Finance and accounting (A Level)

A-Level Business

Financial statements

Financial statements 1443 are the official records that show how a business is
doing with money. You study two of them: the income statement and the statement
of financial position. By law, companies must publish these each year.

Financial statements and ratios let stakeholders judge a firm’s performance.

The income statement

The income statement F|j[§3% shows the revenue E I A and costs of a business
over a period (usually a year), and the profit left at each stage.

gross profit = revenue — cost of sales

o cost of sales 4 {4 is the direct cost of the goods that were sold.

o gross profit EF|JH is what is left after taking cost of sales from revenue.

o after taking off expenses #% ] (such as rent, wages and marketing), you get the
operating profit E /7.

o after interest and tax, what is left is the net profit ¥+ F|j# (the profit for the
year).
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revenue - gross — operating — net profit

60 25

— expenses operating  — interest net
profit & tax profit

100 40

£000s

revenue — cost gross
of sales profit

The income statement steps down from revenue to net profit
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The statement of financial position

The statement of financial position I 4R 3 (also called the balance sheet
Hreffifsige) is a photo of what the business owns and owes on one day.

non-current assets JEF BN %P5 — items kept for more than a year, such as
buildings and machines.

current assets izl — items that become cash within a year, such as inven-
tory and money owed by customers.

current liabilities Jfiz 7115 — debts due within a year.

non-current liabilities 3Ej7i 37115 — debts due after more than a year, such as
a long loan.

equity i &I Z: — the money the owners have put in, plus profit kept in the
business.

The two sides always balance: what the firm owns is funded by what it owes plus the
owners’ equity.
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Depreciation

Depreciation #f7]H is the way the cost of a non-current asset is spread over the years
it is used, instead of all in the year it was bought. For example, a 410,000 machine
used for five years may lose £2,000 of value each year. Depreciation lowers the asset’s
value on the statement of financial position and counts as an expense on the income
statement, so profit is not overstated.
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Straight-line depreciation lowers the asset’s value by the same amount each year
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How stakeholders use financial statements

Different stakeholders Fl|z3#H %% read these statements for different reasons:

« owners and investors check the profit and the return on their money.
o lenders check whether the firm can repay its loans.

« managers use them to make decisions and set budgets.

o the government checks the tax due; suppliers check the firm can pay.

owners, investors profit and the return on their money
lenders can the firm repay its loans?
financial managers decisions and budgets
statements L J
government the tax due
suppliers will they be paid?

FEach stakeholder reads the statements for a different reason

Ratio analysis

A single number means little on its own. Ratio analysis .3/3#f links two figures
from the statements to judge performance, and lets you compare one year with another,
or one firm with another.

profitability - profit from sales and capital liquidity - can it pay short-term debts?
. ross or operatin rofit . current assets
margins = = c = x 100% current ratio = ——————————
revenue current liabilities
operating profit ) current assets — inventory
ROCE = —P<T28 PO o 100% acid test = i
capital employed current liabilities
higher = more profit kept from each sale about 1.5-2 is usually safe; the acid test
andifromieachidollardinvested is stricter - inventory can be slow to sell

The ratio toolbox: profitability and liquidity at a glance
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Profitability ratios

Profitability %4 F|8E /7 ratios show how good the firm is at turning sales and capital
into profit.

fit
gross profit margin = BEOS PYORE  100%
revente

operating profit
operating profit margin = P &P x 100%
revenue

A higher gross profit margin F f|3% or operating profit margin &\l f] i 3%
means more profit is kept from each sale. The key overall measure is return on capi-
tal employed %A% (ROCE), which compares profit with the money invested:

operating profit

ROCE = x 100%

capital employed

Here capital employed fff %7 is the total long-term money in the business. A
higher ROCE means the money is being used well.

Worked example. A firm has revenue of £500,000, gross profit of £200,000, operat-
ing profit of £80,000 and capital employed of £400,000. Find its gross profit margin,
operating profit margin and ROCE.

