Finance and accounting
A-Level Business

Why a business needs finance

Business finance ) %4> is the money a firm needs to start, run and grow. A new
firm needs money to buy premises 4 E 1 fff and equipment; a growing firm needs
money for new projects; and every firm needs money to pay day-to-day bills.

st

Banks are a key external source of finance, through loans and overdrafts.

Capital and revenue expenditure

Spending falls into two types:

capital expenditure revenue expenditure
fixed assets that last day-to-day running
(machines, vehicles, buildings) (wages, rent, materials)

Capital spending buys fized assets; revenue spending covers running costs

 capital expenditure A H — money spent on fixed assets [#E % r* that
last a long time, such as machines, vehicles and buildings.
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e revenue expenditure {75 H — money spent on day-to-day running, such
as wages, rent and raw materials.

Working capital

Working capital &z % 4% is the money a firm has for its daily needs. It is found
from the balance sheet %=1 {5 3:

working capital = current assets — current liabilities

Here current assets i sl %= are things that become cash within a year (cash,
inventory, money owed by customers), and current liabilities Jfi 3/ 71 {ii are debts
due within a year. Too little working capital is dangerous — the firm may not be able
to pay its bills.

Cash is working capital: firms need enough liquid assets to pay day-to-day bills

Cash is not the same as profit

This is a key idea.

o profit fl|jj§ is what is left when total costs are taken from total revenue over a
period.

o cash 4 is the money the firm actually has right now to spend.
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A firm can be profitable but still run out of cash — for example, if it sells goods but
customers have not paid yet. Many firms fail not from low profit, but from running
out of cash.

a firm can be profitable but still run out of cash

cash (in the bank)
low — customers
haven't paid yet

profit (on paper)
revenue — costs = positive

Profit and cash are different: a firm can look profitable on paper yet have no cash to
pay its bills — which is why many fail

Sources of finance

A stock exchange: public limited companies raise finance by selling shares.

Finance can come from inside the business (internal sources PH#IH) or from
outside (external sources #MHEIH). It can also be short-term 453} (paid back
within a year) or long-term 4.
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Source Type

What it is

retained profit B{EFIi§ internal, long

sale of assets H/HE& ™ internal

share capital 74~ external,
loan %K external,
debenture 2\ &) fii % external,
overdraft %3 external,
leasing fH 5% external

hire purchase 73|}k  external

trade credit V15 external,
venture capital X [&%&7Z< external,

crowdfunding A% external
microfinance /Ni{EHY external

long
long
long
short

short
long

profit kept in the business instead of paid out
selling items the firm no longer needs

money raised by selling shares

borrowed money repaid with interest

a long-term loan certificate sold by a company
the bank lets the account go below zero for a short time
renting an asset instead of buying it

buying an asset by paying in instalments

paying a supplier later (e.g. after 30 days)
money from investors into risky young firms
small amounts raised from many people online
small loans for people with little access to banks

internal
(from inside)

retained profit
sale of assets
owners' savings

[ sources of finance ]

external
(from outside)

share capital, loans
overdraft, leasing
trade credit, crowdfunding

Sources of finance come from inside the business (internal) or outside it (external)
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Choosing a source of finance

There is no single best source. The choice depends on:

o the amount needed — large amounts may need shares or a long loan.
o the purpose — long-term assets should use long-term finance.

o the cost — interest and fees differ between sources.

o the legal structure — only a company can sell shares.

o how much the firm already owes, and whether it can offer collateral #{ff 5 (an
asset the lender can take if the loan is not repaid).

match the finance to the purpose

short-term need j short-term finance
stock, a cash gap 'L overdraft, trade credit also weigh the
’ " cost, the amount,
the legal structure
long-term asset ) j long-term finance ) and any collateral
machinery, premises 'L a long loan, shares

don't pay for a long-lived asset with short-term borrowing

Match the finance to the purpose: short-term needs use short-term finance, long-term
assets use long-term finance

Cash-flow forecasts

A cash-flow forecast ¥4 i 2=l predicts the cash coming in and going out each
month. It helps a firm spot a shortage early.

 cash inflows F|4:}ii A — money coming in, mostly from sales.
« cash outflows F| 4}l — money going out, such as wages and rent.
e net cash flow F#I 4 it — inflows minus outflows for the period.

net cash flow = cash inflows — cash outflows

The opening balance H|#] 4%/ is the cash at the start of the month. Adding net
cash flow gives the closing balance K 43%ji, which becomes next month’s opening
balance.
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=@= closing balance
20 1 mmm net cash flow

15 A

10 A

£000s

cash shortage
—15 - closing = opening + net - negative = cash shortage

T T T
Jan Feb Mar Apr May Jun

A cash-flow forecast tracks the closing balance each month, warning of a shortage
early

Cash-flow problems and how to fix them

Common causes of cash-flow problems are: too many sales on credit, holding too much
stock, buying too many assets at once, and overtrading i} 375 (growing too fast
for the cash available).

