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Part 1:  Understand Financial Management Fundamentals
Overview

Part 1 of the Learner guide introduces you to some financial management fundamentals and contains information and activities about:

· financial management concepts

· legal requirements

· budgets, their purpose, types and key elements

· interrelationships with work groups for budget activities

Key terms

Assets

Are items of value or economic benefits that are controlled by a business entity.

Balance sheets

A balance sheet is a statement, at one point in time, which shows all the resources controlled by the enterprise and all the obligations due by the enterprise. 

Budgets

Are plans of action expressed in monetary terms for the future operations of an entity. There are numerous types of budgets including cash, sales and marketing, production and capital.

Business activity statement (BAS)

Is the method of reporting goods and services tax (GST) and other related taxes for business entities to the Australian Taxation Office. 

Chart of accounts 

Lists all the different types of functions or activities and allocates numbers that then relate to ledger accounts. 

Communication

Communication is about striving to arrive at a mutual understanding with another person or group of people.

Conflict

Conflict happens when a person or group of people perceives there is a difference with another person or group and this may result in interference or opposition.

Consultation

Consultation means you outline the situation or problem to other people, and take their ideas or opinions into account before deciding what needs to be done.

Current assets

Are those items of value or economic benefit, such as cash or other assets, that would be consumed or converted into cash within a 12 -month period. 

Current liabilities

Refer to those debts to be paid by the business within a short period, usually within a 12-month period. Examples include accounts payable, creditors, bank overdrafts, short term loans.
Empowerment

Is a process of increasing an employee’s motivation generally through increased responsibility. 

Equity and owners equity

Equity is the residual amount left in the assets of the entity after deduction of its liabilities. Equity is also known as owner’s equity
Expenses

Are essentially the costs incurred or payable for various services received or goods purchased, eg rent, electricity and rates.
Financial statements

Financial statements tell management and other stakeholders, such as owners and shareholders, about the financial position of the business. The most widely used are balance sheets, profit and loss statements, cash flow statements.

Goods and services tax (GST)

Introduced in Australia on 1 July 2000 it is a broad indirect form of taxation imposed whenever a business supplies goods and services. 

Journals

Journals are books or records where all transactions for like activities are recorded. Different journals are kept for different groups of transactions. Examples of journals include sales, purchase and cash receipts. 

Ledgers

There are typically two types of ledgers, the general ledger and the subsidiary ledger. The general ledger is essentially where all the accounts are kept. The subsidiary ledger is where specific account information is kept.

Liabilities

Liabilities are the future sacrifices of service potential or future service that the entity is presently obliged to make to other entities. Or in other words liabilities are what is owed by the business to others. Examples include loans, accounts payable, capital contribution by owners.
Non-current assets

Are those items of value or economic benefit, such as buildings and equipment, that are consumed over a long period of time. 

Non-current liabilities

Refer to debts other than current liabilities. They are also known as long-term liabilities. An example is a mortgage.
Profit and loss statements

The purpose of a profit and loss statement is to measure the profit or loss for the period. It does this by summarising the revenues for the period, and subtracting the expenses from the revenues to arrive at the profit or loss.
Revenue

Revenues are inflows or savings in outflows, of future benefit in the form of increases in assets or reductions in liabilities of the entity, other than those relating to contributions by owners. An example of revenue is income.
Introduction

What does ‘accounting’ mean to you? Traditionally, accounting has been thought of as the keeping of records in accordance with defined rules, and reporting the financial activities of a business. While this is still the case, it now incorporates identifying, measuring and communicating information to allow decisions to be made by users.

Users of accounting systems can be both internal and external to the business entity. For small enterprises, internal users will likely be the owner, or owners in the case of a partnership. In larger enterprises, users will include managers and directors and key personnel involved in the decision making process. External users include finance institutions, suppliers, shareholders and government. 

My workplace

1. Who are the users of accounting information in your organisation? 

	Answer:




Financial concepts

As a manager you will need to understand a number of key concepts. On the following pages you’ll find out about:

· business structures

· financial statements

· balance sheets

· profit and loss statements

· assets

· liabilities

· owner’s equity

· revenue

· expenses

· chart of accounts

· journals and ledgers (including double entry rule)

· taxation

· GST and BAS

· budgets

· budget consultation

· negotiation, etc… 

Business structures

There are a few business structures available. Each vary in complexity. 

· Sole trader

· Partnerships

· Joint ventures

· Company.

Visit www.smallbiz.nsw.gov.au to examine the advantages and disadvantages of each structure.

My workplace

2. Which of the business structures listed above applies to your work?
	Answer:




Financial statements

Financial statements tell management and other stakeholders, such as owners and shareholders, about the financial position of the business. 

The most widely used are:

· balance sheets

· profit and loss statements

· cash flow statements.

These statements will vary in detail, depending upon the structure of the business. In other words, a balance sheet for a bakery will be simpler than one for a post office.
Balance sheets

A balance sheet is a statement, at one point in time, which shows all the resources controlled by the enterprise and all the obligations due by the enterprise. 

The purpose of a balance sheet is to communicate information about the financial position of an enterprise at a particular point in time. It gives information about the assets and also the liabilities of the enterprise.

There are two important things to remember about balance sheets:

· Balance sheets, like all financial statements, are only one part of the information needed by users. They need to be read in conjunction with other relevant information and not be viewed as stand alone documents. 

· In most enterprises, a balance sheet is prepared at least once a year. 

Why is this so? 

The accounting convention dictates that a normal accounting period is a year, and tax laws and other legislation are set up on that basis. Often, because the balance sheet represents the position at one point in time, its usefulness is limited. 

The following elements make up a balance sheet:

· assets 

· liabilities

· owner’s equity.

What is an asset?

Assets are regarded as service potential or future service potential, controlled by the business entity. Examples include land, buildings, motor vehicles, plant and equipment, stock, cash and accounts receivable.

Assets are classified as current assets and non-current assets.

Current assets refer to items such as cash or other assets that can be easily converted into cash or consumed during a short period such as the next 12 months. Examples include cash, accounts receivable value of stock and so on.

Non-current assets refer to items that are not current and are used in a business for a long period of time. Examples include office or factory buildings, plant and equipment, motor vehicles and so on. 

My workplace

3. List the assets that you have in your immediate work area. Alternatively visit websites such as: www.ventureline.com/glossary.asp or www.aasb.com.au/pronouncements/gloss_index.htm for definitions.

	Answer:

Current assets

Non-current assets




What is a liability?

Liabilities are the future sacrifices of service potential or future service that the entity is presently obliged to make to other entities. Or in other words liabilities are what is owed by the business to others. Examples include loans, accounts payable, capital contribution by owners.

Liabilities are classified as current liabilities and non-current liabilities.

Current liabilities refer to those debts to be paid by the business within a short period, usually within a 12-month period. Examples include accounts payable, creditors, bank overdrafts, short-term loans and so on.

Non-current liabilities refer to debts other than current liabilities. They are also known as long-term liabilities. Examples include mortgages and owner’s equity. Equity is explained below. 

My workplace

4. List the liabilities that you have in your immediate work area. Alternatively visit websites such as: www.ventureline.com/glossary.asp or www.aasb.com.au/pronouncements/gloss_index.htm for definitions.

	Answer:

Current liabilities 

Non-current liabilities 




What is equity?

Equity is the residual amount left in the assets of the entity after deduction of its liabilities. Equity is also known as owner’s equity.

This can be expressed mathematically:

Assets – liabilities = owner’s equity

 A – L = OE

The accounting equation that is often referred to is:

Assets = Liabilities + Owner’s equity

 A = L + OE

Examples

The Beetles Balance Sheet as at 31 December 2003

	Assets
	$
	Liabilities
	$

	Cash at bank
	10,000
	Accounts payable
	25,000

	Shares in Rolling Pebbles
	25,000
	Mortgage loan
	35,000



	Accounts receivable
	11,000
	
	60,000

	Merchandise
	55,000
	
	

	Furniture and fittings

(less depreciation)
	30,000
	Owners Equity
	

	Land and buildings
	80,000
	Capital
	138,000

	
	
	plus profit
	18,000

	
	
	Less withdrawals
	(5,000)

	
	
	
	151,000

	
	
	
	

	
	211,000
	
	211,000


Exercise

1. Arrange the following items into a balance sheet statement for Rolling Pebbles as at 31 December 2002.

	Cash at bank
	$ 40,000



	Accounts payable
	$ 20,000

	Shares in the Beetles
	$ 30,000



	Capital
	$ 95,000

	Land and building
	$ 85,000

	Merchandise
	$ 47,000

	Mortgage
	$ 30,000

	Furniture and fittings
	$ 30,000

	Profit
	$ 93,000

	Withdrawals
	$ 6,000


	Do this on a separate piece of paper or open a new document.




If you are a member of a registered club or organisation chances are that they produce a balance sheet. Ask your club secretary or treasurer for a copy. If you do not belong to any clubs or organisations, you can look at various types of balance sheets by using the internet. Simply pick a few companies that you are familiar with and click on their annual reports. Within these reports there will be a balance sheet.

My workplace

5. Arrange the assets, liabilities and owner’s equity you have identified in your business into a balance sheet. 

	Do this on a separate piece of paper or open a new document.




Profit and loss statements

A balance sheet communicates information about a point in time, the profit and loss statements relates to a period of time. The period is normally a year. What period does your workplace use? 

These statements are generally for internal use only, although banks and other lending institutions request copies or make the production of such statements a condition of lending money. 

The reason that the banks and other lending institutions require these statements on a regular basis is that they want to be confident that managers or owners who have borrowed funds are not making losses.

The purpose of a profit and loss statement is to measure the profit or loss for the period. It does this by summarising the revenues for the period, and subtracting the expenses from the revenues to arrive at the profit or loss.

revenue – expenses = profit

What is revenue?

Revenues are inflows or savings in outflows, of future benefit in the form of increases in assets or reductions in liabilities of the entity, other than those relating to contributions by owners. Examples of revenue include income derived either through services performed, sale of products, rent, interest, dividends etc. Visit these websites for more examples: 

www.ventureline.com/glossary.asp 

www.aasb.com.au/pronouncements/gloss_index.htm 

My workplace

6. List the revenues that you have in your workplace or immediate work area.

	Answer:




What is an expense?

All costs must relate to the business entity before you can consider them as an expense. So expenses are essentially the costs incurred or payable for various services received or goods purchased. 

Expenses include rent, electricity, rates, depreciation, salaries and wages, advertising, interest, bad debts etc.

My workplace

7. List the expenses that you have in your workplace or immediate work area. Alternatively visit websites such as: www.ventureline.com/glossary.asp or www.aasb.com.au/pronouncements/gloss_index.htm for definitions.

	Answer:




Examples

The Beetles Income statement for the year ended 31 December 2003

	Sales revenue
	
	$100,000

	Less cost of goods sold
	
	$ 40,000

	
	
	

	Gross profit
	
	$ 60,000

	
	
	

	Less other expenses
	
	

	Advertising
	$ 9,000
	

	Wages 
	$ 26,000
	

	Depreciation expense
	$ 2,000
	

	Interest on loans
	$ 5,000
	

	
	
	$ 42,000

	
	
	

	Net profit
	
	$18,000


Exercise

2. Arrange the following items into an income statement for Rolling Pebbles for the period ending 31 December 2002.

	Sales from recordings
	$200,000

	Advertising
	$ 10,000

	Interest on loans
	$ 70,000

	Petrol and oil
	$ 1,500

	Cost of goods sold 
	$ 50,000

	Rent
	$ 2,000

	Electricity
	$ 1,500

	Appearance income
	$ 60,000

	Wages 
	$ 30,000


	Do this on a separate piece of paper or open a new document.




My workplace

8. Arrange the revenues and expenses you have identified in your business into an income statement. 

	Do this on a separate piece of paper or open a new document.




Chart of accounts

Apart from very small organisations, most organisations have a chart of accounts. This essentially allocates numbers to particular elements used within the accounting system. Its purpose is to help categorise elements when processing. For example all assets maybe allocated numbers within a range of 100–199. Further sub-classification can occur within that particular group.

Example of a chart of accounts

1. Assets


11. Current assets




111 Cash




111-01
Cash on hand




111-02 Petty cash



112 Accounts receivable



113 Inventory



114 Store supplies



115 GST input credits


12.
Non-current assets



121 Land



122 Buildings



123 Motor vehicles




etc…..

2. Liabilities


21. Current liabilities



211 Accounts payable



212 Creditors



213 GST payable



214 Salaries payable


22. Non-current liabilities



221 Bank loans (long term) 



222 Debentures payable 

My workplace

9. Obtain a copy of your workplace chart of accounts. After you have looked through it, see if you can identify any categories that have not been included such as mobile phone charges, that you believe should be included.
	Answer:




Journals and ledgers

From the chart of accounts all those accounting elements are entered into journals. Journals are books or records where all transactions for like activities are recorded. Different journals are kept for different groups of transactions.

Some examples of the various journals include sales, purchase and cash receipts. 

The transaction amounts are then transferred or posted from the journals to a ledger. There are typically two types of ledgers, the general ledger and the subsidiary ledger, however this may be different depending on your workplace. 

The general ledger is essentially where all the accounts are kept. The subsidiary ledger is where specific account information is kept. Take the example where there are four suppliers to a company: A, B, C and D. A subsidiary ledger is created for each supplier A, B, C and D. The account information is then summarised and transferred into the general ledger under ‘suppliers’.

When transferring the transactions from the journals to the ledger(s) you will need to ensure that you apply the double entry rule.

The double entry rule requires that for every transaction one account is debited and at least one account is credited. Debits are on the left and credits are on the right. The balances in the ledger are then transferred into two columns at the end of the accounting period, and forms what is known as the ‘trial balance’. Further information is available from the texts recommended at the end of this document. 

Legal requirements

There are many legal requirements imposed upon businesses. In fact a number of them have been legislated into Acts of Parliament. Consideration must be given to both state and federal legislation. You have probably heard of some of the following federal Acts and /or legislation:

· Bankruptcy Act

· Australian Securities and Investment Commission (ASIC) Act

· Corporations Act

· Goods and Services Act. 

My workplace

10. Visit the Attorney-General’s Department at www.law.gov.au and find those Acts that are relevant to your workplace. Depending which state your workplace operates in you should check to see which state Acts and legislation is relevant to you. For example, in New South Wales you can view the various Acts and related legislation by visiting the following site www.directory.nsw.gov.au/portfoliolegislation.asp 

	Answer:




These Acts were originally passed to improve the situation at that point in time and most have been revised over time to ensure they are still relevant. Adopting a common sense approach will always be the best practice.

There is also related federal legislation that you need to be aware including:

· Exporting and importing

· Customs

· Industrial relations

· Security and so on.

Taxation is probably the most recognised form of legislation.

Taxation overview

Taxation has been around for thousands of years. In Australia the colony of Tasmania was the first to impose a tax on public companies way back in the early 1880s; other states followed and by 1900 all states were collecting revenue from taxation.

The federal government has been the sole collector of income tax since the early 1940s. However the states have a range of taxes other than income tax that they set and collect. While federal taxes are common across Australia, the different state taxes can vary in their nature and rates from state to state.

In 2000 a Goods and Services Tax (GST) was introduced in Australia. 

There are both federal and state taxes applicable to most business entities. As a front line manager you may not be directly involved in all of these taxes but you need to be aware of their existence, purpose and how they may impact on your organisation and work unit. This is part of the general business knowledge all managers need to understand. Some of these taxes include:

· Income tax — PAYG (Pay As You Go)

· Goods and services tax

· Fringe benefits tax

· Payroll tax

· Capital gains tax*

· Land tax*

· HECS*

· Stamp duty*

* not covered in this unit

Each state has its own laws for stamp duty, pay-roll tax, land tax, FID and debits tax. These taxes are administered by the states and territories. 

Exercise

3. To find out what state taxes are relevant to you, visit www.ato.gov.au and go to links. Scroll through other government sites and locate state and territory office contacts. Access the information for particular state or territory. 

	Answer:




Registering for an Australian Business Number (ABN)

All businesses are required to register for an Australian Business Number (ABN). This enables the business to undertake work with government agencies and other businesses. You can register on line by accessing www.business.gov.au or visit your nearest Australian Taxation Office and lodge in manually.

Applying for a Tax File Number (TFN)

Every employee within Australia should have a TFN. This will ensure that the Australian Taxation Office can distinguish between taxpayers. The TFN is a nine digit number that is unique to that individual. A taxpayer is only issued with one TFN even if that person changes their name.

Pay as you go (PAYG)

This is the process of paying tax on the business’s income and/or deducting from employees’ income that amount determined as their tax obligation. PAYG also applies to contractors who do not have an ABN (for example a person working here from overseas). 

Exercise

4. Visit www.ato.gov.au for tax individual income tax rates and complete the following activity.

Jill (bar worker) has assessable income of $29,000 and allowable deductions of $3,000. 

Her taxable income is $…

Her prime tax payable is $…

plus her Medicare levy is $…

Her total tax payable is $…

	Answer:




Goods and Services Tax (GST)

The GST was introduced from 1 July 2000 in an effort to reduce the variation of sales tax on certain consumer items. It also provided a broader base on which taxes could be levied. The current rate for GST in Australia is 10%.

When a business or individual purchases goods and services a 10% component for GST is included in the price paid.

If you need to calculate the GST component within the purchase price, simply divide the amount charged by 1/11th.

Example

The purchase price of a good is $110 inclusive of GST:

$110 /11 = $10

GST = $10 

A business will charge GST on its sales and will then claim back any GST charged on purchases for the business. This is known as input tax credits. This essentially aims to stop paying tax twice.

Registered businesses are required to lodge what is known as a Business Activity Statement (BAS). They have the option to do this either monthly or quarterly. The purpose of the BAS is to report and remit the amount of GST collected on sales as well as claim any input tax credits. 

Exercise

5. Visit www.ato.gov.au for tax individual income tax rates and complete the following activity.

Peter the painter who is registered for GST charges $1,700 plus GST.

Calculate the GST $…

TX Cheats who is also registered for GST charges $2,200 including GST.

Calculate the GST $…

	Answer:




Company income tax liability 

Taxable income 

The formula for calculating taxable income is the same for a company as for a sole trader, ie 

Assessable Income minus Allowable Deductions = Taxable Income. 

A Company Tax Return (Form C) needs to be lodged annually and tax paid on taxable income at the company tax rate. 

Fringe benefits tax

Fringe benefits tax applies to benefits, other than wages, paid or given to directors, employees or related parties. If benefits are paid or given then the company must register and lodge an annual fringe benefits tax return.

