Case study 7- Interpreting and understanding accounts — Teaching case study

Introduction

How much is the business worth? Are sales growing or declining? What about cash flow? These and
many other vital questions are regularly tackled by financial managers. Some of the answers are
found fairly easily, others are much tougher to uncover and need the skills and expertise of a

qualified accountant.

Each business is unique and business performance is constantly changing. Financial mangers use
both financial and non-financial data to investigate business performance to aid strategic decision
making and help make educated forecasts for the future. In addition to their technical skills, .

Financial mangers use their knowledge and professional experience every day, so they have to be

complete finance professionals.

Finance is at the heart of every business

Finance is at the heart of every business so there is a constant demand for Financial managers.

Accounting: the big picture

Whether it is in a high street retailer or a bespoke product store, when you walk away from
the till with something you want, you have made a purchase. You have the product and the
company has the revenue from the sale. A gain has been made by both sides. Put another
way, value has been added. The whole purpose of business activity in using resources is to
add value in this way. But how much value and at what cost in resources? These questions
are at the heart at what financial manager must find out. As finance continues to act at the
core of all organisations, the role of the finance professional in the future will grow and

develop to meet these needs.

Accounting statements



Transactions are the heart of a business. Each one is recorded through invoices and
receipts. These are carefully classified and combined to form the accounting statements
that the managers and other stakeholders in a business require. A stakeholder is anyone
with an interest in or an influence upon the business and its activities. First, there are the
owners and managers. If they are to keep adding value then they need to monitor and track
every use and flow of resources. Accounts contain a detailed history of how the business

has used its resources. This is part of the firm’s accountability.

The published accounts tell shareholders how their capital has been managed. They help

lenders, investors and suppliers to judge the company’s reliability in keeping to agreements
and meeting obligations, showcasing the company’s performance in meeting its obligations.
The publication of accounts is a legal requirement. A public company (a plc) must provide a

full range of accounting statements including:

the Income Statement
the Balance Sheet

the Cash Flow Statement.

Private companies have slightly different reporting requirements, but many can publish
summary information. A sole trader doesn’t have to publish its accounts but still produces

accounts for tax and VAT purposes.

Financial managers are often the evaluators of all this vital information. It is their job to
make sure that such information is accurate and honest. They must resist any pressure
towards bias and make sure that the accounts are professionally produced and in exact
accordance with the law and standards. They also review, evaluate and assist with narrative
reporting of accounts. This is becoming increasingly important as a good story helps
deepen the readers’ understanding of the organisation. It is a challenging job but one that is

highly rewarding as it takes the accountant right inside the inner workings of a business.



The Income Statement

Profitable trading is what most business is all about.

The value of sales (all the costs of making those sales and
other operating expenses) = the resulting profit on operations

So, at regular intervals, a firm needs to know:

This is exactly the information that accountants, and the law, demand. The key document is
called the Income Statement. Here is the Income Statement for Halfords plc. After a period
as a private company, the business was floated on the stock exchange in 2004. Today it is
a leading supplier of bicycles, camping equipment and car accessories as well as running a

chain of Autocentres for car repairs.

HALFORDS PLC
Income Statement
For year ending 30 March 2012 30 March 2011
£m £m
Revenue 863 870
Cost of sales (390) (385)
Gross profit 473 485
Operating expenses (376) (857)
Operating profit 97 128
Net finance expense (5) (2)
Profit before tax 92 126
Tax (25) (35)

Profit for the year after tax 67 91



The Income Statement starts by giving the total value of sales revenue (£863m). From there
the statement simply involves a series of subtractions — beginning with the cost of sales.
This includes all the direct costs in bringing the product to market, for example, materials,
stock and labour. What remains is the gross profit (E473m). This is always the larger of the
two profit values because the overhead (or indirect) costs have not yet been subtracted.
These are often called operating expenses. They include costs such as marketing, rents

and insurance. The resulting total is operating profit (E97m).

From operating profit is subtracted the net cost of finance. This covers the interest paid on
long term debt less any interest received from the firm’s investments. The resulting value is
profit before tax (£92m). Now corporation tax is subtracted, leaving the profit for the year
(E67m). This can then be divided between dividends to the shareholders and retention

(retained profits) in the business to fund expansion or other investments.

The Income Statement, often issued at quarterly intervals, is important to managers in
revealing trends for sales and costs — both broken down under much more detailed

headings. Halfords consolidated Income Statement shows that since 2011

sales have fallen by 0.8%
direct costs have risen by 1.3%

overheads have risen by 5.3%.

