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· Introductions and expectations
· Explain basic principle and terminology of finance
· Budgeting for income and expenditure
· Effectively monitor and control a budget
· Explain the difference between income/expenditure and cash budgets
· Exploring the different types of costs
· Differences between capital expenditure and operational expenditure budgets
· What finance people do and what budget managers do

Enjoy!
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Consistency
	










Accruals
	










Prudence
	










Materiality
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The three main financial statements are:

· Profit and loss account
· Balance sheet
· Cashflow

The Profit and Loss Account summarizes a company's financial performance over a specific period of time, showing the revenue earned and expenses incurred to arrive at the net income or loss.

The Balance Sheet provides a snapshot of a company's financial position at a specific point in time, showing what the company owns (assets), what it owes (liabilities), and the difference (equity or net worth).

The Cashflow shows the inflows and outflows of cash for a company over a specific period of time, providing information on how the company is generating and using cash. 



The Profit & Loss statement

This traditionally shows the following:                                                                                                                                                                                                                                                                                 
· Income (income from sales: sales, fees, interest, dividends, royalties and rent)
· Cost of sales (the cost of operations)
· Gross profit (turnover less cost of sales)
· Administrative expenses (sometimes known as overheads)
· Other operating income (other items that meet the definition of income)
· Operating profit/(loss) (gross profit less administrative expenses)
· Interest receivable (interest payments due to the company)
· Interest payable (interest payments paid by the company)
· Profit/(loss) on ordinary activities
· Tax payable
· Net profit/(loss) for the financial year (the ‘bottom line’)

The Profit and loss is also accompanied by the Balance Sheet and cashflow

	
Profit and Loss Account




























Depreciation

What is depreciation?

	






Balance Sheet

The balance sheet gives a financial snap-shot of the organisation at one moment in time. It shows the balance between:
· The assets of the organisation – what it owns.
· The liabilities of the organisation – what it owes to other people.

To prepare a balance sheet you need to know the following:

· Fixed assets: these are the capital items such as premises, machinery and vehicles. Capital items are the more expensive things that the organisation buys which are likely to last for several years...
· Current assets: these are the other, more short-term assets owned by the organisation at the present time, such as stock, money owed by customers (called ‘debtors’ in the balance sheet), money in the bank and cash.
· Current liabilities: this is what the business owes in the short term to suppliers (usually referred to in the balance sheet as ‘creditors’).
· Long term liabilities: longer term owings such as bank loans, and mortgages.
· Capital: this is the money invested in the organisation.

	
Balance Sheet























[bookmark: _Toc206435656]Below is financial information for Reed and Grouse Ltd, a law firm for the year ending 31/12/2022. 
 
Premises cost – £9,620
Fixed fee Income for 15mths to 31/03/23 – £180,000 
Non-portfolio income: £13,987
Depreciation (of equipment below) – £3,000 
Admin expenses – £10,010 
Heat/ Light/ Electricity - £5,000  
Professional (income generating) solicitor salaries – £75,780 
Travel expenses – £1,800 
Interest charge on loan – £500 
Purchase of equipment - £30,000 
Support staff salaries - £18,020

 
Construct a profit and loss account based on the above information

Calculate gross and net profit for the company for year ending 31/12/2022.
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Financial Accounts

· Prepared on an annual basis
· Included in annual report
· Should be filed with Companies House and, if appropriate, the Charity Commission

Preparation governed by the appropriate rules.  

The Financial Accounts must include both a Profit and Loss Account and the Balance Sheet

Management Accounts

· Used by internal staff like: directors, managers and other employees
· To aid planning and decision-making
· No set format – directors and managers decide on the content and format
· No legal requirements for internal accounts
· This information is looking mainly at the future, although it also looks at the past


What could be contained in a management pack 

· Executive summary with a synopsis of KPIs and identifying key issues
· Action plan specifying corrective actions and contingencies
· P&L Account for the period and cumulative. Especially consideration given to major variancies
· Projected forecast for the year with actuals to-date and projections based on action plans going forward
· Cash flow information
· Balance sheet showing working capital information – Debtors/Creditors


Monthly Reporting

This is often the most stressful time of the month for the finance department. It’s where they are working hard, often long hours, to ensure all transactions in that month are reflected in the accounts.

