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Preface

This text provides an introduction to accounting and finance. It is aimed primarily at
students who are not majoring in accounting or finance but who are, nevertheless,
studying introductory level accounting and finance as part of their course in business,
economics, hospitality management, tourism, engineering or some other area. Students
who are majoring in either accounting or finance should, however, find the book
useful as an introduction to the main principles, which can serve as a foundation for
further study. The text does not focus on the technical aspects, but rather examines
the basic principles and underlying concepts, and the ways in which accounting
statements and financial information can be used to improve the quality of decision
making. To support this practical approach, there are, throughout the text, numerous
illustrative extracts with commentary from company reports, survey data and other
sources.

The text is written in an ‘open-learning’ style. This means that there are numerous
integrated activities, worked examples and questions throughout the text to help you
to understand the subject fully. You are expected to interact with the material and to
check your progress continuously in a way not typically found in textbooks. Irrespective
of whether you are using the book as part of a taught course or for personal study, we
have found that this approach is more ‘user-friendly’ and makes it easier for you to learn.

We recognise that most of you will not have studied accounting or finance before,
and we have therefore tried to write in a concise and accessible style, minimising the
use of technical jargon. We have also tried to introduce topics gradually, explaining
everything as we go. Where technical terminology is unavoidable we try to provide
clear explanations. In addition, you will find all the key terms highlighted in the text,
and then listed at the end of each chapter with a page reference to help you rapidly
revise the main techniques and concepts. All these key terms are also listed alphabet-
ically with a concise definition in the glossary towards the end of the book, so pro-
viding a convenient and single point of reference from which to revise.

A further important consideration in helping you to understand and absorb the
topics covered is the design of the text itself. The page layout and colour scheme have
been carefully considered to allow for the easy navigation and digestion of material.
The layout features a large page format, an open design, and clear signposting of the
various features and assessment material.

Xiii
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How to use this book

We have organised the chapters to reflect what we consider to be a logical sequence
and, for this reason, we suggest that you work through the text in the order in which
it is presented. We have tried to ensure that earlier chapters do not refer to concepts
or terms that are not explained until a later chapter. If you work through the chapters
in the ‘wrong’ order, you will probably encounter concepts and terms that were
explained previously.

Irrespective of whether you are using the book as part of a lecture/tutorial-based
course or as the basis for a more independent mode of study, we advocate following
broadly the same approach.

Integrated assessment material

Interspersed throughout each chapter are numerous Activities. You are strongly advised
to attempt all these questions. They are designed to simulate the sort of quick-fire
questions that your lecturer might throw at you during a lecture or tutorial. Activities
serve two purposes:

m to give you the opportunity to check that you have understood what has been
covered so far;

m to encourage you to think about the topic just covered, either to see a link between
that topic and others with which you are already familiar, or to link the topic just
covered to the next.

The answer to each Activity is provided immediately after the question. This answer
should be covered up until you have deduced your solution, which can then be com-
pared with the one given.

Towards the middle/end of each chapter, except for Chapter 1, there is a Self-
assessment question. This is more comprehensive and demanding than any of the
activities, and is designed to give you an opportunity to check and apply your under-
standing of the core coverage of the chapter. The solution to each of these questions
is provided at the end of the book. As with the activities, it is important that you
attempt each question thoroughly before referring to the solution. If you have
difficulty with a self-assessment question you should go over the chapter again.

End-of-chapter assessment material

At the end of each chapter there are four Review questions. These are short questions
requiring a narrative answer or discussion within a tutorial group. They are intended
to help you assess how well you can recall and critically evaluate the core terms and
concepts covered in each chapter. Solutions to all of these questions can be found at
the end of the book.

At the end of each chapter, except for Chapter 1, there are five Exercises. These are
mostly computational, and are designed to reinforce your knowledge and under-



standing. The exercises are graded according to their level of difficulty. The basic-level
questions are fairly straightforward; the more advanced ones can be quite demanding,
but are capable of being successfully completed if you have worked conscientiously
through the chapter and have attempted the basic exercises. Solutions to three of the
exercises in each chapter are provided at the end of the book and are identified by a
coloured question number. Here, too, a thorough attempt should be made to answer
each question before referring to the solution. Solutions to the other two exercises are
available to lecturers on the Companion Website.

Preface

XV
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Measuring
and reporting
financial
position

Introduction

We saw in the previous chapter that accounting has two distinct strands ~ financial
accounting and management accounting. This chapter, and Chapters 3 to 5, examine
the three major financial statements that form the core of financial accounting. We begin
by providing an overview of these statements to reveal how each contributes towards
an assessment of the overall financial position and performance of a business.

Following this overview, we commence a more detailed examination by turning our
attention towards one of these financial statements ~ the balance sheet. We shall
how it s prepared, and examine the principles underpinning this state; e shall
also consider its value for decision-making purposes.

Learning outcomes

When you have completed this chapter, you should be able to:

explain the nature and purpose of the three major financial statements;
prepare a simple balance sheet and interpret the information that it contains;
discuss the accounting conventions underpinning the balance sheet;

discuss the limitations of the balance sheet in portraying the financial position
of a business.

Key terms

The key concepts and techniques in each
chapter are highlighted in colour where they
are first introduced, with an adjacent icon in
the margin to help you refer back to the most
important points.

Examples

At frequent intervals throughout most chapters, —

there are numerical examples that give you
step-by-step workings to follow through to the
solution.

Learning outcomes

Bullet points at the start of each chapter
show what you can expect to learn from that
chapter, and highlight the core coverage.

Chapter 2 Measuring and reporting financial position

the capital figure must be analysed according to how each part of the capital first
arose. For example, companies must make a distinction between that part of the
capital that arose from retained profits and that part that arose from the owners
putting in cash to start up the business.

m Liabilities. Liabilities represent the claims of all other individuals and organisations,
/ apart from the owner(s). Liabilities must have arisen from past transactions or

events such as supplying goods or lending money to the business.

Once a claim has been incurred by a business, it will remain as an obligation until it
is settled.

Now that the meaning of the terms assets and claims has been established, we can
go on and discuss the relationship between the two. This relationship s quite simple
and straightforward. If a business wishes to acquire assets, it will have to raise the
necessary funds from somewhere. It may raise the funds from the owner(s) or from
other outside parties or from both. To llustrate the relationship let us take the example
of a business, as set out in Example 2.2,

Example 2.2

Jerry and Co. deposits £20,000 in a bank account on 1 March in order to com-
‘mence business. Let us assume that the cash is supplied by the owner (£6,000) and
by a lender (£14,000) and paid into the business bank account. The raising of
the funds in this way will give rise to a claim on the business by both the owner
(capital) and the lender (liability). If a balance sheet of Jerry and Co. is prepared
following the above transactions, the assets and claims of the business will appear

as follows:
- Jerry and Co.
Balance sheet as at 1 March
£ [
Assets Claims.
Cash at bank 20,000 Capital

Liabilty  loan

We can see from the balance sheet that has been prepared that the total claims are
the same as the total assets. Thus:

Assets = Capital + Liabilities

‘This equation — which is often referred to as the balance sheet equation ~ will always
hold true. Whatever changes may occur to the assets of the business o the claims
against the business, there will be compensating changes elsewhere that will

34
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The basis of valuation of assets on the balance sheet

1] L 1
T .~ Real World’ illustrations _ .
Retailer marks up land and buildings > 4 Integrated throughout the text, these illustrative
The b‘sl‘anr;e sheet of Marks and Spencer plc, a major high Swi‘vgﬁ“:;; at 3 April 2004 eXampleS h ig h Iight the practical application Of

buidings are shown at an open market value and were valued by a firn of independent sur-
jors. If the land and buildi of the busi had not been valued in this way, the net book 1 H

S Ao R ST et Tars T Vel A accounting concepts and techniques by real

e e A ttes ey

the net book value of all the tangible non-current assets of the business. buSineSSGS, inCIUding eX’(I’aC’(S from Company
reports and financial statements, survey data
o ) ) [ £ ) ) ) and other interesting insights from business.

(page 44). What would be the effect of revaluing the freehold land to a figure of £110,000

on the balance sheet? ~

The effect on the balance sheet would be to increase the freehold land to £110,000 and the \ -
gain on revaluation (that is, £110,000 — £45,000 = £65,000) would be added 1o the capital ActIVItIeS
would therefore be as follows: H H
— These short questions, integrated throughout
O L e

w0 o0 each chapter, allow you to check your under-

Non-current assets

e e E standing as you progress through the text. They
o o comprise either a narrative question requiring

oo a0t 2 you to review or critically consider topics, or a
e mabis tromors) o numerical problem requiring you to deduce a
et ; solution. A suggested answer is given

Netasets = immediately after each activity.

isi"élﬁéjiiffm %’:;

tess rawings 2 Bullet point chapter summary

Each chapter ends with a ‘bullet point’ summary.
53 This highlights the material covered in the
chapter and can be used as a quick reminder

of the main issues.

Chapter 5 Measuring and reporting cash flows Summary
Self-assessment question 5.1 Summary
Touchstone plc’s income statements for the years ended 31 December 2005 and 2006 and The main points of this chapter may be summarised as follows:

the balance sheets as at 31 December 2005 and 2006 are as follows:
Ratio analysis:

LT B B S L e G s E 281 ® Compares two related figures, usually both from the same set of financial
2005 2006 statements.
o o d to understanding what the f 1
U & g2 = s an aid to understanding what the financial statements portray.
Cost of sales ©  aon = 15 an inexact science so results must be interpreted cautiously.
jarosaproe W T ® Past periods, the performance of similar businesses and planned performance are
Distributon costs L0\ often used to provide benchmark ratios
Adminisirative expenses ET ") en used to provide benchr
3% 60 = A brief overview of the financial statements can often provide insights that may
Other operating income s 4 not be revealed by ratios and/or may help in the interpretation of them.
Operating profit 38 o
Bty @ @ Profitability ratios - concerned with effectiveness at generating profit:
Profit on ordinary activities before taxation 36 60 = Return on ordinary shareholders’ funds (ROSF).
Tax on profit on ordinary activities _® 09 :
Profit on ordinary actitios after zcation 28 i = Return on capital employed (ROCE).
Retained profit brought forward from last year 6 %0 = Net profit margin.
44 7 ® Gross profit margin.
Less Dividend paid on ordinary shares 4 1
Retained profitcarried forward o Efficiency ratios - concerned with efficiency of using assets/resources:
Balance sheets as at 31 December 2005 and 2006 = Average inventorics turnover period
2005 2006 = Average settlement period for receivables.
£m Lyl = Average settlement period for payables.
Non-current assets
T e T = Sales revenue to capital employed.
Land and builings % 10 & Sales revenue per employee.
Plant and machinery 58 e
w2 Liquidity ratios - concerned with the ability to meet short-term obligations:
Current essets = Current ratio.
Inventories 25 20
Treasury bills (short-term investments) - 15 = Acid test ratio.
DRI B 4 Gearing ratios - concerned with relationship between equity and debt
Cash at bank and in hand 4 _a e
% ® financing:
Less Current liabilties = Gearing ratio.
Jracslpayatiice) D & = Interest cover ratio.
Corporation tax a4 s
2 Investment ratios - concerned with returns to shareholders:
Net current assets _8 24
Total assets less current liabilities. 150 196 = Dividend payout ratio.
Less Non-current liabilties = Dividend yield ratio.
Debenture loans (109%) 2 4 baemines nor share
= £ = Eamings per shar
® Price/earnings ratio. ->

158 + 207

Self-assessment questions

Towards the end of most chapters you will encounter one of these questions, allowing you to
attempt a comprehensive question before tackling the end-of-chapter assessment material.
To check your understanding and progress, solutions are provided at the end of the book.
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Chapter 6 Analysing and interpreting financial statements

Individual ratios can be tracked (for example, plotted on a graph) to

detect trends.