HALFORDS PLC
Gross profit margin
= gross profit X 100 = £473m X 100 = 54.8%

sales £863m

Net/operating profit margin
= operating profit X 100 = £97m X 100 = 11.2%
sales £863m



These adverse trends have caused a 24.2% fall in operating profit. The organisation’s
shareholders will want to know why profitability had declined. An ACCA qualified accountant
would want to investigate all these changes in far more depth to make informed judgments.
The Income Statement may also be studied by creditors. Creditors are other firms supplying
goods or lending money. They want to see if the business looks creditworthy since limited

liability means that they might not be repaid if the company collapsed.

The Balance Sheet

Is £1 million a good profit? The question, of course, is meaningless. For a local family firm,
a million pounds would be astounding. However, for a large company like Halfords it would
be a disaster. We need to relate profit to the value of resources used in its generation. So,
what is the value of the resources contained within a business? And how were they
financed? These are the two essential questions answered by the Balance Sheet. They are
also the questions that explain the basis of the term ‘Balance Sheet’. The total value of
resources must ‘balance’ with the sources of finance used in obtaining those resources. All
resources on the Balance Sheet are called assets while sources of finance are called

liabilities.



HALFORDS PLC
Balance Sheet as at 30 March 2012

(Em) (£m)
Assets
Non-current assets 442
Current assets 205
Total assets 647
Liabilities
Current liabilities 178
Non-current liabilities 182
Total liabilities 360
Net assets 287
Total equity 287

This is the Balance Sheet for Halfords plc. It starts with the assets. Non-current assets
(E442m) are the long-term investments made by the business in property and equipment.
Also included are intangible assets that represent invisible value, for example, reputation or
patents. Next it shows the current assets (£205m), which flow through the business as sales

are made. The usual items are stock, debtors and cash.

The current liabilities (E178m) are debts that must be paid in less than a year. These often
relate to goods bought on credit. The non-current liabilities (£E182m) are mainly long-term

loans. Net assets are simply the excess of assets over liabilities (E647m minus £360m =



£287m). This surplus is called total equity (also £287m). It is these two items that make the

modern Balance Sheet balance.

Careful reading of a company’s Balance Sheet can be highly revealing. The difference
between current assets and current liabilities is called net current assets or working capital.
This indicates the extent to which the business has everyday funding to keep trading and
not to run out of cash. By contrast, capital employed is a measure of the long-term
resources in use by the business. It consists of the total equity plus non-current liabilities
(loans). For Halfords, this is £287m + £182m = £469m. This leads us to the most important
single indicator of business success, the Return on Capital Employed (ROCE). This relates
operating profits to capital employed as a percentage. For Halfords this gives
(E97m/£469m) X 100 = 20.7%. This is a much better rate of return than any offered by a
bank.

The Cash Flow Statement

A healthy business generates a continuous flow of cash through its trading operations.
Every business needs cash to pay for its on-going expenses and to settle debts as they
arise. Running out of cash would mean being unable to make these payments. This could
lead to a business entering into liquidation. The Cash Flow Statement tracks how cash has
moved into and out of the business over the preceding year. It reveals how much cash was
generated from inside the business (e.g. sales) and how much was obtained from external

finance (e.g. loans).



HALFORDS PLC
Statement of cash flows

Year ending 30 March 2012

£m
Operating activities 89.7
Investing activities (20.0)
Financing activities (54.2)
Increases/decreases in cash 16.5

The statement starts with cash flows from operating activities. This refers to all cash
movements that have arisen from the trading activity of the business itself, this includes all
sales and corresponding costs, plus all payments relating to interest, tax and dividends.
Following this are investing activities which are mainly concerned with buying and selling
non-current assets such as property, equipment or stakes in other firms. Finally financing

activities refer to all cash flows to or from banks and shareholders.

The Cash Flow Statement is important to managers but also to shareholders, creditors and
employees. Too much cash is wasteful since it should be invested for the best returns. On
the other hand, running short of cash can be a threat to the very survival of the business.
Financial manger analyse a business’ Cash Flow Statement to offer financial advice to help

safeguard the future of the business.

Conclusion

Accounting statements are not the neat packages that they can appear to be. They are just
a final scorecard in relation to countless transactions across an ever-shifting market. Nor
was any one scorecard inevitable. Other strategies for the company could have been
chosen — with very different results. Financial manger always do their best to present a

picture that is true and fair. They are also aware that business activity carries ethical and



environmental significance. What is most profitable is not necessarily right. Many
companies themselves now maintain ethical codes and report on their environmental

performance.

The search for added value is complex and challenging. It has many dimensions but
financial manager is always among them are regularly there in the driving-seat of strategy,

collecting and interpreting data and helping managers to make their vision a reality.



