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PLEASE

TURN ME OFF 

OR

SET TO SILENT



Over to you

▪ What is your name and job title

▪ What are your main areas of job responsibility?

▪ How much involvement do you presently have with finance?

▪ What kind of financial reports do you see in your work?

▪ How will a greater knowledge of finance help you in your work?

▪ Which topics would you particularly like to cover?

▪ Do you have any specific concerns about the course?



Introduction

We live in turbulent times

Financial crisis Credit crunch

Recession

Recovery?

Survival?

Business failure?



Introduction

Key course topics
▪ Understanding Financial Statements

▪ Managing Working Capital for strong cashflow

▪ Gross margin and pricing for profit

▪ Measuring performance

▪ Investment appraisal

▪ Budgeting



Understanding Costs

















































Inventory - Stocks







































Depreciation



Allocating costs of long-lived assets:

◆ Fixed assets = Depreciation expense

◆ Intangibles = Amortization expense

◆ Mineral resources = Depletion expense

Depreciation is the accounting process of allocating the cost 

of tangible assets to expense in a systematic and rational 

manner to those periods expected to benefit from the use of 

the asset.

DEPRECIATION—METHOD OF COST 

ALLOCATION

LO 1



Factors Involved in the Depreciation Process

Three basic questions:

1. What depreciable base is to be used?

2. What is the asset’s useful life?

3. What method of cost apportionment is best?

DEPRECIATION—COST ALLOCATION

LO 2



Depreciable Base for the Asset

Factors Involved in Depreciation Process

ILLUSTRATION

Computation of

Depreciation Base

LO 2



Estimation of Service Lives

◆ Service life often differs from physical life.

◆ Companies retire assets for two reasons: 

1. Physical factors (casualty or expiration of 

physical life).

2. Economic factors (inadequacy, supersession, 

and obsolescence).

Factors Involved in Depreciation Process

LO 2



The profession requires the method employed be “systematic 

and rational.”  Methods used include:

Methods of Depreciation

DEPRECIATION—COST ALLOCATION

1. Activity method (units of use or production).

2. Straight-line method. 

3. Diminishing (accelerated)-charge methods:

a) Sum-of-the-years’-digits.

b) Declining-balance method.

LO 3



Activity Method

Illustration:  If Stanley uses the crane for 4,000 hours the first 

year, the depreciation charge is:

Data for 

Stanley Coal 

Mines

Methods of Depreciation

ILLUSTRATION 

Data Used to Illustrate

Depreciation Methods

ILLUSTRATION 

Depreciation Calculation,

Activity Method—Crane

Example

LO 3



Straight-Line Method

Illustration:  Stanley computes depreciation as follows:

Data for 

Stanley Coal 

Mines

ILLUSTRATION 

Data Used to Illustrate

Depreciation Methods

ILLUSTRATION

Depreciation Calculation,

Straight-Line Method—

Crane Example

Methods of Depreciation

LO 3



Diminishing-Charge Methods

Sum-of-the-Years’-Digits.  Each fraction uses the sum of the 

years as a denominator (5 + 4 + 3 + 2 + 1 = 15).  The numerator 

is the number of years of estimated life remaining as of the 

beginning of the year.

n(n+1)
2

=
5(5+1)
2

= 15Alternate sum-of-the-

years’ calculation

Data for 

Stanley Coal 

Mines

ILLUSTRATION 11-2

Data Used to Illustrate

Depreciation Methods

Methods of Depreciation



Sum-of-the-Years’-Digits

ILLUSTRATION 

Sum-of-the-Years’-Digits

Depreciation Schedule—

Crane Example

Methods of Depreciation

LO 3



Diminishing-Charge Methods

Declining-Balance Method. 

◆ Utilizes a depreciation rate (percentage) that is some multiple 

of the straight-line method.

◆ Does not deduct the salvage value in computing the 

depreciation base.

Data for 

Stanley Coal 

Mines

ILLUSTRATION 

Data Used to Illustrate

Depreciation Methods

Methods of Depreciation

LO 3



Declining-Balance Method

ILLUSTRATION 

Double-Declining

Depreciation Schedule—

Crane Example

Methods of Depreciation

LO 3



Understanding Financial Statements



Understanding Financial Statements

       Sells kitchens imported from Scandinavia

     Floated on the Alternative Investment Market 2001

     Sales of £34m and 120 UK employees

     Who might be interested in Skanda’s performance?

      Why might they be interested?

        

      Skanda Kitchens PLC   



Understanding Financial Statements

Who might be interested?

▪ Shareholders and prospective shareholders

▪ Company’s directors and managers

▪ Banks

▪ Suppliers and prospective suppliers

▪ Customers and prospective customers

▪ Employees and prospective employees



Understanding Financial Statements

Why might they be interested?

▪ Check investment is safe and performing well

▪ Check company performance and their own

▪ Check company is good credit risk

▪ Check company can and will pay on time

▪ Check company can deliver 

▪ Check long term career prospects



Understanding Financial Statements

Development of financial statements

▪ Joint stock companies proliferated after industrial revolution

▪ Financial statements became more widely used

▪ 19th century saw accounting scandals and investor frauds

▪ Companies Acts set out first reporting rules 

▪ Fundamental concepts much the same today



Understanding Financial Statements

Fundamental requirement
▪ Show “true and fair view”

▪ Prepared in accordance with: 
▪ Generally Accepted Accounting Principles

▪ Financial Reporting Standards

▪ Standard Statement of Accounting Practice



Understanding Financial Statements

Four basic accounting concepts
▪ Going concern concept 

▪ Accruals concept 

▪ Consistency concept 

▪ Prudence concept 



Understanding Financial Statements

Various accounting policies
▪ Sales income recognition

▪ Depreciation of fixed assets

▪ Stocks and work in progress

▪ Research and development



Understanding Financial Statements

‘under the bonnet’ they all use a well established approach to accounting



Understanding Financial Statements

Double entry bookkeeping
▪ Each transaction shown by two entries

▪ Two simple rules apply:

▪ DEBIT the account of the RECEIVER of value

▪ CREDIT the account of the GIVER of value



Understanding Financial Statements

Double entry bookkeeping: 

the finest invention of the human mind



Understanding Financial Statements



Understanding Financial Statements

Types of accounting entry
▪ Capital and revenue

▪ Cash and non-cash



Understanding Financial Statements

Accounting entries to 31-3-07 Balance Transaction 1 New Balance

Racking & equipment

Bank account £400,000 £400,000

Stock

Debtors

Prepayments

Creditors

Accruals

Share capital (£400,000) (£400,000)

Sales

Cost of sales

Distribution costs

Salaries

Rent

Marketing costs

Other overhead

Depreciation

Check total £0 £0 £0



Understanding Financial Statements

Accounting entries to 31-3-07 Balance Transaction 2 New Balance

Racking & equipment

Bank account £400,000 (£30,000) £370,000

Stock

Debtors

Prepayments £15,000 £15,000

Creditors

Accruals

Share capital (£400,000) (£400,000)

Sales

Cost of sales

Distribution costs

Salaries

Rent £15,000 £15,000

Marketing costs

Other overhead

Depreciation

Check total £0 £0 £0



Understanding Financial Statements

Accounting entries to 31-3-07 Balance Transaction 3 New Balance

Racking & equipment £40,000 £40,000

Bank account £370,000 (£40,000) £330,000

Stock

Debtors

Prepayments £15,000 £15,000

Creditors

Accruals

Share capital (£400,000) (£400,000)

Sales

Cost of sales

Distribution costs

Salaries

Rent £15,000 £15,000

Marketing costs

Other overhead

Depreciation

Check total £0 £0 £0



Understanding Financial Statements

Accounting entries to 31-3-07 Balance Transaction 4 New Balance

Racking & equipment £40,000 £40,000

Bank account £330,000 (£20,000) £310,000

Stock

Debtors

Prepayments £15,000 £15,000

Creditors

Accruals

Share capital (£400,000) (£400,000)

Sales

Cost of sales

Distribution costs

Salaries £20,000 £20,000

Rent £15,000 £15,000

Marketing costs

Other overhead

Depreciation

Check total £0 £0 £0



Understanding Financial Statements

Accounting entries to 31-3-07 Balance Transaction 4 New Balance

Racking & equipment £40,000 £40,000

Bank account £310,000 (£18,000) £292,000

Stock

Debtors

Prepayments £15,000 £15,000

Creditors

Accruals

Share capital (£400,000) (£400,000)

Sales

Cost of sales

Distribution costs

Salaries £20,000 £20,000

Rent £15,000 £15,000

Marketing costs

Other overhead £18,000 £18,000

Depreciation

Check total £0 £0 £0



Understanding Financial Statements

Accounting entries to 31-3-07 Balance Transaction 5 New Balance

Racking & equipment £40,000 £40,000

Bank account £292,000 (£200,000) £92,000

Stock £200,000 £200,000

Debtors

Prepayments £15,000 £15,000

Creditors

Accruals

Share capital (£400,000) (£400,000)

Sales

Cost of sales

Distribution costs

Salaries £20,000 £20,000

Rent £15,000 £15,000

Marketing costs

Other overhead £18,000 £18,000

Depreciation

Check total £0 £0 £0



Understanding Financial Statements

Accounting entries to 31-3-07 Balance Transaction 6 New Balance

Racking & equipment £40,000 £40,000

Bank account £92,000 £92,000

Stock £200,000 £75,000 £275,000

Debtors

Prepayments £15,000 £15,000

Creditors (£75,000) (£75,000)

Accruals

Share capital (£400,000) (£400,000)

Sales

Cost of sales

Distribution costs

Salaries £20,000 £20,000

Rent £15,000 £15,000

Marketing costs

Other overhead £18,000 £18,000

Depreciation

Check total £0 £0 £0



Understanding Financial Statements

Accounting entries to 31-3-07 Balance Transaction 7 New Balance

Racking & equipment £40,000 £40,000

Bank account £92,000 £92,000

Stock £275,000 (£147,000) £128,000

Debtors

Prepayments £15,000 £15,000

Creditors (£75,000) (£75,000)

Accruals

Share capital (£400,000) (£400,000)

Sales

Cost of sales £147,000 £147,000

Distribution costs

Salaries £20,000 £20,000

Rent £15,000 £15,000

Marketing costs

Other overhead £18,000 £18,000

Depreciation

Check total £0 £0 £0



Understanding Financial Statements

Accounting entries to 31-3-07 Balance Transaction 7 New Balance

Racking & equipment £40,000 £40,000

Bank account £92,000 (£14,000) £78,000

Stock £128,000 £128,000

Debtors

Prepayments £15,000 £15,000

Creditors (£75,000) (£75,000)

Accruals

Share capital (£400,000) (£400,000)

Sales

Cost of sales £147,000 £147,000

Distribution costs £14,000 £14,000

Salaries £20,000 £20,000

Rent £15,000 £15,000

Marketing costs

Other overhead £18,000 £18,000

Depreciation

Check total £0 £0 £0



Understanding Financial Statements

Accounting entries to 31-3-07 Balance Transaction 7 New Balance

Racking & equipment £40,000 £40,000

Bank account £78,000 £78,000

Stock £128,000 £128,000

Debtors £245,000 £245,000

Prepayments £15,000 £15,000

Creditors (£75,000) (£75,000)

Accruals

Share capital (£400,000) (£400,000)

Sales (£245,000) (£245,000)

