Pathways Plus

A4
Strategic Manager@ﬁ~
and LeadershipKQ/
N\s
&
&
v

Unit 7003V1
Financial Management

Level 7



Pathways Plus

Unit 7003V1: Financial Management

Copyright © Chartered Management Institute, Management House, Cottingham Road, Corby,
Northants NN17 1TT.

First edition 2009

Authors: Bill Snaith and Jane Walker, Durham Business School
Consultant: Bob Croson

Series consultant:  Roger Merritt Associates

Project manager:  Trevor Weston

Editor: Suzanne Pattinson

Page layout by: Decent Typesetting

Revised July 2013

British Library Cataloguing-in-Publication Data. A CIP catalogue record for this publication is available from
the British Library.

ISBN 0-85946-582-9

All rights reserved, save as set out below. No part of this publication may be reproduced, stored in a
retrieval system, or transmitted in any form or by any:means, electronic, mechanical, photocopying,
recording or otherwise, without the written permission ofithe copyright holder except in accordance with
the provisions of the Copyright, Designs and Patents Act 1988 or under the terms of a licence issued by the
Copyright Licensing Agency Ltd, 90 Tottenham Court Read, London, England WIT 4LP.

Applications for the copyright holder’s written permission to reproduce any part of this publication should be
addressed to the publisher. Permissions mayybe sought directly from the Chartered Management Institute in
Corby, UK. Phone Publications on (+44) (0)'1536 207379, or email publications@managers.org.uk.

This publication is sold subject to the condition that it shall not, by way of trade or otherwise, be lent,
re-sold, hired out, or otherwisécirculated without the publisher’s prior consent in any form of binding or
cover other than that in which it'is\published and without a similar condition being imposed on the
subsequent purchaser.

Approved centres may purchase a licence from the publisher, enabling PDF files of the publication to be
printed or otherwise distributed solely within the centre for teacher and student use only according to the
terms and conditions of, the licence.

Further informationuis,available on the licence from the Chartered Management Institute.
Phone (+44) (0) 1536,207379, or email publications@managers.org.uk.

Every effort.has'been made to trace holders of copyright material reproduced here. In cases where this has
been unsuccessfil or if any have inadvertently been overlooked, the publishers will be pleased to address
this at'the first opportunity.

The publisher\would like to thank the following for permission to reproduce copyright material:

B Figure'2.1a on p. 56 has been taken from Atrill, P. and McLaney, E. Management Accounting for
Decision Makers (2007) published by Pearson Education.



contents

About Pathways PIUS .......ccoiviiiiiiii i 7
INTrOdUCTION ... 11
Section 1 Analysing financial data ............%.. . 13
Topic 1: Assessing the validity of financial data .....<..0v..... 15

1.1 What is financial data?...........c..oooeeoa@ue e Bae e beeennnnenn. 15

1.2 The reliability of financial data ...... .. &5 L. 16

1.3 Accounting standards .............d. B e 18

1.4 Validating financial data .....& ... e 19

1.5 Organisational culture and finaneial control.................... 25

Topic 2: Analytical tools and technigues........................ 29

2.1 The value of financialanalysis ............cooooiiiiiiiiiin.. 29

2.2 Tools and teChNIQUES . t: - - v e v eeeeeeeee e e e e eaeaeeeeanns 32

Topic 3: Conducting comparative analysis of financial data . 40

3.1 Case studymd. ... cde e 40

3.2 Comparisons with competitors ...........ooiiiiiiiiiiiiineannn.. 43

Topic 4: The pitfalls of financial analysis ....................... 47

4.1 “Redesigning the financial system ...........cooiiiiiiiiiiiinn.... 47

4v2. The limitations of comparative ratioS.............oovvvvviennn... 48

4.3 INAUSEIY NOIMS ... e e 50

SECTION SUMMAIY ..ttt ettt e e e et aaea e e e e 53
Seetion 2 Budgets and organisational objectives . 55
Topic 1: Agreeing realistic budgets ..........ooieiiiiiiiiaaa.... 57

1.1 The unpopularity of budgets..........cooiiiiiiiiiii s 57

1.2 Budgeting toolS ... 59

1.3 Budgets and people .......uun e 60



1.4 Budgets and commercial constraints ...........ccevviieeaan... 64
Topic 2: Budgets and key financial indicators.................. 69
2.1 Linking budgets to strategic objectives.........cccceiieannna... 69