Ratios can be used to predict financial failure.

Limitations of ratio analysis:

= Ratios are only as reliable as the financial statements from which they derive.

® Ratios have restricted vision.

It can be difficult to find a suitable benchmark (for example, another business) to
compare with.

® Some ratios could mislead due to the ‘snapshot’ nature of the balance sheet.

return on ordinary shareholders’ funds  sales revenue per employee ratio

(ROSF) p. 174 p.184
return on capital employed (ROCE) current ratio p. 187
p. 175 acid test ratio p. 188
net profit margin ratio p. 177 financial gearing p. 189
gross profit margin ratio p. 178 gearing ratio p. 192
average inventories turnover period  interest cover ratio p. 193
p.180 dividend payout ratio p. 195
average settlement period for dividend cover ratio p. 196
receivables p. 181 dividend yield ratio p. 196
average settlement period for payables  dividend per share p. 197
p.182 earnings per share p. 197
sales revenue to capital employed ratio  price/earnings ratio p. 198
p.183

Further reading

If you would like to explore the topics covered in this chapter in more depth, we
recommend the following books:

Elliott, B. and Elliott, J. Financial Accounting and Reporting, 9th edn, Financial Times
Prentice Hall, 2004, Chapters 28 and 29.

Revsine, L., Collins, D. and Bruce Johnson, W. Financial Reporting and Analysis, 3rd edn,
Prentice Hall, 2004, Chapter 5

Sutton, T. Corporate Financial Accounting and Reporting, 2nd edn, Financial Times
Prentice Hall, 2004, Chapter 19.

Wild, J., Subramanyam, K. and Halsey, R. Financial Statement Analysis, 8th edn,
McGraw Hill, 2003, Chapters 8, 9 and 11.

RS

—— Key terms summary

At the end of each chapter, there is a listing
(with page reference) of all the key terms,
allowing you to easily refer back to the most
important points.

|_— Further reading
This section comprises a listing of relevant
chapters in other textbooks that you might
refer to in order to pursue a topic in more
depth or gain an alternative perspective.

Review questions

These short questions encourage you to review — > Review questions

and/or Critica”y diSCUSS your understanding Of Answers to these questions can be found at the back of the book (p. 000).

the main topics covered in each chapter, either Sl
individually or in a group. Solutions to these
questions can be found at the end of the book. e i e e

Exercises

These comprehensive questions appear at the ——> Exercises
end of most chapters. The more advanced
questions are separately identified. Solutions
to some of the questions (those with coloured
numbers) are provided at the end of the book, e e e e - MU
enabling you to assess your progress. Solutions Ol e s ot pRoly

to the remaining questions are available online (4) o esase I amount o venores ol

for lecturers only. Additional exercises can be

found on the Companion Website at
www.pearsoned.co.uk/atrillmclaney.

Exercises
6.1 Some businesses operate on a low et profit margin (for example, a supermarket chair).
6.2 What potential problems arise for the external analyst from the use of balance sheet fig-
ures in the calculation of financial ratios?
63 in One has an period that
inventories tumover period ratio.
6.4 Identify and discuss three reasons why the P/E ratio of two businesses operating within
the same industry may differ
Exercises 6.4 and 6.5 are more advanced than 6.1 to 6.3. Those with a coloured number
have an answer at the back of the book (p. 000).
‘ If you wish to try more exercises, visit the students’ side of the companion website
61 Jiang Lt has recently produced its financial statements for the current year. The dir-
ectors are concerned that the return on capital employed (ROCE) had decreased
(i) an increase in overhead expenses;
) the repayment of a loan at the year end; and
(vi) an increase in the time taken for credit customers (trade receivables) to pay.
Required:
Taking each of these six suggested reasons in furn, state, with reasons, whether each of
them could lead to a reduction in ROCE.
>
209
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finance

Introduction

Welcome to the world of accounting and finance! In this opening chapter, we provide
a broad outline of these subjects. We begin by considering the roles of accounting
and finance and we shall see that both can be valuable tools for decision-making
purposes. We shall identify the main users of accounting information and discuss
the ways in which accounting can improve the quality of the decisions that they
make. In subsequent chapters, we develop this decision-making theme by
considering in some detail the kinds of financial reports and methods used

to aid decision making.

For many of you, accounting and finance are not the main focus of your studies

and you may well be asking ‘Why do | need to study these subjects?’ So, after we have
considered the key features of accounting and finance, we shall go on to discuss why
some understanding of these subjects is likely to be relevant to you.

Learning outcomes

When you have completed this chapter, you should be able to:

m explain the nature and roles of accounting and finance;

m identify the main users of financial information and discuss their needs;
m distinguish between financial and management accounting;

m explain why an understanding of accounting is likely to be relevant to your needs.
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What are accounting and finance?

Let us start our study of accounting and finance by trying to understand the purpose
of each. Accounting is concerned with collecting, analysing and communicating
financial information. This information is useful for those who need to make decisions
and plans about businesses, and for those who need to control those businesses. For
example, the managers of businesses may need accounting information to decide
whether to:

m develop new products or services (such as a computer manufacturer developing a
new range of computers);

m increase or decrease the price or quantity of existing products or services (such as a
telecommunications business changing its mobile phone call and text charges);

m borrow money to help finance the business (such as a supermarket wishing to
increase the number of stores it owns);

m increase or decrease the operating capacity of the business (such as a beef farming
business reviewing the size of its herd);

m change the methods of purchasing, production or distribution (such as a clothes
retailer switching from UK to overseas suppliers).

The information provided should help in identifying and assessing the financial con-
sequences of such decisions.

Though managers working within a particular business are likely to be significant
users of accounting information about that particular business, they are by no means
the only ones. There are those outside the business (whom we shall identify later) who
may need information to decide whether to:

invest or disinvest in the ownership of the business;

lend money to the business;

offer credit facilities;

enter into contracts for the purchase of products or services.

Sometimes the impression is given that the purpose of accounting is simply to pre-
pare financial reports on a regular basis. While it is true that accountants undertake
this kind of work, the preparation of financial reports does not represent an end in
itself. The ultimate purpose of the accountant’s work is to give people better informa-
tion on which to base their decisions. This decision-making perspective of account-
ing fits in with the theme of this book and shapes the way in which we deal with
each topic.

Finance, like accounting, exists to help decision makers. It is concerned with the
ways in which funds for a business are raised and invested. This lies at the very
heart of what a business is about. In essence, a business exists to raise funds from
investors (owners and lenders) and then to use those funds to make investments
(equipment, premises, inventories and so on) in an attempt to make the business, and
its owners, wealthier. It is important that funds are raised in a way that is appropriate
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to the particular needs of the business and an understanding of finance should help
in identifying:

the main forms of finance available;

the costs and benefits of each form of finance;
the risks associated with each form of finance;
the role of financial markets in supplying finance.

Once the funds are raised, they must be invested in a way that will provide the busi-
ness with a worthwhile return. An understanding of finance should help in evaluating:

m the returns from an investment;
m the risks associated with an investment.

Businesses tend to raise and invest funds in large amounts for long periods of time.
The quality of the investment decisions made can, therefore, have a profound impact
on the fortunes of the business.

There is little point in trying to make a sharp distinction between accounting and
finance. We have already seen that both are concerned with the financial aspects of
decision making. There is considerable overlap between the two subjects and, in this
book, we shall not emphasise the distinctions.

Accounting and user needs

For accounting information to be useful, the accountant must be clear for whom the
information is being prepared and for what purpose the information will be used. There
are likely to be various groups of people (known as ‘user groups’) with an interest in
a particular organisation, in the sense of needing to make decisions about it. For
the typical private sector business, the most important of these groups are shown in
Figure 1.1. Take a look at this figure and then try Activity 1.1 below.

Ptarmigan Insurance plc (Pl) is a large motor insurance business. Taking the user groups
identified below, suggest what sort of decisions each group is likely to make about PI.

Your answer may be as follows:

User group Decision

Customers Whether to take further motor policies with PIl. This would prob-
ably involve an assessment of PI's ability to continue in business
and to supply customers’ needs. Customers (policy holders) would
be concerned about the ability of Pl to be able to meet any claims
made by them. 9



Chapter 1

Introduction to accounting and finance

Competitors

Employees

Government

Community
representatives

How best to compete against Pl or, perhaps, whether to leave the
market on the grounds that it is not possible to compete profit-
ably with PI. This might involve using PI’s performance in various
aspects as a ‘benchmark’ when evaluating their own performance.
They might also try to assess PI's competitive strength and to
identify significant changes that may signal PI’s future actions (for
example, expanding its ability to provide its service as a prelude to
market expansion).

Whether to take up or to continue in employment with PI.
Employees might assess this by considering the ability of the busi-
ness to continue to provide employment and to reward employees
adequately for their labour.

Whether PI should pay tax and, if so, how much, whether it com-
plies with agreed pricing policies, whether financial support is
needed and so on. In making these decisions an assessment of its
profits, sales revenues and financial strength would be made.

Whether to allow Pl to expand its premises or whether to provide
economic support for Pl. To assess these, PI’s ability to continue
to provide employment for the community, to use community
resources and to help fund environmental improvements might be
considered.

Investment analysts Whether or not to advise clients to invest in PI. This would involve

Suppliers

Lenders

Managers

Owners

an assessment of the likely risks and returns associated with PI.

Whether to continue to supply Pl and, if so, whether to supply on
credit. This would involve an assessment of PI’s ability to pay for
any goods and services supplied.

Whether to lend money to Pl and/or whether to require repayment
of any existing loans. To assess this, PI’s ability to meet its obligations
to pay interest and to repay the principal would be considered.

Whether the performance of the business requires improvement.
Here performance to date would be compared with earlier plans
or some other ‘benchmark’ to decide whether action needs to be
taken. Whether there should be a change in PI's future direction.
In making such decisions, management will need to look at PI’s
ability to perform and at the opportunities available to it.

Whether to invest more in Pl or to sell all, or part, of the investment
currently held. This would involve an assessment of the likely risks
and returns associated with Pl. Owners would also be involved with
decisions on the employment of senior managers. Here past per-
formance of the business would be assessed.

