Making the numbers talk – ACCA F5
This is what accountants should do – whether in practice or in industry.  Your client (either external or internal to your business) does not understand numbers like you do and so you have to translate the numbers into words that they can appreciate and act upon.  

This is where students are finding problems with F5 – making the numbers talk.  

The examiner has been very clear and explicit about what he expects of candidates in his exam.  It is not enough to say that gross profit has reduced and, to quote many students, ‘management should investigate’.  He wants students to commit; give an opinion as to whether it is a good or bad thing, why it might have happened.  You are the expert, give an expert’s opinion.

This poses problems for many – confidence to give an opinion about numbers (whether they are financial or non-financial). Some students may not be allowed/expected to give opinions in their ‘day-to-day’ professional life but are going to have to soon enough.  This exam allows students the forum to express an opinion and not get sued for it!! The paper is intuitive and students must have the confidence of their convictions; write down on paper the thought processes that are happening in their heads.

Nevertheless, a strategy to do this effectively in an exam is also useful.  The examiner has written extremely useful hints and tips (available on the ACCA website) which I would strongly advise students review.  
Approaching Performance Appraisal Questions 

The December 2007 question 2 ‘Ties Only’ is a classic example of this type of question.  

The general themes to look out for in questions of this type are that the financial performance measures on their own do not give a true reflection of the future performance of the business.  Remember, financial performance measures are ‘lagging’ indicators – they are based on historic and often out of date information – by the time poor or even good performance manifests itself on the financial trading results of a business, it will be too late for management to respond in an effective manner.

Consequently, classic exam questions will also provide you with ‘non-financial’ data.  These bits of data tend to highlight the ‘value added’ aspects of a business; factors that give the business its competitive advantage.  These are the ‘leading’ indicators of performance or the factors that will result in a good financial performance –once the accountant eventually gets round to producing the management accounts of course!  Therefore, these issues are vital and must be monitored as well.  If these key indicators look good, it’s almost true to say that profit will look after itself.
Therefore, in the December 2007 question you have the classic

a) What do the financial numbers suggest about the performance?
b) What are they not telling us about the business on their own?
c) Here are some non-financial numbers – what do these very useful bits of information also tell us about the business’ performance?
Part a) 12 marks, where to start?

It is absolutely vital that students do not calculate a load of ratios and provide no comments.  It is much more effective in terms of passing the exam to calculate fewer ratios and comment on those than calculate many ratios and say nothing about them.  It is very surprising how little can be achieved in the time available and the answer certainly will not tell the whole story about the business – but as long as candidates appreciate this, then their exam technique is good and they have every chance of passing the exam
I would suggest for 12 marks aiming for four calculation/ratios (one for each quarter).  If you have time to do more, great do more!
Suggested calculations, ‘marker friendly’ layout and suggested comments are given below, in bold font.  The italics provides background information, not included in the suggested answer.
Hit the headline figures, always…
Sales growth percentage

	Qtr 1
	Qtr 2
	
	% growth

	$420,000
	$680,000
	((680,000 – 420,000)/420,000) x 100%
	61.9%


Massive rate of growth in revenue of 61.9% from quarter 1 to 2 – particularly impressive in a competitive industry. 

Management should ensure that cash flow is carefully managed and controlled and they do not hold excess stocks in anticipation of future growth – there is a danger of overtrading and running out of cash. 
Operating profit margin (profit or (loss) before finance costs and tax/revenue) – assessing the effectiveness with which the business controls indirect overheads
	Qtr 1
	Qtr 2

	(-$132,683/$420,000) x 100%
	-31.6%
	(-$55,440/$680,000) x 100%
	-8.2%


Reduction in operating loss percentage from -31.6% to – 8.2% from quarter 1 to quarter 2.  This is encouraging as long as this trend of improving profitability continues.  Losses are not unsurprising during the early stages of a business’ life cycle, especially when the industry is competitive and there is substantial investment in launch marketing to be made.