Visit www.ato.gov.au and download ‘Fringe benefits tax (FBT) – A guide for employers’ – this will give you a comprehensive understanding of FBT

Payroll tax 

This is not a federal tax. It applies to companies trading in NSW whose annual wages and other related payments, exceed a particular threshold. Visit www.osr.nsw.gov.au or your relevant state or territory for further information. 

Further reading

Bowers, H & Vinton, R (2005) Office Tax Procedures – process business tax requirements. Prentice Hall: Sydney.

This book goes into detail about federal taxes and procedures and state taxes and procedures. The information is aimed at all levels in business and answers some of the myths about taxation.

In addition the Australian Taxation Office has two publications that you can access from www.ato.gov.au:

· Australian Taxation Office – GST for small business 

· Australian Taxation Office – Tax basics for small business 

These publications are approximately 45 pages each and provide a step-by-step process into what a business or individual can and cannot do. For those interested in learning more about taxation these guides are well worth a read.

Budgets

As a manager you will become involved in budgeting. Budgeting attempts to predict what is likely to happen in the future. 

Workplaces vary in their budgeting requirements. Sometimes short-term budgeting is required to meet peaks in business, for example peak postal deliveries during the month of December.

So budgets are management plans expressed in financial terms for the operations and resources of an organisation, for some specified period of time. 

The information gathered to prepare a budget generally comes from a number of sources including:

· Past information or events

· Current information 

· Economic trends

· Future expectations or events

· Competitors.

Budgets can be prepared for different segments (divisions, departments), different activities as well as the whole organisation.

Purpose of budgets

Some of the reasons for preparing budgets include: 

· compelling planning, 

· coordinating the various functions within the workplace, 

· controlling any variations or deviations, 

· improving communication within the workplace, 

· making certain individuals responsible, 

· motivating employees and so on.

This diagram shows the main reasons for preparing budgets
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Planning

Planning forces owners and management to look ahead and set short-term targets. By looking ahead management can anticipate potential problems. Examples are cash shortages, staff shortages and supplier problems. 

In the case of cash shortages you may request a short-term loan from a finance institution.

My workplace

11. If you knew that your supplier was going to be unable to meet your supply requirements in three months’ time what would you do?

a) Place a larger order now to cover that shortfall

b) Look for other suppliers to meet your requirements

c) Advise your manager and other managers who rely on those supplies

d) Talk with the supplier and try to collectively resolve the issue

e) All of the above.

	Answer:




Coordinating

Coordination increases the unison between work areas and units, as it requires an integrated approach. For example, the purchasing area will need to know what materials the manufacturing area will require so it can ensure that adequate inventory is available. Likewise, once the expected sales level is known, resource requirements can be identified to meet those levels.

Communicating

Budgets can act as the tool in which information is shared within the workplace. Management uses budgets to communicate objectives and strategies and engage with the workplace to actively pursue those objectives.

Controlling

A budget is a plan that provides a basis for comparison. Most workplaces compare actual performance with what is identified in the budget and identify any deviations from that plan. For example, if the expenses budget shows a figure that has been allocated for telephone costs, it shows what is considered an acceptable figure. Anything more than what was allocated will be reported on and any corrective action will need to be taken.

Motivating

Budgets can motivate employees to reach certain performance levels. It enables management to set goals and objectives for the workplace. For example if, during a budget period, a salesperson achieves sales to the value of $120,000, management may set the target for this salesperson in the next period to $140,000. As an incentive to achieve targets, salespersons should have input into the sales budget.

Note: Budgets mean different things to different people within the workplace. The introduction of a budget to monitor motor vehicle fuel costs may be perceived negatively as a device to monitor a salesperson’s performance. Budgets can be misleading and can cause friction in the workplace. 

Classification of budgets

There are a number of approaches to budgeting including:

· static budgets

· flexible budgets

· zero-based budgets

· period budgets

· rolling budgets

· activity based budgets.

Refer to the further reading references at the end of this document for detailed information about classification of budgets.

Types of budgets

As a manager, depending on your workplace, you may have been confronted with a number of different types of budgets. 

The overall organisation’s budget is known as the master budget which is a combination of all the budgets within the workplace. Directly under the master budget are operational and capital budgets. 

Some organisations have a budget for every aspect of business. 

Essentially operational budgets cover all those aspects relating to day-to-day activities and capital budgets are the plans to acquire future assets for the workplace. 

My workplace

12. What are the most common types of budgets in your workplace?

	Answer:




Sales/Revenue budget

Many workplaces use sales and revenues budgets terminology interchangeably. They essentially mean the same thing. That is, they show the total revenue expected from the sale of finished goods. 

In the service industry where services are sold, workplaces can use fees budgets or professional services budgets. For the purpose of this budget task let’s assume we are in the manufacturing and sales business. 

The sales budget can be prepared by product, by a particular period, by a geographic area or a combination of these. It also shows how many units will be sold and at what price.

Example of a completed sales budget

John & Gloria’s Coffee shop – sales budget for the month ending March 2005

	Product
	Unit sales
	Selling price

$
	Sales

$

	Coffee 
	345
	3
	1035

	Tea
	100
	2.5
	250

	Hot chocolate
	125
	3
	375

	Cold drinks
	100
	2
	200

	Iced donuts
	200
	1
	200

	Cakes
	300
	2
	600

	
	
	
	

	TOTAL
	
	
	2660


Exercise

6. It is estimated that in May, sales of coffee will increase by 10%, sales of tea will decline by 5% and sales of iced donuts will increase by 120%; everything else will stay the same. Prepare a sales budget for John and Gloria’s coffee shop for the month of May.

	Do this on a separate piece of paper or open a new document.




Production budget

Once the sales figure is known then a production budget can be prepared by the manufacturing area in your workplace to ensure that there are sufficient units to meet forecasted sales.

You must take care to allow for any seasonal fluctuations that may occur, otherwise you may end up with a lot of unsold stock.

The production budget takes into consideration opening and closing stock.

Example of a completed production budget

Tom and Jerry’s furniture shop manufactures and sells four products: chairs, dining tables, buffets and hutches.

The sales budget indicates the following sales levels for June 2005

	Chairs
	300

	Tables
	50

	Buffets
	40

	Hutches
	40


The desired stock levels are:

	
	Closing
	Opening

	Chairs
	150
	200

	Tables
	50
	25

	Buffets
	40
	10

	Hutches
	40
	10


Tom and Jerry’s furniture shop
Production budget for the month end 30 June 2005

	Product
	Budgeted

unit sales
	Budgeted closing stock
	Total units required
	Budgeted opening stock
	Budgeted production level

	Chairs
	300
	150
	450
	200
	250

	Tables
	50
	50
	100
	25
	75

	Buffets
	40
	40
	80
	10
	70

	Hutches
	40
	40
	80
	10
	70


Exercise

7. Prepare a production report for the month of October 2005 for ‘Droughtfree Rainwater Tanks’.

Droughtfree Rainwater Tanks sells for products: 1000L fibreglass tanks, 2000L fibreglass tanks, 2500L fibreglass tanks and 5000L fibreglass tanks.

The sales budget indicates the following sales levels for October 2005:
	1000L tanks
	550

	2000L tanks
	225

	2500L tanks
	200

	5000L tanks
	125


The desired stock levels are:

	
	Closing
	Opening

	1000L tanks
	250
	100

	2000L tanks
	75
	25

	2500L tanks
	30
	15

	5000L tanks
	15
	10


	Do this on a separate piece of paper or open a new document.




Cash budget

The cash budget is an essential management tool for planning ahead and avoiding dangerous changes in cash position. 

Note: Be careful with cash budgets as they deal with predicted cash receipts and payments. These may affect the collection and payment of GST.

Example of a completed cash budget 

A cash budget for the month of September 2004 for Leyton Industries can be prepared from the following information:

	
	$

	Cash sales 
	 600000

	Collection from accts receivable
	1386000

	Payments to creditors
	470000

	GST payable to ATO
	130000

	Salaries and wages
	502000

	Interest payments
	213000

	Other operating expenses paid
	108000

	Loans repaid during period
	708000

	Opening cash balance
	132000


Leytons Industries – cash budget, September 2004

	
	$
	$

	RECEIPTS
	
	

	Cash sales
	600000
	

	Collection from accts receivable 
	1386000
	

	Other
	0
	

	Total receipts
	
	1986000

	PAYMENTS
	
	

	Payments to creditors
	470000
	

	GST payable to ATO
	130000
	

	Salaries and wages
	502000
	

	Interest payments
	213000
	

	Payments for operating expenses
	108000
	

	Loans repayments
	780000
	

	Total repayments
	
	2203000

	Surplus (deficit) of receipts over payments
	
	(217000)

	Opening balance
	
	132000

	Closing balance
	
	(85000)


Note: amounts in ( ) are negative
Purchases budget

Remember how the production budget was dependent on the sales budget to forecast the sales? With a purchases budget it is dependent upon the production schedule to ensure that the correct raw materials are on hand to make the products.

Similar to sales budgets, the purchase budget can be prepared by product, or by period or a combination of these. Raw materials for one workplace may be the finished product for another. In the case of Tom and Jerry’s furniture, the timber is the output from the timber mill that is used by Tom and Jerry to turn it into furniture.

Expenses budget

Operating expenses vary considerably between workplaces. Some workplaces bundle similar expenses into groups. For example, marketing expenses include advertising, selling commissions, delivering products etc.

There are generally three broad categories used:

· Marketing

· Administration

· Financial.

Example of a completed marketing expenses budget

Spick and Span is a plumbing supply company. 

Estimated sales for July is $53000, August $43000, September $47000. 

Expense details 
	Casual salespeople wages
	$36,000 pa apportioned monthly

	Sales commission 
	5% of sales 

	Advertising
	2% of sales

	Stationery
	$800 pa apportioned equally monthly 

	Telephone
	$1500 pa apportioned equally monthly 

	Superannuation
	7% of total payroll

	Workers compensation
	9% of total payroll

	Rent
	$30,000 pa apportioned equally monthly

	Depreciation
	

	Office furniture
	15% pa on cost of $20,000

	Shop fittings
	15% pa on cost of $40,000

	Motor vehicle (deliveries)
	20% pa on cost of $50,000

	Interest on loans
	

	July
	$800

	August 
	$780

	September
	$850


Worksheet 

	Expense
	July
	August
	September

	Salespersons’ wages 
	$36,000/12

= $3000
	$3000
	$3000

	Sales commissions
	5% x $53,000

= $2650
	5% x $43,000

= $2150
	5% x $47000

= $2350

	Advertising
	2% x $53,000

= $ 1060
	2% x $43,000

= $860
	2% x $47,000

= $940

	Superannuation
	($3000 + $2650) 

x 7% = $395.50 
	($3000 + $2150)

x 7% = $360.50
	($3000 + $2350)

x 7% = $374.50 

	Workers compensation 
	($3000 + $2650) 

x 9% = $508.50 
	($3000 + $2150)

x 9% = $463.50
	($3000 + $2350)

x 9% = $ 481.50

	Depreciation on delivery van
	20% x $50,000/12

= $833
	20% x $50,000/12

= $833
	20% x $50,000/12

= $833

	Depreciation on shop fittings 
	15% x $40,000/12

= $500 
	15% x $40,000/12

= $500
	15% x $40,000/12

= $500


Spick and Span – marketing expenses for the three months ending 30 September:

	
	July
	August
	September
	Quarter

	
	$
	$
	$
	$

	Salespersons’ wages
	3000
	3000
	3000
	9000

	Sales commissions
	2650
	2150
	2350
	7150

	Advertising
	1060
	860
	940
	2860

	Superannuation
	395.5
	360.5
	374.5
	1130.5

	Workers compensation 
	508.5
	463.5
	481.5
	1453.5

	Depreciation
	
	
	
	

	- van
	833
	833
	833
	2499

	- shop fittings
	500
	500
	500
	1500

	Total marketing expenses
	8947
	1678
	8479
	25593


Exercise

8. Have you noticed that not all the items itemised in the expense details have been included in this budget?

Why do you think this is the case?

	Answer:




Capital budgets

Remember when we spoke about assets earlier? We talked about current and non-current assets. Non-current assets were things such as land, buildings and equipment. These assets would have been purchased with capital funds. Just about every workplace will need to outlay expenditure to obtain or acquire long-term assets, at some point. 

Look at your workplace. Does your organisation own the building? If they have a warehouse do they own a forklift or maybe a truck? If so, these would be non-current assets and would have been purchased from capital funds. 

In compiling a capital budget, information is gathered from across the workplace identifying those expensive items required. For example, a new building may be needed to accommodate business growth, or to relocate closer to your customers. Maybe some equipment needs replacing such as an excavator. Generally a business case is prepared outlining the benefits for these purchases. We will cover some of the elements discussed in business cases such as payback periods and discounting later in the module. 

Budget process

Generally all the decision makers get involved in budget preparation. However, some of them and those at the lower end of the hierarchy who are involved in meeting budget also need to be informed. These people are called the influencers.

The influenced parties must not only be informed of the budget, but it must be discussed and agreed with them. These parties will need to work within the constraints of the budget. 

The following table identifies some of the influencers in workplaces.

	Budget
	Influenced parties
	Influenced by what?

	Sales
	Salespersons
	Individual sales quantity/value, seasonal variations

	Production unit
	Production manager
	Product mix, timing of various products

	Purchase 
	Production manager
	Timing of requirement

Effects of quantity discounts, seasonal variations

	Expense
	Purchasing officer and general staff
	Reducing wastage


My workplace

13. Identify who influences the budget decisions in your workplace.

	Answer:




Generally workplaces have a hierarchy of plans starting from the strategic plan, which reflects the long-term aspirations, and working down to the operational plans, which reflect day-to-day activities. Each budget that is drawn up needs to reflect the elements within those plans in order to reach the workplace’s long-term goals.

Further reading

Anandarajah, A, Aseervatham, A & Reid, H (2005) Prepare and manage budgets and financial plans: Managing Finance. Prentice Hall: Sydney.

Bear, C & Flanders, D (2000) Introduction to Budgeting. 3rd edition. Nelson Australia.

These texts go into detail about budgets as well has providing lots of examples. 

Building effective workgroups

The majority of medium to large size organisations are internally divided into divisions, departments or areas. For example a typical manufacturing organisation would have the following divisions:

· Purchasing

· Production

· Sales and marketing

· Finance and administration

· People and property

· Technical – (both IT and R&D).

Each division, known as a workgroup or team, is responsible for all its activities and functions under its leader usually called a general manager.

Why workgroups are important

What is a workgroup or team? People often compare workplace teams with sporting teams, but while this can be useful in coming to a definition, it is very simplistic. It is true that we see qualities in sports teams that would be desirable to have in our work teams, such as commitment to goals, cooperation, discipline and loyalty. However, there are also differences. To equate workplace teams within modern complex organisations, and their diverse and often unclear goals, with a sporting team would be misleading.

A group of people become a team when the members:

· have a common purpose

· have specific performance goals

· cooperate to achieve the common purpose

· are accountable to each other.

Back in the 1950s, management researchers reminded us that most people like to be treated like people rather than pieces of machinery on an assembly line. It was then that the move towards teams and team-building began.

A number of factors also contributed to this movement — better education for workers, greater access to information, competition, customer expectation and a greater understanding of human motivation. All of this led to the decentralisation of management and the growth of teams.

The focus on team processes accelerated in the 1970s following the success of the Japanese economy, which was based upon the work of teams.

We now recognise that teams:

· improve productivity

· bring democracy to the workplace

· respond more rapidly to problems

· encourage innovation

· foster multi-skilling.

However, it is important to note that not all people or organisations are suited to the team approach. Not everyone is a team player — some people prefer to work in isolation or in pairs. And some jobs are not suitable for teams. In fact, if an organisation’s structure and its reward and recognition system does not support teams, then teams can have a negative impact. 

In these cases, some of the negative aspects include:

· productivity gains are not guaranteed

· there can be problems with accountability

· too high expectations can create stress in team members

· multi-skilling is not always effective

· there may be high levels of conflict due to poor leadership.

Role of workgroups

All workgroup members need to believe that the group or team has a worthwhile purpose, and members need to know what is expected of them.

The purpose of the group is the reason why the group is together in the first place. Goals describe what the team wants to achieve. Often a goal might be broken down into objectives that are shorter-term achievements and serve as clear measuring posts as the team progresses towards its ultimate goals.

Effective groups or teams require goals that are clear, significant and embraced by all members. 

Each division, such as production, undertakes either single or multiple tasks. These tasks can either be the output for the organisation or the input for another division. 

The trend towards autonomous work groups has been growing rapidly over the last two decades. This means that workers need to be skilled in different areas of the workplace and work cooperatively with others. A good example of this is within the customer service industry. A customer service representative at a Credit Union can complete a customer enquiry on the spot without having to pass it on to someone else for approval.

Work group interrelationships

Unlike the credit union in the above example, where the employee is servicing external customers, some workgroups service only internal customers. Examples include the payroll group and the Information Technology (IT) groups.

The costs incurred by these internal groups are commonly known as overheads. Overheads can be defined as the expenditure incurred on services such as labour and services that cannot be directly related to a saleable product or service.

Workgroups depend on others for information and services that enable them to complete their output, which contributes to the organisation’s overall goals. 

Throughout the budgeting and financial reporting processes the workgroups need to collect and supply information for their budgets as well as for other group’s budgets.

When they are being developed in detail, budgets are broken down into what is called line items. This identifies where possible expenditures will need to be spent, such telephone accounts, fuel, wages and so on. It is not an easy process and requires consultation both within the immediate workgroup and other workgroups.

Communication skills for fostering consultation

It is critical for teams to work well, and that communication among team members is effective. There are a number of things you can do to foster good team communication:

· lead with a purpose

· empower your team to participate in decision-making

· aim for agreement among team members

· direct the team interactions.

Lead with a purpose

Before you meet with your team it’s important that everyone in the team knows why they are meeting. 

Many people are very negative about meetings, and budget meetings are no exception, because they view them as a waste of time and because they often achieve little. To ensure that your meeting with your team is successful, make sure it is:

· well-planned 

· on time

· on task

· brief.

For example, if you are organising team meetings:

· give team members an agenda well in advance. This outlines what is to be discussed, the time, date, place and any requirements for those attending. It also allows them to fit the meeting into their work schedule

· make sure you book the venue

· organise any resources you need for the meeting including seating, pens, paper, a video player, a whiteboard, butcher’s paper and whiteboard pens

· organise refreshments. If the meeting extends through a meal period provide food. It is preferable to order food that is nutritious rather than high calorie (this tends to make people sleepy after lunch). Finger food is best and avoids the need for cutlery etc. The whole climate of the meeting and valuable discussion time are lost if the group splits up and leaves the room to eat elsewhere.