You may have thought of other reasons why each group would find accounting information

useful.
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Figure 1.1 Main users of financial information relating to a business
Owners Customers Competitors
A A
Employees
Managers and their
representatives
Business
organisation
Lenders Government
Suppliers Investment Communllty
analysts representatives
EEE—— AEE——
There are several user groups with an interest in the accounting information relating to a busi-
ness. The majority of these are outside the business but, nevertheless, they have a stake in it.
This is not meant to be an exhaustive list of potential users; however, the groups identified are
normally the most important.

Not-for-profit organisations

Though the focus of this book is accounting as it relates to private sector businesses,
there are many organisations that do not exist mainly for the pursuit of profit. Examples
include charities, clubs and associations, universities, local government authorities,
churches and trades unions. Such organisations also need to produce accounting
information for decision-making purposes. User groups need accounting information
about these types of organisation to help them to make decisions. These groups are
often the same as, or similar to, those identified for private sector businesses. They
may have a stake in the future viability of the organisation and may use accounting
information to check that the wealth of the organisation is being properly controlled
and used in a way that is consistent with its objectives.

Real World 1.1 provides an example of the importance of accounting to relief
agencies.
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When disaster strikes

In the aftermath of the Asian tsunami at the turn of the year, one of the most important issues
was ensuring the huge amounts of money raised were providing necessary aid and recon-
struction as efficiently and effectively as possible. That does not just mean medical staff and
engineers. It also means accountants.

The charity that does this is Mango: Management Accounting for Non-Governmental
Organisations (NGOs). It provides accountants in the field and it provides the back-up, such as
financial training, and all the other services that should result in really robust financial manage-
ment in the disaster area.

‘In January we had 40 requests for placements,’ says Denise Joseph, director of placements
at Mango, ‘and it was not just for the tsunami. It is an indication of the value that aid agencies
place on management accountants. They play a very important role in relief efforts.’

That role will increase. The sheer scale of the money now involved ensures that. Funds for
tsunami relief now stand at £365m. In comparison, the funds raised for the Kosovo appeal in
1999 amounted to £53m. ‘It is vastly more than previous sums raised,” says Ms Joseph, ‘and
coupled with this is the pressure to spend money very quickly. So the strain on existing financial
controls and management creates extra pressures.’

Mango’s work is twofold. It recruits accountants and keeps them on a register to enable a
rapid response to the needs of NGOs. And it provides training courses and guidance for them.

For example, Mango has devised a Financial Management Health Check that can be down-
loaded by NGOs, through which they can gauge the strength of their financial systems. So far,
47,000 copies of the Health Check have been downloaded. ‘Aid agencies,’” says Ms Joseph,
‘achieve different levels of cost effectiveness. We find that if you have someone knowledgeable
about financial reporting and that person is separate from the programme manager, it leads to
cost savings and efficiencies.’

It is a simple principle. But it is one that can be easily forgotten in the chaos and speed of
getting relief to disaster victims. Management accountants can make a huge difference both in
making sure the money is spent effectively in the field and that accountability back to the donors
is of a high standard.

Source: ‘Tsunami: finding the right figures for disaster’, Robert Bruce, FT.com, 7 March 2005

Accounting as a service function

One way of viewing accounting is as a form of service. Accountants provide economic
information to their ‘clients’, who are the various users identified in Figure 1.1. The
quality of the service provided would be determined by the extent to which the informa-
tion needs of the various user groups have been met. It can be argued that, to be useful,
accounting information should possess certain key qualities, or characteristics. These are:

m Relevance. Accounting information must have the ability to influence decisions.

Unless this characteristic is present, there is really no point in producing the
information. The information may be relevant to the prediction of future events (for
example, in predicting how much profit is likely to be earned next year) or relevant
in helping confirm past events (for example, in establishing how much profit was
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earned last year). The role of accounting in confirming past events is important
because users often wish to check on the accuracy of earlier predictions that they
have made. The accuracy (or inaccuracy) of earlier predictions may enable users to
judge the likely accuracy of current predictions.

Reliability. Accounting should be free from significant error or bias. It should be cap-
able of being relied upon by users to represent what it is supposed to represent. Though
both relevance and reliability are very important, the problem that we often face in
accounting is that information that is highly relevant may not be very reliable, and
that which is reliable may not be very relevant. Activity 1.2 illustrates this point.

A manager has to sell a custom-built machine owned by the business and has recently
received a bid for it. What information would be relevant to the manager when deciding
whether to accept the bid? How reliable would that information be?

The manager would probably like to know the current market value of the machine before
deciding whether or not to accept the bid. The current market value would be highly relev-
ant to the final decision, but it might not be very reliable because the machine is unique and
there is likely to be little information concerning market values.

Where a choice has to be made between providing information that has either more
relevance or more reliability, the maximisation of relevance tends to be the guiding rule.
Comparability. This quality will enable users to identify changes in the business over
time (for example, the trend in sales over the past five years). It will also help users
to evaluate the performance of the business in relation to other similar businesses.
Comparability is achieved by treating items that are basically the same in the same
manner for accounting purposes. Comparability tends also to be enhanced by making
clear the policies that have been adopted in measuring and presenting the information.
Understandability. Accounting reports should be expressed as clearly as possible
and should be understood by those at whom the information is aimed. Consider
Activity 1.3 below.

Do you think that accounting reports should be understandable to those who have not
studied accounting?

It would be useful if anyone could understand accounting reports, but realistically, this is
not likely to be the case. Complex financial events and transactions cannot always be
reported easily. It is probably best that we regard accounting reports in the same way as
we regard a report written in a foreign language. To understand either of these, we need to
have had some preparation. Generally speaking, accounting reports assume that the user
not only has a reasonable knowledge of business and accounting, but is also prepared to
invest some time in studying the reports.
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The threshold of materiality

The qualities, or characteristics, that have just been described will help us to decide if
a particular piece of financial information is potentially useful. However, in order to
make a final decision, we also have to consider whether the information is material,
or significant. This means that we should ask whether its omission or misrepresenta-
tion in the financial reports would really alter the decisions that users make. Thus, in
addition to possessing the characteristics mentioned above, financial information
must also achieve a threshold of materiality. If the information is not regarded as
material, it should not be included within the reports as it will merely clutter them up
and, perhaps, interfere with the users’ ability to interpret the financial results. The type
of information and amounts involved will normally determine whether it is material.

Costs and benefits of accounting information

Having read the previous sections you may feel that, when considering a piece of
financial information, provided the four main qualities identified are present, and it is
material, it should be included in the financial reports. Unfortunately, there is one
more hurdle to jump. A piece of financial information may still be excluded from the
financial reports even when it is considered to be useful. Consider Activity 1.4 below.

Suppose an item of information is capable of being provided. It is relevant to a particu-
lar decision, it is also reliable, comparable, understandable and material.

Can you think of a reason why, in practice, you might choose not to produce the
information?

The reason that you may decide not to produce, or discover, the information is that you
judge the cost of doing so to be greater than the potential benefit of having the informa-
tion. This cost-benefit issue will place limits on the extent to which accounting information
is provided.

In theory, financial information should only be produced if the costs of providing a
particular item of information are less than the benefits, or value, to be derived from
its use.

To illustrate the cost/benefit relationship, suppose that we wish to buy a particular
DVD system that we have seen in a local shop for sale at £250. We believe that other
local shops may have the same system on offer for a lower price. The only way of
finding out the prices at other shops are either to telephone them or to visit them.
Telephone calls cost money and involve some of our time. Visiting the shops may not
involve the outlay of money, but more of our time will be involved. Is it worth the
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cost of finding out the price of the system at various shops? The answer, as we have
seen, is that if the cost of discovering the price is less than the potential benefit, it is
worth having that information.

To identify the various selling prices of the DVD system, there are various points to
be considered including:

m How many shops shall we telephone or visit?

m What is the cost of each telephone call?

m How long will it take to make all the telephone calls or visits?
m How much do we value our time?

The economic benefit of having the information on the price of the system is prob-
ably even harder to assess and the following points need to be considered:

m What is the cheapest price that we might be quoted for the DVD system?
m How likely is it that we shall be quoted prices cheaper than £250?

The answers to these questions may be far from clear. When assessing the value of
accounting information we are confronted with similar problems. It is possible to apply
some ‘science’ to the problem of weighing the costs and benefits, but a lot of sub-
jective judgement is likely to be involved. No one would seriously advocate that a
typical business should not produce accounting information but at the same time, no
one would advocate that every item of information that could be seen as possessing
one or more of the key characteristics should be produced, irrespective of the cost of
producing it.

The key characteristics that influence the usefulness of accounting information,
and which have been discussed in this section and the preceding section, are set out
in Figure 1.2.

Accounting as an information system

Accounting is a part of the business’s total information system, whose role is to pro-
vide information to ‘clients’ (the users identified in Figure 1.1). Users, both inside and
outside the business, have to make decisions concerning the allocation of scarce
resources. To try to ensure that these resources are allocated in an efficient manner,
users require financial information on which to base decisions. It is the role of the
accounting system to provide that information and this will involve information
gathering and communication.

The accounting information system has certain features that are common to all
information systems within a business. These are:

m identifying and capturing relevant information (in this case financial information);
m recording in a systematic manner the information collected;

m analysing and interpreting the information collected;

m reporting the information in a manner that suits the needs of users.

The relationship between these features is set out in Figure 1.3.
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Figure 1.2 The characteristics that influence the usefulness of
accounting information

Materiality Cost/Benefit

Comparability |

1

Characteristics
that make
Relevance - financial Reliability
information
useful

Understandability |

Necessary for Limitation to the
including application of
information in the the qualitative
financial statements characteristics

There are four main qualitative characteristics that influence the usefulness of accounting
information. In addition, however, accounting information should be material and the benefits
of providing the information should outweigh the costs.

Figure 1.3 The accounting information system

Information Information Information Information
identification recording analysis reporting

There are four sequential stages of an accounting information system. The first two stages
are concerned with preparation, whereas the last two stages are concerned with using the
information collected.

Given the decision-making emphasis of this book, we shall be concerned primarily
with the final two elements of the process — the analysis and reporting of financial
information. We shall consider the way in which information is used by, and is useful
to, users, rather than the way in which it is identified and recorded. In this context,
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information technology is playing an increasingly important role. It has created
opportunities for analysis and reporting that were not possible before.

Efficient accounting systems are an essential ingredient of an efficient business.
When the accounting systems fail, the results can be disastrous. Real World 1.2 pro-
vides an example of a systems failure when two businesses combined and then
attempted to integrate their respective systems.

