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Debentures include underneath P + image
Debentures are long-term loans often called ‘loan stock’. The debenture holders are creditors of the company, not the owners (unlike the shareholders).

 Firms often need extra finance for projects such as launching a new product.

Costs
Costs of production
Businesses group costs under different headings to help analyse and control them.
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Fixed and variable costs
We can separate the different costs of a business into those that are fixed and those that are variable:
· Fixed costs do not change as output changes. Examples include factory and office rent, office salaries (these do not depend on the number of items produced) and insurance premiums, eg. for business vehicles. These costs will not change whether the factory is working at 100% capacity or whether it is closed. 
· Variable costs change as output changes. These costs arise from a business’s production activities, and therefore change as the output level changes. Examples include the cost of raw materials used to make the products.
In reality, the distinction between fixed and variable is not always easy to make. Many costs are semi-variable, containing elements that are fixed and variable. For example, a factory’s power costs may carry a fixed ‘standing charge’ element that must be paid whether or not any power is used, and a (variable) charge per unit of power used.
Key point – Fixed costs will change over time – insurance premiums go up, staff salaries rise, factory rent increases – but they do not change in the short-term as output changes. 
Direct and indirect costs
A business’s direct costs are those that can be directly linked to particular product lines. Examples include the costs of running the machinery used to manufacture individual products, and the cost of raw materials used in the product. 
Indirect costs are also known as overheads. These are shared between the different product lines do not relate to one particular product line. Examples include the cost of stationery used for all the company’s products and services, salaries of office staff who are involved with all the products, and the office and factory rent. Managers want to know the cost of making individual products to calculate their profitability so decisions can be made (eg. about prices). An accountant will therefore apportion (share out) the indirect costs to the different product lines, eg. sharing factory rent on the amount of floor space used by each product line. 
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Average and marginals costs
Economies of scale create lower unit costs (cost per item made) this average cost of production is found by dividing total output by total costs. The marginal cost of a product is the cost of making that individual product. The marginal cost will not normally be the same as the product’s average cost because of the way fixed costs are distributed. 
For example, if total fixed costs are £3,000 and the variable cost are £100 per item made;
· Average cost of making 1 item  = £3100/1 = £3100
· Average cost of making 2 items = £3200/2 = £1600
· Average cost of making 3 items = £3300/3 = £1100
The marginal cost of the second and third item is, however, only £100.

Key point
Managers find this information helpful eg. when deciding whether to take on a new order and what price to charge for it. 
Financial forecasts
Break-even analysis
Break-even analysis calculates at what point the business ‘breaks even’: the point at which it is neither a profit or a loss. The break-even point for a business is therefore where total costs equal total revenues. This point (of output) is important to a business because it is beyond this point that the business starts to make a profit.
Break-even analysis uses fixed and variable costs to calculate the break-even point and to show it on a graph.
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Constructing the break-even chart
To construct the chart (or graph) we need information on fixed costs, variable costs and selling price. We then plot the results on a graph that has £ (costs and revenue) on the vertical! (y) axis, and production / output (number made and sold) on the horizontal (x) axis. 
For example, assume that a company is making a product. The selling price is £3, fixed costs are £10,000, variable costs are 50p per item and 5,000 products will be made and sold!
· Fixed cost (FC) line. The fixed cost line is plotted as a straight line that starts at the £10,000 point on the vertical axis and runs parallel to the horizontal axis (because fixed costs stay constant at £10,000). Figure 5.7., below, shows this break-even chart with the fixed cost line labelled. 
· Variable cost (VC). If output is 5,000, total variable cost are £2,500 (5000x 50p). 
· Total cost (TC) line. Total costs = fixed costs + variable costs. We plot the total cost line on the chart starting at where the fixed cost line meets the vertical axis: at this (zero) output there are no variable costs so total cost = fixed cost. At the other end of the line (the 5,000 output point) the gap between total costs and fixed costs is £2,500 (that is, the total variable costs at this output). Total costs at output of 5,000 units are £12,500 ie. £10,000 FC + £2,500 VC. The total cost line can now be drawn between the two output figures (zero and 5,000) as shown in figure5.7
· Total revenue (TR) line. The TR line can be plotted. The selling price is £3 so the total revenue at the maximum output will be £15,000 (£3 x 5,000). We can draw the TR line by joining this point on the graph to the zero point where the two axis meet (because at an output of zero revenue is also zero)
· Break-even point. The firm’s break-even point is where the TR and TC lines cross. A line drawn from this point down to the output axis shows that 4,000 units represents the break-even level of output. Selling over 4,000 units will give a profit: the triangle below it, representing sales and output under 4,000, is the area of loss.
· Margin of safety. If 5,000 units are sold, the margin of safety is between 5,000 and the break-even point: the business knows that its sales can fall by 1,000 (the margin of safety) to 4,000 before it starts to make a loss. 
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The profit or loss at all levels of output can be read from the chart. For example, at output and sales of 4,500 the TR line shows £13,500 and the TC line reads £12,500. The gap between these two lines – the profit, since TR is above TC – is £12,500.
Calculating the break-even point
Managers are interested in the amount of contribution a product makes to its fixed costs. These fixed costs must be met, regardless of whatever level of output the business is making and selling. Calculate the contribution that each product makes towards meeting the fixed costs by: 
Selling price - Variable cost = Contribution

In our example, selling price is £3 and variable cost 50p.
The contribution is: £3.00 – 50p = £2.50
Each item sold contributes £2.50 towards the £10,000 fixed costs. Calculate the breakeven point by dividing the unit contribution into total fixed costs. This shows that 4,000 is as we have seen from the chart the break-even point.