Ways to improve cash flow:

e bring cash in sooner — ask customers to pay faster, or offer discounts for quick
payment.

o delay cash going out — agree longer trade credit with suppliers.

« arrange an overdraft or short loan to cover a gap.

e hold less stock to free up cash.

Good working capital management keeps enough cash to stay safe without holding
so much that money sits idle.

Costs and how we classify them

A cost 7 is money the business spends to make its product. We sort costs in
several ways:

o fixed costs [#%E 4 — costs that do not change with output, such as rent.
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o variable costs H[ZF i A — costs that rise and fall with output, such as raw
materials.

o direct costs H A — costs clearly linked to one product, such as its materials.

« indirect costs [A]#Z A (overheads) — costs not linked to one product, such as
manager salaries.

o marginal cost /1R 4x — the cost of making one more unit.

o average cost ¥4 — the cost per unit, found by total cost +~ number of
units.

TC=FC+VC - FC fixed - VC rises with Q total cost

variable cost

cost

fixed cost

output (units)

Total cost = fized cost + variable cost; only variable cost rises with output

Cost information helps managers set prices, choose what to make, and control spend-
ing.

Break-even analysis

Contribution BTk is how much each sale adds towards paying the fixed costs:

contribution per unit = selling price — variable cost per unit

Break-even 7 P-4 is the point where total revenue equals total costs, so profit is
zero. The break-even point %5 i in units is:

fixed costs

break-even point = — -
contribution per unit
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break-even output = fixed costs G

™ Contribution per unit ~ P—VCU total revenue
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The break-even point is where total revenue equals total cost — left of it is loss, right
of it is profit

The margin of safety 44 ii[x is how far current sales are above the break-even
point:

margin of safety = actual output — break-even output
Worked example. A product sells for £20 with a variable cost of £12 per unit.

Fixed costs are £40,000, and the firm makes 6,000 units. Find the contribution per
unit, the break-even output and the margin of safety.

contribution per unit = £20 — £12 = £8

4
break-even point = % = 5000 units

margin of safety = 6000 — 5000 = 1000 units
A large margin of safety means sales can fall a lot before the firm makes a loss. Break-

even analysis is quick and useful, but it has limitations J5jf[#{4: it assumes the selling
price and costs stay the same, and that everything made is sold.
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Budgets and variances

A budget % is a financial plan for the future — a target for income or spending.
Budgets help a firm plan, control money, and check performance. Two types are:

o incremental budget &% — last year’s budget changed by a small amount.

e zero-based budget Z R i%5 — every cost must be explained from zero each
year.

A variance 2= 5% is the difference between the budgeted figure and the actual figure:

variance = actual figure — budgeted figure

actual — budget
budget actual variance
plan: £30,000 spent: £34,000 = +.£4,000

favourable: helps profit adverse: hurts profit

(spend less, or earn more than planned) (spend more - as in this wages example)

a budget is a financial plan; the variance shows how far the actual result missed it

A wvariance is actual minus budget; favourable helps profit, adverse hurts it

Worked example. A firm budgeted £30,000 for wages but actually spent £34,000.
Find the variance and say whether it is favourable or adverse.

variance = £34 000 — £30000 = £4 000

Costs came in higher than planned, so this is an adverse variance.

« afavourable variance £ |27 is better for profit (costs lower, or revenue higher,
than planned).

« an adverse variance N F|ZZ57 is worse for profit (costs higher, or revenue lower,
than planned).

Studying variances shows managers where the plan went wrong, so they can act.
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Budget vs actual (F favourable, A adverse)
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I Actual
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Exam: variance = actual — budget - cost under-spend = F; revenue under-earn = A

Variance = actual — budget: cost overspend is adverse; revenue over-earn s
favourable

Exam tips

o Show that cash is not profit — a profitable firm can still fail from a cash-flow
shortage.

« For break-even: contribution per unit = price — variable cost; break-even = fixed
costs + contribution; margin of safety = actual — break-even output.

« Match a source of finance to the need (short-term for cash flow, long-term or
equity for assets) and to the type of business.

« Calculate a variance and label it favourable or adverse (actual against budget).
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