You’ll often find the finance department have given you specific deadlines such as: 
· When invoice cut-off is
· When accruals have to be submitted
· When the draft accounts will be sent etc.

Once the month end has been complete, the finance team will often produce a monthly management pack that contains the financials for the month as well as commentary on how progress is being made against certain KPIs etc. 
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What is a budget?

	






The purpose of budgeting is:

· To know where the money comes from
· To know what it is spent on 
· To know how much money you have at any time
· To know if you are making a profit or a loss and why
· To know how much you are likely to spend and how much you need to spend
· To know how much income you are likely to have and how much you need to have
· To fit project income and expenditure into the whole financial picture
· To know how much your goods and services cost to produce
· To know how much to charge for them





· [bookmark: _Toc129078978]Types of costs: Fixed and variable costs

There are two types of costs – fixed and variable.  



[image: https://www.dlsweb.rmit.edu.au/toolbox/smllbusmang/content/03_underfinplan/images/cost_volume_total1.gif]

It is important to distinguish between costs that will vary according to the number of goods or services you produce and costs that will not.  For example, if you are running a café, the costs of food will be in direct proportion to the number of customers, whereas the costs of staffing the café will be the same whether one person comes in or ten.  Similarly, if you are producing booklets, the costs of printing will vary in direct proportion to the number of booklets produced whereas the publicity for the booklet will not change that much whether you produce ten thousand or twenty thousand. 

[image: Graph of total variable costs in relation to output changes.]

If variable costs – costs that change in direct proportion to the number of  goods or services you produce – are a significant element of your budget, you cannot estimate at all accurately until you can calculate your ‘take up’ - the number of units you are likely to produce – whether this is a product, like a booklet, or a service, like a helpline phone call.  Estimating your take up may be difficult if you are launching a new and innovative project.  It often helps to benchmark by finding out from organisations that have run services that are similar in some respects what their numbers look like.  This will give you at least a ball park figure.  

Your research into the financial context for the organisation will also inform your estimate of take up.  For example, if you want to support young people who are in need of help with their use of drugs then you must try to work out what proportion of such young people are likely to use your services.  
· [bookmark: _Toc129078979]The budgeting process

1) Objectives

What are you trying to achieve?

	












2) Where are we right now?

What are we doing at the moment?
What are the limiting factors?

	












3) First look at the critical plans

What do we need to do and how?
What are the resources we require to help us get to where we want to be?
What do you have in place to overcome our limiting factors? 

	












4) Non-critical elements of your budget

Let’s look at the other elements of your budget.
Do we already have figures from last year?

	












5) Presenting the budget and agreeing the budget

Highlight the strategic objectives and break them down. 
· What is required?
· How much will it cost?

	












6) Monitor and review the budget

Look at the actuals and compare how they fare against the budget

	














Other elements to think about

It’s important to benchmark your organisation against others in the field, trying to learn what they do better than you and how they achieve that.  This helps you challenge existing practice – “We’ve always done it like that”.  In doing this, it’s clearly important to focus on service users and their perceptions.  You also need to be aware of national and local government plans that may affect your work – upcoming legislation, new quality standards etc.

Challenge how resources are used
Again, don’t accept that how we do things now is the only way.  For each major income stream and cost centre, ask – Do we do this well? How could we do it better? Could someone else do it better than us? Should we do it at all?

Budget setting and target setting
It’s important to differentiate between setting targets and setting budgets.  Targets should be aspirational – just that bit further/better/more than we’ve done before.  Budgets should be prudent, based on what is likely to happen, not what we could achieve if all goes well.  Budgets should be robust and challenge the status quo but flexible enough to withstand unforeseen events.  If something can go wrong, it will!