2.2 Approaches to the market .........ccooviiiiiiiiiiiiiiiiieenns 70

2.3 Sales strategy, costing system and the budget ................. 71

2.4 Converting a budget into key financial indicators.............. 73
Topic 3: Interpreting budget outcomes ........... ;... 0ud.. 78
3.1 Variance analysis .......cccoeeiiiiiiii i e 78

3.2 Variances in the profit and loss accountd. ... -0 ooeeeenet. 79

3.3 Variances in the balance sheet.........0%d . .o, 82

3.4 Variances in operating cashflow 4. ... 4. . ... ..l 84

3.5 Closing the gaps....cveeeeeeeeadonenee e e i, 84
SECtiON SUMMANY ... e e e e e e e eeeeeeeeeeennnnnns 86
Section 3 Evaluating financial proposals ........... 89
Topic 1: Presenting a finaneial proposal ........................ 91
1.1 Professional report WHtiNg.......ccoeeeiieeeeeeaann. 91

1.2 Mapping toystrategic objectives.......cccoeiiiiiiiiiiiinenaaann.. 92

1.3 Calctlating the financial impact .........cccccvvvvviiiinennnn.... 93

1.4 Presenting'the financials ... 93

1.5 .Scenario planning . ......coeviii i e 96

1.6 Riskassessment .........ooooiiiiiiiii 96

1.75, . Selling the benefits... ..o 97
Topic 2: Analysing financial viability ............................ 99
2.1 The financial appraisal toolS.........ccoiiiiiiiiiiiiiiiiiiiiiaass 99

2.2 Costofcapital.......cooiiii i 104

2.3 Measuring inflows and outflows of cash......................... 106
Topic 3: Feeding back on the financial proposal.............. 108
3.1 Project prioritisation.........oveiiiiiiiii e 108

3.2 Strengths and weaknesses analysis ..........oooiiiiiiiiiiiann.. 110



3.3 Impact on organisational objectives..........cccoeiiiiiiiiaan.. 110

3.4 Organisational risK........ccooveiiiiiiiiiii e 111

SECTION SUMMANY .ttt e e et e e e eaaaae e e eennaans 113
Furtherreading .......cooiiiiiiiii i 115
e U o] o] o o 115

Private SECTON . ... e e e 115

Before youmove on ........coooveiiic O il 116
Preparing for assessment ..........cooveiieeeeadeei i dieni il 116

The Management and Leadership Standards...ou......coooiiinnna... 116






About Pathways Plus

Development guides

There are 15 development guides in the Pathways Plus series to
cover the 17 units of the qualifications at CMI Level 7: Strategic
Management and Leadership.

7001V1

7002V1

7003V1

7004V1

7005V1

7006V1/
7011VvV1

7007V1

7008V1

7009V1

7010V1

7012V1

7023Vv1/

7014V1

7021V1

7022V1

7023V1

Personal leadership development as a strategic manager
(ISBN: 0-85946-572-1)

Developing performance management,strategies
(ISBN: 0-85946-577-2)

Financial management

(ISBN: 0-85946-582-9)

Strategic information management

(ISBN: 0-85946-587-X)

Conducting a strategic.management project
(ISBN: 0-85946-592-6)

Reviewing organisational strategy plans and
performance/Strategic planning

(ISBN: 0-85946-597=7)

Financial planning

(ISBN: 0-85946-503-9)

Developing,a marketing strategy

(ISBN: 0-85946-508-X)

Strategic project management
(ISBN#"0-85946-513-6)

Implementing organisational change strategies
(ISBN: 0-85946-518-7)

Strategic human resource planning

(ISBN: 0-85946-523-3)

Strategic leadership/Strategic leadership practice
(ISBN: 0-85946-528-4)

Introduction to strategic management and leadership
(ISBN: 0-85946-533-0)

Developing risk management strategies

(ISBN: 0-85946-538-1)

Strategic corporate social responsibility

(ISBN: 0-85946-543-8)

For further details on the development guides:

B Phone:

B Fax:

B Email:

(+44) (0)1536 207379
(+44) (0)1536 207384

publications@managers.org.uk



Financial Management

How to use the development guide

The development guides provide a critical commentary to the
ideas of writers and thinkers in the management and leadership
field. They offer opportunities for you to investigate and apply
these ideas within your working environment and job role.