Gross profit margin (gross profit or (loss)/revenue) – assessing the effectiveness with which the business control direct costs 
	Qtr 1
	Qtr 2

	($218,400/$420,000) x 100%
	52%
	(339,320/680,000) x 100%
	49.9%


A fall in gross profit of two percentage points (notice that it is not a fall of 2% - as this would imply 2% of where it was originally ie 52%) from 52% to 50%.  This drop is concerning, especially as overall the business is making a trading loss and this trend should be halted as soon as possible.  Industry averages would help (always worth asking for if not given) to assess if quarter 1’s figure of 52% was realistic and sustainable in the long term.
The fall in gross profit percentage maybe as a result of wishing to increase stocks and having to call on different suppliers at a slightly higher cost than the suppliers originally in place.
An Expense ratio (administration) as a percentage of revenue to assess if it is being controlled appropriately (there is no point making healthy gross profit if you cannot control your indirect overheads)

	Qtr 1
	Qtr 2

	($100,500/$420,000) x 100%
	23.9%
	($150,640/$680,000) x 100%
	22.2%


Percentages of 23.9% in quarter one, falling to 22.9% in quarter 2.  This shows excellent cost control during a rapid growth stage in the business.  This is particularly impressive as the business is so young.  It would be useful to know how much of this cost is fixed and whether the percentage should be expected to fall, as the admin cost is spread over greater sales units as the business continues to grow.

In addition to the above and if a balance sheet/statement of financial position is given, drop the gross profit calculation and calculate Return on Capital Employed and maybe Asset Turnover if time allows.  
The above ratios will provide enough of a story to get a good pass mark.

Note that the comments pick up on the facts from the question, remaining specific to the scenario ie young company and competitive industry.  As I have suggested, if a candidate feels additional information would be useful in the appraisal then say so, it again explicitly demonstrates the appreciation of the situation.

If a candidate adopts this strategy, there will always be something to say that is relevant and it is doable in the time you have got.  

What I have given is an answer that should not be beyond the well prepared candidate and sufficient to achieve a clear pass for this part of the question.  I am not suggesting that this is a prize winning answer by any means.  The key thing is not to overrun with time and consequently have to rush the rest of the question.

Part b) 
In true exam question fashion, the financials alone do not give the true picture. This is not a suggested answer but identifies the areas that could be discussed.
Ties Only are making an operating loss but they have invested in the future of their on-line business (taking some risks admittedly as they are forecasting the healthy growth in sales to continue).  They have a website infrastructure that is ready to cope with the increased demand.  There is no point making sales if you cannot service them appropriately and losing reputation before the business is really off the ground.  
They have also spent heavily on launch marketing.  These two expense streams are not continuous.  Why not strip them out of the first two quarters and see what the financial results look like now!
	
	Qtr 1
	Qtr 2

	
	$
	$
	$
	$

	operating loss per question
	
	(132,863)
	
	(55,440)

	Add: website development
	120,000
	
	90,000
	

	Add:Launch marketing
	60,000
	
	40,800
	

	Less: monthly marketing (say) – it doesn’t matter but the question suggests that there will be some marketing cost
	(10,000)
	
	(10,000)
	

	
	
	170,000
	
	120,800

	Adjusted operating profit
	
	37,317
	
	65,360

	
	
	
	
	


Doesn’t look quite so bad and is in fact very encouraging for Ties Only!

Part c)

The data in part c speaks volumes about the real situation with the business.  Again, not a suggested answer, but identifying areas for discussion.
Again, students should follow their intuition here but note that the examiner is expecting a comment on each piece of data, so as such the approach to the question is easier than part a.
There are clues as well – the examiner has given some industry averages for comparison – therefore, he wants students to calculate the conversion rate and of course make a comment upon the result.

The on time delivery and sales returns suggest a worrying trend.  These issues are key to the success of the business.  Customers want on-time delivery and if this continues to fall any goodwill will be lost.

There will also be concern about the level of returns.  It may well be that due to the increased volume, what is being delivered is not what was ordered.  A review of reasons given by customers for returns should be carried out to ascertain if there is something particular that Ties Only are getting wrong.

System downtime for an internet retail business is lost sales and therefore lost profit. Also, it is lost potential custom from someone attempting to log into the website for the first time.  If it doesn’t work first time, they will try somewhere else and if that works, why should they come back to Ties Only.  

These sorts of comments are very intuitive and will not be found in any text book.  
Students must be prepared to give of themselves, believe in their own opinion and experience of the business world, whether as an employee or customer.  These comments will earn marks because they demonstrate an appreciation of the specific issues faced and are not just a regurgitation of classroom or text book notes.

Final Word

Students should not underestimate F5.  It is very easy to think that because variances, ratios, costing, limiting factor analysis, linear programming amongst other things have been covered in earlier studies that F5 should be quite straightforward and will not need that much study and effort – it is simply not true.  Having said that, though, there are marks available for these familiar calculations and so students should be completely confident with these areas to ensure the easier marks are in the bag.  
Students must also remember that what the examiner is trying to do is provide candidates with the opportunity to appreciate the point of these calculations and what they tell the user – something that has frustrated many students in previous generations.
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