Monitor and evaluate spending decisions
Once the budget is set, use your management accounts to monitor carefully how spend is going.  Evaluate how much you are spending in relation to what is coming in to determine ‘how much bang you’re getting for your buck.’  All plans should indicate how these will occur and what evidence will tell you if a new project or initiative has succeeded or failed. 

The break-even point is the point at which a company is making neither a profit nor loss. The financial situation is where its income is meeting its cost-base.


· [bookmark: _Toc129078980]The three types of budget

1) Operating budget (also shortened to ‘OpEx’)
The day-to-day everyday expenses budget. These are divided into major categores like:
· Income
· Direct costs
· Indirect costs
	







2) Capital budget (also shortened to ‘CapEx’)
This is a budget which is typically more for larger asset items. 
· These usually reside in the long-term assets section of the balance sheet. 
· Often are a different budget due to the level of demands on the cashflow.
	







3) Cash budget
This is usually a combination of the above two. 
· This is usually the domain of finance who look could typically look at this on a daily basis
	








Building a budget for the year at Mail Share Ltd

Mail Share Ltd is a firm specialising in consultancy services. You have just taken over the support function of the business and have been asked to build a budget for the next financial year – upto Dec 31st 2020. It is now Sept 2019. Here are some details:

Personnel: 	Your department will employ three people on a fully-costed base salary of £24,000 each (this includes Employer’s NI). The third member of the team will join 1st Feb. We don’t pay for overtime.

Telephone: 	Telephone costs have been approximately £200/month this last year when we have had two staff members.

Utilities:	Electricity costs were around £200/month last year.
		Heating is also £200/month with peaks and troughs around 50%

Consulting:	We will use a consultant for two months to help us with the extra workload coming in for July and August at a cost of £3,000/month.

Rent:		Rent is £15,000 per year.

Business Rates: This is charge of £200 per month, but is invoiced in January.for a single amount of £2,400. We pay in Janurary too.


Prepare a budget for the year Jan – Dec 2020
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Differences between a budget and a forecast:
	













Variance
In accounting, a variance is the difference between an actual amount and a budgeted or expected amount. Variance analysis is a process used to compare actual results with expected results and to identify the reasons for any differences. The purpose of variance analysis is to understand the factors that drive performance and to identify areas where improvements can be made.

What is a Variance?
	









	
	Actual
	Budget
	Variance
	Variance explanation

	Income
	100
	120
	
	

	Expenditure
	100
	120
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	Question: A company receives a utility bill for £300,000 for the 3 months to 31st January 2023.
What cost is recognised in the accounts for the year ending 31st December 2022?
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Accrual: Making of a provision for: 
a) Income that has been earned (but you haven’t yet invoiced for), or 
b) Expenses that have been incurred for which you haven’t yet received the invoice.

For example, if you have used your mobile phone in January, then this cost is related to January in your accounts. The telecoms company will send you an expense invoice in February but it is still related to January. Accordingly, an accrual for income would work and be seen in a similar fashion. If you were selling your services by making websites, and you completed a website in January, then this income is related to the month of January. You may raise and send the invoice to your customer in February, but it is still related to work done in January. 

Amortisation – This is similar to depreciation (in fact it is the same) though the main difference being that it is in relation to Intangible assets. Intangible assets are assets that have value but which cannot be touched. Such items include Goodwill or Intellectual Property. Intellectual Property has a value attributed to it, although it does decrease in value over time. This decrease in value is the amortised portion that, just like depreciation, comes out like an expense in the Profit and Loss account.

Balance sheet - Highlights the value of the assets (current and long-term) and liabilities (current and long-term) of an organisation at a specific time. In simple terms, it looks at the ‘worth’ of a company and this is generally the net result of what it owns and what it owes.

It is more common for the Balance sheet to be drawn up at the month, quarter or year-end.

