumulated depreciation) is £7,200. The important thing to note is that no cash is involved in the depreciation charge – how the item is paid for in the first place, whether all at once, or in instalments, is a different decision. To simplify things, such fixed assets are normally placed into categories, e.g. plant and machinery, and the company depreciates all items in that category at the same rate (unless it knows for sure a specific item will be used for a different period) – so plant and machinery might be depreciated over ten years, and vehicles over four. It is usually on a ‘straight line’ basis too – the same amount charged to profit every year for each asset.

Once the accounts are prepared, it is necessary for them to be checked and approved by the auditors. An audit does not scrutinize every transaction, merely a sample of them. It is the directors who appoint and change the auditors, yet the auditors are theoretically independent, checking that the accounts are a ‘true and fair view’ of the company’s financial activities for that year. If the auditors are not convinced, they can refuse to sign them, which creates adverse publicity for the directors, and tends to upset shareholders.

Financial information is a key part of strategic planning, which is usually a five-year plan of where the company wants to get to. In the short term, this translates into the annual budget. This is commonly handed down to management from the directors, although if management fail to meet budget, they can argue they had little input into the numbers.

The personal finance section of the book covers income tax and capital gains tax. Everyone should know how to work out if they have paid the right income tax – the Inland Revenue generally does not have time to check all the P35s it gets from companies, although anyone is entitled to query their tax paid.


1

The purpose of accounting

In this chapter you will learn:


	how accounting evolved

	about the need to record transactions

	about the need to audit this record

	how this established the basic principles of accounting



Business means numbers

If you were asked to name the principal objective of a company, would you say that it is to make money?

It’s a common reply to the question and, for most companies, probably it is the main reason for their existence, although there are, of course, those organizations that are non-profit making.

One thing all businesses have in common is the need to measure that profit, or surplus, in order to know that they are, in fact, making one. But profit arises from making hundreds, thousands, even millions of business transactions – buying, selling, moving, packing, storing …

Recording results

So to be able to measure the profits, these transactions have to be recorded, if they have a money value. What use is a salesperson who when asked ‘How much did you sell that Jaguar for?’ gives the answer ‘I don’t know, but I did manage to sell it.’? You wouldn’t know if a profit had been made on the deal, the sum to be collected from the customer, whether it would be enough to pay the manufacturer, or what the salesperson’s commission (or termination payment) should be.

Paper transactions

In the business world, the language is money. But just because transactions and results are measured in Dollars or Pounds or Euros or Yen, notes and coins do not necessarily change hands every time a transaction is made. It would slow commercial activity to a snail’s pace if we all had to pay as we go, so the business world operates largely on credit – take these goods now and pay me in 30 days please. But the transaction needs to be recorded, to remind the customer to pay, and you to ask him if he doesn’t.

It becomes more complicated because, when you sell a product, not only do you need to remember to ask for the money later, you must also deduct the product from your stock records. Otherwise you (or your computer) might think you’ve still got it and try to sell it again.

There’s a lot going on

Such is the volume of transactions in modern companies that whole departments are needed to handle them. Usually, Sales Order Processing administers the orders from customers served by sales representatives out in the field. Production schedulers shuffle alternatives to get sufficient product into stock to meet delivery deadlines. Buyers co-ordinate purchases and deliveries between production requirements and suppliers’ lead times. And back in the offices, the Accounts department keeps track of the financial implications of all that goes on elsewhere.

What’s in a name?

What is the difference between an Accounts department and a Finance department? Nothing, it’s just that some companies like to call it Accounts, and others prefer Finance. There is no real distinction, although in some companies, the department may perform some duties not found in other companies, or that fall under another area. For instance, the computer section – which has other names such as IT (Information Technology) or DP (Data Processing) – may be a department on its own; it might report to the Finance Director or to the Production Director; or it may even be external to the company, a contracted-in bureau service. All in all, Accounts is Finance and vice versa.

The birth of accounting

When businesses were literally one-man operations, and the owner did all the selling and buying, he also kept his own records – how much he paid for his bushels, what he had sold them for, how many he had left at the end of the day.

Two changes in the commercial world meant things could not go on that way. First, enterprises started getting bigger, so that one person couldn’t do everything. The owner needed partners or employees, although she could still take a dominant role in the proceedings. But it meant some tasks had to be delegated, and who wants to get stuck with the administration when they can give it to someone else?

Having a partner meant having to share the profits of the business, so the first step was to work out what those profits were. It hadn’t been as important when Giovanni Peluga was the sole participator of his Florentine market stall – he could tell by the cash in his pocket whether he was doing all right or not. But when he had to divide it up with his partner Luigi Constantino, he wanted to be sure he was getting his fair share. So a methodology was needed to work out what that would be.