Cost of sales £147,000 £147,000

Distribution costs £14,000 £14,000

Salaries £20,000 £20,000

Rent £15,000 £15,000

Marketing costs

Other overhead £18,000 £18,000

Depreciation

Check total £0 £0 £0



Understanding Financial Statements

Accounting entries to 31-3-07 Balance Transaction 8 New Balance

Racking & equipment £40,000 £40,000

Bank account £78,000 £78,000

Stock £128,000 £128,000

Debtors £245,000 £245,000

Prepayments £15,000 £15,000

Creditors (£75,000) (£75,000)

Accruals (£17,000) (£17,000)

Share capital (£400,000) (£400,000)

Sales (£245,000) (£245,000)

Cost of sales £147,000 £147,000

Distribution costs £14,000 £14,000

Salaries £20,000 £20,000

Rent £15,000 £15,000

Marketing costs £17,000 £17,000

Other overhead £18,000 £18,000

Depreciation

Check total £0 £0 £0



Understanding Financial Statements

Accounting entries to 31-3-07 Balance Transaction 9 New Balance

Racking & equipment £40,000 (£2,000) £38,000

Bank account £78,000 £78,000

Stock £128,000 £128,000

Debtors £245,000 £245,000

Prepayments £15,000 £15,000

Creditors (£75,000) (£75,000)

Accruals (£17,000) (£17,000)

Share capital (£400,000) (£400,000)

Sales (£245,000) (£245,000)

Cost of sales £147,000 £147,000

Distribution costs £14,000 £14,000

Salaries £20,000 £20,000

Rent £15,000 £15,000

Marketing costs £17,000 £17,000

Other overhead £18,000 £18,000

Depreciation £2,000 £2,000

Check total £0 £0 £0



The Mega Toy Company Limited    Trial Balance at 31-3-07

Racking & equipment £38,000

Bank account £78,000

Stock £128,000

Debtors £245,000

Prepayments £15,000

Creditors (£75,000)

Accruals (£17,000)

Share capital (£400,000)

Sales (£245,000)

Cost of sales £147,000

Distribution costs £14,000

Salaries £20,000

Rent £15,000

Marketing costs £17,000

Other overhead £18,000

Depreciation £2,000

Check total £0

Understanding Financial Statements



Understanding Financial Statements

Balance sheet



Understanding Financial Statements

UK versus US financial terms

 There are some differences in terms used

           The course manual shows some 

examples

           We will be using UK terminology

 



Understanding Financial Statements

Balance sheet

▪ A snapshot of the company’s financial position

▪ As at the balance sheet date

What does the balance sheet show?

▪ What the company owns =  assets

▪ What the company owes =  liabilities

▪ How these are financed =  capital employed



Understanding Financial Statements

The accounting equation

Assets  minus  liabilities  =  capital



Understanding Financial Statements

The Mega Toy Company Limited    Balance sheet 

at 31st March 2007

Racking & equipment at cost  £ 40,000

Less depreciation   £   2,000

Fixed assets at net book value  £ 38,000

Cash     £  78,000

Stock     £128,000

Debtors                  £245,000



Loans

Share capital 

Stock

Cash

Understanding Financial Statements

External  Internal External

Debtors

= “Trade cycle” 

Business funds 
flow



Understanding Financial Statements

The Mega Toy Company Limited   Balance sheet at 31st March 2007

Racking & equipment at cost  £ 40,000

Less depreciation   £   2,000

Fixed assets at net book value   £ 38,000

Cash     £  78,000

Stock     £128,000

Debtors                  £245,000

Prepayments                  £15,000

Current assets                                  £466,000

Creditors    £  75,000

Accruals    £  17,000

Current liabilities   £  92,000



Loans

Share capital 

Stock

Cash

Understanding Financial Statements

External  Internal External

Debtors

Business funds flow

Creditors

= Working capital

= Trade cycle



Understanding Financial Statements

The Mega Toy Company Limited    Balance sheet at 31st March 2007

Racking & equipment at cost  £ 40,000

Less depreciation   £   2,000

Fixed assets at net book value   £ 38,000

Cash     £  78,000

Stock     £128,000

Debtors    £245,000

Prepayments                        £  15,000

Current assets                        £466,000

Creditors    £  75,000

Accruals    £  17,000

Current liabilities                         £  92,000

Net current assets    £374,000

NET ASSETS    £412,000

Represented by

Share capital   £400,000



The Mega Toy Company Limited    Trial Balance at 31-3-07

Racking & equipment £38,000

Bank account £78,000

Stock £128,000

Debtors £245,000

Prepayments £15,000

Creditors (£75,000)

Accruals (£17,000)

Share capital (£400,000)

Sales (£245,000)

Cost of sales £147,000

Distribution costs £14,000

Salaries £20,000

Rent £15,000

Marketing costs £17,000

Other overhead £18,000

Depreciation £2,000

Check total £0

Understanding Financial Statements



Understanding Financial Statements

The Mega Toy Company Limited    Balance sheet at 31st March 2007

Racking & equipment at cost  £ 40,000

Less depreciation   £   2,000

Fixed assets at net book value   £ 38,000

Cash    £  78,000

Stock    £128,000

Debtors    £245,000

Prepayments   £  15,000

Current assets                           £466,000

Creditors   £  75,000

Accruals   £  17,000

Current liabilities                           £  92,000

Net current assets    £374,000

NET ASSETS    £412,000

Represented by

Share capital   £400,000

Profit for the period   £  12,000

     £412,000



Understanding Financial Statements

Balance sheet shows

▪What the company owns = assets

▪What the company owes = liabilities

▪How these are financed = capital employed

But does it tell us what the company is worth?



Understanding Financial Statements

SAPPHIRE

SOFTWARE



Understanding Financial Statements

SAPPHIRE SOFTWARE LIMITED

BALANCE SHEET AS AT 31
ST 

DECEMBER 2009

Fixed assets at cost £120,000

Accumulated depreciation £(75,000)

Fixed assets at net book value £45,000

Current assets

Cash £2,000

Debtors £8,000

£10,000

Current liabilities

Creditors £7,000

Net current assets £3,000

NET ASSETS £48,000

Represented by

Share capital £40,000

Retained profits £8,000

CAPITAL EMPLOYED £48,000



Understanding Financial Statements

Valuable items not usually in the balance sheet
▪ Customer lists and goodwill in the business

▪ Future earning capability of the business

▪ Management talent and workforce skills

▪ Good industrial relations

▪ Real economic value of fixed assets

▪ Brands, logos and trademarks built up in the business

▪ Copyrights and patents built up in the business



Understanding Financial Statements

Accounting policies give a subjective view
▪ Stock 

▪ Long term contracts

▪ Research and development costs

▪ Valuation of intangible assets

▪ Depreciation



Understanding Financial Statements

Profit and loss account



Understanding Financial Statements

What is the profit and loss account?
▪ Technically part of the capital section of balance sheet

▪ A statement of trading performance for the period



Understanding Financial Statements

What does the profit and loss account show?
▪ Sales

▪ Cost of goods and services sold

▪ Gross profit

▪ Other costs of running the business

▪ Profit



Understanding Financial Statements

The Mega Toy Company Limited    Trial Balance at 31-3-07

Racking & equipment £38,000

Bank account £78,000

Stock £128,000

Debtors £245,000

Prepayments £15,000

Creditors (£75,000)

Accruals (£17,000)

Share capital (£400,000)

Sales (£245,000)

Cost of sales £147,000

Distribution costs £14,000

Salaries £20,000

Rent £15,000

Marketing costs £17,000

Other overhead £18,000

Depreciation £2,000

Check total £0

BALANCE SHEET

PROFIT & LOSS ACCOUNT



Understanding Financial Statements

The Mega Toy Company Limited Profit &  loss account to 31st March 
2007

Sales    £245,000

Cost of sales   £147,000

Gross profit   £  98,000

Distribution costs  £  14,000

Salaries                  £  20,000

Rent    £  15,000

Marketing costs   £  17,000

Other overhead costs  £  18,000

Depreciation   £    2,000

Administrative expenses  £  86,000

Profit before tax   £  12,000   



Understanding Financial Statements

Cashflow statement



Understanding Financial Statements

In the good old days before the recession
▪ Around 18,000 UK businesses failed every year

▪ Research shows that many were profitable

▪ So why do profitable businesses fail?



Understanding Financial Statements

Why do profitable businesses fail?
▪ Many businesses focus on sales and profit

▪ Profit is not the same thing as cashflow

▪ Many businesses have poor cashflow information

▪ No easy access to additional funds

▪ Lack of cash causes profitable businesses to fail



Understanding Financial Statements

The golden rule

Cashflow is the lifeblood of the business



Understanding Financial Statements

Vital difference between profit and cashflow

What is profit?
▪ Profit (or loss) arises from trading activity

▪ Calculated in accordance with accounting rules



Understanding Financial Statements

Vital difference between profit and cashflow

What is profit?
▪ Profit (or loss) arises from trading activity

▪ Calculated in accordance with accounting rules

▪ Profit   = net sales income earned 
           minus

     trading costs incurred

▪ Profit is a matter of opinion



Understanding Financial Statements

Vital difference between profit and cashflow

What is cashflow?
▪ Cash actually flowing in and out of the business

▪ Cashflow is a matter of FACT

▪ The biggest mistake any business can make is to assume that profit is an 

indicator of strength & health

▪ Lose control of cashflow and you lose control of the business



Understanding Financial Statements

Vital difference between profit and cashflow
▪ Profit for the period is £12,000

▪ Cashflow for the period is £78,000

▪But why are they different?



Understanding Financial Statements

THE MEGA TOY COMPANY

 JANUARY - MARCH 2007 TRANSACTIONS  :  EFFECT ON PROFIT AND CASHFLOW

+ - + -

1. Shares issued for £400,000 cash to the business partners £400,000

2. The company paid £30,000 for six months rent

3. Racking and equipment bought for £40,000

4. Salaries of £20,000 paid

4. Other overheads of £18,000 paid

5. Cash paid for stock worth £200,000

6. Stock worth £75,000 bought on credit with 30 days to pay

7. Sale of toys from stock costing £147,000

7. Freight costs paid by cheque

7. Toys sold and invoiced for £245,000 on 60 day terms

8. Company incurred £17,000 for the toy fair but has not been invoiced

9. Racking and equipment depreciation charge of £2,000 for first three months

TOTALS

NET CASHFLOW  /  NET PROFIT

Effect on cash Effect on profit



Understanding Financial Statements

Profit includes
▪ Non cash items like depreciation

▪ Sales invoiced but not paid for by customer

▪ Costs incurred but not paid for



Understanding Financial Statements

Profit includes
▪ Non cash items like depreciation

▪ Sales invoiced but not paid for by customer

▪ Costs incurred but not paid for

Profit does not include
▪ Stock bought but not sold

▪ Prepaid costs

▪ Funds received from share issues or loans

▪ Fixed assets purchased



Understanding Financial Statements

Cashflow statement

▪ Is a bridge between profit and loss account and balance sheet

What does the cashflow statement show?