200000

100% = 4
500000 < 100% = 40%

gross profit margin =

80000
ti fit in = 1 =1
operating profit margin = —-re % 00% = 16%
80000
E = 1 =2
ROC 200000 > 00% = 20%
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Investors use profitability, liquidity and gearing ratios to judge a firm’s financial

health

Liquidity ratios

Liquidity JiiZh{f means how easily a firm can pay its short-term debts. Two ratios
test it.

current assets

current ratio = ST
current liabilities

current assets — inventory

acid test ratio = —
current liabilities

The current ratio j7izlj 3 of about 1.5-2 is usually safe. The acid test ratio i#
L% is stricter because it removes inventory, which can be slow to sell. Too low is
risky; too high may mean cash is sitting idle.

Worked example. A firm has current assets of £60,000 (including £24,000 of in-
ventory) and current liabilities of £30,000. Find its current ratio and acid test ratio.

. 60 000
current ratio= —— = 2.0
30000

60000 — 24000
30000 N

acid test ratio = 1.2
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Efficiency and gearing ratios

Efficiency {3 ratios show how well the firm uses its resources — for example,
inventory turnover {75 J&%4% measures how many times a year the firm sells and
replaces its stock. Faster turnover usually ties up less cash.

Gearing FTfT 3% shows how much of the firm’s long-term money comes from bor-
rowing rather than from owners:

. non-current liabilities
gearing = : x 100%
capital employed

High gearing means heavy borrowing — risky if interest rates rise, but it can boost
returns when times are good.

Worked example. A firm has non-current liabilities of £150,000 and capital em-
ployed of £500,000. Find its gearing.

150 000
1 pu— ]_ =
gearing = oo 00% = 30%
Below 50%, so the firm is low-geared — it relies more on owners’ money than on

borrowing.

Limitations of ratio analysis

Ratios are useful but limited. They use past data, which may not predict the future.
They ignore non-money factors like staff morale and brand strength. And a fair
comparison needs firms of similar size in the same industry.

Investment appraisal

Investment appraisal # % ¥l is the study of whether a big spending project (such
as a new machine or factory) is worth it. Three methods are used.
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Payback, ARR and NPV

o the payback period [H]it}}}] is the time it takes for the project’s cash inflows to
repay the initial cost. A shorter payback is safer.

payback period
(=2.75 years)

cumulative cash flow

payback: years until cumulative CF =0

initial cost

0 1 2 3 4
year

The payback period is when cumulative cash flow climbs back to zero

« the accounting rate of return £ if[$% (ARR) shows the average yearly
profit as a percentage of the money invested:

ARR — average annual profit

— x 100%
initial investment

Worked example. A machine costs £100,000 and is expected to earn an average
annual profit of £25,000. Find its accounting rate of return.

25000
R 100000 x 100% 5%

+ the net present value F##{H (NPV) recognises that money in the future is worth
less than money today. It uses discounting #f7# to shrink future cash flows back
to today’s value, then takes away the initial cost. A positive NPV means the
project adds value.
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£100 received later is

worth less in today’'s money

today in 1 year in 2 years
£100 — £91 — £83

Discounting, the idea behind NPV: the same £100 is worth less the longer you wait
for it, so future cash flows are shrunk back to today’s value

Each method has strengths: payback is simple and focuses on risk; ARR shows prof-
itability; NPV is the most complete but needs a chosen discount rate.

Finance and accounting strategy

At the top level, managers use financial data and budgets to choose between strategies.
Before a big decision, they ask: can we afford it, how will it affect profit, cash flow and
gearing, and what is the likely return? Financial information turns a risky guess into
a reasoned choice — but numbers are only part of the picture, and must be weighed
with the market, the staff and the firm’s objectives.

Exam tips

o Calculate and interpret the key ratios — gross/net profit margin, current
ratio, gearing, ROCE — always against a benchmark or a trend.

o For investment appraisal know payback (time to recover), ARR (average %
return) and NPV (discounted; a positive NPV means accept).

e A current ratio of about 1.5-2 is healthy: too high wastes resources, too low risks
liquidity problems.

 State the limitations of ratios (historical figures, no qualitative factors) in your
evaluation.
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