Real World 1.2

Blaming the system

When Sir Ken Morrison bought Safeway for £3.35bn in March 2004, he almost doubled the size
of his supermarket chain overnight and went from being a regional operator to a national force.
His plan was simple enough. He had to sell off some Safeway stores — Morrison has to date sold-
off 184 stores for an estimated £1.3bn — and convert the remaining 230 Safeway stores into
Morrison’s. Sir Ken has about another 50 to sell. But, nearly 15 months on, and the integration
process is proving harder in practice than it looked on paper. Morrison, once known for its robust
performance, has issued four profit warnings in the past 10 months. Each time the retailer has
blamed Safeway. Last July, it was because of a faster-than-expected sales decline in Safeway
stores. In March - there were two warnings that month — it was the fault of Safeway’s account-
ing systems, which left Morrison with lower supplier incomes. This month’s warning was put
down to higher-than-expected costs from running parallel store systems. At the time of the first
warning last July, Simon Procter, of the stockbrokers Charles Stanley, noted that the news ‘has
blown all profit forecasts out of the water and visibility is very poor from here on out’. But if it was
difficult then to predict where Morrison’s profits were heading, it is impossible now. Morrison
itself cannot give guidance. ‘No one envisaged this,” says Mr Procter. ‘When | made that com-
ment about visibility last July, | was thinking on a 12-month time frame, not a two-year one.’
Morrison says the complexity of the Safeway deal has put a ‘significant strain’ on its ability to
cope with managing internal accounts. ‘This is impacting the ability of the board to forecast likely
trend in profitability and the directors are therefore not currently in a position to provide reliable
guidance on the level of profitability as a whole,” admits the retailer.

Source: ‘Morrison in uphill battle to integrate Safeway’, Elizabeth Rigby, FT.com, 26 May 2005

Planning and control

We saw earlier that managers are important users of financial information. They need

financial information to help them to plan and control the activities of the business.

Planning and control can be seen as a sequence of logical steps that we shall now

briefly describe; however, this topic will be considered in more depth in Chapter 9.

It is vital that businesses plan their future. Each business must have a clear view of

where it is going and how it is going to get there.

We shall now consider the seven steps in the planning and control system and see

where accounting and finance has a vital role to play in each step.

1
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Step 1 of the process is identifying the objectives of the business. Objectives tend
to be framed in broad terms and, once established, they are likely to remain in
force for a long period, say, five or ten years. As we shall see later, a key objective of
private-sector businesses is to increase the wealth of their owners. It is important,
therefore, that we have suitable financial indicators, such as profit, that can be used
to help set the objectives.

Step 2 is considering the various options available to achieve the objectives of the
business. To achieve the objectives that have been identified, a number of possible
options (strategies) may be available. Each option must be considered carefully to
see how closely it fits with the objectives that have been set, and to see whether the
resources to pursue the options are available. Financial information should help to
quantify the likely costs and benefits associated with each option in financial terms.
As a result, we should see more clearly whether an option is worth pursuing.

Step 3 involves the preparation of long-term plans, based on the most appropriate
option available. These long-term plans set out how the business will work towards
the achievement of its objectives over a period of, say, five years. Financial informa-
tion should lie at the heart of these plans. It is important to set out the financing
and investment requirements for the business and the expected levels of sales
revenues and expenses over the planning period. By doing so, the managers will
have clear, quantifiable targets to be achieved.

Step 4 is the development of short-term plans, within the framework of the long-
term plans. The business will usually prepare short-term plans (budgets) covering a
period of one year. The role of budgets is to convert the long-term plans into action-
able blueprints for the immediate future. The role of financial information here is
basically the same as in the third step.

Step 5 in the process involves collecting information on actual performance.
However well planned the activities of the business may be, they will come to noth-
ing unless steps are taken to achieve them. The process of ensuring that planned
events actually occur is known as control. To exercise control, there must be a timely
flow of information available to managers to help them compare actual perform-
ance with earlier planned performance. As many aspects of planning will normally
be expressed in financial terms, information regarding actual performance, which
is required to exercise control, should also be couched in financial terms. This will
make it easier for managers to compare differences between planned and actual
performance, and to assess the extent to which plans have been achieved.

Step 6 is responding to divergences from planned performance with appropriate
action. Where things have not gone according to plan, the size of the differences
between planned and actual performance, expressed in financial terms, can help
managers to set their priorities for action.

Step 7 is to revise the plans or budgets, if necessary. This will involve going through
the main steps of the process once again and so will require the financial informa-
tion already identified.

The planning, decision-making and control process is depicted in Figure 1.4.
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Figure 1.4 The planning and control process

Step 7

i

There are seven key steps in the planning and control process as described in this chapter.

Accounting is usually seen as having two distinct strands:

m Management accounting, which seeks to meet the needs of managers.
m Financial accounting, which seeks to meet the accounting needs of all of the other
users that were identified in Figure 1.1, earlier in the chapter.

The differences between the two types of accounting reflect the different user
groups that they address. Briefly, the major differences are as follows:

m Nature of the reports produced. Financial accounting reports tend to be general pur-
pose. That is, they contain financial information that will be useful for a broad

13
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range of users and decisions rather than being specifically designed for the needs of
a particular group or set of decisions. Management accounting reports, on the other
hand, are often for a specific purpose. They are designed either with a particular
decision in mind or for a particular manager.

m Level of detail. Financial accounting reports provide users with a broad overview of
the performance and position of the business for a period. As a result, information
is aggregated and detail is often lost. Management accounting reports, however,
often provide managers with considerable detail to help them with a particular
operational decision.

m Regulations. Financial reports, for many businesses, are subject to accounting regula-
tions that try to ensure they are produced with standard content and in a standard
format. Law and accounting rule setters impose these regulations. Since manage-
ment accounting reports are for internal use only, there are no regulations from
external sources concerning the form and content of the reports. They can be
designed to meet the needs of particular managers.

B Reporting interval. For most businesses, financial accounting reports are produced on
an annual basis, though many large businesses produce half-yearly reports and a
few produce quarterly ones. Management accounting reports may be produced as
frequently as required by managers. In many businesses, managers are provided with
certain reports on a monthly, weekly or even daily basis, which allows them to check
progress frequently. In addition, special-purpose reports will be prepared when
required (for example, to evaluate a proposal to purchase a piece of machinery).

m Time horizon. Financial accounting reports reflect the performance and position
of the business for the past period. In essence, they are backward looking.
Management accounting reports, on the other hand, often provide information
concerning future performance as well as past performance. It is an oversimpli-
fication, however, to suggest that financial accounting reports never incorporate
expectations concerning the future. Occasionally, businesses will release projected
information to other users in an attempt to raise capital or to fight off unwanted
takeover bids.

B Range and quality of information. Financial accounting reports concentrate on
information that can be quantified in monetary terms. Management accounting
also produces such reports, but is also more likely to produce reports that contain
information of a non-financial nature such as measures of physical quantities of
inventories (stocks) and output. Financial accounting places greater emphasis on
the use of objective, verifiable evidence when preparing reports. Management
accounting reports may use information that is less objective and verifiable, but
they provide managers with the information they need.

We can see from this that management accounting is less constrained than financial
accounting. It may draw on a variety of sources and use information that has varying
degrees of reliability. The only real test to be applied when assessing the value of the
information produced for managers is whether or not it improves the quality of the
decisions made.
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The distinction between the two areas reflects, to some extent, the differences in
access to financial information. Managers have much more control over the form and
content of information they receive. Other users have to rely on what managers are
prepared to provide or what the financial reporting regulations state must be provided.
Though the scope of financial accounting reports has increased over time, fears con-
cerning loss of competitive advantage and user ignorance concerning the reliability of
forecast data have led businesses to resist providing other users with the detailed and
wide-ranging information that is available to managers.

Are the information needs of managers and those of other users so very different?
Is there any overlap between the information needs of managers and the needs of
other users?

The distinction between management and financial accounting suggests that there are
differences between the information needs of managers and those of other users. Whilst
differences undoubtedly exist, there is also a good deal of overlap between these needs.
For example, managers will, at times, be interested in receiving an historical overview of
business operations of the sort provided to other users. Equally, the other users would be
interested in receiving information relating to the future, such as the planned level of profits
and non-financial information such as the state of the sales order book and the extent of
product innovations.

The scope of this book

This book covers both financial accounting and management accounting topics.
Broadly speaking, the next five chapters (Chapters 2 to 6) are concerned with finan-
cial accounting topics, and the three thereafter (Chapters 7 to 9) with management
accounting topics. The final part of the book, comprising Chapters 10 to 12, is con-
cerned with financial management. That is, the chapters examine issues relating to the
financing and investing activities of the business. Accounting information is usually
vitally important for these kinds of decisions.

Has accounting become too interesting?

In recent years, accounting has become front-page news both in the USA and Europe
and has become a major talking point among those connected with the world of busi-
ness. Unfortunately, the attention that accounting has attracted has been for all the
wrong reasons. We have seen that investors rely on financial reports to help to keep
an eye on both their investment and the managers. However, what if the managers
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provide misleading financial reports to investors? Recent revelations suggest that the
managers of some large companies have been doing just this.

Two of the most notorious cases have been those of Enron, an energy-trading
business based in Texas, which was accused of entering into complicated financial
arrangements in order to obscure losses and to inflate profits, and WorldCom, a major
long-distance telephone operator in the US, which was accused of reclassifying
$3.9 billion of expenses so as to falsely inflate the profit figure that the business
reported to its owners (shareholders) and to others. In the wake of these scandals,
there was much closer scrutiny by investment analysts and investors of the financial
reports that businesses produce. This has led to further businesses, in both the US and
Europe, being accused of using dubious accounting practices to bolster profits.

Various reasons have been put forward to explain this spate of scandals. Some may
have been caused by the pressures on managers to meet unrealistic expectations of
investors for continually rising profits, others by the greed of unscrupulous executives
whose pay is linked to financial performance. However, they may all reflect a particular
economic environment.

The US authorities have made it plain that they view the actions of unscrupulous
executives with some hostility. In July 2005, Bernie Ebbers, the former chief executive
of WorldCom was sentenced to 25 years in prison for his part in the fraud.

Real World 1.3 gives some comments suggesting that when all appears to be going
well with a business, people can be quite gullible and over-trusting.

The thoughts of Warren Buffett

Warren Buffett is one of the world’s shrewdest and most successful investors. He believes
that the accounting scandals mentioned above were perpetrated during the ‘new economy
boom’ of the late 1990s when confidence was high and exaggerated predictions were
being made concerning the future. He states that during that period:

You had an erosion of accounting standards. You had an erosion, to some extent, of execu-
tive behaviour. But during a period when everybody ‘believes’, people who are inclined to
take advantage of other people can get away with a lot.

He believes that the worst is now over and that the ‘dirty laundry’ created during this
heady period is being washed away and that the washing machine is now in the ‘rinse
cycle’. However, he points out that: ‘It’s only in the rinse cycle that you find out how dirty
the laundry has been.’

Source: The Times, Business Section, 26 September 2002, p. 25

Whatever the causes, the result of these accounting scandals has been to undermine
the credibility of financial statements and to introduce much stricter regulations con-
cerning the quality of financial information. We shall return to this issue in later
chapters when we consider the financial statements.
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Why do | need to know anything about accounting
and finance?

At this point you may be asking yourself ‘Why do I need to study accounting and fin-
ance? I don’t intend to become an accountant!” Well, from the explanation of what
accounting and finance is about, which has broadly been the subject of this chapter
so far, it should be clear that the accounting/finance function within an organisation
is a central part of its management information system. On the basis of informa-
tion provided by the system, managers make decisions concerning the allocation of
resources. These decisions may concern whether to:

m continue with certain business operations;
m invest in particular projects;
m sell particular products.