My workplace

14. Examine your team’s attitude towards meetings. Are they less positive than you would like? If so list the possible reasons why.

	Answer:




Empower to participate

High involvement of team members is important for effective decision-making and commitment to the task. It is your responsibility to maintain the self-esteem of your team members. Create an atmosphere that respects differences and fosters trust — this helps people feel comfortable about contributing. It is essential that you are genuine in your interactions with team members. People know if someone is not sincere in their interpersonal interactions and they react accordingly.

Here are some ways you can encourage participation:

· ask questions

· listen

· show understanding

· summarise

· seek different opinions

· record ideas.

When asking questions make sure you ask each question to the entire team. Allow team members time to consider before responding. Acknowledge all responses. 

There are a number of question types and you can use these to gain greater participation. Some of these are as follows:

Open-ended questions

These cannot be answered with a single word such as yes or no. They typically begin with words such as how, what, why, where and when.

For example: ‘What can we do to reduce our costs for this product?’

Greater response questions

These are like open-ended questions, but require more depth to the answer. They typically use the words describe, tell and explain.

For example: ‘How would you describe our customer’s reaction to the current quality of the product?’

Redirection questions

A team member will often ask questions of the facilitator as a follow up remark made by him/her or another team member. Sometimes it is appropriate to redirect this question back to the team.

For example: ‘What do the rest of you think about that?’

Feedback and clarification questions

This is a technique for paraphrasing what you have discussed and checking if the feedback is right.

For example: ‘So, what I’ve heard from the team about our customer’s reaction to the new policy is generally positive. Is that right?’

Closed questions

These can be answered by a yes or no and are useful for closing down discussion. These typically begin with can, do, has, could and would.

For example: ‘Can you do this before Wednesday?’

Recording people’s responses to questions is also important. You can do this on butcher’s paper or a flip chart. When an individual participates and the remarks are captured, the flip chart record serves as a visual reminder of that involvement while creating a group focus.

Aim for consensus

Consensus is when everyone agrees on a decision after full and open discussion. It is not the same as unanimous accord. It is concerned with agreement to implement a decision that appears to be the most acceptable to the team as a whole.

It gives people an equal chance to influence the outcome and if this is the case, people will be more committed to the decision because they had input into it.

Reaching consensus involves three steps:

· I believe you understand my position

· I believe I understand your position

· I can support the team’s decision because it was reached fairly.

This can only occur if certain pre-conditions exist. If there is:

· freedom to express one’s views in the group

· freedom to express opposition to the views expressed by others in the group

· a feeling that you have listened to the person and understood his or her views, or oppose the views expressed by others.

While seeking consensus on important decisions is critical, it is not necessarily something you should use for making all team decisions. If you use this method on less important issues then it may overload team members, increase their stress levels and leave too little time for discussion on important issues. 

Another point is that seeking consensus takes time and you must balance this against the cost involved in reaching a decision this way.

My workplace

15. List the situations when you would use the consensus approach to decision making in your team.

	Answer:




Sometimes situations arise that lead to conflict. Examples include unclear business goals, divisional competitiveness, unwillingness to compromise, personality differences and so on. As a frontline manager you may need to use tools such as problem solving, negotiation and conflict resolution. If problems persist you will need to manage the performance of some individuals. 

Conflict management

What is conflict?

Conflict can occur between people because there are:

· differences in interpretation of facts, methods or goals

· differences in values and beliefs 

· different treatment of individuals and groups.

Here are some common causes of conflict in organisations:

· lack of resources 

· frustration with people, systems or processes 

· blockages due to bureaucratic procedures (red tape), approvals, policy, payment and so on 

· change, eg new staff come on board, or new systems are implemented, or external consultants come into the organisation

· inequity, such as unfair treatment 

· jealousy shown through favouritism. 

My workplace

16. What are some causes or triggers for conflict in your workplace?

	Answer:




How to deal with conflict

It may sound strange at first, but sometimes you need to stimulate conflict to cause improvements and change. Put another way, it’s better to get your team to talk about problems or grievances, rather than letting them ‘stew’ or worry about things — nothing gets solved like that!

The important thing is to communicate. Talk to people regularly, not just when there’s something wrong. If there seems to be something wrong, ask them to tell you what is happening.

In conflict situations people can become anxious or aggressive. It’s your job to keep things on track. 

Remember these important things:

· Stay calm. It’s quite possible that at least one person may be in a very excitable, volatile state. If you are in the same condition, the chances of coming to a resolution are very small. You must remain calm.

· Find a private space. If the conflict was initiated in front of other team members, ask the person to go with you to your office or a conference room to discuss the conflict out of the way of prying eyes and ears. The fewer disturbances the conflict creates for the group, the better.

· Look for the real issue. When a team member feels strongly enough about something to act, he or she may cloud the issue by making far-flung accusations and issuing ultimatums. You need to get to the heart of the matter and find out what is really upsetting them. Ask simple things like, ‘Can you tell me more about what happened?’

· Meet the problem head on. Don’t avoid the real issues. Now is the time to engage in the conflict and acknowledge any correct facts presented by the other person. Then, either agree or disagree with them. If you disagree, explain your reasons clearly.

· Solve the problem. Work with the individual to figure out how to change his or her belief that there is a problem. Or, if there really is a problem, work on how to solve that problem. You might ask the person how he or she would solve the situation or what he or she would do differently to avoid the problem in the future.

Outcomes of conflict

Conflict usually results in either a positive or negative outcome. These outcomes are measured in terms of either an improvement in performance (positive outcome) or a decline in performance (negative outcome). 

	Productive conflict results in positive outcomes:
	Unproductive conflict results in negative outcomes:

	Better decisions
	Stress

	An increase in motivation
	Loss of group cohesion

	Stimulation of creativity
	Decrease in productivity

	Problems being brought out into the open
	Increased absenteeism and turnover

	Increased self-awareness
	Communication difficulties

	Change
	Discontent


Achieving positive outcomes

When you manage difficulties or issues in your workplace, it’s a good idea to reflect on how you went. Ask yourself some of the following questions, which will assist you next time you are dealing with difficult situations in your workplace. You could do this individually or with your team.

1. What went well and less well? What did I do to contribute to the outcome? What do I know that I didn’t know before?

2. What have I learned about behaviour? About myself, about the way other people behave? What insights have I gained about dealing with this kind of experience in the future?

3. What do I need to challenge about the way I behave? Are there any old ideas or behaviours I need to unlearn first?

4. How, where and when can I use this knowledge to improve my performance?

My workplace

17. Think of a recent difficulty you have managed within your team. What guidance or support did you seek out to help you to resolve the workplace difficulty? How did it help you to resolve it? 

Would you do anything differently now?

	Answer:




Different organisations will take different approaches to budgeting. Within the organisation each workgroup should be clear on its budget responsibilities. 

As a manager you may be held responsible for meeting budget and for this reason alone you should be consulted when the budget is being prepared. Consultation is a good way of getting commitment from those responsible for meeting budget goals. The budget process may also provide the opportunity to put your negotiation and conflict resolution skills into practice. 
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Sample answers to ‘My workplace’ questions

1

Refer to the reading notes above this activity – do any of these users apply to your organisation?

2

If you’re not sure, ask your manager or someone who works in your accounting section. If you work in the public sector none of these will apply to you.

3

Check your answer against the examples above this activity. If you need more examples, most finance texts, including those referenced at the end of this document, will have information that can help you.

4

Check your answer against the examples above this activity. If you need more examples, most finance texts, including those referenced at the end of this document, will have information that can help you.

5

If possible, show this to someone who can tell you whether you’re on the right track, eg your trainer or someone in the accounting section at work.

6
Depending on where you work, your answer may include things like income from sales, rent received, income from goods sold such as disused plant and equipment and so. If you need more examples, most finance texts, including those referenced at the end of this document will have information that can help you.
7

Depending on where you work, your answer may include things like electricity, telephone accounts, fuel, rent and so on. If you need more examples, most finance texts, including those referenced at the end of this document will have information that can help you.

8

If possible, show this to someone who can tell you whether you’re on the right track, eg your trainer or an appropriate person at work.

9

If possible, show this to someone who can tell you whether you’re on the right track, eg your trainer or an appropriate person at work.

10

If you're not sure which legislation or codes listed on Australian Law Online apply to your workplace please talk to your trainer or a workplace mentor.

11

The answer is E.

It is really important to understand why your supplier is going to be unable to meet your supply requirements. Talk with the supplier. For example the problem maybe with their supplier or maybe there has been a communications or mathematical problem with your order. Once you know the reason for the problem you can then decide whether to place a larger order now, or look for other suppliers. Talk with your manager and other managers who are relying on these supplies. Maybe if the problem is temporary your organisation may decide to carry out some routine maintenance activities during that problem period.

The key element is to communicate and develop contingency plans.
12

Your answer will probably include Sales/Revenue, Production, Cash, Purchases, Expenses, Capital.

13

If you’re not sure, ask your manager or someone who works in your accounting section. Each organisation is likely to be different. The larger the organisation, the larger number of influencers and the smaller the organisation the more centralised the process is likely to be.

14

Some of the possible reasons why team members may not respond positively to meetings could be:

· late starts

· failure to end meetings on time

· lack of agenda outlining the purpose of the meeting

· poor organisation of the meeting room

· using meetings as the main way of communicating when other methods would have been more suitable.

15

Here are some examples:

· goal and objective setting

· agreement on meeting frequency and duration

· ground rules for team behaviour

· when there is organisational change that will impact on the team and its members.

16

This will depend on what you observe, but it may include: 

· misunderstandings

· personal attacks

· getting angry

· unwillingness to compromise

· lack of empathy

· being negative.

17

Here's a sample of what one learner wrote for this question:

'A recent difficultly that occurred in my work environment was a change of working hours for all team members which resulted in an extension of the working day and earlier starting times. Perhaps the main reason for this conflict was that this change was implemented without consultation with staff. The team managed this by first approaching management to discuss the need for the change and to outline team members’ concern about lack of consultation.

This approach helped to resolve the staff’s concerns about the additional hours and helped to gain some concessions for staff. Once staff were made aware of the need to extend the working hours to meet customer requirements, they were more accepting of the change being requested.

Conflict could have been reduced if management had consulted with staff prior to formally announcing the change.'

Sample answers to exercises

1

The Rolling Pebbles Balance Sheet as at 31 December 2002:

	 Assets
	$
	
	Liabilities
	$

	Cash at bank
	40,000
	
	Accounts payable
	20,000

	Shares in Rolling Pebbles
	30,000
	
	Mortgage Loan
	30,000



	
	
	
	
	50,000

	Merchandise
	47,000
	
	
	

	Furniture and fittings

(less depreciation)
	30,000
	
	Owners Equity
	

	Land and buildings
	85,000
	
	Capital
	95,000

	
	
	
	plus profit
	93,000

	
	
	
	Less withdrawals
	(6,000)

	
	
	
	
	182,000

	
	
	
	
	

	
	232,000
	
	
	232,000


2

	Sales revenue
	
	$260,000

	Less cost of goods sold
	
	$ 50,000

	
	
	

	Gross profit
	
	$210,000

	
	
	

	Less other expenses
	
	

	Advertising
	$ 10,000
	

	Wages 
	$ 30,000
	

	Petrol and oil
	$ 1,500
	

	Electricity
	$ 1,500
	

	Rent
	$ 2,000
	

	Depreciation expense
	$ 2,000
	

	Interest on loans
	$ 70,000
	

	
	
	$117,000

	
	
	

	Net profit
	
	$93,000


3

Answers will depend on which state or territory you are in. Please check with your trainer.

4

	Taxable income
	$29,000 - $3000
	= $26,000

	Prime tax
	$2,652 + (0.30 x4,400)
	= $ 3,972

	Medicare levy
	$26,000 x 0.015 
	= $ 390

	Total tax payable
	$3972 + $390
	= $ 4,362 


5 

Answer:

Peter the painter — GST payable $170

TX Cheats — GST payable $200
6

John & Gloria’s Coffee shop – sales budget for the month ending May 2005:

	Product
	Unit sales
	Selling price

$
	Sales

$

	Coffee 
	380*
	3
	1140

	Tea
	95
	2.5
	237.50

	Hot chocolate
	125
	3
	375

	Cold drinks
	100
	2
	200

	Iced donuts
	440
	1
	440

	Cakes
	300
	2
	600

	
	
	
	

	TOTAL
	
	
	2992.50


* rounded to next highest whole number

7

Doughtfree Rainwater Tanks

Production budget for the month end 31 October 2005

	Product
	Budgeted

Unit Sales
	Budgeted closing stock
	Total units required
	Budgeted opening stock
	Budgeted production level

	1000L
	550
	250
	800
	100
	700

	2000L
	225
	75
	300
	25
	275

	2500L
	200
	30
	230
	15
	215

	5000L
	125
	15
	140
	10
	130


8

The other items are not directly related to marketing expenses. Rent, telephone and depreciation of the office furniture are administration expenses.

Interest is a financial expense.
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Part 2:  Manage Financial Performance
Overview

This content guide introduces you to managing financial performance and contains information and activities covering:

· the purpose and components of financial performance

· techniques for managing financial performance

· developing a performance report

· evaluating financial information systems.

Key terms

Contribution margin

The contribution margin is the excess of the sales price per unit over the variable costs per unit. It represents the amount each unit produced and sold contributes to the coverage of fixed costs and to profits. 
Cost volume profit (CVP) analysis

Is a model that helps organisations make decisions and examines the relationships between cost, volume and profits.  Also known as break-even analysis.

External users

Are either individuals or groups external to an organisation that use financial information. They include owners and shareholders, lenders including banks, suppliers, customers and the government. 

Fixed cost

A cost is fixed if it does not change even if there are changes in the level of activity. Examples include rent for office or factory, rates, insurance on plant and equipment and so on.     

Internal users

Are either individuals or groups internal to the organisation that use financial information. They include managers, staff and in small organisations, the owner. 

Key performance indicator (KPI)

A measure used to gauge performance for a team or individual against agreed targets or goals. 
Ratio analysis

A ratio is a mathematical notation comparing two quantities. A ratio is shown as A:B. Ratio analysis investigates the relationship between two relevant items in financial statements. This relationship can either be expressed as a ratio or a percentage. The important aspect is to understand the relationship between the items.    

Trend analysis

Is a technique commonly used in financial statement analysis to assess business growth rates or prospects over a number of accounting periods.

Variable cost

A cost is variable if it changes in response to changes in the level of activity. Examples include manufacturing costs such as materials, electricity, packaging and so on.

Purpose and components of financial performance

There are two key aspects in determining the purpose of financial information:  

· for the individual

· for the organisation.

Individuals 

Individuals use financial information to help them control their expenditure, to assist them in planning their future levels of expenditure and in deciding the best way to spend their money. For example, a person grocery shopping for the family usually has a fixed amount allocated for groceries. Special occasions such as a birthday will require some form of planning to enable the purchase of additional food. Maybe some other regular items purchased will be overlooked this time, or maybe there will be a need to borrow some money. Also, having a limited amount of money available will ensure sound decisions are made with regard to purchases.

Organisations 

Organisations use financial information to control the activities of the business and to plan future activities. They also use this information to raise finance and report various activities to relevant stakeholders. Information is not only provided concerning the whole organisation but its different departments, work units and individual employees.

The key difference between individuals and organisations is that organisations provide information to people outside their organisation.

If the organisation is a company, there is a legal requirement to publish financial information. This information provided to stakeholders by organisations is usually through annual reports and financial reports.

There needs to be a high level of integrity when developing information about an organisation’s financial performance. Since some of the information produced will be available publicly, the public will also include your competitors. 

Users of financial information

No matter whether financial information relates to the individual or the organisation the users of this information fall into two categories:

· Internal users: those inside the organisation, such as mangers or the business owner

· External users: those outside the organisation, such as banks, taxation authorities, investors and so on.

My workplace

1. Identify and list all the external users of your organisation’s financial information and what information is provided.

An example is lenders or banks – your organisation may provide them with profit and loss statements, cash flow statements, balance sheets, sales forecasts etc.

	Answer:




When are reports done?

The answer to this will vary from one organisation to another. Generally organisations will agree on particular cyclical periods such as:

· monthly reports

· quarterly reports

· and an end of year (close off) report.

A balance sheet is a statement that shows all the resources controlled at one point in time, and a profit and loss statement is a report listing the revenues, expenses, and net profit (loss) over a period of time. Therefore these two financial reports can be prepared any time.

Some organisations have sophisticated IT and accounting systems that allow ‘real time’ reports to be prepared on an as-needed basis. 

External stakeholders of the financial information may seek information for taxation purposes, investment purposes and so on. They may seek this information quarterly, six monthly or annually. Companies must prepare end of year reports sometimes in the form of annual reports.   

The taxation financial year starts on 1 July and finishes 12 months later on 30 June. Generally organisations follow this same period for their reports. Note: Internationally based companies may follow a different financial year cycle. 

My workplace 

2. When are financial reports prepared in your organisation?
	Answer:




What type of activities get reported on?

This will vary from one organisation to another. It will also depend on whether you are providing information internally or to external stakeholders.

The financial performance of any organisation is gauged by comparing the actual outcome of the organisation’s activities against the planned outcome. 

Information is useful to the user only when:

· it provides details for decision making 

· is provided quickly in order to make these decisions 

· is in a format that is understood by the user. 

Often non-financial reports are prepared in conjunction with the financial reports. Occupational health and safety and environmental activities are some of the non-financial information that is typically reported. We could argue though, that these two activities – if they’re not managed effectively – can have a huge financial impact on an organisation. The combination of all these activities reveal the overall performance of the organisation.

Let’s now consider internal reports. From a manager’s perspective what information do you need to be able to carry out your role?

Example

The following example is based on a bakery. 

	Information required 
	Where the information would come from

	Cost of ingredients (flour, sugar, butter etc)


	COST OF GOODS SOLD
Accounts payable (supplier invoices)

	Cost of cooking equipment (ovens etc)


	ASSET – depreciable item

Accounts payable; asset register

	Electricity expenses


	EXPENSE BUDGET

Accounts payable (utility  account)   

	Rent


	EXPENSE BUDGET

Accounts payable (rent)

	Shop equipment ( display cabinets, etc)


	ASSET – Depreciable item

Accounts payable; asset register

	Sales predictions


	SALES BUDGET 

Projected sales

	Production requirements
	PRODUCTION BUDGET

Based on projected sales

	Debtors 
	ACCOUNTS RECEIVABLE/

DOUBTFUL DEBTS

Balance sheets; profit and loss

	Creditors
	ACCOUNTS PAYBLE

Balance sheet; liabilities

	Wages and salaries
	EXPENSE BUDGET

Payroll (wages and salaries)


The manager of this bakery may use this information for a range of things, including: 

· monitor the result of past actions and decisions

· fine-tune these actions and decisions for the next period of time

· manage outstanding debts in order to maintain cash flows.