▪ Where funds have come from

▪ How funds have been applied in the business

▪ Cashflow in the period



Understanding Financial Statements

The Mega Toy Company Limited   Profit &  loss account to 31st March 
2007

Sales    £245,000

Cost of sales   £147,000

Gross profit   £  98,000

Distribution costs  £  14,000

Salaries    £  20,000

Rent    £  15,000

Marketing costs   £  17,000

Other overhead costs  £  18,000

Depreciation   £    2,000

Administrative expenses  £  86,000

Profit before tax   £  12,000   



Understanding Financial Statements

The Mega Toy Company Limited Cashflow statement to 31st March 2007

Profit                          £  12,000

Add back non-cash items: depreciation        £    2,000

Funds generated from operations                       £  14,000

Proceeds from share issue             £400,000

Source of funds                           £414,000

Increase in stock



Understanding Financial Statements

The Mega Toy Company Limited    Balance sheet at 31st March 2007

Racking & equipment at cost  £ 40,000

Less depreciation   £   2,000

Fixed assets at net book value   £ 38,000

Cash    £  78,000

Stock    £128,000

Debtors    £245,000

Prepayments   £  15,000

Current assets   £466,000

Creditors                       £  75,000

Accruals    £  17,000

Current liabilities   £  92,000

Net current assets    £374,000

NET ASSETS    £412,000

Represented by

Share capital   £400,000

Profit for the period   £  12,000

     £412,000



Understanding Financial Statements

The Mega Toy Company Limited   Cashflow statement to 31st March 2007

Profit                           £  12,000

Add back non-cash items: depreciation          £    2,000

Funds generated from operations           £  14,000

Proceeds from share issue             £400,000

Source of funds                            £414,000

Increase in stock                          £(128,000)

Increase in debtors                          £(245,000)



Loans

Share capital 

Stock

Cash

Understanding Financial Statements

External  Internal  External

Debtors

= “Trade cycle” 

Business funds 
flow



Understanding Financial Statements

The Mega Toy Company Limited   Cashflow statement to 31st March 2007

Profit                   £  12,000

Add back non-cash items: depreciation £    2,000

Funds generated from operations  £  14,000

Proceeds from share issue  £400,000

Source of funds                  £414,000

Increase in stock                                £(128,000)

Increase in debtors                  £(245,000)

Increase in prepayments                                £(  15,000)

Increase in creditors   £  75,000

Increase in accruals   £  17,000

Increase in net working capital                        £(296,000)



Loans

Share capital 

Stock

Cash

Understanding Financial Statements

External  Internal  External

Debtors

Business funds flow

Creditors

= Working capital



Understanding Financial Statements

The Mega Toy Company Limited   Cashflow statement to 31st March 2007

Profit    £  12,000

Add back non-cash items: depreciation £    2,000

Funds generated from operations £  14,000

Proceeds from share issue  £400,000

Source of funds                           £414,000

Increase in stock                   £(128,000)

Increase in debtors                   £(245,000)

Increase in prepayments                  £(  15,000)

Increase in creditors                   £  75,000

Increase in accruals                   £  17,000

Increase in net working capital                                                £(296,000)

Fixed assets purchased                            £(  40,000)                   

Application of funds                           £(336,000)

CASHFLOW    £  78,000  



Loans

Share capital 

Stock

Cash

Understanding Financial Statements

External  Internal  External

Debtors

Business funds flow

Creditors

Fixed assets

Profits / losses

Tax

Dividends

Loans repaid

Acquisitions



Understanding Financial Statements

Cashflow is the lifeblood of the business
▪ Weak cashflow causes many business failures

▪ Cashflow drives business growth

▪ Without strong cashflow business slows and dies



Understanding Financial Statements

Two ways to improve cashflow
1. Inject additional funds

▪ Debt

▪ Equity

2. Unlock the funds tied up in the business



Understanding Financial Statements

Inject additional funds

▪ Debt

▪ Loans and overdrafts from banks and others

▪ No dilution of ownership or control of the company

▪ Overdrafts provide flexible funding

▪ Not easy to get in current climate

▪ Can be expensive

▪ Must be repaid regardless of conditions

▪ Loan covenants may restrict business activities

▪ Overdrafts repayable on demand



Understanding Financial Statements

Inject additional funds

▪ Debt

▪ Equity

▪ Share capital from existing or new investors

▪ Usually less expensive than debt

▪ Dividends only paid when profit and cash allows

▪ Not always easy to find investors

▪ Can mean significant dilution of ownership

▪ Significant loss of control of business



Understanding Financial Statements

Unlock the funds tied up in the business
▪ Fixed assets

▪ Operating leases

▪ Asset backed loans

▪ Working capital



Managing Working Capital



Managing Working Capital

What is working capital?
▪ The “circulating capital” of the business



Loans

Share capital 

Stock

Cash

Managing Working Capital

External  Internal External

Debtors

Business funds flow

Creditors

= Working capital



Managing Working Capital

What is working capital?
▪ The “circulating capital” of the business

▪ Shown in balance sheet as “net current assets”

▪ Net current assets  =  current assets

                                              minus

                                      current liabilities



OVERTRADING 
 
Purchase of fixed assets £20,000 
Purchase of stock £24,000 
Creditors increase by £12,000 
Bank balance reduced by £32,000 (20+24-12) 
 
 
 (BEFORE) (AFTER)
  
FIXED ASSETS 
EQUIPMENT  10,000  30,000 
 
CURRENT ASSETS 
STOCK 24,000  48,000 
DEBTORS 6,000  6,000 
BANK 2,000  0 
 32,000  54,000 
 
CURRENT LIABILITIES 
OVERDRAFT 0  30,000 
CREDITORS 8,000  20,000 
 8,000  50,000 
 
NET CURRENT ASSETS  24,000   4,000 
 
NET ASSETS  34,000  34,000 
 
FINANCED BY: 
 
CAPITAL 
  34,000  34,000 
 
In practice, more sales will be achieved, resulting in increased 
debtors, but no extra cash until the debtors pay. 



Managing Working Capital

The Kosi-Knit Sweater Company



Managing Working Capital

KOSI-KNIT SWEATERS

Fixed assets £86,000 £121,000

Cash £25,000 £153,000

Stock £680,000 £544,000

Debtors £1,001,000 £833,000

Current assets £1,706,000 £1,530,000

Creditors £341,000 £398,000

VAT & tax creditor £75,000 £62,000

Current liabilities £416,000 £460,000

Net current assets £1,290,000 £1,070,000

NET ASSETS £1,376,000 £1,191,000

Represented by:

Share capital £750,000 £750,000

Retained profits £441,000 £410,000

Current year profit £185,000 £31,000

£1,376,000 £1,191,000

BALANCE SHEET AS AT 31st DECEMBER

2007 2006



Managing Working Capital

Kosi-Knit Sweaters Limited   Cashflow statement to 31st March 2007

Profit                £ 185,000

Add back non-cash items: depreciation               £   35,000

Funds generated from operations                      £ 220,000

Source of funds              £ 220,000

Increase in stock £544,000 to £  680,000              £(136,000)



Managing Working Capital

Why hold stock?
▪ Holding stock is expensive

▪ But “stock-outs” also incur costs

▪ Holding stock is a trade off



Managing Working Capital

Kosi-Knit Sweaters Limited  Cashflow statement to 31st March 2007

Profit                  £ 185,000

Add back non-cash items: depreciation                 £   35,000

Funds generated from operations                            £ 220,000

Source of funds                 £ 220,000

Increase in stock £544,000 to £  680,000                  £(136,000)

Increase in debtors £833,000 to £1,001,000             £(168,000)



Managing Working Capital

Why give free loans to customers?
▪ Providing credit is expensive

▪ But the alternative also incurs cost

▪ Giving credit to customers is a trade off



Managing Working Capital

Kosi-Knit Sweaters Limited   Cashflow statement to 31st March 2007

Profit     £ 185,000

Add back non-cash items: depreciation                  £   35,000

Funds generated from operations   £ 220,000

Source of funds                      £ 220,000

Increase in stock £544,000 to £  680,000 £(136,000)

Increase in debtors £833,000 to £1,001,000              £(168,000)

Decrease in creditors   £398,000 to £  341,000 £(  57,000) 

Increase in VAT due £  62,000 to £    75,000 £    13,000

Increase in net working capital                         £(348,000)

Application of funds                           £(348,000)

CASHFLOW                             £(128,000)  



Managing Working Capital

Kosi-Knit Sweaters Limited   Working capital requirement

                 2007                2006

Sales  £3,650,000      100.0%  £3,400,000     100.0%

Stock  £   680,000        18.6%  £   544,000       16.0% 

Debtors  £1,001,000        27.4%  £   833,000       24.5%

Current assets £1,681,000        46.1%  £1,377,000       40.5%

Creditors  £   341,000          9.3%  £   398,000       11.7%

VAT creditor £     75,000          2.1%  £     62,000         1.8%

Current liabilities £   416,000        11.4%  £   460,000       13.5%

Working capital £1,265,000        34.7%  £   917,000       27.0%

(excluding cash)

Working capital required to finance sales of £1,000,000 =

   £1,000,000 x 34.7%  £1,000,000 x 27.0%

                  = £   347,000                  = £   270,000 
 



Managing Working Capital

Why is working capital so important?
▪ Working capital must be funded

▪ Sales growth requires additional working capital

▪ So additional funding will be required to finance growth

▪ Beware of overtrading
▪ Overtrading results in an acute cashflow crisis

▪ Caused by a rapid expansion in sales

▪ Resulting in an increased working capital requirement

▪ Beyond the level that can be funded by the business



Managing Working Capital

Always consider working capital impact 
▪ Decisions to improve sales and profit affect working capital

▪ Kosi-Knit made smart decisions to improve sales and profit

▪ But did not consider impact on working capital
▪ Supply from China increased stockholding requirement

▪ And reduced a source of funds from creditors

▪ New customers’ terms increased level of debtors

▪ Significant increase in funding required



Managing Working Capital

Two drivers of strong business
▪ Cashflow is the lifeblood of the business

▪ Strong cashflow drives business growth

▪ Profit is a vital internal source of additional cashflow



Masters in Finance

Gross Margin and Profit



Gross Margin and Profit

Generating strong profits
▪ Profit concept seems straightforward

▪ Profit = revenue minus costs

▪ But not all costs behave in the same way



Gross Margin and Profit

The barrow boy’s guide to profit



Gross Margin and Profit

The fruit market:

 Selling price of one box of fruit £15.00

 Cost of one box of fruit  £10.00

 Gross margin   £  5.00

 Daily cost of renting market stall £40.00

 So stall rent is paid for after selling £40.00 boxes of fruit

                       £5.00

 Stall rent is paid for after selling     8 boxes of fruit



Gross Margin and Profit

Break-even point
▪ The most important dividing line in business

▪ Sales level at which the business just covers its costs

▪ Below this sales level the business will make a loss

▪ Above this sales level the business will make a profit



Gross Margin and Profit

Two types of business cost
▪ Fixed costs 

▪ not related to activity level - time related 

▪ e.g. salaries, rent and insurance

▪ Variable costs 

▪ related to activity level

▪ e.g. product costs, freight and delivery costs



Gross Margin and Profit

Gross margin
▪ What is left after deducting variable cost from sales

▪ Gross margin is the real income of the business



Gross Margin and Profit

Break-even point

Break-even point =         Fixed costs

                     Gross margin per unit



Gross Margin and Profit

The fruit market:

 Selling price of one box of fruit £15.00

 Cost of one box of fruit  £10.00

 Gross margin   £  5.00

 Daily cost of renting market stall  £40.00

 So stall rent is paid for after selling  £40.00 boxes of fruit

      £5.00

 Stall rent is paid for after selling     8 boxes of fruit



Gross Margin and Profit

The fruit market:

 Selling price of one box of fruit £15.00

 Variable cost   £10.00

 Gross margin   £  5.00

 Fixed costs   £40.00

 Break-even point  =  £40.00 boxes of fruit

     £5.00

 Break-even point  =      8 boxes of fruit



Gross Margin and Profit

The fruit market:

 Selling price of one box of fruit                   £15.00

 Variable cost   £10.00

 Gross margin   £  5.00

 Gross margin percentage                Gross margin    x   100

                    Selling price

 

 Gross margin percentage   £ 5.00           x   100 

      £15.00                
                 

 Gross margin percentage   =   33.3%



Gross Margin and Profit

Break-even point

Break-even point =         Fixed costs

                           Gross margin per unit

Break-even sales =                            Fixed costs

                        Gross margin percentage

     



Gross Margin and Profit

The fruit market:

 Selling price of one box of fruit £15.00

 Variable cost   £10.00

 Gross margin   £  5.00

 Fixed costs   £40.00

 Break-even sales  =                      £40.00 

        33.3%

 Break-even sales  =    £120   ( sales value of 8 boxes of fruit )

 



Gross Margin and Profit

A business cannot make a profit
▪ Until sales exceed break-even point

 or in other words

▪ Until fixed costs are covered by gross margin

▪ Gross margin is the real income of the business

▪ Seems obvious?