Structure

Each guide is divided into sections that together cover the
knowledge and understanding required for the equivalent unit or
units of the Chartered Management Institute Level, Strategic
Management and Leadership qualifications.

Each section starts with a clear set of objectives linked to the
learning outcomes of the qualification./You don’t'have to
complete the sections in the order they, appearsin the guide (the
mind map at the beginning of eachquidewill help you decide
which sections and topics are of particular need or interest) but
you should try to cover all sections,if yousre aiming for a full
diploma qualification.

Activities

Throughout the guides there areractivities for you to complete.
These activities are designed to help you reflect on your own
situation and apply yeurresearch to your organisation. Space and
tables are provided within the activities for you to enter your
own thoughts or findings, but in some cases you may choose to
copy out the table ormmake notes in a separate notebook.

Timings
Timings are suggested for each activity to give you a rough idea
of how long'you should devote to them. They’re not hard and

fast, anddyou must decide whether you will benefit from
spending longer on some activities than stated.

Supporting resources

The text of the guides is designed to provide you with an
introduction to the subject and a commentary on some of the
key issues, models and thinkers in the field. The activities are
there to help provide a framework for your thinking. A key
component of Pathways Plus (Pathways Plus because the
development guides work together with the online supporting
resources to provide an overall learning journey) is the list of
references given throughout the text and at the end of each
topic guiding you to the most appropriate supporting resources
for you to explore yourself. These are marked with the symbol SR
(as shown above).

You have the opportunity to select those resources that are of
most interest or relevance to you and to use them as a source of
guided research on a particular topic. Many of the supporting
resources are immediately available by logging into CMI’s online
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About Pathways Plus

management and leadership portal, ManagementDirect (MDir)
(http://mde.managers.org.uk/members), or where you work for
an organisation that subscribes to this service use the specific
link for your organisation
(http://mde.managers.org.uk/(organisation name) . These
resources are marked in the reference list at the end of each
topic with P+ standing for Pathways Plus. Once logged into
ManagementDirect click on More.... on the navigation bar and
select Senior Manager Resources, this will take you straight to
the list of supporting resources as listed in the Pathways Plus
topics. When there, click on the title of your development guide,
the section and the topic you’re interested in and then‘elick
straight to the article, video, checklist, extract'or repert that
you want to find.

For those resources that are not availablesthrough the CMI site,
you will be directed to other sources (some/also orline) to reach
what you need.

Preparing for assessment

Further information on assessment isyavailable in the Student
Guide produced as part of the Pathways Plus series. If you have
any further questions about assessment procedures, it’s
important that you resolvesthese with your tutor or centre
coordinator as soon,as passible.

Further reading

Suggestions for furtherreading and links to management
information are available via ManagementDirect through the
Study Support section of the Institute's website at
http://mde-managers.org.uk/members. Alternatively, email
ask@managers¢org.uk or telephone 01536 207400. You will also
find, titles for further reading in the Bibliography at the end of
this workbook.

The CMI Management Library holds an extensive range of books
and pamphlets for loan to members. A postal loan service is
offered to members in the UK only. You will only pay your return
postal charges. Go to www.managers.org.uk/library to review
the collection and to place your requests.
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Introduction

Welcome to this development guide on financial management.
We suggest that you approach this guide with the following key
thoughts:

B There’s no such thing as ‘finance’ — just a financial impact of
management decisions and actions.

B Managers like yourself don’t need to be accountants, but you
do need to understand the financial consequences of your
decisions, analyse and interpret financial infermation‘and be
able to communicate with financial experts.

B Financial management is based on numbersithatcan act as
indicators or comparators against previous or expected
performance — even a competitor’s,performance. But these
need to be interpreted carefully in order to ensure
indications do not become actepted as reality.

B Professional book-keeping‘ensures that validated data
produces reliable informatien. You'should therefore feel
comfortable that any financialanalysis you do, or decisions
you make based ondfinancial information you receive, is built
on solid foundations.