The formulae that are relevant for the balance sheet include: 

Assets - liabilities = Equity		OR		Assets = Liabilities + Equity	

Break-Even point – This is the point at which the income brought in, and the expenses going out are the same. So this is the moment we are neither making a profit, nor a loss.

Cashflow - This looks at the Cash Inflow and Cash Outflow of a business. Overall, the cash-flow can be seen as something that amounts to the net balance in your bank or it can be something that is forecasted into the future. As the saying goes, ‘Cash is King’ and the more cash a company has available to it, the more likely it is to survive and prosper.

Consistency - To ensure data is being collated and reflected consistently from one period to the next

Cost of Sales or Cost of Goods Sold (COS or COGS) - Your COS (manufacturers know it as COGS) is the cost of actually making the sale. So if you are a recruitment company, it is the recruitment consultant’s costs that would be included in your COS. This includes their salary as well as commission. If you are a manufacturer of woollen hats, then the cost of the woolly hats are going to be your COGS. The salaries of the people that actually make the woolly hats also form part of your COGS. However, your receptionist or security, who have nothing to do with making or selling the woolly hats, will NOT form part of your COGS.

Creditors / AP – Also known as Accounts Payable (or AP), this is a name given to all the suppliers you or your company owe money to.


Current Assets (short term assets) - These are assets that are easily convertible into cash. So, this would include Stock (or Inventory), Debtors (see Debtors), money in the bank, and any cash that the company is currently in possession of.

Current Liabilities (short term liabilities) - This is money that the company owes in the short-term. The short-term in this definition is within 12 months. Items contained in Current (or short term) liabilities include money owed to: 

- Creditors
- Tax agencies
- Banks i.e. Loans

Debtors / AR – Also known as Accounts Receivable (or AR), this is a name for any customers that owe you or your company money.


Depreciation – This is the value lost over time, of a tangible fixed asset item. So a vehicle bought today will have gone down in value in a year’s time. This amount that it has gone down by is called depreciation

Direct Costs (also commonly known as Cost of Sales) - These are costs that are directly related to the making of a product or service. For example, if I am a recruitment company then the people who go to generate my income, or sales, are the recruitment consultants. All the recruitment consultants’ costs would come under direct costs. This would include their basic salary as well as any bonuses they would earn, and any other expenses they would incur. On the other hand, if I am a manufacturing company making woolly hats, then the cost of making these woolly hats counts as a direct cost. This would include the materials for the woolly hats as well as the labour gone into making the hats. 

Equity - This is the amount of an asset that you actually own. So if you own 15% of your house, and the mortgage is for 85%, then your equity is 15%. If you own 100% of your company, then you have 100% equity in your company. 

Fixed Assets (long term assets) - These are assets that you need to have to help you in the everyday running of operations in the business. Long-term assets include: Machinery (used for manufacturing etc), vehicles, buildings etc. These are assets that are not regularly replaced, and which you will tend to use for more than one year.  

Fixed Costs – These are costs that stay static over a period of time (usually a year) and do not change, regardless of how many goods/services are produced or delivered. So fixed costs have to be paid regardless of the level of activity being undertaken. Items that come under Fixed Costs include: rent, rates and salaried employees who are back-office staff. 

For example, the training department can have a building where they carry out their training. In this building there are 5 rooms specifically allocated to them for training. If they only have 2 classes on this week, then the other 3 rooms will remain empty. The training department would still have to pay the rent for the other 3 rooms regardless of whether they have people in them or not.

Another example would be if you are a manufacturing company. A company could be making 25,000 woolly hats a year and the rental cost of the building is £10,000 per year, fixed for 3 years. If the next year they made 50,000 hats whilst using the same amount of space, then the rent would remain at £10,000 per year.

Note, the overall fixed cost has stayed the same regardless of how many hats were produced. 


Gross Profit - This is the amount left over from your Sales when your Cost of Sales have been taken out.