▪ But the concept is not widely understood 



Gross Margin and Profit



Gross Margin and Profit



Gross Margin and Profit

         Sales                Gross margin %    Gross 
margin 

       £2,000,000           5%               ?

       £1,000,000          10%               ?

       £   500,000          20%               ?

       £   333,333          30%               ?

       £   200,000          50%               ?

       These five businesses have one thing in common



Gross Margin and Profit

         Sales                Gross margin %    Gross margin 

       £2,000,000           5%         £100,000

       £1,000,000          10%         £100,000

       £   500,000          20%         £100,000

       £   333,333          30%         £100,000

       £   200,000          50%         £100,000

       These five businesses have one thing in common

       They all produce a gross margin of £100,000



Gross Margin and Profit

      Fixed costs Gross margin %          Break-even sales 

       £   100,000           5%      £2,000,000

       £   100,000          10%      £1,000,000              

       £   100,000          20%         £500,000

       £   100,000          30%         £333,333

       £   100,000          50%         £200,000

  



Gross Margin and Profit

 Bright Spark Electronics



Gross Margin and Profit

The Bright Spark Electronics Company

  Profit and loss account to 31st December     2008      2007

  Sales                £2,200,000  £2,300,000

  Gross margin               £   568,000  £   600,000

  Gross margin percentage                  25.8%         26.1%

  Overhead costs              £   510,000  £   475,000

  Operating profit             £     58,000  £   125,000

  What is the break-even sales point in each of the two years? 



Gross Margin and Profit

The Bright Spark Electronics Company

  Profit and loss account to 31st December     2008      2007

  Sales                   £2,200,000  £2,300,000

  Gross margin                 £   568,000  £   600,000

  Gross margin percentage                   25.8%        26.1%

  Overhead costs                £   510,000  £   475,000

  Operating profit                £     58,000  £   125,000

  Break-even sales  =                                   £   510,000  £   475,000

          25.8%         26.1%

  

Fixed costs

Gross margin percentage



Gross Margin and Profit

The Bright Spark Electronics Company

  Profit and loss account to 31st December     2008      2007

  Sales    £2,200,000  £2,300,000

  Gross margin   £   568,000  £   600,000

  Gross margin percentage         25.8%         26.1%

  Overhead costs   £   510,000  £   475,000

  Operating profit   £     58,000  £   125,000

  Break-even sales   £   510,000  £   475,000

           25.8%         26.1%

  Break-even sales   £1,975,352  £1,820,833  

Why has the break-even point increased? 



Gross Margin and Profit

The Bright Spark Electronics Company

  Profit and loss account to 31st December     2008      2007

  Sales                £2,200,000  £2,300,000

  Gross margin               £   568,000  £   600,000

  Gross margin percentage                 25.8%         26.1%

  Overhead costs               £   510,000  £   475,000

  Operating profit               £     58,000  £   125,000

  

Why is profit lower in 2008? 

Higher break-even sales point 

Lower sales volume

Because of the combined effect 

of:



Gross Margin and Profit

The Bright Spark Electronics Company

  Profit and loss account to 31st December     2008      2007

  Sales    £2,200,000  £2,300,000

  Gross margin   £   568,000  £   600,000

  Gross margin percentage        25.8%         26.1%

  Overhead costs   £   510,000  £   475,000

  Operating profit   £     58,000  £   125,000

  How can profit be increased?



Gross Margin and Profit

The Bright Spark Electronics Company

  2Gb special memory chip Before  After

  Selling price per unit  £10.00

  Variable cost per unit                     £  7.50

  Gross margin per unit      £  2.50

  Annual sales units  10,000

  Gross margin from sales                  £25,000

  Increase in sales volume required to achieve same gross margin  =

   Sell another 4666 units  =  66.66%

£ 9.00
- 10%

£ 7.50

£ 1.50 - 40%

12,000 + 20%

£18,000 - 28%

67%



Gross Margin and Profit

Increase in sales volume to offset effect of price reductions on gross margin

20% 25% 30% 35%

% price
reduction

5 33 25 20 17

7 54 39 30 25

10 100 67 50 40

12 150 92 67 52

15 300 150 100 75

% increase in sales volume to produce same gross margin

Existing gross margin percentage



Gross Margin and Profit

How can profit be increased?

▪ Increase price and sell the same volume

▪ Action on price is the most effective way to improve profit

▪ Increase sales volume at the same price

▪ Reduce the break-even point

▪ Reduce variable costs : “value analysis” techniques 

▪ Improve sales mix

▪ Reduce fixed costs



Gross Margin and Profit

A business cannot make a profit
▪ Until sales exceed break-even point

 or in other words

▪ Until fixed costs are covered by gross margin

▪ Gross margin is the real income of the business

   



Gross Margin and Profit

How does this work with service businesses?
▪ Some service businesses use third party consultants

▪ But many retain full time partners and staff

▪ These businesses tend to have no variable costs

▪ All costs tend to be fixed



Gross Margin and Profit

How does this work with service businesses?
▪ So in these businesses sales = gross margin

▪ Break-even is achieved when sales  =  fixed costs

▪ To ensure that the business achieves target profit check that
▪ Required sales are achievable at realistic utilisation levels

▪ And at a realistic average fee rate



Gross Margin and Profit

  Morgan Brown Gillespie Limited



Billable hour rate £280

Total Billable hours 16500



Gross Margin and Profit

Morgan Brown Gillespie Limited

Salary and pension costs   £2,000,000

Administration costs    £1,350,000

Fixed costs  for 2009    £3,350,000

Break-even sales  =    £3,350,000

Hours to be billed to achieve break-even =               Break-even sales

                Average hourly rate

Hours to be billed in 2009 to achieve break-even =            £3,350,000             =  11,965 hours

          £280

Percentage of available chargeable hours      11,965             =      73%

        16,500

                  



Gross Margin and Profit

Morgan Brown Gillespie Limited

Sales to achieve target profit of 20% on sales  =              fixed costs   x         100

                                        (100 – 20)

So sales to achieve target profit of 20% on sales  = £4,187,500

Hours to be billed in 2009 to achieve target profit  = £4,187,500      =  14,955 
hours

            £280

Percentage of available chargeable hours  =           14,955       =       91%

           16,500 

It is unlikely that the firm will achieve the level of utilisation required to achieve target 
profit 



Marginal costing and decision making



Marginal costing

Cost of producing one extra unit of output

Increase in variable cost

Fixed costs unchanged



Contribution

Unit selling price

less

Unit marginal cost



Marginal costing
MARGINAL COSTING 

 

Departmental profitability 
 

 FURNITURE CARPETS CURTAINS TOTAL 

 £’000 £’000 £’000 £’000 

Sales 3,000 1,500 1,000 5,500 

     

Materials 1,500 1,050 333 2,850 

Labour 300 250 100 650 

Overheads (fixed) 600 300 300 1,200 

TOTAL COSTS 2,400 1,600 700 4,700 

     

PROFIT/(LOSS) 600 (100) 300 800 

 
 
 
Using marginal costing 
 

 FURNITURE CARPETS CURTAINS TOTAL 

 £’000 £’000 £’000 £’000 

Sales 3,000 1,500 1,000 5,500 

     

Materials 1,500 1,050 300 2,850 

Labour 300 250 100 650 

VARIABLE COSTS 1,800 1,300 400 3,500 

CONTRIBUTION 1,200 200 600 2,000 

Overheads (fixed)    1,200 

     

PROFIT/(LOSS)    800 

 



Marginal costing

Use of spare capacity

Maximise extra contribution



SPARE CAPACITY 
 
 
100 UNITS ARE PRODUCED AND SOLD FOR £100 EACH 
 
VARIABLE COST = £45 PER UNIT 
 
FIXED OVERHEADS  = £3,500 
 
REVENUE =  £10,000 
 
VARIABLE COST =  £4,500 
 
FIXED COSTS = £3,500 
 
PROFIT = £2,000 
 
 
OFFER (A): 50 UNITS @ £80 EACH 
 
OFFER (B): 100 UNITS @ £60 EACH 
 
 NOW EXTRA 50 UNITS EXTRA 100 UNITS 

REVENUE 
100 units 10,000 10,000 10,000 
Extra 50 units  4,000 
Extra 100 units   6,000 

 10,000 14,000 16,000 

COSTS 
Variable 4,500 6,750 9,000 
Fixed 3,500 3,500 3,500 

 8,000 10,250 12,500 

 

PROFIT 2,000 3,750 3,500 

 
Extra 50 units @ £35  +1,750 
Extra 100 units @ £15   +1,500 



Make or buy decisions

Alternative uses of equipment

Opportunity costs (the cost of NOT doing something due to the loss of 

profit)



 MAKE OR BUY DECISIONS 
 
 

 
CURRENT PRODUCTION 5,000 UNITS 
 
INCREASE IN DEMAND  5,000 UNITS 
 
DO WE MAKE THE EXTRA 5000 UNITS IN-HOUSE? 
OR DO WE BUY THEM IN FROM OUTSIDE? 
 
ALTERNATIVE 1: MAKE IN-HOUSE 
 
Current cost structure: 
 
 VARIABLE COST  £9.50 per unit 
 FIXED COST   £5.50 per unit 
  

TOTAL COST   £15.00 per unit 
 
 
ALTERNATIVE 2: BUY IN FROM OUTSIDE 
 
 QUOTED PRICE  £10.00 per unit 
 
 
DO WE COMPARE £10 WITH (a) £9.50 or (b) £15.00? 



Allocation of scarce resources

Materials

Skilled labour

Factory space

Finance

Sales



LIMITING FACTORS – SCARCE RESOURCES 
 
    
 Model A Model B 
 
Unit selling price £50 £100 
 
Unit contribution £20 £30 
 
Labour hours per unit 2 4  
 
 
 
*** Weekly labour hours available = 240 
 
Weekly fixed overheads = £2,000 
 
*** All output can be sold 
 
 
Question – how many of each model to make next week? 
 
 
  Model A  Model B 
 
C/S ratio  40%  30% 
 
Contribution per labour hour £10  £7.50 
 
Therefore choose to make model A 
 
Proof: 
 
Sales (120 x £50) £6,000 (60 x £100) £6,000  
Contribution (120 x £20) £2,400 (60 x £30) £1,800 
 
Fixed costs  £2,000  £2,000  
Profit  £400  (£200) 



FINANCE 

MASTER CLASS



FINANCE 

MASTER CLASS



Masters in Finance

    Please check your mobile

             is switched off



Measuring Performance



Measuring Performance

Financial measures

Non-financial measures



Measuring Performance

Financial measures

▪ Performance measures:  how well the business is run

▪ Financial strength measures:  ability to meet liabilities

▪ Stock market measures:  from the investors point of view



  Morgan Brown Gillespie Limited

Skanda Kitchens PLC

Measuring Performance



Measuring Performance

Performance measures

▪ How well the business is being run

▪ Profit and cashflow are good indications

▪ Return on investment (ROI) is a key measure



Measuring Performance

Return on investment

▪ Fundamental business concept

▪ Investors’ funds are attracted by best rate of return

▪ But different investments carry different risks

▪ So rate of return must reflect level of risk taken



Measuring Performance

Return

Risk

High

High

Low

Low

But why does a zero risk investment still require a financial return?