Such decisions can have a profound effect on all those connected with the organisa-
tion. It is important, therefore, that all those who intend to work in organisations
should have a fairly clear idea of certain important aspects of accounting and finance.
These aspects include:

m how financial reports should be read and interpreted;
® how financial plans are made;

® how investment decisions are made;

m how businesses are financed.

Many, perhaps most, students have a career goal of being a manager within an
organisation — perhaps a personnel manager, production manager, marketing man-
ager or IT manager. If you are one of these students, an understanding of accounting
and finance is very important. When you become a manager, even a junior one, it
is almost certain that you will have to use financial reports to help you to carry out
your management tasks. It is equally certain that it is largely on the basis of financial
information and reports that your performance as a manager will be judged.

As a manager, it is likely that you will be expected to help in forward planning for
the organisation. This will often involve the preparation of projected financial state-
ments and setting of financial targets.

If you do not understand what the financial statements really mean and the extent
to which the financial information is reliable, you will find yourself at a distinct
disadvantage to others who know their way round the system. As a manager, you
will also be expected to help decide how the limited resources available to the
business should be allocated between competing options. This will require an ability
to evaluate the costs and benefits of the different options available. Once again,
an understanding of accounting and finance is important to carrying out this
management task.

This is not to say that you cannot be an effective and successful personnel, pro-
duction, marketing or IT manager unless you are also a qualified accountant. It
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does mean, however, that you need to acquire a bit of ‘street wisdom’ in accounting
and finance in order to succeed. This accounting and finance book aims to give you
just that.

Business objectives

A business seeks to enhance the wealth of its owners, and throughout this book we
shall assume that this is its main objective. This may come as a surprise, as there are
other objectives that a business may pursue that are related to the needs of others asso-
ciated with the business. For example, a business may seek to provide good working
conditions for its employees, or it may seek to conserve the environment for the local
community. While a business may pursue these objectives, it is normally set up with
a view to increasing the wealth of its owners, and in practice the behaviour of busi-
nesses over time appears to be consistent with this objective.

Real World 1.4 provides an example of how many clothes retailers pursue the search
for profit.

Real World 1.4

From rags to riches

Progress in the search for profit is reported by the accounting information system. If man-
agers find that the reported profits are inadequate, this can be an important driver for
change within a business. This change can, in turn, have a profound effect on the working
lives of those both inside and outside the business.

Many clothes retailers have been concerned with profit levels in recent years. This has led
them to make radical changes to the ways in which they operate. Low inflation and increased
competition in the high street have forced the retailers to keep costs under strict control in
order to meet their profit objectives. This has been done in various ways, including:

m moving production to cheaper countries and closing inflexible manufacturing offshoots;

m using fewer manufacturers and working more closely with manufacturers in the design
of clothes. This has enabled the retailers to add details, such as embroidery or unusual
design features, and to command a higher price for relatively little cost;

B improving communication to suppliers of materials and to manufacturers so that design
and sourcing decisions can be made faster and more accurately. This has meant that
the time to make garments has been reduced from as much as nine months to just a
few weeks;

m predicting more accurately what customers want in order to avoid being left with inven-
tories of unwanted items.

The effect of implementing these changes has been to reduce costs, and thereby improve
profits, and to have more flexibility in the cost structure so that the clothes retailers are
more able to weather a downturn.

Source: Adapted from ‘Margin of success for clothing retailers’, The Times, 20 November 2002, p. 30




Business objectives

The objective of increasing owners’ wealth does not mean that other groups asso-
ciated with the business (employees, customers, suppliers, the community and so
on) can be ignored. If a business wishes to survive and prosper over the longer term,
satistying the needs of other groups will normally be necessary to increase the wealth
of the owners over the longer term. A dissatisfied workforce, for example, may result
in low productivity, strikes and so forth, which will in turn have an adverse effect
on the wealth of the owners. Similarly, a business that upsets the local community by
polluting the environment may attract bad publicity, resulting in a loss of customers
and heavy fines. Real World 1.5 provides an example of how two businesses responded
to potentially damaging allegations.

Real World 1.5

The price of clothes

US clothing and sportswear manufacturers, Gap and Nike, have much of their clothes
produced in Asia where labour tends to be cheap. However, some of the contractors that
produce clothes on behalf of the two companies have been accused of unacceptable
practices:

Campaigners visited the factories and came up with damaging allegations. The factories were
employing minors, they said, and managers were harassing female employees.

Nike and Gap reacted by allowing independent inspectors into the factories. They pro-
mised to ensure their contractors obeyed minimum standards of employment. Earlier this
year, Nike took the extraordinary step of publishing the names and addresses of all its con-
tractors’ factories on the internet. The company said it could not be sure all the abuse had
stopped. It said that if campaigners visited its contractors’ factories and found examples of
continued malpractice, it would take action.

Nike and Gap said the approach made business sense. They needed society’s approval
if they were to prosper. Nike said it was concerned about the reaction of potential US recruits
to the campaigners’ allegations. They would not want to work for a company that was con-
stantly in the news because of the allegedly cruel treatment of those who made its products.

Source: ‘Fair shares?’, Michael Skapinker, Financial Times, 11 June 2005, FT.com

To generate as much wealth as possible for its owners, a business must do more
than just maximise the current year’s profit. Wealth is a longer-term concept, since it
relates not only to this year’s profit, but to that of future years as well. In the short
term, corners can be cut and risks taken that improve current profit at the expense of
future profit. Real World 1.6 gives some examples of how emphasis on short-term
profit can be damaging.

19



Chapter 1

20

Introduction to accounting and finance

Real World 1.6

Short-term gains, long-term problems

In recent years, many businesses have been criticised for failing to consider the long-term
implications of their policies on the wealth of the owners. John Kay argues that some busi-
nesses have achieved growth in short-term increases in wealth by sacrificing their longer-
term prosperity. He points out that:

Source: ‘Profit without honour’, John Kay, Financial Times Weekend, 29/30 June 2002

... The business of Marks and Spencer, the retailer, was unparalleled in reputation but
mature. To achieve earnings growth consistent with a glamour rating the company squeezed
suppliers, gave less value for money, spent less on stores. In 1998, it achieved the highest
(profit) margin in sales in the history of the business. It had also compromised its position to
the point where sales and profits plummeted.

Banks and insurance companies have taken staff out of branches and retrained those that
remain as sales people. The pharmaceuticals industry has taken advantage of mergers to
consolidate its research and development facilities. Energy companies have cut back on
exploration.

We know that these actions increased corporate earnings. We do not know what effect
they have on the long-run strength of the business — and this is the key point — do the com-
panies themselves know? Some rationalisations will genuinely lead to more productive busi-
nesses. Other companies will suffer the fate of Marks and Spencer.

Summary

The main points of this chapter may be summarised as follows:

What are accounting and finance?

Accounting provides financial information for a range of users to help them make
better judgements and decisions concerning a business.

Finance also helps users to make better decisions and is concerned with the
financing and investing activities of the business.

Accounting and user needs:

For accounting to be useful, there must be a clear understanding of for whom and
for what purpose the information will be used.

Accounting can be viewed as a form of service as it involves providing financial
information required by the various users.

To provide a useful service, accounting must possess certain qualities, or charac-
teristics. These are relevance, reliability, comparability and understandability. In
addition, accounting information must be material.

Providing a service to users can be costly and financial information should be pro-
duced only if the cost of providing the information is less than the benefits gained.



Key terms

Accounting information:

B Accounting is part of the total information system within a business. It shares the
features that are common to all information systems within a business, which are
the identification, recording, analysis and reporting of information.

B Managers are among the most important users of financial information and they
use financial information in planning and controlling business activities.

m Planning involves having a clear view of where the business is going and how it
is going to get there. Controlling involves comparing planned performance with
actual performance and taking corrective action where necessary.

Management and financial accounting:

B Accounting has two main strands — management accounting and financial
accounting.

m Management accounting seeks to meet the needs of the business’s managers and
financial accounting seeks to meet the needs of the other user groups.

m These two strands differ in terms of the types of reports produced, the level of
reporting detail, the time horizon, the degree of standardisation and the range
and quality of information provided.

Is accounting too interesting?

m In recent years, there has been a wave of accounting scandals in the US and Europe.

m This appears to reflect a particular economic environment, although other factors
may also play a part.

Why study accounting?

m Everyone connected with business should be a little ‘streetwise’ about accounting
and finance. Financial information and decisions exert an enormous influence
over the ways in which a business operates.

Accounting and business objectives:

B A business may pursue a variety of objectives but the main objective for virtually
all businesses is to enhance the wealth of its owners. This does not mean, however,
that the needs of other groups connected with the business, such as employees,
should be ignored.

accounting p. 2 materiality p. 8

finance p. 2 accounting information
relevance p. 6 system p. 9

reliability p. 7 management accounting p. 13
comparability p. 7 financial accounting p. 13
understandability p. 7 financial management p. 15
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Further reading

If you would like to explore the topics covered in this chapter in more depth, we
recommend the following books:

Drury, C. Management and Cost Accounting, 6th edn, Thomson Learning, 2004,
Chapter 1.

Elliot, B. and Elliot, J. Financial Accounting and Reporting, 9th edn, Prentice Hall, 2004,
Chapter 30.

McLaney, E. Business Finance: Theory and Practice, 7th edn, Prentice Hall, 2006,
Chapters 1 and 2.

McLaney, E. and Atrill, P. Accounting: An Introduction, 3rd edn, Prentice Hall, 2005,
Chapter 1.

Review gquestions

Answers to these questions can be found at the back of the book (pp. 486-7).
1.1 What is the purpose of producing accounting information?

1.2 Identify the main users of accounting information for a university. Do these users differ
very much from the users of accounting information for private-sector businesses? Is
there a major difference in the ways in which accounting information for a university would
be used compared with that of a private-sector business?

1.3 Management accounting has been described as ‘the eyes and ears of management’.
What do you think this expression means?

1.4 Financial accounting statements tend to reflect past events. In view of this, how can they
be of any assistance to a user in making a decision when decisions, by their very nature,
can only be made about future actions?
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Measuring
and reporting
financial
position

Introduction

We saw in the previous chapter that accounting has two distinct strands - financial
accounting and management accounting. This chapter, and Chapters 3 to 5, examine
the three major financial statements that form the core of financial accounting. We begin
by providing an overview of these statements to reveal how each contributes towards
an assessment of the overall financial position and performance of a business.

Following this overview, we commence a more detailed examination by turning our
attention towards one of these financial statements — the balance sheet. We shall see
how it is prepared, and examine the principles underpinning this statement. We shall
also consider its value for decision-making purposes.

Learning outcomes

When you have completed this chapter, you should be able to:

m explain the nature and purpose of the three major financial statements;

m prepare a simple balance sheet and interpret the information that it contains;
m discuss the accounting conventions underpinning the balance sheet;
]

discuss the limitations of the balance sheet in portraying the financial position
of a business.
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The major financial statements - an overview

The objective of the major financial accounting statements is to provide a picture
of the overall financial position and performance of the business. To achieve this
objective, the business’s accounting system will normally produce three particular
statements on a regular, recurring basis. These three are concerned with answering
the following questions:

® What cash movements (that is, cash in and cash out) took place over a particular
period?

m How much wealth (that is, profit) was generated, or lost, by the business over that
period?

m What is the accumulated wealth of the business at the end of that period?