My workplace

3. What activities are reported on in your organisation?

	Answer:




External reports are somewhat different. Stakeholders who seek information, such as lenders, want to know how the organisation is performing. They will be able to gauge this with information about:

· profitability

· future growth potential

· risk

· value of the assets etc.

The following provides some of the information required and identifies where some of that information would come from:

	Profitability
	PROFIT and LOSS statement

Gross profit and net profit

	Future growth
	SALES BUDGET 

Projected sales

PRODUCTION BUDGET

Based on sales budget

BALANCE SHEET

Sales; assets and owner’s equity 

	Risk
	BALANCE SHEET

Assets vs liabilities

Stock turnover 

	Value of assets
	BALANCE SHEET

Assets; asset register


The important thing to remember is that organisations (except those registered as not-for-profit) exist to make a profit. Stakeholders with an interest in the organisation want to ensure that their investment is secure and that they are getting a satisfactory return on it. 

Information needs to be accurate and timely to maintain the confidence of these stakeholders.

Who prepares the reports?

This will vary depending upon the business structure, eg a sole trader or a company, and depending upon the size of the organisation.

Smaller organisations or sole traders may engage their accountant to prepare the relevant reports. Alternatively some software programs, including MYOB, QUICKEN and Microsoft SMALL BUSINESS have reporting tools allowing anyone who has access to this software to generate reports. You can find other software by entering ‘Financial information systems’ to your internet search engine.

In larger firms, specialist people may prepare these reports. For example a local council would have a separate accounting department that would manage all the finance matters including accounts receivable, accounts payable, payroll and procurement. They would also generate the reports and distribute them to the relevant people. 

In very large organisations, eg multinationals that operate several businesses and in many countries, sophisticated IT systems are needed to integrate and support the collecting, storage, processing and reporting of financial reports and associated information. For this reason it is not unusual in such organisations that IT staff are involved in report generation.

My workplace

4. Who prepares the financial reports for your organisation?

	Answer:




Techniques for managing financial performance

We can use a number of techniques for financial analysis. They range from simple techniques, such as studying the financial statements, and forming a rough opinion of what is happening to detailed and expensive statistical techniques.

As a manager it is important for you to consider the following when analysing most financial information:

· look at it in the wider context of industry, consider the political and social environment and any trends that have been occurring over the last few financial periods

· ensure it has been targeted to meet the needs of the user

· ensure the base information was good to start with, otherwise it could result in what is commonly known as Garbage In Garbage Out (GIGO)

· if it involves comparisons both over time and between firms, this may impose limitations, for example, how accurate is the other firm’s financial information?

The more common techniques for analysing financial information are:

· variance analysis

· trend analysis

· cost volume profit analysis (sometimes referred to as break even analysis)

· ratio analysis.

Variance analysis

This is the most common form of analysis used by managers. As the title indicates, it is about variation. It is really important to regularly review the performance of tasks/activities against the budget. This not only indicates whether the required performance was met, but also identifies if any problems have occurred.

Variance analysis involves examining the variance in respect of several attributes, its origin and cause, the person responsible and its significance. The variance may result from several causes, including incorrect information used to prepare the budget, better or poorer performance by people responsible for the activity, incorrect processes or uncontrollable events occurring outside the responsibility area. A good example of the latter one is fuel costs – particularly if you are in the transport industry.

Sometimes investigation of the variance reveals no determinable cause. Some variances result from chance events. In determining whether a variance is significantly large enough to warrant investigation, managers use rule-of-thumb criteria either based on the amount or percentage of the variation. For example if you have budgeted $1500 for telephone expenses for a three-month period and the actual cost at the end of that period comes to $1575, this equates to a variance of $75 or 5%. A variance can be either favourable or unfavorable. 

What is a favourable variance?

A favourable variance is also known as a positive variance. This is when the item or activity is under budget – in other words the budget allocated for this has not been completely used.

What is an unfavourable variance?

An unfavourable variance is also known as a negative variance. This is when the item or activity is over budget – in other words the budget allocated for this has been used and is currently overspent.

If this is a one-off situation, in other words, it has not happened before, most managers would not investigate the variance. They would, however be mindful of it for the next period to see if any trends are occurring. If this variance was $300 or 20% then a manager would need investigate the reasons for this and take any corrective action that was necessary. 

When investigating any variances it is important to consider the relationship of other variances. A positive variance for one activity may be offset by a negative in another. From the example above, if the telephone negative variance was $300 and sales had a positive variance of $2000, you could draw a conclusion that the extra sales were the result of making additional telephone calls to customers.

Often the identification of variations provides the basis for continual improvement. 

It is important to balance the variations. Senior management would not want a variance to be investigated if the cost of investigation and putting any corrective actions in place was going to exceed the benefits from correcting the activity.

The preparation of variance reports will differ from one organisation to another. In small organisations reports may be prepared every three months or as required .In medium to large organisations budget variance reports should be prepared at least monthly. Very large organisations may have real time accounting systems in place that can identify variations as they occur.   

Example of a variance report

Wonderland Home Appliances – budget variance report 1 January 30 March 2005

	Line item
	Budget
	Actual
	Variance
	Reasons

	Sales revenue
	20000
	22000
	2000
	Sales promotion 

Increase in sales 

	Telephone expenses 
	1500
	1800
	(300)
	Sales promotion

Increase in outbound calls

Linked to increase in sales

	Labour expenses
	10000
	10000
	-
	No change

	Rent
	1000
	1050
	(50)
	CPI adjustment


Note:

A negative variance can be shown either by putting the figures in parentheses, or by a minus symbol. Some organisations use the letter U, indicating an unfavourable variance.

Likewise, a positive variance can be shown either by putting the figuresin parentheses or by a plus symbol. Some organisations use the letter F, indicating a favourable variance.

My workplace

5. How often are the variance reports produced in your workplace? What rules of thumb are adopted for the variances?

	Answer:




Trend analysis

Trend analysis is normally used when there are at least two periods or a few years of information available. The first step is to identify the base year that you want to start from. Then as you provide additional data each year you will see a trend forming.

Trend analysis can be either horizontal or vertical: 

· horizontal analysis compares like items at different points in time or in some cases different periods of time. 

· vertical analysis on the other hand, identifies relationships between key items or activities; for example how does the relationship between gross profit and cost of goods change from period to period or year to year?    

Let’s see how horizontal trend analysis works. 

The following information shows sales of products #1 and #2 for the years 2000–2004:
	Year
	Sales product 1
	Sales product 2

	2000
	2000
	1500

	2001
	1500
	1800

	2002
	1900
	2400

	2003
	2600
	2700

	2004
	3000
	2300


This can be represented in graph form to identify a trend:
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As a manager you can use trend analysis to see how performance has been over a period of time. The thing to remember about trend analysis is that you can make it as simple or as complicated as you need it to be. For example you can do a more complex trend analysis by adding lots of extra data or by adding other attributes. (Attributes include information such as profits, expenses and cost of good sold.)

Cost volume profit (CVP) analysis 

This is also referred to as break-even analysis.
Cost, the volume produced and profit are all very much interrelated.  

Cost volume profit (CVP) analysis is a tool commonly used by organisations to help them make decisions. These decisions include establishing the product price(s) and whether to add or delete a product line.

This technique relies on what is known as the contribution margin concept and has two main objectives: 

· to determine the break-even level of operations in the short term

· to predict the effect on profit of changes in the level of activity, prices or the cost structures.

The break-even level of operations (or break-even) point is that level at which total revenue for the period is equals the total costs for that period and hence profit is zero. 

CVP analysis can be used to determine how many units of output must be produced and sold if the firm is to operate without a loss in the period. 

What elements are required for CVP analysis?

· Costs both fixed and variable

· Selling price

· Contribution margin.

What are fixed costs?

A cost is fixed if it does not change even if there are changes in the level of activity. Examples include rent for office or factory, rates, insurance on plant and equipment and so on.  

What are variable costs?

A cost is variable if it changes in response to changes in the level of activity. Examples include manufacturing costs such as materials, electricity, packaging and so on.

What is the selling price?

This will depend on a range of factors, but realistically it is what the market is prepared to pay for the goods or services.  Normally you will need to cover your costs plus add a profit margin. The profit margin should be realistic.

What is the contribution margin?

The contribution margin is the excess of the sales price per unit over the variable costs per unit. It represents the amount each unit produced and sold contributes to the coverage of fixed costs and to profits.

Example

A firm manufactures and sells a product at $10 per unit. The variable costs of production and sale total $6 per unit, and the total fixed costs for the period are estimated at $100,000.

In this example the contribution margin is $4 per unit ($10 - $6) and the break-even point in units can be determined as:

	Break-even point (units)
	=            total fixed costs

	
	Contribution margin per unit



	
	=        $100,000

	
	                 $4



	
	=       25,000 units


Therefore the organisation needs to sell 25,000 units to cover its costs and begin earning a profit.

The break-even point may also be estimated using the contribution margin ratio, which is the proportion of the contribution margin per unit in relation to the sales price per unit (4 /$10 =0.4)

	Break-even point ($) 
	=       total fixed costs

	
	Contribution margin per unit



	
	=        $100,000

	
	               0.4



	
	=     $250,000 


Therefore the organisation needs to sell $250,000 of its product to cover its costs and begin earning a profit.

Break-even chart

A useful way of illustrating the relationships between cost, volume and profits is a break-even chart. The relationship between these variables may be plotted on a graph.

Sales price per unit

$10
Variable costs per unit 

$6
Fixed costs per period

$100,000
Contribution margin

$4
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Exercise

1. A product sells for $15. The variable costs are $7 per unit. The fixed cost is $125,000. Now:

a) calculate the contribution margin

b) calculate the break-even point in units

c) calculate the break-even point in dollars.

Ratio analysis

Just as a builder has a spirit level and power tools, the financial analyst uses ratios to identify relationships in financial data.

As a manager you may need to know about certain ratios. 

Most managers have little difficulty in calculating ratios. The problem that most managers experience is what the ratios mean once they have been calculated.

A ratio compares two quantities. The common mathematical notation is A:B. For example, a ratio of 10:4 means that for every 10A there are 4B. Ratios are simplified wherever possible, for example if the ratio is 10:4 it will be shown as 5:2. It is even better if one of the numbers is a ‘one’. Instead of 5:2 it can be shown as 2.5:1. Therefore A is two and half times B.

Financial ratios in isolation have little significance. What is needed is to compare information. There are three types of comparative ratio analysis:

· comparison with past financial ratios will show trends either better or worse. This is called historical comparison

· comparison with financial ratios of similar firms in similar industries provides an opportunity to benchmark performance. This is known as inter-firm comparison

· comparison with ‘rule of thumb’ standards gives an indication how we compare with commonly accepted norms. This is simply known as ‘rule of thumb’ comparison.

Rule of thumb standards are those rules that are generally accepted. For example one rule of thumb would be that you should always earn more than you spend.

There are hundreds of possible ratios that can be determined from your workplace financial statements. The challenge is to determine which ones suit your needs. The following are some of the more common ratios adopted in workplaces:

· liquidity  

· profitability.

Liquidity ratios 

Liquidity ratios reflect the ability of the organisation to meet its current financial commitments. The inability to satisfy the demands of creditors is sufficient reason for a business to be wound up – irrespective of how profitable it may be!  

The current ratio is a common test of liquidity. It looks at the level of current assets available to meet current liabilities.

Example

	Current ratio  
	=  Current assets

	
	Current liabilities



	
	=  $200 000   

	
	   $100 000



	
	=  2:1


A ratio of 2 means that current assets equal twice the current liabilities, and the generally accepted rule of thumb is that the current ratio should be about 2 or better. 

The liquid ratio is a good indicator of a firm’s short-term ability to pay its debts using those assets that can be converted into cash easily. This ratio is often referred to as the acid-test ratio and or the quick assets ratio. 

In this ratio, assets of inventory and any pre-payments made are deducted from the current assets and any bank overdrafts are deducted from the current liabilities. Inventory is not easily converted to cash and any prepayments such as insurance are generally considered as expenses. A bank overdraft, while a current liability, is regarded is considered long term.      

Example

	Liquid ratio
	= Current assets – inventory – pre-payments

	
	    Current liabilities – bank overdraft



	
	= 200,000 – 60,000 (inventory) – 0 (no pre-payments)

	
	    100,000 – 20,000 (bank overdraft)



	
	= 140,000

	
	     80,000



	
	= 1.75:1


A ratio of 1.75:1 means that the current assets less inventories and any pre-payments equal 1.75 times the current liabilities less bank overdraft. The general rule of thumb is that the liquid ration should be at least 1:1.  

Profitability ratios 

Profitability ratios consist of two types:

· first, there are those that relate to sales – they help assess how well each dollar of sales generates profit, eg the gross profit margin ratio and the net profit margin

· second, there are those that relate profit to assets or owner’s equity. 

Gross profit margin ratio represents the average gross profit generated by each dollar of sales. It reflects the average mark-up between the firm’s purchasing costs and retail pricing.

Example

	Gross profit margin  
	= gross profit 

	
	        Sales



	
	= $400000

	
	  $1000000



	
	= 0.40:1 or 40%


The gross profit margin can vary tremendously from one type of business to another, so there is no rule of thumb. However the general guide is that a higher ratio is better than a lower one. For this type of ratio the movement or trend over time is often the important factor. For example if the ratio started and continued to reduce in size you would want to find out why. 

Net profit margin ratio represents the average net profit generated by each dollar of sales. It reflects profitability of sales after operating costs of doing business have been subtracted from the gross profit.

Example

	Net profit margin    
	= net profit before tax

	
	         Sales



	
	=   $90000

	
	  $1000000



	
	= 0.09:1 or 9%


Return on total assets ratio represents the performance or efficiency of assets.  Another way to look at it would be that the ratio shows the net profit for each dollar value of the assets. Net profit can be either before tax and interest or after. The important factor is to show what net profit includes. 

Example

	Return on total assets
	= Net profit (before tax and interest)

	
	   Total assets 



	
	= 10000

	
	   50000



	
	= 20.00%


This ratio is best described in a percentage. In this example only 20% of total assets are being utilised to generate net profit (before tax and interest). The result indicates that the assets are being under-utilised. 

  Exercise

2. Use the following data to:

a) calculate the current ratio for 2001, 2002 and 2003

b) calculate the net profit margin for 2001, 2002 and 2003

c) calculate the gross profit margin for 2001, 2002 and 2003.

ABC Industries – summary balance sheet

	
	 2001
	2002
	2003

	
	$000
	$000
	$000

	Assets
	
	
	

	Current assets
	
	
	

	Cash
	464
	183
	15

	Debtors
	2389
	3012
	2776

	Inventory
	3952
	3903
	3289

	Total current assets
	6805
	7098
	6080

	
	
	
	

	Non-current assets
	
	
	

	Plant & equipment
	849
	959
	863

	Land & buildings
	660
	682
	1070

	Other non-current assets
	554
	486
	663

	Intangibles
	0
	470
	451

	Total non-current assets
	2063
	2597
	3047

	
	
	
	

	Total Assets
	8868
	9695
	9127

	
	
	
	

	Liabilities
	
	
	

	Current liabilities
	
	
	

	Bank overdraft
	3
	86
	427

	Creditors
	3706
	4842
	3311

	Taxation
	415
	196
	44

	Dividends
	137
	224
	225

	Total current liabilities
	4261
	5348
	4007

	
	
	
	

	Non-current liabilities
	
	
	

	Deferred tax
	843
	620
	369

	Loans
	148
	0
	427

	Total non-current liabilities
	991
	620
	796

	
	
	
	

	Total liabilities
	5252
	5968
	4803

	Net assets
	3616
	3727
	4324

	
	
	
	

	Shareholders’ equity
	
	
	

	Share capital
	  
	
	

	Share premium
	
	
	

	Retained profits
	
	
	

	Total shareholders’ equity
	3616
	3727
	4324


ABC Industries – profit and loss statement
	
	 2001
	2002
	2003

	
	$000
	$000
	$000

	Sales
	13209
	16843
	14441

	Cost of sales
	11896
	14818
	12595

	
	
	
	

	Operating profit
	1313
	2025
	1846

	Interest charges
	252
	460
	768

	
	
	
	

	Pre-tax profit
	1061
	1565
	1078

	Taxation
	529
	875
	579

	
	
	
	

	After tax profit
	532
	690
	499

	Extraordinary items 
	132
	-263
	426

	
	
	
	

	Net profit after tax and extraordinary items
	664
	427
	925

	Dividends
	185
	336
	337

	
	
	
	

	Retained profit
	479
	91
	588


There are many other financial ratios, though many of these have specialist applications and may rarely, if ever, be needed by most managers. However it is worth being aware of what other ratios exist and their purpose, as you never know when you may come across them or benefit from their use. To find out more about financial ratio consult the following readings.

Further reading

Anandarajah, A, Aseervatham, A & Reid, H (2005) Prepare and manage budgets and financial plans: Managing Finance. Prentice Hall: Sydney.

Banks, A & Giliberti, J (2003) Budgeting. 2nd edition. McGraw-Hill: Sydney. 

These texts provide further detail along with many examples of:

· variance analysis

· trend analysis

· cost volume profit (break-even) analysis and 

· ratio analysis.

Developing a performance report

Most medium or large organisations will have a distribution list for various documents. As a frontline manager you are probably on this list already. Technology improvements have aided the distribution of information through the use of faxes and email. Some larger organisations now suffer from information indigestion. This is likely to become a real issue for the future.

In some organisations many documents are best kept in paper form, rather than be distributed through electronic means. These include personnel matters and some financial information. 

My workplace

6. Develop a list of all the documents both financial and non-financial that are available electronically in your workplace.

	Answer:




Reports developed should be tailored to suit the needs of the organisation’s structure. Larger organisational structures generally fall into three particular categories:

· functional – separate sub-units for functions, eg production, sales and marketing and so on

· geographic – sub-units based around locations, eg Sydney, Melbourne and so on

· product – multi-product companies grouped by product, eg household chemicals, industrial chemicals, explosives and so on.

Responsibility centres

Responsibility accounting is a technique where each sub-unit, such as production, sales and marketing etc, are given the opportunity to have a separate budget and the ability to report on actual results and investigate any variances. Responsibility accounting is a good way to encourage autonomy in units.