Measuring Performance

Return on investment

Return on Equity

Profit after tax

Ordinary shareholders funds (Equity)



Measuring Performance

Return on investment

Return on Net Assets

Profit before interest payable and tax (PBIT)

Net Assets



Measuring Performance

Return on Net Assets

▪ Determined by two key measures:

▪ Profit Margin

▪ Net Asset Turnover



Measuring Performance

Profit Margin

Profit before interest payable and tax x  100

                           Sales



Measuring Performance

Profit and loss account for year ended 31st December 2007

£000's omitted

Sales 34,000

Cost of sales 22,780

Gross profit 11,220

Distribution and administrative expenses 8,800

Operating profit ( PBIT ) 2,420

Loan interest payable 250

Profit before tax 2,170

Tax 650

Profit after tax 1,520

Skanda Kitchens PLC



Profit Margin 

          £ 2.42m x  100  =  7.1%

             £ 34m

Measuring Performance



Comparison of Profit Margin

£ millions omitted

Company              Year ended       Sales         Operating Profit        Profit Margin  

  

Skanda Kitchens Dec 07          34                      2.4                  7%

Walmart  Jan 09         $405,607   $22,798                  6%

South East Water Mar 09         170    61                 36%

Marks & Spencer Mar 09       9,062  871               10%

British Airways Mar 08       8,753  875                  10%      

    

Measuring Performance



Measuring Performance

Why do some have better profits than others?

▪ More profitable industry sectors

▪ More profitable products

▪ More profitable companies



Measuring Performance

Why are some industries more profitable?



Measuring Performance

Porter’s Five Forces: determinants of industry sector profitability



Measuring Performance

Porter’s Five Forces: determinants of industry sector profitability



Measuring Performance

Why are some products more profitable?

▪ Stage in product lifecycle

▪ Complexity and cost 

▪ Perceived customer value and price

▪ Availability of substitutes 

▪ Elasticity of demand

▪ Brand premium 



Measuring Performance

Why are some companies more profitable? 

▪ Industry sector

▪ Product type and mix

▪ Gross margin / volume 

▪ Cost management

▪ Competitive advantage



Measuring Performance

Competitive advantage

 Is what enables the enterprise to create superior value for its customers and 

superior profits for itself

 Michael Porter



Measuring Performance

Two types of competitive advantage

▪ Cost advantage

 The enterprise creates the same benefits as competitors but at a lower cost

▪ Differentiation advantage

 The enterprise delivers benefits that exceed those of competitors at the same cost

Here is a real example of a business with a cost advantage



Measuring Performance



Competitive advantage

▪ Real competitive advantage has two key attributes

▪ It is hard to copy and

▪ It is sustainable

Measuring Performance



Measuring Performance

Why do some have better profits than others?

▪ More profitable industry sectors

▪ More profitable products

▪ More profitable companies

So how do the companies with low profit margins keep their 

shareholders happy?



Measuring Performance

Return on Net Assets

▪ Determined by two key measures:

▪ Profit Margin

▪ Net Asset Turnover



Measuring Performance

Net Asset Turnover

▪ Measures capital intensity of the business



Measuring Performance

Capital intensity

£ millons 

March 09

Fixed assets £5,868

Net current assets (£917)

Net assets £4,951

Sales £9,062

Capital intensity £4,951 = 55%

£9,062

Forecast Dec 09

£3,295

£10

3,305

£422

£3,305 = 783%

£422



Measuring Performance

Capital intensity of different industry sectors

High Medium Low

National Grid

Supermarkets

Hotel chain

Tour operator

Advertising agency

Water company

Motor manufacturer

Law firm

Electricity generator – nuclear

Electricity generator – gas

Airline operator – British Airways



Measuring Performance

Net Asset Turnover

▪ Measures capital intensity of the business

▪ Measures the level of asset utilisation in the business



Measuring Performance



Measuring Performance

Net Asset Turnover

▪ Measures capital intensity of the business

▪ Measures the level of asset utilisation in the business

▪ Calculated as:

                 Sales

             Net Assets 1

1 Net Assets  =  Total assets  minus  current liabilities



Measuring Performance

£000's omitted

Fixed assets at net book value 3,700

Cash 1,184

Stock 13,288

Debtors 4,658

Current assets 19,130

Creditors due within one year 2,060

Net current assets 17,070

NET ASSETS 20,770

Skanda Kitchens PLC

Balance Sheet as at 31st December 2007



Comparison of Net Asset Turnover

£ millions omitted

Company              Year ended       Sales            Net Assets    Net Asset Turnover 

   

Skanda Kitchens Dec 07          34                       21               1.6

Walmart  Jan 09         $405,607 $108,039               3.8

South East Water Mar 09          170  944               0.2

Marks & Spencer Mar 09       9,062                  4,951               1.8

British Airways Mar 08       8,753                  7,879               1.1

          

Measuring Performance



Measuring Performance

Return on Net Assets

▪ Determined by two key measures:

▪ Profit Margin

▪ Net Asset Turnover

▪ Return on Net Assets  =

Profit Margin  x  Net Asset Turnover



Comparison of Return on Net Assets

Company              Year ended    Profit Margin    Net Asset Turnover    Return on Net   

                                                         Assets

Skanda Kitchens Dec 07           7%                   1.6                            12%

Which is the same as:

Return on Net Assets =Operating Profit    =                      £  2.4m     =               12%

       Net Assets                                   £20.8m   

Measuring Performance



Comparison of Return on Net Assets

Company              Year ended    Profit Margin    Net Asset Turnover    Return on Net  

                              Assets

Skanda Kitchens Dec 07           7%                   1.6                           12%

Walmart  Jan 09                  6%                   3.8                         26%

South East Water Mar 09         36%                   0.2                          6%

Marks & Spencer Mar 09         10%                   1.8                        18%

British Airways Mar 08         10%                   1.1                         11%      

    

Measuring Performance



Measuring Performance

Return on Net Assets

=  Profit Margin  x  Net Asset Turnover

▪ Provides the basis of ‘pyramid of ratios’

▪ Pyramid of ratios is a powerful management control tool



Measuring Performance

Pyramid of financial performance 

ratios
Return on Net Assets

Operating Profit

Net Assets

Profit Margin

Operating Profit

Sales

Net Asset Turnover

Sales

Net Assets

Gross Profit

Sales

Overhead

Sales

Sales

Fixed Assets

Sales

Working Capital



Measuring Performance

Pyramid of financial performance 

ratios
Net Asset Turnover

Sales

Net Assets

Sales

Fixed Assets

Sales

Working Capital

Sales

Stocks

Sales

Debtors
Sales

Cash

Sales

Creditors



Debtors                                                Sales / debtors

Debtors Sales Turnover

Skanda Kitchens 4.66m  £34m 7.3

Walmart $3,905m $405,607m 103.9

Days’ sales outstanding (DSO)               Debtors / sales x 365  

Debtors Sales DSO

Skanda Kitchens 4.66m  £34m 50

Walmart $3,905m $405,607m 4

Measuring Performance

Debtors is vital component of working capital for most businesses



Measuring Performance

Working capital management



Working capital management

▪ Not only critical for strong cashflow

▪ Also affects Net Asset Turnover

▪ Can significantly affect Return on Net Assets

▪ Working Capital Cycle Days measures ‘speed of circulation’

Measuring Performance



Working Capital Cycle Days

Skanda Walmart

Stock 213 41

Debtors 50 4

Creditors (34) (34)

Net Working Capital Cycle Days 229 11

Measuring Performance



Measuring Performance

Management action to improve performance

Return on Net Assets

Operating Profit

Net Assets

Increase

Profit

Reduce

Net Assets

Increase
Sales

Reduce
Costs and expenses

Reduce
Fixed Assets

Reduce
Working Capital

Reduce

Stocks – Debtors – 

Cash

Increase

Creditors



Measuring Performance

Financial measures

▪ Performance measures:  how well the business is run

▪ Financial strength measures:  ability to meet liabilities

▪ Stock market measures:  from the investors point of view



Measuring Performance

Financial strength measures

▪ Measure a company’s ability to meet its liabilities

▪ Solvency ratios deal with long term liabilities

▪ Liquidity ratios deal with short term liabilities



Measuring Performance

Solvency ratios

▪ Solvency ratios deal with long term liabilities

▪ Debt ratio measures “gearing” or “leverage”

Debt ratio  =                   Debt 

         Capital employed



Measuring Performance

£000's omitted

Fixed assets at net book value 3,700

Cash 1,184

Stock 13,288

Debtors 4,658

Current assets 19,130

Creditors due within one year 2,060

Net current assets 17,070

NET ASSETS 20,770

Creditors due after more than one year

Long term loan 2,900

Capital and reserves

Share capital 14,000

Retained profits 3,350

Current year profit 520

CAPITAL EMPLOYED 20,770

Skanda Kitchens PLC

Balance Sheet as at 31st December 2007



Debt ratio

Skanda Kitchens Debt ratio  = £ 2.9m 

                    £20.8m 

Debt ratio  = 14%

So equity  = 86%  of capital employed

Low “gearing” represents a lower risk

This gives prospective lenders a higher level of safety

Measuring Performance



Measuring Performance

Solvency ratios

▪ Solvency ratios deal with long term liabilities

▪ Debt ratio measures “gearing” or “leverage”

▪ Interest cover measures safety of loan interest

Interest cover  =    Profit before interest payable and tax 

                   Interest payable



Measuring Performance

Financial strength measures

▪ Measure a company’s ability to meet its liabilities

▪ Solvency ratios deal with long term liabilities

▪ Liquidity ratios deal with short term liabilities



Measuring Performance

Liquidity ratios

▪ Liquidity ratios deal with short term liabilities

▪ Current ratio 

▪ Measures to what extent short term assets cover short term liabilities

 Current ratio =           Current assets

                              Current liabilities



Measuring Performance

Liquidity ratios

▪ Liquidity ratios deal with short term liabilities

▪ Current ratio measures to what extent short term assets will cover short term 

liabilities

▪ “Acid test” ratio is a stricter test

Acid test ratio =        Liquid assets (cash + debtors)

                                     Current liabilities



Measuring Performance

£000's omitted

Fixed assets at net book value 3,700

Cash 1,184

Stock 13,288

Debtors 4,658

Current assets 19,130

Creditors due within one year 2,060

Net current assets 17,070

NET ASSETS 20,770

Creditors due after more than one year

Long term loan 2,900

Capital and reserves

Share capital 14,000

Retained profits 3,350

Current year profit 520

CAPITAL EMPLOYED 20,770

Skanda Kitchens PLC

Balance Sheet as at 31st December 2007



Acid test ratio

Skanda Kitchens Acid test ratio  =            £ 5.8m 

                       £ 2.1m 

Acid test ratio  =             2.8 times

Ratio of less than one indicates possible problems

But high ratios should also be carefully examined

Measuring Performance



Measuring Performance

Financial measures

▪ Performance measures:  how well the business is run

▪ Financial strength measures:  ability to meet liabilities

▪ Stock market measures:  from the investors point of view



Measuring Performance

Standards for financial analysis

▪ Ratios are useful tools but one year’s results do not give full picture

▪ Earlier years’ results for same business

▪ Business segment analysis for same business

▪ Internal budgets

▪ Other businesses in same industry



Measuring Performance

Financial measures

Non-financial measures



Measuring Performance

“Imagine entering the cockpit of a modern jet airplane 

and seeing only a single instrument there.” 