These questions are addressed by the following three financial accounting statements,
with each one addressing a particular question. The financial statements are:

m The cash flow statement
m The income statement (also known as the profit and loss account)
m The balance sheet.

Taken together, they provide an overall picture of the financial health of the business.

Perhaps the best way to introduce these financial statements is to look at an example
of a very simple business. From this we shall be able to see the sort of information that
each of the statements can usefully provide. It is, however, worth pointing out that,
whilst a simple business is our starting point, the principles that we consider apply
equally to more complex businesses. This means that we shall frequently encounter
these principles again in later chapters.

Example 2.1

Paul was unemployed and unable to find a job. He therefore decided to embark
on a business venture. Christmas was approaching, and so he decided to buy
gift wrapping paper from a local supplier and to sell it on the corner of his local
high street. He felt that the price of wrapping paper in the high street shops was
excessive, and that this provided him with a useful business opportunity.

He began the venture with £40 in cash. On the first day of trading, he pur-
chased wrapping paper for £40 and sold three-quarters of his inventories for
£45 cash.

What cash movements took place during the first day of trading?

On the first day of trading, a cash flow statement showing the cash movements for
the day can be prepared as follows:
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Cash flow statement for day 1

£
Opening balance (cash introduced) 40
Add Cash from sales of wrapping paper 45
85
Less Cash paid to purchase wrapping paper 40
Closing balance of cash 45

How much wealth (that is, profit) was generated by the business during
the first day of trading?

An income statement can be prepared to show the wealth (profit) generated on the
first day. The wealth generated will represent the difference between the value of
the sales made and the cost of the goods (that is, wrapping paper) sold:

Income statement for day 1

£
Sales revenue 45
Less Cost of goods sold (%4 of £40) 30
Profit 15

Note that it is only the cost of the wrapping paper sold that is matched against
the sales revenue in order to find the profit, and not the whole of the cost of
wrapping paper acquired. Any unsold inventories (in this case '/4 of £40 = £10)
will be charged against the future sales revenue that it generates.

What is the accumulated wealth at the end of the first day?

To establish the accumulated wealth at the end of the first day, we can draw up a
balance sheet. This will list the resources held at the end of that day:

Balance sheet at the end of day 1

£
Cash (closing balance) 45
Inventories of goods for resale ('/ of £40) 10
Total business wealth 55

We can see from the financial statements in Example 2.1 that each statement
provides part of a picture that sets out the financial performance and position of the
business. We begin by showing the cash movements. Cash is a vital resource that is
necessary for any business to function effectively. Cash is required to meet debts that
may become due and to acquire other resources (such as inventories). Cash has been
described as the ‘lifeblood’ of a business, and movements in cash are usually given
close scrutiny by users of financial statements.
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However, it is clear that reporting cash movements alone would not be enough to
portray the financial health of the business. The changes in cash over time do not give
an insight into the profit generated. The income statement provides us with informa-
tion concerning this aspect of performance. For day 1, for example, we saw that the
cash balance increased by £5, but the profit generated, as shown in the income state-
ment, was £15. The cash balance did not increase by the amount of the profit made
because part of the wealth generated (£10) was held in the form of inventories.

A balance sheet can be drawn up at the end of the day, which should provide an
insight to the total wealth of the business. Cash is only one form in which wealth can
be held. In the case of this business, wealth is also held in the form of inventories (also
known as stocks). Hence, when drawing up the balance sheet, both forms of wealth held
will be listed. In the case of a large business, there may be many other forms in which
wealth will be held, such as land and buildings, equipment, motor vehicles and so on.

Let us now continue with our example.

Example 2.1 (continued)

On the second day of trading, Paul purchased more wrapping paper for £20 cash.
He managed to sell all of the new inventories and all of the earlier inventories, for
a total of £48.

The cash flow statement on day 2 will be as follows:

Cash flow statement for day 2

£
Opening balance (from the end of day 1) 45
Add Cash from sales of wrapping paper 48
93
Less Cash paid to purchase wrapping paper 20
Closing balance 73
The income statement for day 2 will be as follows:
Income statement for day 2
£
Sales revenue 48
Less Cost of goods sold (£20 + £10) 30
Profit 18
The balance sheet at the end of day 2 will be:
Balance sheet at the end of day 2
£
Cash (closing balance) 73
Inventories -
Total business wealth 73
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We can see that the total business wealth increased to £73 by the end of day 2. This
represents an increase of £18 (that is, £73 — £55) over the previous day — which, of
course, is the amount of profit made during day 2 as shown on the income statement.

On the third day of his business venture, Paul purchased more inventories for £46 cash.
However, it was raining hard for much of the day and sales were slow. After Paul had sold
half of his total inventories for £32, he decided to stop trading until the following day.

Have a go at drawing up the three financial statements for day 3 of Paul’s business
venture.

Cash flow statement for day 3

£
Opening balance (from the end of day 2) 73
Add Cash from sales of wrapping paper 32
105
Less Cash paid to purchase wrapping paper _46
Closing balance 59

Income statement for day 3

£
Sales revenue 32
Less Cost of goods sold ('/2 of £46) 23
Profit 9

Balance sheet at the end of day 3

£
Cash (closing balance) 59
Inventories ('/2 of £46) 23
Total business wealth 82

Note that the total business wealth had increased by £9 (that is, the amount of the
day’s profit) even though the cash balance had declined. This is because the business
is holding more of its wealth in the form of inventories rather than cash, compared
with the end of day 2.

We can see that the income statement and cash flow statement are both concerned
with measuring flows (of wealth and cash respectively) during a particular period (for
example, a particular day, a particular month or a particular year). The balance sheet,
however, is concerned with the financial position at a particular moment in time.

Figure 2.1 illustrates this point. The financial statements (income statement, cash
flow statement and balance sheet) are often referred to as the final accounts of the
business.
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Figure 2.1 The relationship between the balance sheet, the income statement
and the cash flow statement

Balance Balance Balance
sheet sheet sheet

Income statement Income statement
(profit and loss account) (profit and loss account)

I Cash flow statement ‘ I Cash flow statement ‘ I

The income statement and cash flow statement are concerned with measuring flows of wealth
and cash (respectively) over time. The balance sheet, however, is concerned with measuring the
stock of wealth at a particular moment in time.

For external users, these statements are normally backward looking because they are
based on information concerning past events and transactions. This can be useful in
providing feedback on past performance, and in identifying trends that provide clues
to future performance. However, the statements can also be prepared using projected
data to help assess likely future profits, cash flows and so on. The financial statements
are normally prepared on a projected basis for internal decision-making purposes only.
Managers are usually reluctant to publish these projected statements for external users,
as they may reveal valuable information to competitors.

Now that we have an overview of the financial statements, we shall consider
each statement in more detail. We shall go straight on to look at the balance sheet.
Chapter 3 looks at the income statement, Chapter 5 goes into more detail on the cash
flow statement. (Chapter 4 considers the balance sheets and income statements of
limited companies.)

The balance sheet

The purpose of the balance sheet is simply to set out the financial position of a busi-
ness at a particular moment in time. (The balance sheet is sometimes referred to as
the position statement, because it seeks to provide the user with a picture of financial
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position.) We saw above that the balance sheet will reveal the forms in which the
wealth of the business is held and how much wealth is held in each form. We can,
however, be more specific about the nature of the balance sheet by saying that it sets
out the assets of the business on the one hand, and the claims against the business
on the other. Before looking at the balance sheet in more detail, we need to be clear
about what these terms mean.

Assets

An asset is essentially a resource held by the business. For a particular item to be treated
as an asset for accounting purposes it should have the following characteristics:

m A probable future benefit must exist. This simply means that the item must be
expected to have some future monetary value. This value can arise through its use
within the business or through its hire or sale. Thus, an obsolete piece of equipment
that could be sold for scrap would still be considered an asset, whereas an obsolete
piece of equipment that could not be sold for scrap would not be regarded as one.

m The business must have an exclusive right to control the benefit. Unless the business has
exclusive rights over the resource it cannot be regarded as an asset. Thus, for a busi-
ness offering holidays on barges, the canal system may be a very valuable resource,
but as the business will not be able to control the access of others to the canals, it
cannot be regarded as an asset of the business. (However, the barges owned by the
business would be regarded as assets.)

m The benefit must arise from some past transaction or event. This means that the trans-
action (or other event) giving rise to the business’s right to the benefit must have
already occurred, and will not arise at some future date. Thus an agreement by a
business to purchase a piece of machinery at some future date would not mean the
item is currently an asset of the business.

m The asset must be capable of measurement in monetary terms. Unless the item can be
measured in monetary terms, with a reasonable degree of reliability, it will not be
regarded as an asset for inclusion on the balance sheet. Thus, the title of a maga-
zine (for example Hello! or Vogue) that was created by its publisher may be extremely
valuable to the business, but this value is usually impossible to quantify. It will not,
therefore, be treated as an asset.

Note that all four of these conditions must apply. If one of them is missing, the item
will not be treated as an asset, for accounting purposes, and will not appear on the
balance sheet.

We can see that these conditions will strictly limit the kind of items that may be
referred to as ‘assets’ in the balance sheet. Certainly not all resources exploited by a
business will be assets of the business for accounting purposes. Some, like the canal
system or the magazine title Hello/, may well be assets in a broader sense, but not for
accounting purposes. Once an asset has been acquired by a business, it will continue
to be considered an asset until the benefits are exhausted or the business disposes of
it in some way.
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Indicate which of the following items could appear as an asset on the balance sheet of
a business. Explain your reasoning in each case.

1 £1,000 owing to the business by a customer who is unable to pay.

2 The purchase of a patent from an inventor that gives the business the right to
produce a new product. Production of the new product is expected to increase
profits over the period during which the patent is held.

3 The business hiring a new marketing director who is confidently expected to increase
profits by over 30 per cent over the next three years.

4 The purchase of a machine that will save the business £10,000 each year. It is
currently being used by the business but it has been acquired on credit and is not
yet paid for.

Your answer should be along the following lines:

1 Under normal circumstances a business would expect a customer to pay the amount
owed. Such an amount is therefore typically shown as an asset under the heading
‘receivables’ or ‘debtors’. However, in this particular case the customer is unable to
pay. Hence the item is incapable of providing future benefits, and the £1,000 owing
would not be regarded as an asset. Debts that are not paid are referred to as ‘bad
debts’.

2 The purchase of the patent would meet all of the conditions set out above and would
therefore be regarded as an asset.

3 The hiring of a new marketing director would not be considered as the acquisition of
an asset. One argument against its classification as an asset is that the business does
not have exclusive rights of control over the director. (Nevertheless, it may have an
exclusive right to the services that the director provided.) Perhaps a stronger argument
is that the value of the director cannot be measured in monetary terms with any degree
of reliability.