To complete this guide,youshould have a basic understanding
and awareness of financial statements. If you’ve done the Level 5
qualification (Unit 5007V1 Financial Planning) you should have a
good enough basic knowledge. If you haven’t done a previous
gualification that includes finance you could either refer to Unit
5007VXor rely more on the Supporting resources lists given at
the end of each'topic in this guide.

Theyguide predominantly uses financial terminology that relates
toithe private sector. We recognise that many people using this
guide will be working in the public sector, but as the two sectors
are moving closer together this approach should be appropriate.

The guide is split into three sections. In the first section you will
look at analysing financial data. Then in the second section you
go on to look at the issue of ensuring that budgets meet
organisational objectives. In the third, and final, section you look
at how you can best evaluate financial proposals. This follows the
sequence of the learning outcome for this unit.

This guide has links to other guides, in particular 7007V1
Financial Planning and 7004V1 Strategic Information
Management.

11
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Development guide mind map

Section 1: Analysing
financial data

Section 2: Budgets Section 3:
and organisational Financial Evaluating financial
objectives management proposals
Assessment

If you’re studying for the Level 7.4n Strategiec Management and
Leadership qualifications you willibefassessed by your approved
centre on your knowledge and understanding of the following
learning outcomes:

Unit 7003V1:
1 Be able to analyse financial data

2 Be able to assess‘budgets based on financial data to support
financial objectives

3 Understand how:to evaluate financial proposals for
expenditure submitted by others

12



Section 1

Analysing financial data

Introduction

As analysing financial data is likely to be a new subject to many,
an accessible approach is to look at the subject in a very
structured way, mirroring the assessment criteria for this
qualification:

B Determine how to obtain financial data and assess,its validity

B Apply different types of analytical tools and teechniques to a
range of financial documents formulating a conclusions about
performance levels and needs of stakeholders

B Conduct comparative analysis of financial data

B Review and question financial data:

With this structured approach you should gain an understanding
of the role of financial data at.the,appropriate level, and be able
to prove that understanding at assessment.

Learning outcomes

This section covers the fellowing learning outcome:

7003V1.1 Be able‘to analyse financial data

13
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Section mind map

There are four topics in this section, as shown below. Check the
subjects within each one and then continue with the areas you
need to explore.

Section 1:

Topic 1:
Assessing the
validity of

financial data Topic 4: The

pitfalls of
financial analysis

N\

4.2 The
limitations

4.3 Indust
nor

Topic 3:
Conducting
comparative
analysis of
financial data

Topic 2:
Analytical tools
and techniques

3.1 Case s




Section 1 Analysing financial data

Topic 1: Assessing the validity of financial data

Introduction

This topic introduces financial data capture, processing and
assuring validity.

Financial data is derived from many sources, processed in many
ways and used by many people. Unfortunately, this means that
there are many chances for error! Capturing the right data at the
right time, processing it reliably and correctly and thenysharing it
in a timely fashion with the right people is fundamental to an
organisation’s financial control.

Organisations often have to decide between timeliness and
accuracy. Taking too long to capture and process accurate data
may mean that it reaches the decision:makerstoo late. A balance
is always necessary in order to gain‘the maximum benefit in a
timely manner.

The validity of financial data.s whether/the data measures what
it’s supposed to measure, which is crucial to making well-
informed decisions in any organisation.

1.1 What is financial data?

SR First, you needsto consider the role of data in general, its
transformation mnto information, and its combination into
knowledge,inside your organisation. This progressive flow can be
represented as follows:

Data Information Knowledge

This flow shows that if you don’t get step one right, then at best
steps two and three are limited — and at worst they are actually
flawed. This can result in misinformation, incorrect knowledge
and, ill-informed decisions. This is also true of financial data —
*Garbage in = Garbage out’ (the GIGO principle).

For financial data you also need to distinguish between internal
and external sources.

Internal sources of financial External sources of financial
data data

Your accounting system Companies House
Other managers The web (many public sector
Directly from your suppliers ~ Organisations use this as a
Directly from your customers means pikeeping thelpublic
N : informed)
umerous persona . .
spreadsheets I_Z)atabase_s of financial
information
Libraries

Research documents

15
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Activity

1.2

You should consider conducting an information audit to ascertain
what is, and what could be, available inside your organisation.