Gross Profit % – This is the Gross Profit amount, but expressed as a percentage. And this is expressed as a percentage in relation to the overall sales. So the formula is:

Gross Profit
-----------------   X	100	=   Gross Profit %
     Sales
 
So if your Total Sales are 150, and your Gross Profit is 100, then the Gross Profit % is:

      100
-----------------	X	100	=	66.67%
      150


Indirect Costs – These are costs that are difficult to assign to a specific cost unit and are, therefore, shared costs to a host of items. Indirect costs tend to largely be fixed in nature and include things like rent, rates, security and maintenance. 


Long term liabilities – This is a section of the Balance Sheet that shows all a company’s obligations which are due for longer than 12 months. Such obligations could include a mortgage where a mortgage is paid back over 25 or so years. Other loans which are due to be paid back beyond 12 months also come under this heading.


Mark Up – This is the percentage increase on the cost of the product which will then give the product its sales price. For example, if the cost of an item is £1.00 and you wanted to have a mark-up of 60%, then the sale price of the product is £1.60

Materiality - Materiality describes the impact a number has on an organisation. It can often be said to be a subjective measure and requires professional judgement. For example, £30,000 will likely not be material for a large FTSE 100 organisation. However, it would be material for an organisation that has a turnover of £50,000.  

Net Profit - This is the amount left over from your Sales when both your Direct AND Indirect costs have been taken out.

Net Profit % – Similar to the Gross Profit %, the Net Profit % is basically the Net Profit amount, but expressed as a percentage. The formula for this is:

Net Profit
--------------	X	100	= Net Profit %
   Sales

If your Total Sales are 150, and your Net Profit is 75, then the Net Profit Margin is:

       75
-----------------	X	100	=	50%
      150


Non-Operating Expenses – These are expenses that are one-off costs or come outside the normal running of the business. Such costs would include interest payments on loans, or re-organisation costs that have been incurred as there has been a re-structure in the business.


Non-Operating Revenue – Interest earned on money deposits could be classified as Non-operating Revenue. Or maybe the business sold off some of its old equipment and generated revenue this way. This can also be classified as non-operating revenue as you are selling off one-off items that come outside your normal course of business.


Operating Expenses - These are all the costs that go into helping you run your business. Operating Expenses may also be seen as your Indirect costs. Your receptionist, Finance department and HR department are not directly making or selling your woolly hats, but they are still important to the overall running of your business. They would come under the banner of ‘operating expenses’


Operating Profit – This is the profit that has been generated when the operating expenses have been deducted from the Gross Profit.

Profit and Loss account (also known as the Income Statement) - This is a financial statement that summarises the performance of business over a set period of time. It looks at the revenue the business has generated and takes away the overall expenses which will then leave us with a profit or loss. (Also known as an Income Statement) 

Prudence - Being cautious. This is an important element of finance as we always have to remain vigilant to lots of factors that affect our business. Ofter this refers to not underestimating our expenses and not overestimating our income.


Sales - Also commonly known as Income, Revenue or Turnover. This is the term used for all the ‘money’ you are bringing in when you sell a product or service. So, if you sell a single woolly hat for £5, and it costs you £2 to make it, the Sale is recorded as £5.

Semi-variable Costs – This is a cross between fixed and variable costs. So a portion will be fixed, and a portion will be variable. An example of a semi-variable cost could be a mobile phone bill. You may have the monthly fixed bill that is relevant 


Stock (Inventory) – This includes item of value that a business has in its possession that is ready to be sold, or is being ready to be sold. Such items could include: 
· finished items (that are ready for to be sold), 
· raw materials (that are in the process of being converted into finished items)


Variable Costs – These are costs that are directly linked to levels of activity in a business. Costs that would be classified as variable could include material costs. For example, if we are a manufacturer making woolly hats, then the amount of material (i.e. wool) we use would depend on how many hats we are producing.


Working capital - In short, this looks at a company’s ability to pay off its immediate debts. So it looks at a company’s cashflow situation.

The formula is:

Working Capital = Current Assets – Current Liabilities 
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