4 The machine would be considered an asset even though it is not yet paid for. Once the
business has agreed to purchase the machine, and has accepted it, the machine is
legally owned by the business even though payment is still outstanding. (The amount
outstanding would be shown as a claim, as we shall see below.)

The sorts of items that often appear as assets in the balance sheet of a business
include:

freehold premises;
machinery and equipment;
fixtures and fittings;
patents and trademarks;
receivables (debtors);
investments.
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Can you think of three additional items that might appear as assets in the balance sheet
of a business?

You may be able to think of a number of other items. Some that you may have identified are:

motor vehicles;
inventories (stocks);
computer equipment;
cash at bank.

Note that an asset does not have to be a physical item - it may also be a non-

physical right to certain benefits. Assets that have a physical substance and can be
touched are referred to as tangible assets. Assets that have no physical substance but
which, nevertheless, provide expected future benefits (such as patents) are referred to
as intangible assets.

Claims

A claim is an obligation on the part of the business to provide cash, or some other
form of benefit, to an outside party. A claim will normally arise as a result of the
outside party providing funds in the form of assets for use by the business. There
are essentially two types of claim against a business:

m Capital. This represents the claim of the owner(s) against the business. This claim is

sometimes referred to as the owner’s equity. Some find it hard to understand how
the owner can have a claim against the business, particularly when we consider the
example of a sole-proprietor-type business where the owner is, in effect, the busi-
ness. However, for accounting purposes, a clear distinction is made between the
business (whatever its size) and the owner(s). The business is viewed as being quite
separate from the owner and this is equally true for a sole proprietor like Paul, the
wrapping-paper seller, in Example 2.1, or a large company like Marks and Spencer
plc. It is seen as a separate entity with its own separate existence and when finan-
cial statements are prepared, they are prepared for the business rather than for the
owner(s). This means that the balance sheet should reflect the financial position
of the business as a separate entity. Viewed from this perspective, any funds con-
tributed by the owner will be seen as coming from outside the business and will
appear as a claim against the business in its balance sheet.

As we have just seen, the business and the owner are separate for accounting
purposes, irrespective of the type of business concerned. It is also true that the opera-
tion of the capital section of the balance sheet is broadly the same irrespective of
the type of business concerned. As we shall see in Chapter 4, with limited companies
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the capital figure must be analysed according to how each part of the capital first
arose. For example, companies must make a distinction between that part of the
capital that arose from retained profits and that part that arose from the owners
putting in cash to start up the business.

Liabilities. Liabilities represent the claims of all other individuals and organisations,
apart from the owner(s). Liabilities must have arisen from past transactions or
events such as supplying goods or lending money to the business.

Once a claim has been incurred by a business, it will remain as an obligation until it
is settled.

Now that the meaning of the terms assets and claims has been established, we can

go on and discuss the relationship between the two. This relationship is quite simple
and straightforward. If a business wishes to acquire assets, it will have to raise the
necessary funds from somewhere. It may raise the funds from the owner(s) or from
other outside parties or from both. To illustrate the relationship let us take the example
of a business, as set out in Example 2.2.

Example 2.2

Jerry and Co. deposits £20,000 in a bank account on 1 March in order to com-
mence business. Let us assume that the cash is supplied by the owner (£6,000) and
by a lender (£14,000) and paid into the business bank account. The raising of
the funds in this way will give rise to a claim on the business by both the owner
(capital) and the lender (liability). If a balance sheet of Jerry and Co. is prepared
following the above transactions, the assets and claims of the business will appear
as follows:

Jerry and Co.
Balance sheet as at 1 March
£ £
Assets Claims
Cash at bank 20,000 Capital 6,000
Liability — loan 14,000
20,000 20,000

We can see from the balance sheet that has been prepared that the total claims are
the same as the total assets. Thus:

Assets = Capital + Liabilities

This equation — which is often referred to as the balance sheet equation — will always
hold true. Whatever changes may occur to the assets of the business or the claims
against the business, there will be compensating changes elsewhere that will
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ensure that the balance sheet always ‘balances’. By way of illustration, consider
the following transactions for Jerry and Co.:

2 March Purchased a motor van for £5,000, paying by cheque.

3 March Purchased inventories (that is, goods to be sold) on one month’s
credit for £3,000. (This means that the inventories will be bought
on 3 March, but payment will not be made to the supplier until
3 April.)

4 March Repaid £2,000 of the loan from the lender.

6 March Owner introduced another £4,000 into the business bank account.

A balance sheet may be drawn up after each day in which transactions have taken
place. In this way, the effect can be seen of each transaction on the assets and
claims of the business. The balance sheet as at 2 March will be as follows:

Jerry and Co.
Balance sheet as at 2 March
£ £
Assets Claims
Cash at bank (20,000 — 5,000) 15,000 Capital 6,000
Motor van 5,000 Liabilities — loan 14,000
20,000 20,000

As can be seen, the effect of purchasing a motor van is to decrease the balance
at the bank by £5,000 and to introduce a new asset — a motor van - to the balance
sheet. The total assets remain unchanged. It is only the ‘mix’ of assets that will
change. The claims against the business will remain the same because there has
been no change in the way in which the business has been funded.

The balance sheet as at 3 March, following the purchase of inventories, will be
as follows:

Jerry and Co.
Balance sheet as at 3 March
£ £

Assets Claims
Cash at bank 15,000 Capital 6,000
Motor van 5,000 Liabilities — loan 14,000
Inventories (stock) 3,000 Liabilities — trade payable 3,000

23,000 23,000

The effect of purchasing inventories has been to introduce another new asset
(inventories) to the balance sheet. In addition, the fact that the goods have not
yet been paid for means that the claims against the business will be increased
by the £3,000 owed to the supplier, who is referred to as a trade payable (or trade
creditor) on the balance sheet.
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Try drawing up a balance sheet for Jerry and Co. as at 4 March.

The balance sheet as at 4 March, following the repayment of part of the loan, will be

as follows:
Jerry and Co.
Balance sheet as at 4 March
£ £

Assets Claims
Cash at bank (15,000 — 2,000) 13,000 Capital 6,000
Motor van 5,000 Liabilities — loan (14,000 — 2,000) 12,000
Inventories (stock) 3,000 Liabilities — trade payable (creditor) 3,000

21,000 21,000

The repayment of £2,000 of the loan will result in a decrease in the balance at the bank of
£2,000 and a decrease in the loan claim against the business by the same amount.

Try drawing up a balance sheet as at 6 March for Jerry and Co.

The balance sheet as at 6 March, following the introduction of more funds, will be

as follows:
Jerry and Co.
Balance sheet as at 6 March
£ £

Assets Claims
Cash at bank (13,000 + 4,000) 17,000 Capital (6,000 + 4,000) 10,000
Motor van 5,000 Liabilities — loan 12,000
Inventories (stock) 3,000 Liabilities — trade payable (creditor) 3,000

25,000 25,000

The introduction of more funds by the owner will result in an increase in the capital of
£4,000 and an increase in the cash at bank by the same amount.

Example 2.2 illustrates the point that the balance sheet equation (assets equals
capital plus liabilities) will always hold true, because it reflects the fact that, if a busi-
ness wishes to acquire assets, it must raise funds equal to the cost of those assets. The
funds raised must be provided by the owners (capital), or by others (liabilities) or by
both the owners and others. Hence the total cost of assets acquired should always
equal the total capital plus liabilities.

It is worth pointing out that in real life businesses do not normally draw up a balance
sheet after each day, as shown in the example above. Such an approach is not likely
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to be useful, given the relatively small number of transactions each day. We have done
this in our examples to see the effect on the balance sheet transaction by transaction.
In real life a balance sheet for the business is usually prepared at the end of a defined
reporting period.

Determining the length of the reporting interval will involve weighing up the costs
of producing the information against the perceived benefits of the information for
decision-making purposes. In practice, the reporting interval will vary between busi-
nesses, and could be monthly, quarterly, half-yearly or annually. For external reporting
purposes, an annual reporting cycle is the norm (although certain businesses, typically
larger ones, report more frequently than this). However, for internal reporting purposes
to managers, many businesses produce monthly financial statements.

The effect of trading operations on the balance sheet

In the example we considered earlier, we dealt with the effect on the balance sheet of
a number of different types of transactions that a business might undertake. These
transactions covered the purchase of assets for cash and on credit, the repayment of a
loan, and the injection of capital. However, one form of transaction, trading, has not
yet been considered. To deal with the effect of trading transactions on the balance
sheet, let us return to our earlier example.

Example 2.2 (continued)

The balance sheet that we drew up for Jerry and Co. as at 6 March was as follows:

Jerry and Co.
Balance sheet as at 6 March
£ £

Assets Claims
Cash at bank 17,000 Capital 10,000
Motor van 5,000 Liabilities — loan 12,000
Inventories (stock) 3,000 Liabilities — trade payable (creditor) 3,000

25,000 25,000

Let us assume that, on 7 March, the business managed to sell all of the inventories
for £5,000 and received a cheque immediately from the customer for this amount.
The balance sheet on 7 March, after this transaction has taken place, will be as follows:

Jerry and Co.
Balance sheet as at 7 March
£ £

Assets Claims
Cash at bank (17,000 + 5,000) 22,000 Capital [10,000 + (5,000 — 3,000)] 12,000
Motor van 5,000 Liabilities — loan 12,000
Inventories (stock) (3,000 — 3,000) — Liabilities — trade payable (creditor) 3,000

27,000 27,000
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We can see that the inventories (£3,000) have now disappeared from the balance
sheet, but the cash at bank has increased by the selling price of the inventories
(£5,000). The net effect has therefore been to increase assets by £2,000 (that is
£5,000 — £3,000). This increase represents the net increase in wealth (the profit)
that has arisen from trading. Also note that the capital of the business has
increased by £2,000, in line with the increase in assets. This increase in capital
reflects the fact that increases in wealth, as a result of trading or other operations,
will be to the benefit of the owners and will increase their stake in the business.

What would have been the effect on the balance sheet if the inventories had been sold
on 7 March for £1,000 rather than £5,000?

The balance sheet on 7 March would be as follows:

Jerry and Co.
Balance sheet as at 7 March
£ £

Assets Claims
Cash at bank (17,000 + 1,000) 18,000 Capital [10,000 + (1,000 — 3,000)] 8,000
Motor van 5,000 Liabilities — loan 12,000
Inventories (stock) (3,000 — 3,000) — Liabilities - trade payable (creditor) 3,000

23,000 23,000

As we can see, the inventories (£3,000) will disappear from the balance sheet, but the cash
at bank will rise by only £1,000. This will mean a net reduction in assets of £2,000. This
reduction represents a loss arising from trading and will be reflected in a reduction in the
capital of the owner.

We can see that any decrease in wealth (loss) arising from trading or other trans-
actions will lead to a reduction in the owner’s stake in the business. If the business
wished to maintain the level of assets as at 6 March, it would be necessary to obtain
further funds from the owner or from lenders, or both.

