Exercise walk-through

Finance and accounting strategy

A-Level Business



Reading down an income statement

revenue the value of everything sold in the period
cost of .

the direct cost of the goods that were sold
sales
gross profit revenue minus cost of sales
expenses rent, wages, marketing — the indirect costs
operating profit gross profit after taking off expenses

profit for the year  after interest and tax — what is available to shareholders

Each line answers a different question: gross profit tests the product, operating profit the run-
ning of the business, and profit for the year the whole financing structure.



The efficiency and gearing ratios, and what ratios cannot do

gross profit margin gross profit as a percentage of revenue

show how well the firm uses its resources — inventory

efficiency Lalios turnover , receivable days, payable days

current assets minus inventory, over current liabilities — liquidity with-

acid test ratio out relying on stock selling

gearing long-term debt as a share of capital employed

heavy borrowing — risky if interest rates rise, but it boosts returns

high gearing when things go well

the accounting rate of return — average annual profit as a percentage

ARR of the initial investment

Ratios use past data, which may not predict the future, and they ignore non-financial factors —
staff morale, brand, market change. Say so in any evaluation.



Payback, ARR and NPV: what each is good for

payback how long until the investment is recovered

its strength simple, and it focuses on risk — a short payback means less exposure
its weakness it ignores everything after the payback point

ARR shows profitability as a percentage, comparable with other returns
its weakness it uses profit rather than cash, and ignores the timing of it

the most complete: it discounts future cash flows to today's value, so timing

ML and the cost of capital both count

Use all three and say where they disagree. A project with a fast payback and a negative NPV
is telling you something the payback alone cannot.



A-Level Business

Exercises 2.1:2.3

2.1 State two financial questions managers ask before a major investment. 2]

2.2 Define the term gearing. 2]

2.3 State one non-financial factor managers should also consider in a strategic decision.|2]



A-Level Business

Exercises 2.1:2.3

[\

2.1 State two financial questions managers ask before a major investment. [

2.1

o any two of: can we afford it (cash/gearing)?; how will it affect profit and return?;
what is the payback/risk?; how will it affect liquidity? (1 + 1)

2.2 Define the term gearing. [2]

2.2

o the proportion of a firm’s long-term capital that comes from borrowing rather than
from owners (2 for a clear definition; 1 for a partial idea)

2.3 State one non-financial factor managers should also consider in a strategic decision.[2]

2.3

« any one of: the market and competition; staff morale and skills; the firm’s objectives;
ethics or the environment (2 for a developed point; 1 for a basic one)



A-Level Business

Exercises 3.1-3.2

3.1 Explain one reason why financial data is useful in making a strategic decision.  [3]

3.2 Analyse two financial factors a business should consider before a major investment.[s]



A-Level Business

Exercises 3.1-3.2

3.1 Explain one reason why financial data is useful in making a strategic decision.  [3]

3.1

/3] AO1 1 — give a reason (it measures cost, profit, return and risk objectively). AO2
up to 2 — develop it, e.g. comparing the NPV of two projects shows which adds more
value

managers choose the better one

resources are used well (2 developed / 1 limited)

3.2 Analyse two financial factors a business should consider before a major investment.[s]

3.2

/8] For each of two factors: AO1 1 + AO2 1 + AO3 up to 2. Example chains —
gearing/affordability: a heavily borrowed firm

high interest risk

it may delay or fund the project with equity instead. Return (NPV/ARR): a project
with a positive NPV

adds value over its life

worth investing in if cash allows. Maximum 4 per factor, 8 total



A-Level Business

Exercise 3.3

3.3 'Financial data is the most important factor in any strategic decision.” Evaluate this
View. [12]



A-Level Business

Exercise 3.3

3.3 'Financial data is the most important factor in any strategic decision.” Evaluate this
View. [12]

3.3

o [12] AO1 2 / AO2 2 / AO3 2 / AO4 up to 6. For: financial data is objective,
measures cost, return and risk, and underpins affordability. Against: numbers use
estimates and past data, and ignore the market, competition, staff and ethics; a
profitable-looking plan can still fail for non-money reasons. Judgement: financial
data is essential but rarely sufficient alone — the best decisions weigh it against market
and human factors and the firm’s objectives; its importance depends on the type of
decision