Activity 1.1a 30 minutes

Make two lists below of the financial information produced
within your organisation and the external financial information
collected from other sources. Speak to your accountant or
financial director if necessary in order to complete your lists.

Internal sources of External sources of
financial data financial data

There’s no absolutetanswer for the internal or external sources
of data that each organisation should have, but this activity
should have helped you find out what’s available and what kinds
of data your organisation might need to generate or get hold of.

The reliability of financial data

For the purpaese of this subject you’re going to focus on the
major. sourees of information. (You will find one of the terms in
this boxyGAAP, explained in greater detail later in the topic.)

Source of Indicators of reliability
financial data

Your accounting Can be influenced by:

system internal audit

financial systems design

internal checks and controls
authority levels

complexity of the accounting system
complexity of financial reports

the culture of the organisation
regarding importance of finance

Example: If an organisation has strict controls over purchase
requisitions and purchase orders, yet gives the most junior
member of the team the job of allocating account and cost-
centre codes then errors may still occur in the processing of
the financial data.




s
Activity

Section 1 Analysing financial data

Source of Indicators of reliability
financial data

Published Can be influenced by:
accounts B accounting standards
B auditing standards

B interpretation of the generally
accepted accounting principles (GAAP)

B accounting statement formats
B nationality of parent company
B the auditing/accounting firm employed

Example: A major variant in reporting in published accounts
relates to the treatment of profit and depreciation. Some
accounting statements refer to profit for operating activities
which includes the cost of depreciation. Other systems talk
about EBITDA (Earnings Before Interest, Tax, Depreciation and
Amortisation), which treats depreciation as an item worthy of
independent reporting.

Published sources Can be influenced by:

of comparative B the approach of the publisher to
financial standardising the financial statements
information B the accuracy of the translation from

published data into the preferred
format

Example: The format of the balance sheet in the Keynote
publication follows the IFAC standard.

Activity 1.2a 45 minutes

Get hold of the published accounts of one of your competitors
(or another similar company to your own). Look at the format of
your published accounts and compare the layout with the
accounts of the other company. What similarities and
differences are there?

17
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1.3
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As a comparison, you could look at the IFRS Illustrative Financial
Statements published in July 2008.

For public sector organisations you may want to look at the
Treasury’s website or for an international view look at the IPSAS
website. The Treasury’s website has a search engine and typing
in ‘financial statements’ gives a number of different papers on
the same theme, which it updates and deletes quite rapidly.

Accounting standards

There are a number of internationally accepted guardians of
accounting standards.

B The Accounting Standards Board: ‘Fhe role of the
Accounting Standards Board (ASB)4is todssuesaccounting
standards. It is recognised for that purpose under the
Companies Act 1985. ... The ASB also collaborates with
accounting standard-setters frem other countries and the
International AccountingStandards Board (IASB) both in order
to influence the development of international standards and
in order to ensure that its standards are developed with due
regard to internationaltdevelopments.’

Accounting standards developed by the ASB are contained in
'Financial Reporting:Standards' (FRSs) and 'Statements of
Standard Actoeunting Practice' (SSAPs). There are currently in
the region of 30 FRSs and 12 SSAPs that organisations are
expected to comply with in law in their published accounts.

B [nternational Accounting Standards Board (IASB): “‘Our
mission is tofdevelop, in the public interest, a single set of
high quality, understandable and international financial
reporting standards (IFRSs) for general purpose financial
statements.’

There are currently eight IFRSs and 41 international
accounting standards (IASs) that organisations are expected to
comply with in their published accounts.

The accounting bodies report that the public sector is
increasingly moving towards similar reporting standards as the
private sector and the UK public sector has set 2008 to 2011
as the timetable to adopt IFRS.

B General Accepted Accounting Principles: If the IASB is
responsible for developing brand-new accounting standards
then Generally Accepted Accountancy Practice (GAAP) is the
way in which a number of countries tend to adopt the
standard, or at least interpret it, and fit it into their
individual country's accounting standards. Each country has
its own GAAP, but on the whole there aren't many differences
between countries. UK GAAP is, effectively, the technical
manual for the accounting bodies.
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