Each sub-unit or division under responsibility accounting is given a responsibility centre. There are usually four types:

· cost centre – sub-units are only accountable for costs incurred

· revenue centre – sub-units are accountable for revenue earned

· profit centre – sub-units accountable for profit (both revenue and costs)

· investment centre – sub-unit accountable for profit and capital.

My workplace

7. What type of responsibility accounting operates in your organisation?    

	Answer:




Types of reports

Just as there are many different types of financial ratios, there are also just as many different types of financial reports. What will be important to one organisation may not be as important to another.

Performance reports are prepared on a regular basis. Depending on your organisation they may be at least monthly. Performance reports track budgets and identify any variances. Sometimes these variances are the result of an inflexible budgeting system. 

Example

Let’s assume that you as a frontline manager had identified that you needed to purchase a new fax machine, small photocopier and other associated office equipment. You allocated $6,000 in your financial year budget for these items. You purchased these in January and paid for them in February. 

Your monthly expenditure budget would have apportioned this cost across each month @ $500 per month, for the months July to January. The budget report would have shown a variance of $500 accumulating to $3500 as underspent in January. Your comments up until January would have been that the purchases are yet to happen, but were expected to occur in January. 

In February your budget would have shown the $6000 payment made and then shown a variance of $2000 overspent. Your comments in response to the overspent amount would have been that you have completed the purchases for office equipment. As you can see, reporting on variances is a good control mechanism, but sometimes budgets do not give the flexibility that you may desire to apply common sense.

This example highlights the importance of understanding all aspects of your organisation’s accounting system. It also reinforces that you need to investigate unexplained variances to identify their cause and, depending on what is found, take appropriate corrective action.

Just as performance reports track budgets, other useful reports include:

· profit and loss statements (shown for a period of time)

· balance sheets (shown at a point in time)

· expense reports

· income/revenue reports

· Business Activity Statements (GST)

· outstanding debtors generally sorted in >30 days, >60 days, >90 days 

· accounts payable etc.

A lot of this information will be the way to measure key performance indicators. Key performance indicators (KPIs) are a measure used to gauge performance of a work team or individual employees against agreed targets or goals. Examples of KPIs:

· increase sales by 10% annually

· reduce operating expenses by 10% 

· customer complaint rate of less than 1% of total customer interactions

· ‘80% of telephone queries to be answered successfully by the first point of contact’.

.

My workplace

8. As a manager what performance reports would enable you to carry out your work activities more effectively?  

	Answer:




Leading communication processes

As a manager or supervisor, you play a pivotal role in keeping your team, management and any other relevant stakeholders informed. It is your job to ensure that the lines of communication are kept open and that the relevant information reaches the appropriate people within the required time frames. 

You’re also responsible for creating a positive team culture and fostering open communication within your team. People also need to feel comfortable talking to you about problems or issues that concern them without fearing any negative consequences. 

Listed below are some critical elements that must be in place for you to be able to manage communication processes effectively. The environment must be supportive and encourage:

· a participative leadership style

· people to take initiative and responsibility

· consultation, strong communication and good listening skills

· positive rewards for team behaviours that foster cooperation and open communication

· role modelling of desired behaviours that promote good communication skills — for example, having empathy

· behaviours that demonstrate high levels of trust.

Not only must you be able to help promote a culture that encourages open communication, you must also be able to use communication technology and ensure that your team members are also trained to deal with this technology.

You are a vital link in the communication chain between your own and other departments in your organisation, and also between management and workers, so you have certain communication responsibilities. These include:

· making sure members of your team understand their own, each other’s and their team’s objectives

· making sure that your team understands the strategic direction of both the organisation and the team

· making sure that your team understands the organisation’s overall procedures and regulations, as well as any particular procedures your department or section may have 

· explaining the organisation’s changing requirements to your team

· communicating the needs of your team to senior management

· communicating the needs of senior management to your team

· communicating so that members of your team can carry out their tasks effectively.

Sending information to your team and management

When communicating or sending information to your team or management, you need to make a decision about the form of the communication and the channel that will be used. 

Here are some useful questions to ask before you send the information:

· Who am I sending this information to?

· How many people need to receive the message?

· What is the purpose of the communication?

· Will it need to be informal or formal?

· How much information needs to be conveyed?

· Is there a need for feedback?

· Does it need to be confidential?

· Is substantiation or documentation required?

· How quickly is the information required?

· What are the costs involved in sending the information and do these outweigh the associated benefits?

My workplace

9. List the major methods of communication that you use when working with your team and communicating with management. Do you think they are effective for the purpose of the communication?

	Answer:




Evaluating financial information systems

Financial information systems are essentially reporting systems. Some organisations maintain a paper system, but most use computer-based systems. These systems store lots of information about the organisation. In most cases much of this information is not that useful unless it can be represented in a way that it will allow decisions to be made. 

The outputs of a reporting system are reports. The format of these reports vary between organisations and it will depend on the information needs of the internal users and appropriate external stakeholders.

Information is often presented at a number of levels. For example, a senior manager would need a lot of information covering many elements of the business, but in a summarised version without too much detail. A frontline manager, on the other hand needs considerable detail so as to monitor variances, but only needs that information that is under his or her control.

Reporting systems should be developed with the aim to produce reports at regular intervals, such as monthly or quarterly.  In some cases management needs the flexibility to have reports prepared at very short notice if they need to take corrective action quickly. It is seldom possible to develop a reporting system that meets the needs of every user. Even if this could be achieved the cost of doing so may be greater than the benefits gained. 

In evaluating any financial information system you must consider a number of aspects;

· What sort of system is required – a specialised system or a standard off-the-shelf system?

· Does it meet the needs of the organisation and its users?

· Is the system complex or is it user friendly?

· Who will have access to inputting information?

· How reliable is the hardware and software?

· Does it meet auditing criteria?

· How much does it cost?

· Will it need replacing in the short term, medium term or long term?

· What sort of reports will it generate?

Depending upon the size of the organisation a system may need to be developed solely for it, or it may be that one of the many off-the-shelf systems will be adequate to meet the organisation’s needs.

Answering the questions above will initially give an indication of what the various needs are at the moment and what the future needs will be. This will provide a good base to analyse the strengths and weaknesses of a variety of systems.

Many smaller organisations use off-the-shelf financial/bookkeeping systems. There are many systems on the market at the moment and each has different strengths and weaknesses.

Exercise

3. Visit the following websites and list the strengths and weaknesses of these financial information systems. Alternatively enter ‘financial information systems’ into your internet search engine and look for more. 

· e-RECORD www.ato.gov.au
· QUICKEN www.quicken.com/small-buiness
· EXCEL and small business financials www.microsoft.com/windowsxp/pro
· MYOB www.myob.com.au
· STAROFFICE www.sun.com/software/star/staroffice/6.0
My workplace

10. List all the requirements that you as a manager want from a financial reporting system. Then compare your current reporting system and compile a list for future improvements. 
	Answer:
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Sample answers to ‘My workplace’ questions

1 – 5

If you are not sure about how to answer any of these questions, ask your manager or someone who works in the accounting section. Each organisation is likely to be different.
6

	Financial
	Non-financial

	eg Company annual report
	eg Code of ethics

	
	

	
	


7

If you are not sure, ask your manager or someone who works in the accounting section. Each organisation is likely to be different.

8

This will depend on which area within the organization you are working in. For example if you are the Front Line Manager for a customer service centre then reports to enable you to be more effective include:

Sales (both in dollars & volume)

Popular products

Complaints

Staff absenteeism reports 

And so on

9

You could possibly head your table with method, advantage, disadvantage and alternative. Then list the methods, their advantages, disadvantages and whether an alternative might be more effective in getting your message across.

10

Compare your answers with the list above. If you are not sure about what the requirements ask your manager, or someone who works in the accounting section.

Sample answers to exercises

1

a)

	Contribution margin
	= selling – variable costs

	
	= $15 - $7

	
	= $8


b)

	Break-even point (units)
	=            total fixed costs

	
	Contribution margin per unit



	
	=        $125,000

	
	                 $8



	
	=       15.625 units


c)

	Break-even point ($)              
	=       total fixed costs

	
	Contribution margin per unit



	
	=        $125,000

	
	               0.533



	
	=     $234,521 


2

a) Current ratio   = current assets
                               current liabilities

	2001
	2002
	2003

	6805 =     1.60:1 

4261


	7098 =    1.33:1

5348
	6080 =    1.52:1

4007


b) Net profit margin  =   net profit before tax 

                                                   sales

	2001
	2002
	2003

	1061  = 8.03%

13209
	1565   =  9.29%

16843
	1078  = 7.46%

14441


c) Gross profit margin  = gross profit
                                               sales

	2001
	2002
	2003

	13209-11896  = 9.94%

     13209
	16843 -14818  = 12.02%

      16843
	14441-12595   = 12.78%

     14441


3

The advantages and disadvantages of particular software usually depend on what you want to use them for – do they have the features that your organisation needs? If you search for these packages on the Internet you may also find reviews that other people have written about them.
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Part 3:  Monitor and Control Finance
Overview

This content guide introduces you to monitoring and controlling finance and contains information and activities covering:

· budget responsibilities

· cost controls

· record keeping

· monitoring financial performance.

Key terms

Audit

Audits are inspections and investigations. Audits can be conducted, for example, to investigate whether finance standards, procedures and authorities are being met or to evaluate the accuracy of information processed within the financial system and that of the reports produced. Audits can be used as planned activities or randomly.

Auditor

Is a person(s) who carry out the audit outlined.An auditor is seen as an independent external observer. 

Centralised decision making

Decision making that is centralised at a single point in the organisation. This is more common in small organisations than in large ones.

Conflict

Conflict happens when a person or group of people perceives there is a difference with another person or group and this results in interference or opposition.  

Contingency plan

An alternative or 'backup' plan that the team can follow if certain events occur, eg a supplier is not able to deliver ingredients due to a shortage or a strike.

Control

Ensures that the events and activities occurring within an organisation are conforming to plans.  

Control system

A financial control system is a tool that analyses cost and revenue data so as to compare actual with planned performance.

Costs

May fall under a number of categories depending on the purpose of the analysis.  Costs are typically identified in dollar terms and refer to the expenditure consumed in operating a business.

Delegation

Empowering a person or giving a person responsibility to carry out a particular activity.

Key performance indicator (KPI)

A measure used to gauge performance for a team or individual against agreed targets or goals.

Marketing mix

A combination of four elements: Product, Price, Placement and Promotion that are the core of an organisation’s marketing activities.

Real time

Refers to information systems, operating at the same time in an alternative location. This serves as an immediate backup in case of system failure. 
Variance

In a financial management system, variance is any deviation or variation from a particular level of performance outcome such as a budget. Specific tools are used to measure and manage variance. 

Identifying budget responsibilities

Let’s begin with some basic points around setting objectives in organisations:

· all organisations, whether they are small or very large, identify objectives that they want to pursue

· managers review these objectives in line with the strategic direction of the organisation at regular intervals

· these objectives are generally very broad and need to be broken down into activities that various parts of the organisations can undertake. 

The way these activities get to the appropriate area is through delegation. Delegation means empowering a person(s) – typically at a lower level – to carry out particular activity/activities. In other words, delegation is giving someone the responsibility to undertake an activity. 

Normally these activities are delegated to one of the following levels of management:

· top level (strategic)

· tactical level (middle) 

· frontline level (operational).

For example, a Board of Directors for an organisation will delegate responsibilities to the Chief Executive Officer (CEO) or Managing Director. The CEO would then delegate to his or her middle management and so on. Delegated authority also includes allocation of the organisation’s resources including financial expenditure delegations and budget responsibilities. Larger organisations often have delegation manuals detailing what various positions within the organisation are permitted to do. These include signing off on certain expenditure items, making decisions and authorising certain activities. Always remember that the person who is delegating responsibility is ultimately responsible for the actions of the delegated person(s). 

Note: When authority and responsibility, and not only tasks to perform, are delegated with the purpose of developing employees and improving efficiency, the process is termed ‘empowerment’. 

Top level (strategic) delegation

This level, usually senior management, is responsible for:

· strategic purchases for the organisation such as land and buildings

· financing decisions for raising of capital such as long-term loans

· recruitment of senior executives

· growth decisions such as acquiring another business or opening a branch interstate

· budgeting for the organisation, etc.

Tactical level (middle) delegation

This level consists of the functional managers, who are responsible for key activities such as sales, customer service, maintenance etc. 

This group has the task of turning the long-term plans for the organisation into shorter term plans and developing performance measures (KPIs) to monitor progress. In larger organisations authority for use of resources is delegated to this level in line with the organisation’s delegations manual. 

These managers usually have responsibility for:

· developing and meeting budget requirements that fall under their control

· monitoring expenditure within their area

· identifying and implementing continuous improvements

· managing employee performance 

· providing information both upwards and downwards etc.

Note: in some smaller organisations, decision making and authority may be centralised. This means that irrespective of managers at this level, they will still need to get approval from a senior person.   

Frontline (operational) level delegation

This level is usually made up of frontline managers, such as managers and supervisors. They have the responsibility for their team’s outputs as well as monitoring performance. From a financial perspective this means ensuring that individuals carry out their task in line with budget expectations and any deviations are investigated promptly. This level will have an agreed amount of authority to use resources. In larger organisations this will be in line with what has been written in the organisation’s delegations manual. 

These managers usually have responsibility for:

· providing input into the development of budgets

· decisions relating to their team’s performance

· monitoring expenses 

· generating business opportunities for future revenue

· providing information upwards and downwards.   

Note: in some smaller organisations, decision making and authority may be centralised. This means that irrespective of managers at this level, they will still need to get approval from a senior person.   

My workplace

1. At which of these levels do you operate? Do you operate across more than one level?

	Answer:




Essentials of a control system

Any system of control, whether it be controlling raw materials in a production process, managing the collection of outstanding debts or controlling temperature in an air conditioning unit, has common elements that require:

· a planned level of performance

· a process of measuring actual performance

· a process of comparing actual and planned performance

· a way of correcting performance or correcting the overall plan.

Example

The planned level of performance for a temperature control within an air conditioning unit could be:

Adjusted on a needs basis by the user with a guaranteed non-failure rate for three years. 

The process of measuring actual performance could be:

Tracking customer complaints or proactively contacting customers or by having electronic monitoring equipment that can relay information from the customer’s air conditioning unit in real time. 

The process of comparing actual and planned performance may be: 

Planned performance could be expanded to create an equipment log which has base data such as type of unit, date installed, date maintenance due, etc. Then actual performance can be added from customer complaints, customer contacts or by electronic means; variations can then be compared.

A way of correcting performance or correcting the overall plan could be:

After identifying any variations in performance it may be realised that the temperature control mechanism needs replacing at certain intervals or maybe the air conditioning unit originally purchased no longer meets the user’s needs. Another aspect may be that in identifying any performance problems, additional business opportunities may be created.

A few things to remember about control within a business environment:

· it relies on effective data

· it should be directed to critical points of the operation

· it must be timely to be effective   

· it needs to be flexible to allow for any changes that are occurring in the organisation.

· it shouldn’t be seen as a means of exerting personal power over employees.

My workplace  

2. List the controls that are in place at your workplace.

	Answer:




Cost controls

Cost control is a vital part of any business. Cost control is directly related to delegated responsibility. Budgets formalise the various targets and procedures that are required to achieve the business objectives. Control ensures that the activities undertaken will lead to what was planned.

Control has different meanings depending upon the situation. For example, in a military situation control would mean power of command, whereas in a soccer game a referee would control the game.

In a financial situation, control means minimising costs, ensuring that variances are investigated and taking appropriate action to correct the situation. Managers can achieve this by:

· responding quickly to any abnormal costs

· continually evaluating the performance of the team members

· recognising and eliminating variances between actual and planned costs

· ensuring that organisational procedures, policies etc are reliable and can provide the relevant information.

Types of costs

There are primarily two main types of costs:

· controllable costs

· non-controllable costs.

Controllable costs 

Controllable costs are those costs that can be influenced by the appropriate manager. This influence may be dependent upon the degree of responsibility given to the manager. For example would a project manager have control over the materials used for a project – the answer is yes. Would a customer service manager have control over the raw materials used in the production process – the answer  is no.

Costs that are controllable and fall under the control of a manager should form part of a manager’s performance management. This serves the purpose of making sure the manager controls costs efficiently. 

Non-controllable costs 

Non-controllable costs are those costs that an operational manager has little to no influence over. The influence may be dependent upon the degree of responsibility given to the manager. For example, would a production manager have control over the unit amount charged for electricity use? The answer is no as the cost per unit of electricity is determined by electricity suppliers. Would a customer service manager have control over the amount of rent paid for the organisation’s building – the answer is no. Administration or the finance section would have control over this. 

However the manager can make a difference by better utilising employees and other resources, for example, sharing resources with similar areas to help manage work peaks and troughs more effectively. Another example of broad thinking would be to recommend that surplus space in the building be sub-let to generate some income. A manager could also investigate alternative energy sources and ensure electricity is not wasted in order to reduce electricity costs.   

Costs that are not controllable by the manager should not form part of the manager’s performance management.

Variable costs (eg number of phone calls) are costs that are considered controllable by the relevant manager. Fixed costs (eg cost of telephone system) are costs that are considered uncontrollable.

My workplace

3. List as many costs as you can that are relevant to your work area and identify whether they are controllable or non-controllable.  

	costs
	controllable
	non-controllable

	eg Entertainment expenses 


	√
	

	
	
	

	
	
	

	
	
	

	
	
	


Cost control does not always mean doing things at the least cost. Often costs are budgeted to meet specific quality requirements, particularly those items of high quality. For example, substituting lower quality ingredients for a  boutique perfume may have longer term impacts on market share because customers will notice the difference and may choose another brand or fragrance.

So cost control must be aligned with budget expectations and linked to the organisation’s goals, objectives and culture. 

Record keeping

Record keeping is an integral part of finance. Record keeping applies to all forms of business structures; however companies have additional requirements that need to be verified and reported.

The Australian Securities and Investment Commission (ASIC) has all the information about what records companies and corporations must keep. Visit www.asic.gov.au for more information.

Financial records are necessary for the financial control of the organisation. They can be kept either manually or electronically and there are many computer packages available to record information.  Records are controlled by both internal and external standards. The internal standards are determined by management based on the needs of the organisation. The external standards are determined by professional bodies and legislation. Examples of professional bodies include the Australian Accounting Standards Board (AASB) and the Australian Securities and Investment Commission (ASIC). Examples of legislation include the Income Tax Assessment Act.
The internal standards are generally more detailed than the external standards. For example, internal requirements may want every expense item itemised for every employee (telephone, petty cash, fuel, etc) whereas the external requirements may be to bundle all expenses together.