Measuring Performance

Kaplan & Norton’s Balanced Scorecard

▪ Supplements traditional financial performance indicators

▪ BSC adds a variety of non-financial indicators

▪ Aims to address all areas of performance objectively

▪ BSC focuses on four different perspectives



Measuring Performance

Developing a Balanced Scorecard

▪ Three stages to development of BSC

▪ Answer the question in each perspective to set goals

▪ Identify key competencies required to achieve objectives



Measuring Performance

BALANCED SCORECARD

Perspective Question Explanation

Customer What do existing and new 

customers value from us?

Gives rise to targets that matter to 

customers: cost, quality delivery, inspection 

etc.

Internal At what processes must we excel 

to achieve our financial and 

customer objectives?

Aims to improve internal processes and 

decision making

Innovation and 

learning

Can we continue to improve and 

create future value?

Considers the capacity of the business to 

maintain its competitive position through the 

acquisition of new skills and the development 

of new products 

Financial How do we create value for our 

shareholders?

Covers traditional measures such as growth, 

profitability and shareholder value but set 

through talking directly to shareholders



Measuring Performance

Developing a Balanced Scorecard

▪ Three stages to development of BSC

▪ Answer the question in each perspective to set goals

▪ Identify key competencies required to achieve objectives

▪ Set appropriate measures for key improvement areas



Measuring Performance

BALANCED SCORECARD

Perspective Measures

Customer ◼ New customers acquired

◼ Customer complaints

◼ On time deliveries

◼ Returns

Internal ◼ Quality control rejects

◼ Average set-up time

◼ Speed of producing management data

Innovation and 

learning

◼ Labour turnover rate

◼ Percentage of revenue generated by new products and services

◼ Average time taken to develop new products and services

Financial ◼ Return on Net Assets

◼ Cashflow

◼ Earnings per share

◼ Return on Capital Employed

◼ Revenue growth



Measuring Performance

Using Balanced Scorecard

▪ BSC becomes main monthly report

▪ Balanced means equal focus is on all four perspectives

▪ Related to key elements of organisation’s strategy



Measuring Performance

Using Balanced Scorecard

▪ BSC becomes main monthly report

▪ Balanced means equal focus is on all four perspectives

▪ Related to key elements of organisation’s strategy

▪ Encourages “goal congruence”

▪ Financial and non-financial measures linked

▪ Useful where profit is not key performance indicator



Measuring Performance

The “Tesco Steering Wheel”

▪ Tesco was early adopter of BSC approach

▪ Tesco wanted a measurement system to motivate all staff

▪ Tesco developed a “Steering Wheel”

▪ “Community” added as fifth perspective to BSC



Measuring Performance



Measuring company performance



Measuring Performance

The “Tesco Steering Wheel”

▪ Tesco was early adopter of BSC approach

▪ Tesco wanted a measurement system to motivate all staff

▪ Tesco developed a “Steering Wheel”

▪ “Community” added as fifth perspective to BSC

▪ Every store receives monthly update on its performance

▪ Kept Tesco focused during period of rapid growth?



Measuring Performance

Criticisms of Balanced Scorecard

▪ No financial theoretical basis and entirely subjective

▪ Cannot be used to calculate impact on profit

▪ Time consuming and can be overly bureaucratic

▪ Care needed to avoid conflicting measures

▪ Can result in too many measures 

▪ Expertise needed to analyse “big picture”



Measuring Performance

Key Performance Indicators – KPI’s

▪ Care must be taken in selecting KPI’s

▪ Must be relevant and linked to critical success factors

▪ Act to initiate action

▪ Not just add to “sea of information”



Measuring Performance

What is a critical success factor

▪ “ an issue or aspect of organisational performance that determines the ongoing 

health, vitality and well being of that enterprise”

▪ Characteristics of critical success factors

▪ Usually fairly obvious

▪ Influence cuts across several aspects of performance



Measuring Performance

Examples of critical success factors

▪ Delivery in full on time, all the time, to key customers

▪ Completion of projects on time and to budget

▪ Getting the right product in the right place at the right time

▪ Increasing the gross margin

▪ Customers being active advocates for our business

▪ Positive brand recognition



Measuring Performance

 

   Critical success factor:

   Timely arrival and departure of aircraft



Measuring Performance

British Airways

Financial KPI: Operating profit margin of 10%



Measuring Performance

British Airways

Operations KPI: punctuality target of 48% “ready to go”



Measuring Performance

British Airways

Customer KPI: 63% of customers likely to recommend BA



Measuring Performance

British Airways

Employees KPI: involvement measure of 74%



Measuring Performance

Key Performance Indicators 

▪ Care must be taken in selecting KPI’s

▪ Must be relevant and linked to critical success factors

▪ Act to initiate action

▪ Not just add to “sea of information” 

▪ No more than 20 – ideally 10 or less

▪ Work well where profit is not organisational priority

▪ But must be regularly monitored to be effective



Investment Appraisal



Investment Appraisal

Why do we need investment appraisal tools?

▪ Capital is scarce in both public and private sectors

▪ That’s never been more true than today

▪ We need to know if the investment is worth making

▪ We need to know if the risk is justified by the financial return

▪ We need to know if the project meets our investment criteria

▪ How it compares to other projects competing for same funds



Investment Appraisal

Various methods available 

▪ Accounting rate of return (ARR)

▪ Payback period

▪ Net Present Value (NPV) using discounted cashflow (DCF)



Investment Appraisal

Various methods available 

▪ Accounting rate of return (ARR)

     Annual profit     x    100

     Investment



Investment Appraisal

Skanda Kitchens PLC



Investment Appraisal

SKANDA KITCHENS

INVESTMENT APPRAISAL: ACCOUNTING RATE OF RETURN

£000's omitted OWN RENTED

Investment £2,000 £1,000

Profit before tax £300 £200

Rate of return 15.0% 20.0%



Investment Appraisal

Accounting rate of return (ARR)

▪ Calculates annual profit as percentage of investment cost

▪ Advantages

▪ Easy to understand

▪ Similar concept to ROI calculation



Investment Appraisal

Accounting rate of return (ARR)

▪ Calculates annual profit as percentage of investment cost

▪ Advantages

▪ Disadvantages

▪ Based on profit and ignores cashflows

▪ Percentage approach ignores size of project

▪ Ignores time value of money



Investment Appraisal

Various methods available 

▪ Accounting rate of return (ARR)

▪ Payback period

▪ Net Present Value (NPV) using discounted cashflow (DCF)



Investment Appraisal

Payback period

▪ How many years project cashflow to payback initial investment

 Investment

  Annual cashflow



Investment Appraisal

Skanda Kitchens PLC



Investment Appraisal

SKANDA KITCHENS

INVESTMENT APPRAISAL: PAYBACK PERIOD

£000's omitted OWN RENTED

Investment £2,000 £1,000

Cashflow £400 £300

Payback period 5.0 3.3



Investment Appraisal

Payback period

▪ How many years project cashflow to payback initial investment

▪ Advantages

▪ Easiest to understand

▪ Easy to compare different projects



Investment Appraisal

Payback period

▪ How many years project cashflow to payback initial investment

▪ Advantages

▪ Disadvantages

▪ Ignores cashflows after payback point

▪ Takes no account of the risk in the project

▪ Ignores time value of money



Investment Appraisal

Various methods available 

▪ Accounting rate of return (ARR)

▪ Payback period

▪ Net Present Value (NPV) using discounted cashflow (DCF)



Investment Appraisal

Would you like it now or in one year’s time?



Investment Appraisal

Reasons for time preference

▪ Cash received now can be spent now

▪ Risk disappears when cash is received

▪ Cash received now can be invested



Investment Appraisal

Net Present Value using DCF analysis
▪ Recognises time value of money

▪ Based on projected cashflows

▪ Reflects risk in investment and capital projects

▪ Good basis for comparing competing projects

▪ Based on principle of compound interest



Investment Appraisal

Future value of £100 invested at 10% interest per year

 Initial investment    
 £100

 Interest at 10%     £  10

 Balance at end of year 1    £110

 

 Initial investment worth  £100  x  1.10 after one year

 If we substitute ‘r’ for the rate of interest this is the same as 
saying 

 Initial investment worth  £100  x  ( 1+r )  after one year

  



Investment Appraisal

Future value of £100 invested at 10% interest per year

 Initial investment     £100

 Interest at 10%     £  10

 Balance at end of year 1    £110

 Interest on balance at 10%   £  11

 Balance at end of year 2    £121

 

 Initial investment worth  £100  x  1.10  x  1.10  =  £100  x  1.21

 If we substitute ‘r’ for the rate of interest this is the same as saying 

 Initial investment worth  £100  x  ( 1+r )2  after two years

 In other words initial investment worth  £100  x  ( 1+r)n  after  ‘n’ years

 

Using this approach we can calculate the value to us today 

of cashflows that we will receive at some point in the future

 



Investment Appraisal

Present value of £121 received in two years’ time after investing at 10% per year

 Value in two years time    £121

 Present value  =  value of investment in two years’ time   = £100 

                         1.21

 Present value  =  value of investment in two years’ time

                        ( 1 + 0.10)2

             
  Present value  =  value of investment in ‘n’ years’ time  x     1

        ( 1 + r )n

 

 This is the formula for calculating the discount factor for discounted 

cashflow analysis     



Investment Appraisal

Skanda Kitchens PLC



SKANDA KITCHENS

INVESTMENT APPRAISAL: NET PRESENT VALUE RENTED RETAIL STORE

£000's omitted 0 1 2 3 4 5

Investment (£1,000)

Operating cashflow £300 £300 £300 £300 £300

Terminal value:

Freehold

Fixtures and fittings £600

Trade £1,500

NET CASHFLOW (£1,000) £300 £300 £300 £300 £2,400

Discount factor 0.9091 0.8264 0.7513 0.6830 0.6209

NPV £1,441 (£1,000) £273 £248 £225 £205 £1,490



SKANDA KITCHENS

INVESTMENT APPRAISAL: NET PRESENT VALUE OWN RETAIL STORE

£000's omitted 0 1 2 3 4 5

Investment (£2,000)

Operating cashflow £400 £400 £400 £400 £400

Terminal value:

Freehold £1,300

Fixtures and fittings £600

Trade £1,500

NET CASHFLOW (£2,000) £400 £400 £400 £400 £3,800

Discount factor 0.9091 0.8264 0.7513 0.6830 0.6209

NPV £1,627 (£2,000) £364 £331 £301 £273 £2,360



Investment Appraisal

Which discount rate?

▪ Frequently used discount measures

▪ Borrowing cost

▪ Weighted average cost of capital

▪ Company’s own ‘hurdle’ return on investment

▪ Sometimes adjusted to reflect level of risk involved

▪ Good idea to use sensitivity testing at range of rates

▪ But should we use the same rate for both options?



Investment Appraisal

Why cashflow and not profit?