Originally, no doubt, the mathematics of the calculation of the profit was fairly simple:

‘How much have you got, Giovanni?’

‘Two thousand, Luigi.’

‘A thousand each then.’

‘Not quite, Luigi, old friend. I paid for those two hams we still haven’t sold. I gave Signor Capella 150 each for them.’

‘Fine, a stock adjustment – give me 850 then.’

‘Wait a minute, you know those cheeses I sold to Signora Rosa, she hasn’t paid for them yet. She’ll give me 90 for them tomorrow.’

‘I see. But did you pay Signor Grimaldi for the cheeses in the first place?’

‘Only 40, on account. We still owe him another 20. And Signora Blanca brought back a loaf from yesterday, it had gone a little mouldy on the inside. I gave her a fresh one to replace it.’

‘So, Giovanni, how much money can I have?’

‘I don’t know, Luigi, it gets more complicated every day. But I heard about this book that’s come out which explains how we can work it out. It’s by someone called Luca Pacioli.’

The definitive work

The book referred to by Giovanni was published in 1495 and was a treatise on mathematics and associated subjects by the Franciscan monk Luca Pacioli.

In international circles, Pacioli has two claims to fame. The first is that he collaborated with Leonardo da Vinci on a number of projects, being considered a man of high intellect himself. Secondly, his work Summa de arithmetica, geometria proportioni et proportionalita (to use its short name) formed the basis of accounting rules that are the underlying foundation of current finance techniques.

This is not to say that Pacioli invented accountancy or that the subject has not changed over the last 500 years. Pacioli himself wrote in the book that the rules he was putting forward were considered best practice of the traders in northern Italy, particularly in Florence where he was based at the time. His work was the first recording in considerable detail of the principles of bookkeeping.

These basic principles, still intact in modern accounting, are as follows:

 


	that all transactions should be recorded in great detail in a book called the memorandum

	the transactions should then be transferred to another book, the ledger, and that each transaction has at least two entries to it, a debit and a credit, hence the term ‘double entry bookkeeping’.



There’s nothing difficult about writing things down and then writing them down somewhere else in a different order, but accountants appear to have turned a simple task into a black art in the eyes of many managers from other disciplines and functions!

Accounting grows up

The second big impact on commerce came when enterprises started to get so big that they needed capital from outside investors. With managers running the company, a distinction developed between owners and managers. This separation is normal for the plcs of today but, when it first became common, the owners had to rely on reports from the management to let them know how their company was performing. They still do.



Insight

It was the increasing size of businesses, with the necessity of recording ever more transactions, that led to accountancy as we recognize it today.



Now suppose, back in the early part of the twentieth century, you had invested £10,000 in a textile mill operation. Three months go by and you want to know how the business is doing.

‘We’re doing very well indeed, sir, very well. Sales are grand, labour costs are a bit on the high side and of course the cost of cotton is going up. We’ll make a nice profit this year, not much mind, because we’ll need to put some on one side for one of them new steam-powered winding machines. I’ll make sure you get a nice little dividend at the end of the year though, don’t you worry. Besides all that, do you like my new car?’

When the year-end reports come from the mill manager, they back up what he’s been saying throughout the year and you get your nice little dividend, as promised. Leaving the meeting when all the figures were announced, you notice the manager has replaced his car with another new one, the latest sporty number.

Suspicious? Why should you be? The reports from the manager confirm everything he’s told you. But you’ve no doubt spotted the flaw – he prepares the reports!

Investors thought they needed protecting from unscrupulous managers: at best they may be hiding poor performance; at worst they may be acting fraudulently and stealing from the company (and therefore from the investors). Several notorious cases only confirmed the urgent need to introduce an independent check that would instil investor confidence. This type of check is called an audit.



Insight

The audit is an independent check of the veracity of the accounts, needed because the managers of an organization are not necessarily its owners.



The greater need for more knowledge

Given the importance of financial awareness for managers from all disciplines, the need to be familiar with the methods, concepts and principles of the world of accounting is strong. Even armed with some basic knowledge – or perhaps only with numerous assumptions – many managers still do not believe that a profitable company can actually go bust. But it can. Some circumstances surrounding a company might, at first glance, suggest that all is well. Considered observation of the company’s accounts by someone with an educated eye might suggest or reveal something different.

 



TEST YOURSELF

1 What would be recorded in the memorandum?

2 Where is the debit and credit of each transaction recorded?
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