Types of records

The types of financial records vary from one organisation to another. Records are kept for both the value of transactions as well the volume. For example, a department store may buy 20 DVDs to resell, each costing $100. The value of the transactions would be $2000 shown in the purchase records and the volume would be 20 units shown in inventory or stock. 

 The length of time that these records are required to be kept will also vary. For example, retaining documents for federal matters often differ from state government requirements, and company records differ from those of a sole trader.  Taxation records need to be kept for a minimum of five years.

The following table provides a guide to many of the financial records that an organisation needs to keep. It is by no means exhaustive.

	Category
	Description

	Financial statements
	Profit and loss statements

Balance sheets

Cash flow

	Taxation 
	Income tax

Company tax

Payroll tax

Goods and Services (GST)

Business Activity Statements (BAS)

Fringe benefits tax

	Cash 
	Cash receipts

Bank deposit books

Cheque book

Cheque book butts

Petty cash books/copies of receipts

	Banking
	Bank statements

Bank loan documents

Bank reconciliations

	Creditors
	List of creditors

Invoices paid

Invoices received but not paid

	Debtors
	List of debtors

Debtors paid

Debtors unpaid

	General ledger
	Summary of all ledger entries 

	General Journal
	Summary of all journal entries

	Salaries and wages
	Superannuation records

Annual leave and long service leave provisions

Payroll records

PAYE records for employees


My workplace  

4. List all the records that are kept in your organisation and identify the length of time these at kept for.

	Answer:

	Category
	Description
	Time retained

	
	
	

	
	
	

	
	
	

	
	
	


Legal requirements

As a manager in an organisation you have many responsibilities including:

· knowing what your organisation is doing

· if your organisation operates in the public sector, taking particular care when handling ‘public’ money 

· if your organisation is not operating in the public sector, taking care handling people’s money 

· being honest and careful in your dealings at all times

· maintaining proper records, ie records that are accurate, complete and reflect actual events

· ensuring employees behave honestly 

· acting in the best interests of the organisation, even when your own interests may differ from the organisation’s interests

· using information properly, and avoiding activities such as insider trading. 

· making sure your organisation can pay its debts

· ensuring that any activities do not harm either employees, community or the environment

· acting within the law, etc.

My workplace

5. Using the above list of legal requirements as a guide, list the ones that you have responsibility for. (You may need to expand them to cover the requirements of 
your role.) 

	Answer:




Audit requirements
The users of financial reports compiled from the financial records want to be confident that the information contained in the reports is a true and accurate assessment of the organisation. The purpose of an audit is to add credibility to these reports.

An auditor – the person who audits the financial reports – must be independent of the organisation. The auditor’s task is to review the systems used to prepare the reports as well as check the accuracy of the information that has gone into the systems. The auditor will also verify if the financial information of the organisation complies with accounting standards. 

For more information about accounting standards visit the Australian Accounting Standards Board at www.aasb.com.au
In the case of companies, the directors are responsible for the preparation and presentation of the financial reports of the company. Companies are required by the Corporations Law to have their accounts audited. 

However, many other organisations present audited accounts even when it is not mandatory to show that their accounts can be relied upon. Sporting organisations and small clubs often do this.

Some larger organisations  may have a separate department that conducts internal audits of financial records and systems. The internal auditing department can also work proactively with management to develop ongoing improvements in either the collecting of information or the development of systems. They can also conduct a mid-term audit and identify any gaps in information. This allows management to put into place any improvements prior to the final audit.

As a manager of a work team you can conduct ‘informal audits’ on important processes and procedures within your area of accountability. A simple checklist can be used to compare actual practices and outcomes against official policies and procedures.  

My workplace 

6. Who audits your organisation’s financial reports?

	Answer:




Communication
Record keeping can be an onerous exercise, in terms of the volume of information and the timeliness of the input of the information. At times tension can be high among team members particularly when certain activities are dependent on others and multiple people are undertaking those activities.

It is not acceptable to offer excuses either for not providing information or not meeting the required timeline, particularly if reports are due to be presented to an auditor. There are a number of useful approaches that can help in difficult situations.

Consultative approach

It is important that you, as manager, use a consultative approach as the first step to gaining team members’ input on decisions to be made within the team.

You should present the problem or tentative decision to the team for discussion, and ask for their ideas. You should consider the opinions of your team members before a decision is reached. You must keep an open mind and be able to tolerate dissenting views and suggestions. This approach is similar to a brainstorm where all ideas should be accepted without judgment. 

Then, the team evaluates the ideas and a decision is made about the most appropriate course of action. As manager, it is a good idea for you to seek consensus before making the ultimate decision. If the decision is acceptable to the team as a whole, then you will have a much higher rate of success in achieving your goals.

Sharing decision-making and giving your team an opportunity to have input increases the commitment of team members to the decision and helps them to accept change. Even if the final decision does not align with that of an individual team member the decision is more likely to be accepted because that team member can see they had the opportunity to present their opinions and that these were evaluated in a fair and transparent way.

Cooperation

Cooperation is the very essence of teamwork. It means fitting in with others and supporting them. We have grown up in a very individualistic society so it is sometimes difficult to get people to cooperate, especially if the organisation has traditionally rewarded individuals rather than the team.

It is important that you provide the right conditions to foster cooperation within your team. You need to encourage team members to help one another for the mutual good, rather than fight against one another. If someone has too much work they may need help from other team members who are not so busy. Over time individual team members are able to see they are not alone but are part of a supportive team.
Mutual responsibility and accountability

Regardless of the structure of the team, it is necessary to make clear at the beginning the responsibilities and accountabilities of the team and its members. Usually you, the manager, are accountable for the team’s decisions, actions and performance. If things go wrong, you are usually the one to suffer.

Yet, it is not good enough for team members to blame you — you need to make them aware that their actions also contribute to the team’s outcome.

If you manage your team well, the members will develop the capacity to assume responsibility for their efforts. You can give them small problems or tasks before the larger and more complex tasks, so that they can enjoy the successes of the smaller projects before gradually building up to having greater responsibilities and accountabilities.

It is important that you make it clear to your team members that certain responsibilities are a shared commitment — this includes responsibility for task achievement, team morale and a range of other factors connected with the team’s operation.

My workplace

7. Look at the responsibilities and accountabilities of your team and decide whether your team members have a shared commitment to task achievement, team morale and other factors relating to the team’s operation.

	Answer:




Contingency plans

We have discussed the importance of record keeping and identified that information needs to be accurate, timely and available. What happens if the records that are needed are not available? It could be the result of an accident, technical error or maybe even something more malicious. 

Most organisations put in place contingency plans, particularly for financial information, in case any of the above mentioned problems occur.

If records are kept on computer, a contingency plan may be simply backing the data up on disk on a regular basis. This basis will vary between organisations. Another contingency may be that the computer system may have to be backed up in real time off site allowing for immediate recovery and miminal loss. In the case of paper records a contingency may be to copy records and store the copy off site.

Because most organisations have many records of varying importance part of contingency planning is to decide which records need back up and by what means. The means used may differ depending on the importance of particular records and 
their frequency and purpose of use. 

My workplace 

8. What contingency plans are in place where you work? Are they effective?

	Answer:




Monitoring financial performance

An organisation carries out a variety of activities. These activities comprise both inputs and outputs. For example, the activity of making bread includes raw materials such as flour and yeast and a number of overheads such as electricity. The output is a loaf of bread. 

In making this bread each of the activities are planned. Ideally planned inputs should be the same as the desired outputs. Often this is not the case, and this can be due to a number of factors. The result is that adjustments need to be made to the inputs. 

Monitoring and corrective action are the major parts of the control activities of any organisation. The timeliness of monitoring varies between organisations – for example, an organisation that manufactures food products will monitor its activities more regularly than a local government council library monitoring magazines. 

Generally organisations will agree on particular cyclical periods to conduct formal monitoring such as:

· monthly 

· quarterly

· bi-annually 

· annually.

Variances and their causes

The first element is the monitoring of actual performance against budget. From this, differences called ‘variances’ are identified. A variance can be either favourable or unfavourable. 

What is a favourable variance?

A favourable variance is also known as a positive variance. This is when the item or activity is under budget – in other words the budget allocated for this has not been completely used.

What is an unfavourable variance?

An unfavourable variance is also known as a negative variance. This is when the item or activity is over budget – in other words the budget allocated for this has been used and is currently overspent.    

When variances have been identified, it is necessary to determine the reason for them. The variance may result from several causes, including incorrect information used to prepare the budget, better or poorer performance by people responsible for the activity, incorrect processes or uncontrollable events occurring outside the responsibility area. An example of the latter one is the price of fuel. Ongoing fluctuations in the price of crude oil will make planning difficult and this could result in regular variances, particularly if your organisation is in the transport industry.

The analysis of any variation begins with its calculation. There are numerous types of variances that can be calculated, and each organisation has usually identified those that important to them. Keep in mind that as long as they produce meaningful information and can form a basis of control then they are achieving their purpose.

Example of sales variance(s)

John and Gloria’s café budgeted to sell 1000  regular takeaway coffees at $3.00 for the month of May. A new competitor opened down the road in April and is selling regular take away coffee for $2.50. In an attempt to retain customers John and Gloria’s decide that they will drop their price to $2.50 for the month of May. Actual sales for May were 1250. This information is shown in the following format:

	BSP (budgeted sales price)
	= $3   

	ASP (actual sales price)
	= $2.50      

	BS ( budgeted sales)
	= 1000

	AS (actual sales)
	= 1250

	BSV (budgeted sales value)
	= $3000 

	ASV (actual sales value)
	= $3125 


The sales value variance is calculated as the difference between the budgeted sales and the actual sales. 

	Sales value variance
	= BSV - ASV

	
	= 1000 x $3 – 1250 x $2.50

	
	= $3000 - $3125 

	
	= $125 (favourable)


The sales price variance is calculated as the difference between the actual sales at the budgeted price and the actual sales and the actual price.

	Sales price variance
	= standard sales – actual sales

	
	= actual sales at budgeted price – actual sales at actual price

	
	= 1250 x $3 – 1250x $2.50

	
	= $3750 - $3125

	
	= $625 (unfavourable)


The sales volume variance is calculated as the difference between the actual volume of sales and the budgeted volume of sales.

	Sales volume variance
	= budgeted sales – standard sales

	
	= budgeted sales at budgeted price – actual sales at budgeted price

	
	= 1000 x  $3 – 1250 x $3.00 

	
	= $3000 - $3750

	
	= $750 (favourable) 


The combined sales volume and price combined results will provide the same result as the sales value variance.

	Sales volume and price combined 
	= $625 (unfavourable) + $750 (favourable)



	
	= $125 (favourable)  


The next step is to identify possible causes for the variances. You need to consider many factors, some of which may be outside your area of responsibility.

Typical causes in changes to selling price include:

· increased competition

· reduction in material cost 

· reduction in manufacturing costs.

Typical causes of a change in volume of sales include:

· increased competition – increase in advertising

· higher quality product

· better customer service

· altering the marketing mix.

Note: it can be seen that an enormous amount of information can be developed and then analysed, to help identify variances and their causes. The important thing to remember is to avoid taking any short cuts with the development of the information. It’s always better to be able to make informed decisions rather those based on very thin information.

Exercise

1. Spick and Span is a retail outlet for cleaning products. It has budgeted to sell 1000 units of product A at $5.00 and 1500 units of product B at $10.00. A similar retail outlet has opened in a neighbouring suburb and is offering customers the same products at cheaper prices: product A at $4.00 and product B at $8.00. Spick and Span decided to better the competitor’s deal by 0.50c for each product. Actual sales increased by 20% from what they originally budgeted.

Spick and Span have asked you to calculate:

· sales value variance

· sales price variance

· sales  volume variance.

	Do this on a separate piece of paper or open a new document.




Types of variances 

There are a number of common types of variances that are investigated by organisations, including:

· material cost, material price, material volume 

· direct labour cost, labour rate and labour efficiency rate 

· overhead variance – fixed and variable.

Each of them has different formulas but essentially they follow a similar format to what has been shown with sales variances.

From the analysis of the variances you then look for the causes. Identifying the causes may also provide a basis for continuous improvement. Causes can be grouped as either positive or negative. Sometimes a positive variation in one area of the organisation results in a negative variation in the other. Some typical causes are:

	Positive
	Negative

	reduction in production costs
	increase in materials

	trade discounts
	not taking advantage of discounts

	increased advertising – increased sales 
	economic climate, eg high price of oil

	hiring more experienced employees
	wastage 

	new technology
	spoilage

	procedure change
	machine breakdowns


Depending upon the extent of any variance found, corrective action is required to be taken. For example if the level of a negative variance is acceptable then no action is required. However if the negative variance shows significance in deviation from budget, you need to take corrective action to avoid any harm to the organisation in the long run. For example, electricity expenses (overhead) might exceed the budget for a particular period, which could result in less profit if action is not taken. The action may be simply to switch off the lights to the complex at the end of the day. The overall aim is to try to bring actual outcomes back in line with budgeted outcomes and to prevent future unfavourable variances.

Identifying the cause of positive variances may provide you with opportunities to create savings and efficiencies in other areas of your team’s performance or across the organisation. 

A positive variance may also release funds that will enable you to fast track a project or implement a plan that was on hold because the finances were not expected to be available However before taking advantage of a positive variance in this way it is essential to ensure the surplus won’t be needed later in the year to balance the budget. This situation can be a particular trap in organisations that spread their budgets equally between the months and quarters of the budget year and don’t take seasonal factors into account. 

In many situations you will also find that a positive variance for various items counter-balances negative variances for other items. The end result is that the overall budget for the work unit balances. It is important that you evaluate individual elements within your budgets, but also the total overall result.

My workplace

9. List the types of variances that are identified and investigated in your organisation.  

	Answer:




Variance reports

As a manager you are required to report on these variances. Variance reports are a good way of summarising the variances and their causes. The reports can also be extended to show what corrective action you have undertaken.

The format of these reports will vary from one organisation to another. A typical report can be represented as:

Performance report for the month of May 2005:

	
	Budget
	Actual
	Variance
	Causes

	Sales
	1000
	1250
	250
	Increase in advertising 

	Production
	400 units
	350 units
	(50)
	2 day strike

	Labour cost
	$70000
	$66,000
	($4000)
	2 day strike

	Overhead
	$2900
	$3500
	($600)
	Machines not shut down – automatic shutdown malfunction


Variance reports can be useful, but remember that they need to produce meaningful information, otherwise it could result in what is commonly known as Garbage In Garbage Out (GIGO). 

Further reading

Anandarajah, A, Aseervatham, A & Reid, H (2005) Prepare and manage budgetsand financial plans: Managing Finance.  Prentice Hall: Sydney.

Banks, A & Giliberti, J (2003) Budgeting. 2nd edition. McGraw-Hill: Sydney.

These texts provide further detail along with many examples of variances and variance reports.

Trends

The purpose of analysing trends in the business environment is to identify any positive or negative changes that may be relevant for your organisation.  These trends can suggest opportunities for your organisation; alternatively they can pose a challenge. 

As a manager you are responsible for the outputs under your area of control. Sometimes factors external to the organisation will impede your abilities to meet those responsibilities. Keeping in tune with what is going on externally is sound advice for a manager.

There are both financial and non-financial factors that you need to consider including:

· economic conditions (eg boom or recession) 

· business life cycle (start-up, growth, maturity, decline)

· technological changes (eg new products, new methods)

· political decisions (eg legislative changes, tax implications) 

· environmental (eg new laws, community expectations)

· labour market movements (eg skills sets and skills shortages) 

· legislative requirements (eg workers compensation, OHS).

My workplace 

10. Using the above list as a guide, examine all the factors that may impact on your organisation. List four factors that may be opportunities for your organisation and four factors that may be threats. 

	Answer:
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Sample answers to ‘My workplace’ questions

1

Read through the bullet points under each level of management. Which of these describe the sort of work you do?
2

Read through the examples in this section. Now think of the controls in your workplace and list them here. If you’re unsure talk to someone else in your workplace.
3

If you are not sure, ask your manager or someone who works in the accounting section. Each organisation is likely to be different. 

4

Each organisation will be different. If you are unsure on what records are kept or length of time they are retained for, ask your manger or someone who works in the accounting area.

5

If you are not sure, ask your manager or someone who works in the accounting section. Each organisation is likely to be different.
6

If you are not sure, ask your manager or someone who works in the accounting section. Each organisation is likely to be different.
7

First, you will need to identify the responsibilities and accountabilities of the team and its members. Second, decide whether these are shared among the team members. Third, think about whether you give your team members opportunities to take responsibilities and be accountable for their actions. Do you allocate tasks as well as their associated responsibilities?

8

If you are not sure, ask your manager or someone who works in the accounting section. Each organisation is likely to be different

9

If you are not sure, ask your manager or someone who works in the accounting section. Each organisation is likely to be different
10

There is no specific answer to this question. Each response will be different depending on the organisation you work in. For example factors that may impact on a local government council will be different from those that impact on a nursing home.

The following will help guide your thoughts:

Opportunities: 
eg Political –  an increase in duty tax on imports will raise the cost of imports and may provide some protection to local industry, which may boost local sales 
eg Technological changes – the introduction of a new hand-held computer for sales representatives in the field is likely to reduce the time taken to process customer orders, which will greatly improve customer service and win new customers from competitors.

Threats:

eg Environmental – new requirements on emissions will require large capital outlays to modify the business operations. The cost of these modifications may jeopardise the continuity of operations.

eg Economic conditions – the economic forecast is indicating that a recession is likely in the next six months. Business has been difficult over the last two years and the recession may require a permanent closure to trading.    

Sample answer to exercise

1

	BSPA (budgeted sales price)
	= $5.00  

	BSPB (budgeted sales price)
	= $10.00  

	ASPA (actual sales price)
	= $3.50      

	ASPB (actual sales price)
	= $7.50

	BSAA ( budgeted sales)
	= 1000

	BSAB ( budgeted sales)
	= 1500

	ASAA (actual sales)
	= 1200

	ASAB (actual sales)
	= 1800

	BSVA (budgeted sales value)
	= $5000 

	BSVB (budgeted sales value)
	= $15000

	ASVA (actual sales value)
	= $4200 

	ASVB (actual sales value)
	= $13500


The sales value variance is calculated as the difference between the budgeted sales and the actual sales. 

	Sales value variance
	= BSV - ASV

	
	= BSVA –ASVA + BSVB - ASVB  

	
	= 1000 x $5.00 – 1200 x  $3.50 + 1500 x $10.00 – 1800 x $7.50

	
	= $5000 - $4200 + $15000 - $13500 

	
	= $800 (unfavourable) + $1500 (unfavourable)

	
	= $2300 (unfavourable)


The sales price variance is calculated as the difference between the actual sales at the budgeted price and the actual sales and the actual price.