▪ Cashflow is what ultimately counts

▪ Profit measurement is subjective

▪ Cash is used to finance growth and pay dividends 



Investment Appraisal

Incremental cashflow approach

▪ Important to use only relevant incremental cashflows

▪ Careful consideration of

▪ Sunk costs

▪ Opportunity costs

▪ Interest and dividends

▪ Taxation 

▪ Scrap and terminal proceeds



Investment Appraisal

Using a cashflow approach to business valuation

▪ Estimate NPV of future incremental cashflows generated

▪ Identify main drivers of sales and costs

▪ Produce high / low forecasts of incremental cashflows

▪ Remember timing of cashflows is significant

▪ Use spreadsheet models to test sensitivity to variables

▪ Use spreadsheet models to test sensitivity to discount factor



Investment Appraisal

Using a cashflow approach to business valuation

▪ Estimate NPV of future incremental cashflows generated

▪ Estimate current cash position using “zero balance sheet”

▪ Assign “realistic” figures for current assets and liabilities

▪ Use DD results to include all potential liabilities

▪ Estimate true position for surplus cash on acquisition



Investment Appraisal

Using a cashflow approach to business valuation

▪ Estimate NPV of future incremental cashflows generated

▪ Estimate current cash position using “zero balance sheet”

▪ Business valuation is the sum of the above

▪ Double check against other valuation methods

▪ Normal industry EBITDA or P/E multiples

▪ Bank’s valuation for loan purposes

▪ What the competition is prepared to pay!



Budgeting



Budgeting

What is a budget?

▪ A plan expressed in money

▪ Prepared and agreed prior to the budget period

▪ The budget may show

▪ Income

▪ Expenditure 

▪ Capital to be employed

Chartered Institute of Management Accountants



Budgeting

What is a budget?

▪ The budget is part of the strategic planning process

▪ Organisation gains from the budget process itself

▪ And gains from the budget once it is prepared



What is Budgeting About?

PEOPLE
PLANNING

MEASURING
CONTROLLING



What is Budgeting About?

PEOPLE
PLANNING

MEASURING
CONTROLLING



Planning

“With careful and detailed planning 

one can win;

with careless less detailed 

planning one cannot win.

How much more certain is 

defeat if one does not plan at 

all”

Sun Tzu: 

“The Art of War” written in 400BC

In other words:

Failing to plan is planning to fail



Planning 

What is planning about?

▪ Looking at where we are now

▪ Deciding what we want to achieve

▪ Taking stock of resources available or needed

▪ Anticipating problems 

▪ Deciding what will need to be done



Types of business planning

▪ Operational planning

▪ Detailed planning

▪ Day to day

Planning



Types of business planning

▪ Operational planning

▪ Tactical planning

▪ Short term annual planning

Planning



Types of business planning

▪ Operational planning

▪ Tactical planning

▪ Strategic planning

▪ Long term planning

▪ Three to five years 

Planning



Planning

THE PLANNING PROCESS

Strategies are the basis of long-term plan of action

STRATEGIC  /  CORPORATE  /  LONG RANGE PLANNING

Covers periods of longer than one year

Involves setting long term objectives of the organisation

Formulation, evaluation and selection of strategies designed to achieve the objectives

BUDGETARY  /  SHORT TERM TACTICAL PLANNING

Covers period of one year

Involves preparing detailed plans for an organisation's functions

Works within framework set by strategic plans

Converts strategic plans in to actions

Concerned with how the organisation's resources will be used

Work within the framework set by the budget

Converts budgetary plans in to detailed plan of action

OPERATIONAL PLANNING

Covers very short term day-to-day activities



Types of business planning

▪ Operational planning

▪ Tactical planning  =  Budgeting

▪ Strategic planning

Planning



Planning 

Budgeting

▪ Uses the strategic plan

▪ To identify short term goals and objectives

▪ To produce an annual operating plan



What is Budgeting About?

PEOPLE
PLANNING

MEASURING
CONTROLLING



People

Budgeting and People 

▪ Responsibility

▪ Objectives should be set at departmental level

▪ Department manager is made responsible for delivery



People

Budgeting and People 

▪ Responsibility

▪ Integration

▪ Individual efforts focussed on common goals

▪ Managers and staff “pull in the same direction”

▪ Avoids managers following their ‘own agenda’



People

Budgeting and People 

▪ Responsibility

▪ Integration

▪ Motivation

▪ Budgeting can be a good way of motivating people



People

Motivation

▪ Budgetary systems can provide good motivation

▪ But it's also easy to produce negative reactions

▪ Style of budgeting is a major factor

▪ Top down – imposed budget

▪ Bottom up – participatory budget

▪ Negotiated – between budget holders and managers



Style of budgeting is a major factor



People

Motivation 

▪ Budgetary systems can provide good motivation

▪ But it's also easy to produce negative reactions

▪ Style of budgeting is a major factor

▪ Style affects attitude and can cause demotivation

▪ Attitudes to setting; implementing; controlling budgets



People

Motivation 

▪ Most successful budgetary control systems:

▪ Set realistic and achievable budgets 

▪ Are prepared in consultation with the whole team

▪ This approach provides the best basis for motivation



People

Budgeting and People 

▪ Responsibility

▪ Integration

▪ Motivation

▪ Evaluation

▪ Performance of budget holders can be measured

▪ Both by attitude and results



What is Budgeting About?

PLANNING

MEASURING

CONTROLLING

PEOPLE



Measuring

Actual performance must be measured

▪ Income and spending must be recorded and monitored

▪ Accounted for in sufficient detail

▪ Monthly and year to date report at department level

▪ Other non-financial KPI’s also calculated monthly



What is Budgeting About?

PLANNING
PEOPLE

MEASURING
CONTROLLING



Controlling

One of the main purposes of budgeting

▪ Actual monthly performance must be measured

▪ And compared to monthly phased budget

▪ Feedback reporting to budget holder is key



Controlling

The key to good feedback reporting

▪ Clear and comprehensive

▪ Timely to allow prompt action to be taken 

▪ Accurate but without superfluous detail

▪ Directed to the responsible manager with authority to act



Controlling

One of the main purposes of budgeting

▪ Actual monthly performance must be measured

▪ And compared to monthly phased budget

▪ Feedback reporting to budget holder is key

▪ Actual results should be compared to budget

▪ Variances shown for investigation

▪ Appropriate action taken promptly to deal with variance



Controlling

BUDGET REPORT  :  JUNE 2009

Sales 420 100.0 400 100.0 20 2,000 100.0 2200 100.0 (200)

Direct costs 215 51.2 200 50.0 (15) 1,050 52.5 1100 50.0 50

Gross profit 205 48.8 200 50.0 5 950 47.5 1100 50.0 (150)

Administration costs 136 32.4 130 32.5 (6) 730 36.5 700 31.8 (30)

Operating profit 69 16.4 70 17.5 (1) 220 11.0 400 18.2 (180)

Comments

Action

Variance

June June year to date

Actual Budget Variance

£000's % £000's

Morgan Brown Gillespie Limited

Actual Budget

£000's % £000's% £000's £000's %



Controlling

Appropriate action taken promptly

▪ No action if results in line with budget

▪ Remedial action if results indicate problem



What is Budgeting About?

PEOPLE
PLANNING

MEASURING
CONTROLLING



Budgeting

Alternative approaches to budgeting

▪ Incremental budgeting is traditional approach

▪ Current period budget is base for next period

▪ Sales and costs subject to incremental increase

▪ Inappropriate for some kinds of costs

▪ Inefficient form of budgeting which encourages waste



Budgeting

Alternative approaches to budgeting

▪ Incremental budgeting is traditional approach

▪ Zero based budgeting



Budgeting

Zero based budgeting

▪ Each cost element specifically justified

▪ In principle budgeted from zero base

▪ In practice works back from current cost level

▪ Every aspect of budget subject to cost benefit review

▪ Encourages managers to develop questioning attitude



Budgeting

Zero based budgeting

▪ Each cost element specifically justified

▪ Advantages of ZBB

▪ Identifies inefficient operations and processes

▪ Avoids wasteful expenditure

▪ Can improve motivation



Budgeting

Zero based budgeting

▪ Each cost element specifically justified

▪ Advantages of ZBB

▪ Disadvantages of ZBB

▪ Requires a great deal of management time

▪ Depends on large amounts of paperwork



Budgeting

Alternative approaches to budgeting

▪ Incremental budgeting is traditional approach

▪ Zero based budgeting

▪ Activity based budgeting



Budgeting

Activity based budgeting

▪ Traditional approach 

▪ Assumes resources consumed evenly

▪ Makes managers responsible for activities beyond their control



Budgeting

Activity based budgeting

▪ Traditional approach 

▪ Activity based approach 

▪ Identifies specific cost drivers

▪ Assigns responsibility for costs on this basis

▪ Allows activity related increases in budgeted 

▪ Allows more efficient allocation of resources



Criticisms of Budgeting

Is Budgeting the Corporate 

Curse? In a recent survey by the CBI 

senior executives reported that up to 

30% of their time was spent in 

preparing for and carrying out the 

budget process



Criticisms of Budgeting

“The process of management is not about administering 

fixed budgets, it is about the dynamic allocation of 

resources’

Lord Browne : ex-CEO of BP



Criticisms of Budgeting

“Uncertainty…has become so great as to render futile, if not 

counterproductive, the kind of planning most companies still 

practice; forecasting based on probabilities’

Peter Drucker 



Criticisms of Budgeting

“Budgeting is the bane of corporate America”

Jack Welch : ex-CEO of General Electric



Criticisms of Budgeting

▪ Time consuming and expensive

▪ Encourages short term thinking 

▪ Discourages risk taking

▪ Focus on sales rather than customer satisfaction

▪ Budgets divorced from long term strategy



Budgeting

To Summarise

▪ The budget is part of the strategic planning process

▪ Organisation gains from the budget process itself

▪ Used correctly they can be a good management tool

▪ The most successful budgetary control systems

▪ Set realistic and achievable budgets 

▪ Are prepared in consultation with the whole team

▪ Provide the best basis for motivation



FINANCE 

MASTER CLASS

Case Study - Statoil



Beyond Budgeting - management innovation 
for new business and people realities

Ambition to Action - the Statoil journey



Outline

• The case for change - what is the 

problem?

• The Beyond Budgeting principles

• The Statoil model - Ambition to Action

• Implementation advice
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«Most of what we 

call management is 

about making it 

difficult for people to 

do their job»

Peter 

Drucker
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What is Management Innovation?

“Exploring new ways of leading and managing 

in knowledge organisations operating in 

dynamic and competitive business 

environments”

(Not management of innovation….)
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The innovation paradox 

Technology 

innovation

Management 

innovation
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Leading edge!

Uniqueness!

Forefront!

Great! Scary!
What’s best practice? 

Let’s call McKinsey! 

Same purpose: Better performance!

- a very 

crowded place

- not yet a 

crowded place



Budget problems

Often a bad yardstick for evaluating performance
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Irritating itches - or symptoms of a bigger problem?

Assumptions quickly outdated

Often weak link to strategy

Very time consuming

Decisions made too early and often too high up

Can prevent value adding activities

“Accordion” forecasting horizon

Stimulates unethical behaviours

Creates illusions of control



Managing traffic performance - one alternative
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Based on which 

information?

Who is in control?



Based on which 

information?

Who is in control?

Managing traffic performance 
- another alternative
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Which is most difficult?

2 oktober 20163

6

In which are values most important?

