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1a.   Peter’s Profit and Loss account


1B) The Purpose of a Profit and Loss account


A profit and loss account is intended to show a companies income and expenditures and calculate the company’s net profit or loss based upon the difference between those figures. It must be remembered that this is a period of time being measured and it doesn’t show monthly fluctuations. It is extremely useful in determining past performance and to try and predict future results. It enables Peter to see what changes would have implications on his profit, both a rise in sales and a decrease in expenses and allows one to set targets accordingly. Without it, it might not be obvious that in Peter’s case a reduction in overheads would have a large effect on his profit.
From the profit and loss account created above for Peter’s business, we can deduce several conclusions about his firm.
The obvious statement made is that Peter’s firm is making a profit. This is what almost every business strives to achieve in most circumstances. However we can learn more from the statement than just whether the firm is making a profit. The statement displays Peter’s expenses and allows us to consider those and see clearly where his largest expenses are, this could be extremely useful in trying to indentify the immediate areas to focus on when trying to save on expenses.
It

also allows us to deduce his actual profit margin, which is around 40%. This could be useful to an investor or lender as it allows one to consider Peter’s vulnerability to market fluctuations in price and costs. We can see (only simply as there are greater considerations to make) that Peter has a reasonable ‘buffer’, if he had to reduce sales prices or suffer an increased cost of sales; he could absorb some without making a loss. You can also consider the size of the business and the number of its employees, with expenses for wages at 304,000 GBP the company probably has around 10 employees (presuming around 30k as a salary), this can be a useful way of trying to understand the firm from an investment standpoint.

















1C) Peter’s Balance Sheet

1D) The purpose of a balance sheet

A balance sheet shows the state of a company at a given time. It depicts its assets, both tangible and intangible, its liabilities and its equity.
Its assets will include anything owned or controlled that can generate future income or services for the company. These can be tangible, i.e. machinery, or intangible; patents or investments. Its liabilities are future costs or commitments, usually debts to creditors that either are or will fall due. The business’s listed equity is the capital and the difference between its liabilities

and assets.
From Peter’s balance sheet we can see that he has a large amount of fixed assets and greater current assets than short-term liabilities leaving him with a healthy working capital. We can also see that specifically he has greater due in debtors than he owes to creditors which can be a consideration looking ahead financially. You can also clearly see the loan value, which could possibly be secured on the machinery – this would be a consideration if trying to value the company. A balance sheet is useful for company valuations, it clearly shows the final equity in a company and allows one to see that if the company was ‘wound up’, what would theoretically be left.




























2A) Cash Forecast







2B) Purpose of a cash forecast

The cash forecast is possibly the most important of the three; if cash flow is not understood and managed then even the most profitable business will fail.
A cash forecast shows funds flowing in and out of a business, in through sales and incomes and out through costs and expenses. If the cash flowing out of the business exceeds the cash flowing in for a period of time (even temporarily without overdraft facilities etc) then the business will be unable to service its debts and obligations and will fail.
A cash forecast doesn’t show profit or loss as

its main feature as in fact even if a profit is being earned, cash generation isn’t necessarily a given.
This cash flow is what is meant by the term liquidity, if a company has poor liquidity it means it probably has a poor cash flow and doesn’t have the flexibility to make payments as they fall due. This a problem my company faces, we have high property stock but with a slow economy and slow sales our liquidity is much lower than we would aim for, this has no bearing on the equity in the business or the future profit to be earned.
A cash flow isn’t just useful though to identify trouble spots, it can also identify if the company is sitting on too much cash. This could be described as wasted opportunity, leaving the money doing nothing instead of investing it.
Peter’s firm in fact could be a future example of this, my forecast is showing Peter’s bank balance growing well as he is tending to enjoy consistent positive cash flow. If this continues then Peter may want to consider utilising the accumulating funds.
We can see Peter’s firm enjoys a healthy cash flow, the only time he dips relatively close is in June, it wouldn’t take much of a drop in forecast sales to potentially affect him there, this is possibly due to the gas bill falling due in June. Peter may want to watch out in June and ensure there are funds available to top up that month

should he need it.

Part II

In activity two you asked us to consider the kind of accounting information we would require if we ran a small business. I chose to consider running a small Flight School.
I expect that running a flight school would need a good deal of start up capital, this would require sourcing funds from a lender who would want to see very clear proposed accounts before moving forwards. I would need to anticipate the repercussions of borrowing funds too, the monthly repayments for financed aircraft, and hanger space would be huge and payable no matter how successful the business was. On that basis I feel a cash flow forecast would be most beneficial so as to understand when repayments fall due and ensuring I can plan ahead for a worst case scenario.
Another student chose a Helicopter shuttle business, which would have similar fundamentals financially. The costs of running such a business, and the small number of potential clients make for a tight business I would imagine. Location would be key, as you need exposure too as many reasonably affluent customers as possible. I see that another person mentioned that with a good location it would be a good business.
References

B120 Book 3, ‘An introduction to accounting and finance in business. Milton Keynes, The Open University 2010.
-----------------------
1 of 8

1 of

View as multi-pages 

Cite This Essay

APA 

(2012, 05). Tma 03 B120. StudyMode.com. Retrieved 05, 2012, from http://www.studymode.com/essays/Tma-03-B120-990901.html