	Sales price variance
	= standard sales – actual sales

	
	= actual sales at budgeted price – actual sales at actual price

	
	= 1200 x $5 – 1200x $3.50 + 1800 x $10 – 1800 x $7.50

	
	= $6000 - $4200 + $18000 - $13500

	
	= $1800 + $4500

	
	= $6300 (unfavourable)


The sales volume variance is calculated as the difference between the actual volume of sales and the budgeted volume of sales.

	Sales volume variance
	= budgeted sales – standard sales

	
	= budgeted sales at budgeted price – actual sales at budgeted price

	
	= 1000 x  $5.00 – 1200 x $5.00 + 1500 x $10.00 – 1800 x $10.00 

	
	= $5000 - $6000 + $15000 - $18000

	
	= $1000 (favourable) + $3000 (favourable)

	
	= $4000 (favourable) 


The combined sales volume and price combined results will provide the same result as the sales value variance.

	Sales volume and price Combined 
	= $6300 (unfavourable) + $4000 (favourable)



	
	= $2300 (unfavourable)  
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Part 4:  Review, evaluate and present financial management process improvements
Overview

This content guide contains information and activities for various ways to review, evaluate and present financial management process improvements covering:

· collection and organising of information

· analysing information

· presenting information

· contingency planning.

Key terms

Causal research methods

Research that collects data that will allow an examination of cause and effect relationships.  

Communication

Communication is about striving to arrive at a mutual understanding with another person or group of people.

Contingency plan

An alternative or 'backup' plan that the team can follow if certain events occur, eg a supplier is not able to deliver ingredients due to a shortage or a strike.

Descriptive research methods

Is research designed in an attempt to determine who is doing what, why, how and when. Generally uses a set of quantifiable or scientific methods to collect and describe characteristics. 

Distributive bargaining

Is about negotiating over who gets what share of a fixed pie.

Exploratory research methods

Starts with gathering as much information that is available about the problem; sources of information may come from trade, marketing or accounting journals. 

External sources

Information that comes from sources external to the organisation, such as Australian Taxation Office.

Groupthink

Is a phenomenon describing how pressure to conform can sometimes lead group members to fail to conduct critical evaluation that goes against group consensus, possibly resulting in bad decisions. 

Integrative bargaining

This form of bargaining is more about finding an amicable solution which results in a win-win for both parties.
Internal sources

Information that comes from internal sources within the organisation.
Negotiation

Negotiation is essentially a process between individuals or parties where goods, services or information is exchanged for an agreed rate. This rate may be either financial or non-financial. In other words it is about bargaining.

Collecting information

Information is vital to ensure that effective business decisions are made.  Regrettably not all information is good. Most businesses are bombarded with too much information. Information technology allows even the smallest amount of information to be examined and then cross-examined. So what constitutes good information? Is it something that allows a well- informed decision to be made, or is it something that increases a person knowledge about a particular task or activity?  Most people would suggest that it is a combination of both. What do you think?    

The types of information gathered by an organisation will vary greatly depending on the nature of business undertaken. A public sector organisation such as a water utility needs lots of information covering the wide range of products and services it provides. The quality of this information needs to be very high because it is available to many interested groups of people. On the other hand a clothing shop would require information about many aspects of its operations but not in as much detail as a water utility.

Information can come from either:

· internal sources

· external sources.

Internal sources

As the name suggests information from internal sources comes from within the organisation. If we consider a service business such as an accounting firm or a medical practice, internal information would include:

· client or patient personal details

· amounts owing by clients or patients

· appointment schedules 

· employee details

· absentee details 

· employee costs

· profit and loss statements

· asset register

· creditor details

· expenses.

My workplace

1. Using the information from the list above what information is collected in your workplace from internal sources?

	Answer:




External sources

In many cases managers will need information from outside the organisation. Gathering this information can be time consuming, however it is important to remember that this information may be critical to decision making and managers should avoid the temptation to take short cuts. At the end of the day well-informed decisions are likely to be more effective than those based on limited information. 

Examples of external sources of information include:

	Type of information 
	Examples of sources

	interest rates
	Reserve Bank www.rba.gov.au

	competitors
	company reports and their websites 

	taxation
	Australian Taxation Office www.ato.gov.au

	economic information
	Committee for Economic Development of Australia www.ceda.com.au

	export markets
	Austrade www.austrade.gov.au

	demographics
	Australian Bureau of Statistics www.abs.gov.au

	occupational health and safety
	various state authorities such as  www.workcover.qld.gov.au; www.workcover.nsw.gov.au; www.workcover.vic.gov.au etc


To gather information from both internal and external sources organisations need to have an effective information system. It is also important to remember that an information system is only as good as the information that is put in and that will require well trained employees.

Gathering information about customers, competitors, business operations is all well and good but unless this information is utilised by the organisation and, more importantly, is kept up to date, the exercise can be not only useless but a significant cost to the organisation. 

So information needs to be:

· easily accessible

· accurate

· relevant.

Computers and the use of a variety of data base software programs can make calling up information, particularly historical data very easy. These programs often allow you to use historical data to forecast future trends – a fantastic benefit in planning future activities.

My workplace

2. List the various types of information that is available on your workplace computers that help you manage your activities.

	Answer:




Accuracy is not just important – it is essential. In order to make effective decisions you need accurate information.  The majority of accounting systems are managed by well trained and dedicated employees. While this provides some confidence over the accuracy of the data, often it is a good idea to check some of the data. This may be as simple as talking with one of the debtors to verify the amounts that they owe. Likewise, check with a creditor to confirm how much you owe. 

Information that is gathered from internal sources and which have effective accounting processes in place can be regarded as accurate. On the other hand information that is gathered from external sources may vary in accuracy depending upon the type of information. For example information obtained from the Australian Taxation Office would tend to be regarded as more accurate than information you have obtained about a competitor’s customers from their annual report.

The relevance of information gathered will vary between different managers, different divisions and different organisations. Relevant information must be related to the immediate area that is receiving the information. It should examine things such as performance, costs and risks. Often information is shared within an organisation that has not a lot of real relevance to a manager’s immediate workplace.   

Some examples of information that is not relevant include:

· the production manager receives information about the expenses incurred in the finance area

· the marketing manager receives a report detailing absenteeism across the organisation

· the human resource manager receives information about machinery maintenance.

Relevance of information also relates to time. Sometimes information continues to be gathered about activities that were once important to an organisation’s success. For example if an organisation had once operated an outlet in Tasmania but closed that operations down three years ago, should they still be collecting demographic information about Tasmania? The answer would be no.  

All the above factors concerning information are frequently summarised by the terms ‘validity’ and ‘reliability’, ie to be useful information should be both valid and reliable.

My workplace

3. List any information that you receive that you believe is not relevant to your section or department. Take this to your manager and ask why this information continues to be provided.

	Answer:




Organising information

Organising information into categories can be achieved through a number of computer data base programs or spreadsheets.

A data base, simply put, is a collection of files. Data bases sort, manage and retrieve information. Many organisations use data bases to store information about: 

· customers

· inventories

· debtors

· creditors

· assets, etc.

In some small organisations this information may be stand alone. In other words each area would have a separate data base designed to meet their specific needs. One problem with this is if one area needs part of another area’s information, it may need to be re-entered, resulting in duplication. In larger organisations an integrated approach may be used.  This means that one system is used and information is only entered once. While the initial cost of an integrated system can be expensive it does have ongoing benefits of efficiency.

Spreadsheets are a great way of entering large amounts of repetitive information. One of the benefits of spreadsheets is that you can enter formulas into the cells to enable calculations such as summation or substraction. Another benefit is that you can change information and quickly see what the result will be numerically. For example, if you wanted to see what the impact on profit would be by raising your price, the spreadsheet can quickly calculate that.

My workplace

4. How is the information organised in your workplace – is it through data bases or spreadsheets? List four advantages and four disadvantages of the system utilised in your workplace. 

	Answer:




What type of activities get reported on?

This will vary from one organisation to another. It will also depend on whether you are providing information internally or to external stakeholders.

The financial performance of any organisation is gauged by comparing the actual outcome of the organisation’s activities against the planned outcome. 

Information is useful to the user only when it provides details for decision making and is provided quickly in order to make these decisions and it is in a format that is understood by the user.  In addition some information gathered now may be critical for decisions made in the future.

Some information needs to be monitored more regularly than others. For example information on debtors may need to be monitored as frequently as weekly to ensure that your organisation has adequate cash flow. On the other hand, budget information comparing actual versus planned would probably be done monthly. 

Often non-financial information is collected in conjunction with the financial information. Occupational health and safety and environmental activities are common examples.

Modifying information

We have said previously that information needs to be easily accessible, accurate and relevant. It may also need to be modified. It is important that the data reflect the current situation. For example you may have a customer who owes your organisation a large amount of money that they are unlikely to pay for some time. In may be in the organisation’s best interest to put a stop on further purchases by this customer until the account is settled. So the current information about this customer needs to be modified immediately.

Some other examples of both financial and non-financial information that requires updating include:

· employee entitlements

· inventory

· debtors

· selling prices

· new policies and procedures.

Storage of information is also very important. Information needs to be stored until it is no longer required by the organisation. For most of the day-to-day information such as inventory lists, budget actual versus planned reports there is no particular length of time that they are required to be held. Other records, such as those relating to income and taxation, are required to be held for particular lengths of time. Others such as workers compensation and occupational health and safety, may vary depending on which state or territory that you live in.

You need to protect vital information for an organisation. Imagine what would happen if a bank lost all the records of its customers.

Most organisations should have contingency plans for their information. This may be simply a backup of all the data every day and information saved on computer disk or CD. Most organisations would also remove this information from site in case something accidental or drastic occurred. If the organisation is large enough it may have a duplicate system running at another location, in real time, that can be called upon immediately should there be a technical or other problem.      

Security of the information is of particular importance, especially with the onset of computer viruses and worms that are designed to eat away at the data stored. Actions such as scanning for viruses and accessing information through personal access codes and passwords can certainly minimise security issues. You should also make sure that employees are made aware of the importance of security and regularly reinforce what could happen to them and the organisation if security is breached.

My workplace

5. How often is the data updated in your workplace? List the ways in which security is maintained on your organisation’s information system. 

	Answer:




Analysing information

Organisations are dynamic – that is they are constantly changing. They respond to legal, ethical, environmental and political pressures as well as pressures coming from customers, employees and the owners.

Organisations with the exception of not-for-profit organisations, are profit driven. All organisations need to at least cover their costs to make them viable. In order to make sure this happens organisations need to constantly analyse information. Analysing information requires an understanding of various research methods.

Let’s consider this in more detail. A production area will want to know whether changing a raw material in the process will have an impact on consumers. For example a new raw material may cost half that of the existing one used, and will dramatically improve the financial bottom line in terms of cost of goods sold. However, if a customer detects a quality issue they may abandon the product completely and turn to a competitor’s product. This too would have an impact on the bottom line albeit negative.

In another example, the sales and marketing area may be considering changing the packaging to a product. The existing packaging is expensive but distinctive and a now cheaper alternative is available but is less distinctive. The sales and marketing team will want to know how consumers will react and whether the new packaging will have a positive impact. 

In both these cases managers and other key people within the organisation will have a general idea what the impact will be, but is that enough? Probably not, so they may look at doing further research, to give them additional information that they can factor into their decision making process.

There are a few types of business research and they can be used specifically depending upon the type of problem. They are:

· exploratory research

· descriptive research

· causal research.

Exploratory research 

Exploratory research, as the name suggests, starts with gathering as much information that is available about the problem. In the case of introducing a new raw material, research could locate information about the material, through relevant journals, magazines, searching via the internet, material safety data sheets, etc.

Exploratory research may also involve talking to organisations currently using the raw material to find out more about it. Talking with the finance and sales area to look critically at the cost savings versus customer acceptance, would strongly be advisable.

Descriptive research 

Descriptive research is research that attempts to determine who is doing what, why, how and when – it’s a bit more quantitative. The organisation will identify all those other organisations that are using the new raw material, how they are using it, when and why they changed. 

Causal research 

Causal research is research that collects data and creates information that will allow the researcher to look at the cause and effect relationships between the variables.  In this case the organisation can start to consider  what the effect would be if they introduced the new raw material and it caused a decline in sales; likewise they can consider the effect if it caused an increase in sales.

Further reading…

Lukas et al (2004) Marketing Research. McGraw-Hill: Sydney. Chapters 5, 6 & 7.

Boyce, J (2005) Marketing Research. 2nd edition. McGraw-Hill: Sydney. Chapter 2.

These books provide detailed information on:

· exploratory research methods

· descriptive research methods

· causal research methods.

My workplace

6. Does your organisation conduct any research? If yes, list the various types and reasons.

	Answer:




Data analysis

We read in the newspapers, and watch on television stories about accounting scandals. Some will recall names such as Alan Bond, Christopher Skase, Abe Goldberg and more recently Ray Williams and Brad Cooper from HIH insurance. As a result of these scandals law makers and policy makers have implemented strict new financial requirements. The message appears to be very clear – companies without easily accessible, accurate and timely information could face threats of fines, investigations, prosecution and even deregistration.

Managers and executives need ensure that they comply with all the regulations, but at the same time have information, both financial and non-financial, that will continue to improve the efficiency and profitability of the organisation. Continuous advancements in technology provide a variety of software packages to accommodate organisations whether they are small or very large. 

Data analysis is a process that converts the raw data into more meaningful information. 

Data analysis can either be done:

· electronically

· manually. 

There are a few computer based programs that can sort data and conduct various levels of analysis, including:

· Statistical Package for Social Services (SPSS), visit www.spss.com
· Statistical Analysis System (SAS), visit www.sas.com
· Microsoft Excel spreadsheet and Access database, visit www.microsoft.com
· Open source spreadsheets and databases, visit www.sun.com/software/star/staroffice or www.openoffice.org 

· Accounting packages, visit www.myob.com.au or www.quicken.com.au 

Not surprisingly, the more specialised packages have a wide variety of features.

Manual systems can be quite cumbersome and difficult to manage. Manual data analysis is now confined to very small amounts of data. However in years gone by most analysis was collected manually, collated and then transferred into a typewritten form.

Quite often a number of errors occur in collating data. Errors can result because of misinterpretation of the data, the source information was corrupt, data processing error, etc. The text references identified above provide considerable detail about these errors and ways to avoid them.

Assumptions and interpretations

After collecting the data and collating it into meaningful information, it is time to interpret the information. When you do this, it is vital to ensure that the relationship between data and any implications of the findings are based on clear assumptions and not ‘gut feel’. These assumptions should also be consistent with the objectives and intentions of gathering this information in the first instance. Often opinions are formed on very loose assumptions and in some cases managers have used these opinions to make some poor decisions.

Let’s see how assumptions are made. The following is some data that has been collated from sales over the last six months from John and Gloria’s café.

Exercise

John and Gloria’s café wants to determine what products sell better in the warmer months (January to March) and what products sell better in the cooler months (April to June). They are interested in expanding their product offerings.  

	
	Jan
	Feb
	March 
	April
	May
	June
	Total

	Coffee (reg)
	750
	800
	850
	1000
	1000
	1250
	5650

	Coffee (lge)
	600
	800
	900
	900
	950
	1000
	5150

	Latte (reg)
	800
	750
	780
	800
	850
	880
	4860

	Latte (lge)
	750
	800
	750
	750
	1000
	1100
	5150

	Hot chocolate (reg)
	400
	450
	430
	500
	550
	600
	2930

	Hot chocolate(lge)
	420
	400
	380
	470
	500
	550
	2720

	Mocha (reg)
	200
	210
	200
	160
	160
	200
	1130

	Mocha (lge)
	180
	220
	240
	200
	190
	240
	1270

	Tea
	70
	80
	75
	80
	85
	90
	480

	Milkshakes (reg)
	450
	400
	400
	350
	300
	200
	2100

	Milkshakes (lge)
	400
	380
	400
	400
	200
	150
	1930

	Thick shakes
	800
	850
	800
	600
	200
	100
	3350

	Muffins
	2000
	2600
	3000
	3100
	2900
	3500
	17100

	Banana bread
	1000
	1200
	1300
	1200
	1500
	1600
	7800

	Raisin toast
	370
	400
	400
	300
	700
	900
	3070

	Mud cake
	100
	120
	150
	170
	120
	110
	770

	Pies
	250
	350
	400
	450
	600
	800
	2850

	Sausage rolls
	200
	250
	400
	500
	700
	900
	2950


From this information a number of assumptions can be made. Do you think the following assumptions are correct using the information in the table?

1. Sales for hot drinks are higher in the cooler months from April to June than they are from January to March 

2. Milkshakes sell better in the warmer months than the cooler months

3. Customers who order coffee also order muffins

4. Customers prefer sausage rolls rather than pies

5. Tea is not a popular item

6. Blueberry muffins sell better than apple and cinnamon muffins

7. Banana bread is more than twice as popular than raisin toast

8. Half the customers who purchase large mochas purchase a slice of mud cake

9. There is not very much difference in sales between regular and large hot chocolate drinks

10. Customers who buy pies also buy tomato sauce.   

The assumptions listed above are fairly straightforward. But at least four are made based on no information at all. How many did you pick? 

	Answer:




This exercise demonstrates that assumptions can be made based on limited information. Imagine if you were told these assumptions without being privy to the information, or even worse not challenging the relevance of the information to make these assumptions.

Often groups within an organisation fall into the trap of ‘groupthink’. This is an important issue to be aware of when you use team decision-making processes.

Groups experiencing ‘groupthink’ tend not to question each other and in so doing do not consider all alternatives. Often they are under pressure to make recommendations or decisions. In other words their decision making is incomplete. Other symptoms include:

· not wanting to be seen to challenge the status quo 

· being highly selective in gathering information to a point of overlooking critical information 

· trying to guard the group from negative information and adverse opinion

· wanting to remain unanimous with the group
· putting pressure on others to make quick decisions unnecessarily

· wanting to preserve an image of a team that always makes a decision on time.

Irving Janis developed the concept of groupthink and the best example of groupthink was with the space shuttle Challenger disaster in 1986. Less than two minutes after take-off the shuttle exploded killing all seven crew members. The investigation that followed identified that the tragedy could have been avoided. Visit www.afirstlook.com/archive/groupthink.cfm for further information.

Further reading…

Irving, Janis (1972) Victims of groupthink. Boston: Houghton Mifflin. 

Irving, Janis (1982) Groupthink: Psychological studies of policy decisions and fiascos. 2nd edition. Boston: Houghton Mifflin. 

These books provide detailed information about groupthink.

Interpretation of information and making sure the information is accessible, accurate and relevant is vital. 