Which is most efficient?
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VUCA

• Volatility, 

• Uncertainty

• Complexity

• Ambiguity



what about the way we lead and manage?
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People

Business 
environment

Traditional 

management

”Theory X” ”Theory Y”

The world has changed -
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”Theory X” ”Theory Y” Leadership

Processes

No traditional detailed budgets

Relative and directional goals

Dynamic planning, forecasting 
and resource allocation

Holistic performance evaluation

We must change both processes and leadership
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Values based

Autonomy

Transparency

Internal motivation

Rigid, detailed and annual 

Rules-based micromanagement

Centralised command and 
control

Secrecy, sticks and carrots

Beyond  Budgeting
-more agile   

-more human



Park Nicollet Home Page

Companies on the journey
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http://www.parknicollet.com/


Beyond Budgeting 
- from command & control to empower & adapt

Leadership principles

1. Purpose - Engage and inspire people around bold and noble 

causes; not around short-term financial targets

2. Values - Govern through shared values and sound judgement; 

not through detailed rules and regulations

3. Transparency - Make information open for self-regulation, 

innovation, learning and control; don’t restrict it

4. Organisation – Cultivate a strong sense of belonging and 

organise around accountable teams; avoid hierarchical control 

and bureaucracy

5. Autonomy - Trust people with freedom to act; don’t punish 

everyone if someone should abuse it

6. Customers - Connect everyone’s work with customer needs; 

avoid conflicts of interest

371

Management processes

7. Rhythm - Organise management processes dynamically 

around business rhythms and events; not around the 

calendar year only

8. Targets - Set directional, ambitious and relative goals; 

avoid fixed and cascaded targets

9. Plans and forecasts - Make planning and forecasting lean 

and unbiased processes; not rigid and political exercises

10. Resource allocation - Foster a cost conscious mind-set 

and make resources available as needed; not through 

detailed annual budget allocations

11. Performance evaluation - Evaluate performance 

holistically and with peer feedback for learning and 

development; not based on measurement only and not 

for rewards only 

12. Rewards - Reward shared success against competition; 

not against fixed performance contracts 



Statoil in brief

• Turnover approx. 100 bn. USD

• 22000 employees 
in 33 countries

• World’s largest operator in 
waters deeper than 100 metres

• Second largest gas exporter to 
Europe 

• World leader of crude oil sales

• Listed in New York and Oslo

2 oktober 20163

7

Classification: Internal                     © 

Aus/Indo.



Start of the Statoil journey
- solving a serious budget conflict 
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Same number 

- conflicting purposes
Different numbers

• Unbiased - expected outcome 

• Limited detail

• Inspiring & stretching

• VUCA robust 

• No targets?

• Dynamic - no detailed allocation

• KPI targets, mandates, decision  
gates and decision criteria 

• Trend monitoring 

Budget = 

•Target

•Forecast

•Resource allocation

Step 1 Step 2

Target

What we want 

to happen

Resource 

allocation

What it takes to 

make it happen

The budget purposes Separate

Event driven

 - not calendar driven

Forecast

What we think 

will happen

Improve



Financial performance  - as we define it 
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Shareholder Return Return on Capital



Budget

OK

Not 

OK

OK?

OK?

OK?

OK?

OK?

Managing cost - the mindset required…..
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Is this really  

necessary?

Do I have a   

budget for this?

What is good enough? 

How much value is this 

creating?

Is this within my execution 

framework?

– cost conscious from the first penny



…..and the tools available
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Traditional 

cost budget

Ambition level / 

burn rate

Relative KPIs

Unit cost 

input/output

Unit cost vs 

peers

EBIT 

RoACE 

(abs/rel)

Strategic objectives 

or actions only

Absolute KPIs If no KPIs found

Xx

Xx

Xx

Xx

Xx

Xx

Xx

Xx

1003,4 ~1000

”USD/bbl”

”USD/customer”

”USD/employee”

”1. quartile”

 ”Better than 

average”

Increasing 

autonomy 

and flexibility

Bottom line 

focus only

” A simplified  and cost 

conscious way of 

working”

  “More video - less 

travel ”

”Reduce down-time at 

all our facilities”

Select based on what works best in your business

Monitoring of actual development, intervention if needed only

Increasing 

need for 

strong values 

and clear 

direction

Detailed and 

annual



Ambition to Action - purpose and process
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• Translating strategy - from ambitions to actions 

• Securing flexibility - room to act and perform

• Activating values and leadership principles

Strategic 
objectives KPIs

Actions & 
forecasts

Individual 
or team
goals

Where are we going – 

what does success 

look like?

• Most important strategic 

change areas

• Medium term horizon

How do we measure 

progress?

• Indicative measure of 

strategic delivery

• 5-10 KPIs, shorter/ 

longer term targets

What is my or our 

contribution?

My Performance Goals 

• Delivery 

• Behaviour 

How do we get 

there?

• Concrete actions and 

expected outcome 

(forecast)

• Clear deadlines and 

accountabilities



Ambition to Action example
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Where are we 

going?

”Strategic 

objectives”
How do we 

measure 

progress?

”Key 

Performance 

Indicators”

How do 

we get 

there?

”Actions”

Finance

Market

Operations

HSE

People &  

Organisation



More than 800 ”Ambition to Actions” 
across the company
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…..and more



Strategic objectives Key Performance Indicators Actions

People and organisation

Health, safety and environment

Operation

Market

Results

Ambition to Action Risk
Risks Impact Probability Actions

Principal objectives:

Avoid incidents:

Create sustainable value:

Safety and Security

Access

Maturation

Project execution

Operation

Market

Country specific

Avoid incidents

Create sustainable value

Safety, Security and Environment

Integrity

Indicators

Next step: Integrating Risk Management

and Environment

Link to example

Link to example

a
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http://team.statoil.com/sites/ts-43334/BA doc sharing/PMR MC/_layouts/PowerPoint.aspx?PowerPointView=ReadingView&PresentationId=/sites/ts-43334/BA doc sharing/PMR MC/Shared Documents/BCase 169.pptx&Source=http://team.statoil.com/sites/ts-43334/BA%20doc%20sharing/PMR%20MC/default.aspx&DefaultItemOpen=1&DefaultItemOpen=1


Performance evaluation
- from narrow measurement to a holistic assessment 
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Living the values

• Day-to day-observations

• 360°/ 180°/ 90° surveys

• People survey

50/50Pressure testing KPI results:

• Deliver towards the strategic objectives?

• How ambitious  KPI targets?

• Changed assumptions, with positive or 

negative effect?

• Which risks were taken?

• Delivered results sustainable?

Ambition to Action

• Development plan

• Rewards



1. The problems with traditional management

2. The Beyond Budgeting model

Cases: Handelsbanken, Miles, Reitangruppen

3. The Borealis case

4. The Statoil case

5. Beyond Budgeting and Agile

6. Implementation advice

 Out on Wiley (US). Chinese and Icelandic 

translation underway

Want to hear more?
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Other recommended books
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Too holistic, too subjective? Performance 
evaluation can never be 100% objective!
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Uncertainty

Jan Dec

KPI 

UNCERTAINTY

 Right KPI? 

Indicator only!

TARGET 

UNCERTAINTY

What is the right 

number?

Forced to be subjective 

(must make assumptions)

Why not subjective also here?  

(assumption uncertainty is gone)

Target - what does good 

performance look like in 

12 months?

Measurement 

Evaluation



Vision

Strategy

Values

Action planning

• Delivery actions 

•  Risk actions

• Behavior goals 

• Development plans

Execution

• Dynamic resource

allocation and

   forecasting

• Forward looking and 

action-oriented 

follow-up and 

feedback

RESULTS

• Holistic 

evaluation

• What and how 

equally 

weighted

WHAT

HOW

How do we get there? How did we do?Where are we going?

Who we are How we work What we learnt

People 

Partnership & 

Leadership profile

Strategic 

objectives,

Risks, Indicators

Even better next time

Towards an integrated performance 

process 

2 oktober 20163
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Implementation advice

• Create problem understanding before talking solutions

• What’s the real risk - upside vs downside

• Design to 80% and jump

• You can’t get rid of «command and control» through command and control

• Careful if starting with rolling forecasting

• Keep the cost focus

• Involve HR and Agile IT

• Don’t become a fundamentalist

2 oktober 20163
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A very different finance role

Traditional management

• Autumn stunt

• Backwards looking reporting

• Variance oriented

• Precision and detail

• Finance/accounting focus 

• Cascading and (Illusions of) control 

• Finance silo

• Simpler!

• Boring?

Beyond Budgeting

• Dynamic and continuous

• Forward looking reporting

• Action oriented

• Relative and holistic

• Business focus

• Autonomy and trust

• Cooperation (e.g HR, Strategy)

• More challenging!

• More fun!



Influencing and Communication



Objectives

The Objectives for the course are: 

• To consider everyone’s role in the team.

• To understand techniques for good working relationships 

• To understand how you influence others

• To develop skills of effective communication and influencing skills



Influencing and Communication

• What is Team Work? 

• Do we think this team get 

along?

• How can you tell?

• Let’s explore how we 

communicate and how we 

influence



How do you see yourself?



How do others see you…

• Are you seen as powerful?

• Are you seen as confident? 

• Are you seen as competent?

• Are you seen as assertive?

• All these affect our communication and our influence

• Perceptions will differ from reality



“No one can make you feel 
inferior
Without your consent”

Eleanor Roosevelt, wife of President Roosevelt



Forms of Verbal Communication

• Speaking to another person over the telephone, 

• face to face etc, 

• in a discussion, 

• In a debate, 

• Interview, 

• Presentation etc.



Benefits of Verbal Communication

• Others can check understanding

• Body Language can be seen to support meaning 

• You can see what the effect of your communication has on your audience



How do we communicate?

• Not every thing we say is verbal

• Only 7% of all our communication is verbal communication the rest is:

− Eye Contact

− Tone & Pitch

− Volume

− Body Language

− Etc……



In addition…

Our organisations may use:

• Email

• Memorandums

• Letters

• Notices

• Websites

• Intranets 

… all to communicate 



Some times words alone…

 Are not as effective as pictures…



What is the effect of being 
misunderstood?

• Others can misinterpret our meaning 

• We can be seen in a negative or positive light (depending on our intention)

• People don’t act on what we say

• People carry out our instructions inaccurately

• People carry hurt and blame



Visual Communication

When information is

displayed in various

ways e.g., tables, 

advertisements etc



Belbin  Team Roles

• Plant 

• Co-ordinator

• Monitor Evaluator 

• Implementer

• Completer Finisher

• Resource Investigator

• Shaper

• Team Worker

• Specialist



How does effective teamwork link with 
Communication

• Behaviour at work is a form of communication

• If we behave effectively when working with others team work has a chance to flourish 

• Teams make things happen 

• Teams often are most effective when communication is strong 



Levels of Communication

Formal

• Communications which are routed through what have 
been known as ‘official channels,’ for example, a written 
memorandum from a managing director to his / her 
departmental heads to call a meeting.

Informal

• Information is passed on by word of mouth among 
interested colleagues who have received it from various 
sources e.g. visits.



Types of Communication

• Expressive

• Emotional

• Listening 



Expressive Skills allow you to..

• Use expressive skills to convey my information to others

• Use expressive skills to give others information about their behaviour, and my beliefs and 

feelings (and perhaps intentions)



Emotional skills enable you to…

• To say those things which 

need to be said, but which 

are difficult to say



Listening Skills

To listen you need to:

• give the other person your 

attention;

 

• listen for understanding;

 

• let the other person know what 

you think they said.



Listening depends on…

• How complex the problem is  

• How upset the other person is, and how strong his/her beliefs are  

But in general, good listening ...

• begins by acknowledging what has already been said;
 

• and then agrees with what is specific and true;
 

• and then perhaps enquires for more information.
 



Influencing Skills

We are all influenced by:

• People

• Places

• Events

• Situations 



At work you may need 

• To influence to support, inspire, create relationships, engage others and persuade people 

to do something you want them to do

• If we are ineffective at influence our communication is much more difficult

 



Healthy Influence

Requires:

• Presentation Skills

• Communication Skills

• Assertiveness Skills

• Interpersonal Skills

 



To influence you need to…
Get people in the room… 

Physically they may be there, but are they with you 

emotionally. 

If you presentation is perfect but does not connecting 

with the audience it has failed…



E-Persuasion

• By using communication tools such as email and the internet, how do we 

effectively persuade others from a distance?



ANY QUESTIONS
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