Total fixed costs   =   £10,000   = 4,000
                                    Unit contribution          £2.50

The profit or loss at each level of production / sales can also be calculated. For example, sales of 3,000 give a total contribution of £7,500 (3,000 x £2.50).
The fixed costs are still £10,000, so at this level of sales the company would be making a loss of £2,500.check with sm!!!!!!!!!!!

The usefulness of break-even analysis
Break-even analysis provides information about how many items of a business must sell at a certain price before making a profit. The effect of changing figures, such as the price, can be assessed through the effect on the break-even point and margin of safety. 
Cash budgets and forecasts
By preparing forecasts of cash coming in and going out of the business the accountant can identify times of the year when there will be shortfalls. This means that for example, an overdraft can be arranged with the bank. Surpluses of cash will also be shown which could be invested on a short term basis and used during shortfall periods. 
Below is the layout of a typical cash forecast. It shows the expected future cash movements so that managers can see the effects of their plans on the businesses cashflow. 
Image pg 93 5.9
Key point
Companies that publish their accounts must show cash movements in their business over the last year. 
Finncial Accounting
Obtaining Information
The accounts department gets information from sources such as …
· Copies of sales invoices – from which the value of sales can be calculated
· Cheques from debtors – which will be banked
· Statements from creditors sg. Suppliers – which will have to be paid
Information is recorded in the accounts; this is the book-keeping role of financial accounting. 
(google bookkeeping for example).
Analysing Information
Once the financial transactions are recorded the accountant can analyse this information, by calculating accounting ratios, to highlight financial trends. 
Profitability and liquidity
One reason for keeping accounts is to record the business revenues (income) and expenses, from which profit is calculated. The amount of profit can be compared against other important figures especially the value of sales made and the value of the capital employed in the business. This gives a guide to business profitability. 
Key point
‘Profitability’ and ‘profit’ are related but different: profitability is a judgement on whether the amount of profit is adequate. 
A business will have both current assets (cash, stock, and money owed by its debtors), and current liabilities (its own short-term debts, such as the money it owes to suppliers). The difference between these totals is its working capital also known as net current assets. 
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The amount of working capital is important because it shows whether the business is able to pay its debts. If, for example, its current assets are £30,000 and its current liabilities are £20,000, the business has enough cash and ‘near-cash’ to meet its £20,000 debts due shortly. If, however, it had £20,000 current assets and £30,000 current liabilities, the business would struggle to find enough money to pay its debts. 
Key point
In the short term, liquidity is far more important to a business than profitability. 
Financial Statements
A business will produce a set of ‘financial accounts’:
· Its profit and loss account calculates net profit. 
· Its balance sheet displays assets and liabilities – what it owns and what it owes.
The profit and loss account
Opening stock: the value of the stock left over from the previous year. 
Purchases: The value of the stock that has been bought in the year.
Closing stock: The value of the stock left over at the end of the year. 
??????Cost of sales: the value of the stock purchased-closing stock.??????? 
Cost of sales: the value of the total stock purchased – the closing stock
Therefore cost of sales = value of the stock purchased – closing stock.
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The profit and loss account calculates the net profit-the balance left after all expenses are deducted from gross profit. There will be administration, selling, and distribution expenses. Examples include rent and rates, light and heating, wages and salaries, and …
· Depreciation – the cost of ‘using up’ the major assets of the business, eg. the wear and tear that occurs on furniture, vehicles and machinery .
· Bad debts – (the cost of selling on credit) – when a debtor can not pay the debt.
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The balance sheet
The purpose of the balance sheet is to show what the business owes (assets) and what it owes (liabilities). Payment made for its assets is called capital expenditure. 
Items in the balance sheet often appear under these headings;
· Fixed assets – these assets have a long life and are bought to work in the business and not to re-sell.
· Current assets – these assets (stocks), debtors, bank and cash) change regularly in amount and are linked to trading. 
· Current liabilities – these are short-term debts for the business and are often shown as deductions from current assets in order to give the working capital figure (also known as net current assets). Current liabilities of limited companies include proposed dividends (owed to share holders) and corporation tax (owed to the government).
· Capital – This is the owners investment in the business and is a liability because it is owed to the owners. Share capital  is shown for companies by its reserves, which include undistributed profits, and loan capital such as debentures. 
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Key point
The profit and loss account shows the business’s financial performance; the balance sheet shows its financial position. A snapshot at a given time. 
Interpreting accounts
Profitability, liquidity and efficiency are the three main areas for analysis.
Note – define each category 
Turnover is another name for sales.
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Note move to before the balance sheet fig 5.15
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Note 
Remember that ‘acid test ia another name for liquid assets.
Key point
Ratios are no use on their own: we must compare this year’s ratios to previous ones to see trends, and to those of its competitors to check competitiveness.