My workplace

7. Can you think of situations where you or members in your organisation have experienced groupthink? Now that you’re aware of the symptoms of groupthink will you be better able to avoid it in the future?

	Answer:




Conclusion

Information that is gathered, collated and analysed is used to improve a manager’s ability to make decisions. This process can be costly both from a financial perspective as well as a time perspective. 

Managers are busy people and have many things to undertake in their day-to-day activities. As a result they tend to skim across information and form opinions fairly quickly. So keeping reports to a minimum is the most effective way to reach your audience. Remember to stick to the information that is relevant and leave out all that is not relevant. Any conclusions offered should be from the perspective of the reader so tthey can see how it benefits them. 

You must be able to justify all results, recommendations and conclusions. Failing to do this will shed a doubt on the information and limit the information’s credibility. So provide as much evidence and analysis as you can to support your findings. Try to be objective and neutral and avoid generalising.  Often the use of graphs and schematic illustrations help to create a lasting image of what the desired result may be.

Lastly ensure that the information and any findings are provided to the decision makers in a timely fashion, otherwise decisions may be made based on inappropriate information.

My workplace

8. Information can be provided either in text or graphical form. How is information provided in your organisation? What works best with you in your workplace?

	Answer:




Presenting information

Presenting information to a group or even an individual can be one of the hardest tasks facing a manager. After all the hard work of collecting, collating and analysing data you now need to present it a way that appeals to the audience.

To get support for what you are presenting will depend on your ability to present the findings, conclusions and recommendations clearly and in a positive manner.

Managers are often inundated with information, much of which is dull and incomplete, but the way it is presented can have immediate results. On the other hand the information that is interesting and complete can have limited results if it is poorly written. Communication is thus a vital skill.

Selecting the right method of communication

The more effective and frequent the flow of communication is in your workplace, the more motivated your team will be — and this will mean fewer problems to resolve and less discontent. 

Making sure your communication is effective and frequent will also build the relationships necessary to establish open communication between team members and management. So, how you send your communication is critical to how effective the communication will be. In some cases, you may need to send your message in a number of different ways to ensure that the message is received. 

Some methods of communication in the workplace, their advantages and disadvantages are summarised in the table below.

Advantages and disadvantages of methods of communication

	Method of Communication
	Advantages
	Disadvantages

	Face-to-face conversations
	Clearer meaning through body language 

Feedback can be instant

Misunderstandings can be clarified immediately
	Not always possible

Can be expensive to get people from different locations together

Can be time-consuming

	Telephone call
	Quick

Cheap 

Feedback can be gained immediately
	No non-verbal communication 

Distractions are easy on the phone

Person may take the call when he or she is not really in a position to talk

	Meetings/video conferencing
	Many people receive the message at the same time

Opportunity for feedback

Opportunity for discussion


	Some people may dominate discussions

Agendas or meeting objectives may not be clear

Expensive to get people from different locations together

	Letters
	Have written record of the communication

Can be confidential


	Slow — not good for urgent issues

Feedback is not instant

Restricted in the amount of information that can be sent

Requires sound writing skills

Costly

	Interoffice memos
	Same information reaches all recipients in the organisation

Written record of information

Informal and good for short messages, notice of meetings, instructions and minor changes to policies and procedures
	Feedback takes time

Not good for more complex messages

Members might not receive interoffice mail in time to respond

	Reports and submissions
	Excellent for reporting findings or making recommendations that require action

Can deal with complex information

Written record of what is being communicated

More formal documents useful for legal purposes
	Time-consuming to read

Feedback is limited

Often slow to produce

Difficult to change

Can be restricted to only certain people and not everyone who needs the information will necessarily get it

	Diagrams, graphs or pictorial presentations
	Useful for showing complex information

Can overcome language barriers

Useful for OHS signs etc
	Can be poorly labelled

No feedback is received

Can be misunderstood

	Presentations
	Useful for training

Allow participation and feedback

Send the same consistent message at the same time
	Can be boring if not prepared well

Not always sufficient time to answer all questions

Requires specific equipment

	Email
	Instant

Can make contact with people that you might not be able to access on the phone or face-to-face

Can send the same message to a number of people in lots of locations

Feedback can be instant

Confidentiality 
	Information overload, people delete information without reading

‘Email rage’ can occur where people are aggressive and hostile because they can avoid face-to-face confrontation

Reduces politeness and respect

Requires skills and appropriate technology

Files can be deleted

Inappropriate material can be sent by email

	Faxes
	Instant

Complex information can be sent

Diagrams and pictures can be sent
	Feedback can be slow and limited

Lacks confidentiality

Requires technology

	Mobile phone
	Instant

Good for keeping track of staff

Can communicate with people who are away from the office

Feedback is instant
	Can be overused

Can be used at inappropriate times

Costly




Sending information to your team and management

When communicating or sending information to your team or management, you need to make a decision about the form of the communication and the channel that will be used. 

Here are some useful questions to ask before you send the information:

· Who am I sending this information to?

· How many people need to receive the message?

· What is the purpose of the communication?

· Will it need to be informal or formal?

· How much information needs to be conveyed?

· Is there a need for feedback?

· Does it need to be confidential?

· Is substantiation or documentation required?

· How quickly is the information required?

· What are the costs involved in sending the information?

My workplace

9. List the major methods of communication that you use when working with your team and communicating with management. Do you think they are effective for the purpose of the communication?

	Answer:




When presenting information, whether it is financial or non-financial, you will be faced with the challenge of ensuring that the information presented meets the audience’s needs as well as your needs. It is useful to evaluate your audience to consider:

· past  knowledge of the subject

· level of interest

· individual nature or mood of the members.

Past knowledge of the subject and level of interest can be both a positive and a negative. For example, if you are providing information to a production team about new technologies or ways to reduce costs you are likely to have an audience that will be interested because they have some level of understanding. 

However if you are providing information to the same group about the new accounting system that is proposed, it is likely that there will be less interest because many will not have any knowledge of the subject. 

Everyone is different. When a group comes together individuals bring with them a nature or mood on what they what to hear and what they do not want to hear. In other words we as individuals draw conclusions about certain activities or events often before we are privy to all the information. This applies to information that we may be presenting or that we are receiving. How often have you gone into a meeting or attended a presentation thinking that the information being shared is wrong or out of date, or a new technology or concept won’t work, etc?  

For example, we may have made our minds up as to who will be selected in a representative sports team, and then criticise the selectors if the final selection is different from ours. We also have probably formed verdicts in our own minds about various criminal cases reported in the media well before the judicial system has decided, and then shake our heads in disbelief when the final verdict is handed down. Are we reacting on facts or emotions?  

Anticipating the mood or existing opinions of the audience is extremely difficult. However doing your research about the audience members will allow you to plan for any adjustments that may be needed.

Decision making and negotiation

Just by using a pencil, paper and clever formulas, you can convince people that an investment is worthwhile. Computer software can make the convincing even easier. The problem is that little is actually known about the consequences of an investment.

For example, information recommending an investment that predicts an increase in sales may be rejected as being unrealistic. However in rejecting this, the organisation may miss out on other benefits such as higher quality, improvements in the environment, improved cash flow etc. If though the organisation makes the investment it may be hard to determine the exact ‘value added’ of the investment.

Comments such as ‘the division must economise’ means that the division’s operations cost more than expected. Perhaps there were extenuating circumstances such as an increase in overtime work due to machinery failure. Perhaps people in this division were instrumental in solving problems that benefited another division.   

Other comments such as ‘if all of us stick to our own jobs and do the best we can within our own area, the organisation will be successful’ means little in isolation. This needs to be considered in the wider context of the organisation. 

More often than not as a manager you will need to make decisions. In making these decisions you will need to negotiate.   

Negotiation occurs in just about every interaction in the workplace, home, social arena, etc. We see parents negotiating with their children, we watch television lawyers negotiating on behalf of their clients, we see managers negotiating with employees on many aspects. We negotiate with suppliers for a better deal etc.  

Negotiation is essentially a process between individuals or parties where goods, services or information is exchanged for an agreed rate. This rate may be either financial or non-financial. In other words it is about bargaining.

There are two general approaches to bargaining.

· distributive bargaining

· integrative bargaining.

Distributive bargaining 

Distributive bargaining is about negotiating over who gets what share of a fixed pie. A good example is union versus management negotiations over wages. The union will be trying to get the best on behalf of the employees and management will know that every extra dollar the union gets will increase the cost of production. So both parties may treat each other with contempt and feel that they must win at all costs. A similar exercise often occurs in organisations at budget time. There is a fixed pie and each area will fight hard at getting a bigger slice even if it is at the expense of work colleagues in other areas.

Integrative bargaining 

Integrative bargaining is somewhat different. This form of bargaining is more about finding an amicable solution which results in a win-win for both parties. A good example of this is in sales. A customer places a large order for goods but has a poor track record of paying on time. Since both parties want the transaction to go ahead the company asks the customer to provide a bank guarantee that the finance is available. 

My workplace

10. What approach do you use in your workplace? Compare the two approaches.

	Answer:




So how does this apply to finance? 

As a manager you will be confronted with information that will suggest that action needs to be taken. Your analytical problem solving skills will determine the course of action required and you may need to:

· seek additional information to verify what has been identified

· take corrective action on positive or negative trends

· implement new methods

· do nothing.

It may be taking corrective action about a downward trend in sales or an upward trend in expenses. At times you will be called to explain why these trends have occurred and what you are going to do about them. What has been discussed so far cover some of the skills that will help you deal with people at all levels within the organisation. 

We know that having accessible, accurate and timely information is imperative to make effective decisions.

When taking corrective action you may need to implement changes. How successful these changes will be depends to a large extent on how well you communicate those changes to the people affected. 

Communication and the manager

Employers in all industries value managers who are good communicators. Here are some reasons why:

· your team will achieve higher productivity and it will be more efficient when there is less misunderstanding

· your team will be better able to find ways to improve work processes, and serve your customers better

· as you become a good communicator, your workplace will have less time lost due to procedural breakdowns and in settling disputes, as well as reduced time lost on safety issues.

As a manager you communicate with customers and team members every day, including:

· serving customers

· resolving complaints

· making phone calls

· solving problems

· giving instructions

· supervising people

· dealing with people you know and don’t know

· answering work enquiries

· sending and receiving emails

· speaking in meetings

· making presentations

· negotiating solutions to problems

· implementing policies.

Contingency planning

We have discussed contingency planning previously albeit briefly. 

Contingency planning in organisations tends to follow a roller coaster ride. One day it is up the top of the list of priorities and the next day it is at the bottom. As a result, business contingency planning is often overlooked. Part of the reason is that it is not affecting the bottom line, but what happens to that bottom line if a disaster did occur?

Contingencies often refer to significant changes that can occur which can affect your planned performance. Generally these significant changes come from external sources, but they can also come from internal sources. 

Natural disasters such as earthquakes, floods and man-made disasters such service failures (power surges, damage from leaking pipes etc) can occur unexpectedly and in an instant. Theft of information, materials and cash does occur, even with the best of systems in place.

Apart from these, other significant changes include:

· new legal or environmental restrictions

· sudden changes in the economy, eg a downturn

· new government policies, eg water restrictions

· new competitors entering the marketplace

· unavailability or shortage of raw materials or labour

· change of ownership of the organisation

· new workplace agreements, etc.

You may recall events such as Y2K, when the Information Technology industry held concerns that computers running key infrastructure would not accept the transition from 1999 to 2000. In addition, the threat of global terrorism such as the attack on the World Trade Centre in New York in 2001, suggests the need to have systems in place that allow information to be recovered quickly.

Small businesses operating on a shoestring budget could be devastated if they lost information about their operations. Imagine students at tertiary institutions across the country if their educational records were lost or destroyed, without any form of backup. 

Organisations usually operate more on a 24/7 cycle and depend on information to be readily available. Organisations also expect employees to be available 24/7. In many cases customers expect organisations to be available all the time.

Effective contingency planning ensures that an organisation can continue operating in the event of a business process or information technology failure, or unsatisfactory performance. 

Being prepared and being flexible enough to change your plans should external events occur is critical. All too often managers become rigid and guarded on the plans they have put in place. It is important to be willing to change your plans and even in some cases start again from scratch.

So how do you minimise the effects of changes, whether they are the result of external events or unsatisfactory performance? The answer is to have a contingency plan that outlines what actions you will take to deal with changes.

The following table identifies a number of actions that can be taken in response to unsatisfactory performance. When you read through this think about what happens in your organisation. Do you or your managers adopt these actions?

Contingency plan

An example of a contingency plan

	Function
	Possible action
	Comments

	Purchasing

(suppliers)
	· change suppliers

· reduce materials on hand

· renegotiate new contracts with suppliers

· ask for discounts from suppliers

· integrate with supplier

· investigate new products

· change selling price
	

	Finance

(intellectual property)

(profit)

(cash flow)
	· backup financial records

· photocopy key documents

· engrave assets

· conduct stock take every six months

· increase prices

· decrease prices

· reduce cost of goods sold

· buy cheaper materials

· buy cheaper stock

· reduce expenses 

· postpone paying creditors

· increase prices

· decrease prices (sales)

· sell surplus assets

· restrict credit 

· improve debtor collection

· reduce workforce

· inject more capital 


	

	Marketing
	· alter the marketing mix

· target new customers

· conduct research with customers

· change marketing strategies

· reduce marketing budget

· increase advertising

· negotiate better deal with distributors
	

	Human resources
	· train staff

· reduce staff

· employ more staff

· redundancy

· redeployment

· performance management

· employment alternatives (casual, part time, contractors etc)
	


As a manager, you undertake many activities, ranging from planning to implementation and review. Many managers retain a lot of information in their heads. This might be alright in most circumstances, but what if something happens to that manager, eg an accident? What would be the impact on the workplace? In some cases it may take days or even weeks to recover.

Using a contingency plan can help minimise any risks. Identifying the various actions that you will use depending upon the situation is great, but how and when do you know to engage these actions? 

You may like to develop a simple process such as the following that will help you deal with any unsatisfactory performance.
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Let’s see how this process works.

Example:

1. Identify unsatisfactory event – after analysing your financial results, you find that one of your main customers has not paid any accounts now for 60 days. This customer represents 15% of your business.

2. Identify reasons for the unsatisfactory event – you investigate the reasons for this event and find that your customer has had problems with your product and this has resulted in equipment failures that have delayed further manufacturing and generated large repair costs. The customer advised you about the problem over a month ago and the sales representative has not yet come back to them so they are refusing to pay any outstanding bills. You have now discovered that there was a poor batch of materials a few months ago and that the sales rep has forgotten to get back to one of your largest customers.  

3. Decide on appropriate corrective action – after referring to your contingency plan you decide: 

· to negotiate with your supplier about the quality of raw materials

· look for a new supplier

· negotiate payment terms with your customer 

· take appropriate action with the sales representative.

4. Take corrective action – you now implement the decisions you made in the previous step. 

· demand higher quality of raw materials from the supplier

· commence looking for other suppliers to be ready in case another problem occurs

· apologise to the customer and negotiate with them to make a part payment and accept an extended final payment term

· performance manage the sales representative.

Organisations are spending considerable money on training as well as increasing the awareness of OHS issues. Managers and their employees are conducting risk assessments of workplaces from the perspective of avoiding any possible accidents. Is this a form of contingency planning? Yes, it is.    

My workplace

11. Using the contingency plan outlined above as a guide, develop a contingency plan that suits the needs of your workplace. Remember to include all the relevant functions such as finance, production, marketing, human 
resources, purchasing and so on.  Then consider some unsatisfactory results that have occurred and use the process outlined to see whether it suits. 

	Answer:




If your records are kept on computer, a contingency plan may be simply backing the data up on disk on a regular basis. This basis will vary between organisations. Another contingency may be that the computer system may have to be backed up in real time off site allowing for immediate recovery and minimal loss. In the case of paper records a contingency may be to copy records and store the copy off site.

Because most organisations will have many records of varying importance, part of 
contingency planning is to decide which records need backup and by what means. The means may differ depending on the importance of particular records and their frequency and purpose of use. 

As a manager it may be up to you to develop a contingency policy, and you should ensure that the costs are relative to the risks occurring. The ideal situation would be for contingency planning to become a permanent activity rather than seen as a one-off project.
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Sample answers to ‘My workplace’ questions

1

If you are not sure, ask your manager or someone who works in the accounting section. Each organisation is likely to be different.
2

Inventory 

Cost of materials

Debtors

Creditors

Staffing levels

If you are not sure, ask your manager or someone who works in the accounting section. Each organisation is likely to be different.
3

Each organisation is likely to be different, however sometimes managers can become complacent about the information received. Ideally if the information is not relevant arrange for it not to be collected. It would be better utilising an organisation’s resources on relevant information.
4

If you are not sure, ask your manager or someone who works in the accounting section. Each organisation is likely to be different. 
5

If you are not sure, ask your manager or someone who works in the information or accounting section. Each organisation is likely to be different. 

Some of the ways in which security is maintained on information systems includes:

· scanning for viruses

· system access codes and passwords

· limited access to certain files

· periodical backup.

6

If you are not sure, ask your manager or someone who works in the accounting or marketing section. Each organisation is likely to be different.
7

If you are not sure, read more about groupthink, either from the text references provided or the website provided. This should give you a better appreciation of the symptoms, causes and solutions to overcome groupthink in the future.   
8

Each organisation is likely to be different. What works well for you will depend upon a number of factors such as whether you are a left or right brain person. In other words you nay be more analytical rather than creative.
9

You could create a table with the headings: method, advantage, disadvantage and alternative. Then list the methods, their advantages, disadvantages and whether an alternative might be more effective in getting your message across.

10

This will vary depending the workplace. It is possible that you may use elements of each approach depending upon the situation.

	Distributive bargaining
	Integrative bargaining

	I win – you lose
	I win – you win

	aim to gain a larger slice of a fixed pie
	share the fixed pie

	short-term approach
	longer term approach


11

This will vary depending upon the needs of the organisation. If your organisation does not have a contingency plan it may be worthwhile to suggest to your manager that a working group be formed to develop one for the organisation. You should be a part of that team. 
Sample answer to exercise

The four that are based on no information at all are:

3. Customers who order coffee also order muffins.

6. Blueberry muffins sell better than apple and cinnamon muffins.

8. Half the customers who purchase large mochas purchase a slice of mud cake.

10. Customers who buy pies also buy tomato sauce.   

In addition, there is no real proof that customers prefer sausage rolls rather than pies. The only information available indicated that sales for sausage rolls are higher than pies by 100. There are so many other variables that need to be considered, including pricing, special orders, variety of pies left over at the end of day, etc.
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