What we have just seen means that the balance sheet equation can be extended
as follows:

Assets = Capital (at the start of the period) + Profit/- Loss (for the period)
+ Liabilities

As we have seen, the profit or loss for the period impacts on the balance sheet as an
addition to capital. Any funds introduced or withdrawn by the owner for living
expenses or other reasons also affect capital, but are shown separately. By doing this,
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we provide more comprehensive information for users of the financial statements. If
we assume that the above business sold the inventories for £5,000, as in the earlier
example, and further assume that the owner withdrew £1,500 for his or her own use,
the capital of the owner would appear as follows on the balance sheet:

£
Capital (owner’s equity)
Opening balance 10,000
Add Profit 2,000
12,000
Less Drawings 1,500
Closing balance 10,500

If the drawings were in cash, the balance of cash would decrease by £1,500 in the
balance sheet.

Note that, like all balance sheet items, the amount of capital is cumulative. This
means that any profit made that is not taken out as drawings by the owner(s) remains
in the business. These retained (or ‘ploughed-back’) profits have the effect of expand-
ing the business.

The classification of assets

If the items on the balance sheet are listed haphazardly, with assets listed on one
side and claims on the other, it can be confusing. To help users to understand more
clearly the information that is presented, assets and claims are usually grouped into
categories. Assets may be categorised as being either current or non-current.

Current assets

Current assets are basically assets that are held for the short term. To be more precise,
they are assets that meet any one of four criteria. These are:

m they are held for sale or consumption in the normal course of a business’s operat-
ing cycle;

m they are for the short term (that is, to be sold within the next year);

m they are held primarily for trading;

m they are cash, or near cash such as easily marketable, short-term investments.

The most common current assets are inventories (or stock), customers who owe
money for goods or services supplied on credit (known as trade receivables or debtors),
and cash.

Perhaps it is worth making the point here that most sales made by most businesses
are made on credit. This is to say that the goods pass to, or the service is rendered to,
the customer at one point but the customer pays later. Retail sales are the only
significant exception to this general point.
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Figure 2.2 The circulating nature of current assets

Inventories
(stock)
Trade
Cash receivables
(debtors)

Inventories may be sold on credit to customers. When the customers pay, the trade receivables
will be converted into cash, which can then be used to purchase more inventories, and so the
cycle begins again.

For businesses that sell goods, rather than render a service, the current assets of
inventories, trade receivables and cash are interrelated. They circulate within a busi-
ness as shown in Figure 2.2. We can see that cash can be used to purchase inventories,
which is then sold on credit. When the credit customers (trade receivables) pay, the
business receives an injection of cash, and so on.

For service businesses, the situation is similar, except that inventories are not
bought in.

Non-current assets

Non-current assets (also called fixed assets) are assets that do not meet the above
criteria. They are held for the long-term operations of the business. Essentially, they
are the ‘tools’ of the business and are held with the objective of generating wealth.

This distinction between assets that are continuously circulating within the busi-
ness and assets used for long-term operations may be helpful when trying to assess the
appropriateness of the mix of assets held. A business will need a certain amount of
both types of asset to operate effectively.

Can you think of two examples of assets that may be classified as non-current assets?

Examples of assets that may be defined as being non-current are:

m freehold premises;

B plant and machinery;

B motor vehicles;

B patents.

This is not an exhaustive list. You may have thought of others.

40



The classification of claims

It is important to appreciate that how a particular asset is classified (that is, between
current and non-current) varies according to the nature of the business. This is because
the purpose for which a particular type of asset is held may differ from business to busi-
ness. For example, a motor vehicle manufacturer will normally hold inventories of the
motor vehicles produced for resale, and would therefore classify them as part of the
current assets. On the other hand, a business that uses motor vehicles for delivering
its goods to customers (that is, as part of its long-term operations) would classify them
as non-current assets.

The assets of Kunalun and Co., a large advertising agency, are as follows:

cash at bank;

fixtures and fittings;

office equipment;

motor vehicles;

freehold office premises;

computer equipment;

work-in-progress (that is, partly completed work for clients).

Which of these do you think should be defined as non-current assets, and which should
be defined as current assets?

Your answer should be as follows:

Non-current assets Current assets
Fixtures and fittings Cash at bank
Office equipment Work-in-progress

Motor vehicles
Freehold office premises
Computer equipment

The classification of claims

As we have already seen, claims are normally classified into capital (owner’s claim) and
liabilities (claims of outsiders). Liabilities are further classified into two groups:

m Current liabilities are basically amounts due for settlement in the short term. To be
more precise, they are liabilities that meet any one of four criteria:

they expect to be settled within the normal course of the business’s operating cycle;

— they are due to be settled within 12 months of the balance sheet date;

they are held primarily for trading purposes;

the business does not have the right to defer settlement beyond 12 months after

the balance sheet date.

m Non-current liabilities represent those amounts due to outside parties that are not
current liabilities.
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This classification of liabilities can help gain an insight into the ability of the busi-
ness to meet its maturing obligations (that is, claims that must shortly be met). The
value of the current liabilities (that is the amounts that must be paid within the
normal operating cycle), can be compared with the value of the current assets (that is
the assets that are either cash or will turn into cash within the same period).

The classification of liabilities should also help to highlight how the long-term
finance of the business is raised. If a business relies on long-term loans to finance
the business, the financial risks associated with the business will increase. This is
because these loans will bring a commitment to make interest payments and capital
repayments and the business may be forced to stop trading if this commitment is
not fulfilled. Thus, when raising long-term finance, a business must strike the right
balance between non-current liabilities and owner’s capital. We shall consider this
issue in more detail in Chapter 6.

Can you think of one example of a current liability and one of a non-current liability?

An example of a non-current liability would be a long-term loan. An example of a current
liability would be amounts owing to suppliers for goods supplied on credit (known as trade
payables or trade creditors) or a bank overdraft (a form of bank borrowing that is repayable
on demand).

Balance sheet formats

Now that we have looked at the classification of assets and liabilities, we shall consider
the format of the balance sheet. Although there is an almost infinite number of ways
in which the same balance sheet information could be presented, we shall consider
two basic formats. The first of these follows the style we adopted with Jerry and Co.
earlier. A more comprehensive example of this style is shown in Example 2.3.

Within each category of asset (non-current and current) shown in Example 2.3, the
items are listed in reverse order of liquidity (nearness to cash). Thus, the assets that are
furthest from cash are listed first and the assets that are closest to cash are listed last.
In the case of non-current assets, freehold premises are listed first as these assets are
usually the most difficult to turn into cash and motor vans are listed last as there is
usually a ready market for them. In the case of current assets, we have already seen
that inventories are converted to receivables and then receivables are converted to
cash. Hence, under the heading of current assets, inventories are listed first, followed
by receivables and finally cash itself.

This ordering of assets is a normal practice, which is followed irrespective of the
format used. Note also that the current assets are listed individually in the first column,
and a subtotal of current assets (£53,000) is carried out to the second column to be
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Example 2.3
Brie Manufacturing
Balance sheet as at 31 December 2005
£000 £000 £000
Non-current assets Capital
Freehold premises 45 Opening balance 50
Plant and machinery 30 Add Profit _14
Motor vans 19 64
94 Less Drawings )
60
Non-current liabilities
Loan 50
Current assets Current liabilities
Inventories (stock) 23 Trade payables (creditors) 37
Trade receivables
(debtors)
Cash at bank 12
_53 _
147 147

added to the subtotal of non-current assets (£94,000). This convention is designed to
make the balance sheet easier to read.

An obvious change to the format illustrated in Example 2.3 is to show claims on the
left and assets on the right. Some people prefer this approach because the claims can
be seen as the source of finance for the business, and the assets show how that finance
has been deployed. It could be seen as more logical to show sources first and uses second.

The format shown above is sometimes referred to as the horizontal layout. However,
in recent years, a more common form of layout for the balance sheet is the vertical (or
narrative) form of layout. This format is really based on a rearrangement of the balance
sheet equation. With the horizontal format above, the balance sheet equation is set
out as in Figure 2.3. The vertical format merely rearranges this equation as shown in
Figure 2.4.

Figure 2.3 The horizontal balance sheet

Non-current Current Non-current Current

assets OO = | Capital N opiities | liabilities

The equation for the horizontal form of balance sheet layout.
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Figure 2.4 The vertical balance sheet

Non-current Current Current Non-current | o .
- e - L — Capital
assets assets liabilities liabilities

The equation for the vertical form of balance sheet layout.

The vertical layout not only rearranges the equation but, as the name suggests, pre-
sents the information vertically rather than horizontally. The balance sheet starts with
non-current assets and works downwards towards capital at the end. The balance sheet
of Brie Manufacturing that was arranged in horizontal format in Example 2.3 can be
rearranged in vertical format as shown in Example 2.4.

Example 2.4

Brie Manufacturing
Balance sheet as at 31 December 2005

£000 £000
Non-current assets
Freehold premises 45
Plant and machinery 30
Motor vans 19
94
Current assets
Inventories (stock) 23
Trade receivables (debtors) 18
Cash at bank 12
53
Less Current liabilities
Trade payables (creditors) 37
_16
Total assets less current liabilities 110
Less Non-current liabilities
Loan _50
Net assets _60
Capital
Opening balance 50
Add Profit _14
64
Less Drawings _ 4
60
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Some people find the vertical format of Example 2.4 easier to read than the
horizontal format as it usefully highlights the relationship between current assets
and current liabilities. The figure derived from deducting current liabilities from the
current assets is sometimes referred to as net current assets or working capital. We can
see that for Brie Manufacturing this figure is £16,000, indicating that the short-term
liquid assets more than cover the short-term claims against the business.

Self-assessment question 2.1

The following information relates to Simonson Engineering as at 30 September 2005:

£
Plant and machinery 25,000
Trade payables (creditors) 18,000
Bank overdraft 26,000
Inventories (stock) 45,000
Freehold premises 72,000
Long-term loans 51,000
Trade receivables (debtors) 48,000
Capital at 1 October 2004 117,500
Cash in hand 1,500
Motor vehicles 15,000
Fixtures and fittings 9,000
Profit for the year to 30 September 2005 18,000
Drawings for the year to 30 September 2005 15,000

Required:
Prepare a balance sheet in the vertical format.

The balance sheet as a position at a point in time

As we have already seen, the balance sheet is a statement of the financial position
of the business at a specified point in time. The balance sheet has been compared to a
photograph. A photograph ‘freezes’ a particular moment in time and will represent the
situation only at that moment. Hence, events may be quite different immediately
before and immediately after the photograph was taken. Similarly, the balance sheet
represents a ‘snapshot’ of the business at a particular moment. When examining a
balance sheet, therefore, it is important to establish the date at which it has been
drawn up. This information should be prominently displayed in the balance sheet
heading, as shown above in Example 2.4. The more recent the balance sheet date, the
better when we are trying to assess the current financial position.

A business will normally prepare a balance sheet as at the close of business on the
last day of its accounting year. In the UK, businesses are free to choose their accounting
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year. When making a decision on which year-end date to choose, commercial con-
venience can often be a deciding factor. Thus, a business operating in the retail trade
may choose to have a year-end date early in the calendar year (for example 31 January)
because trade tends to be slack during that period and more staff time is available to
help with the tasks involved in the preparation of the annual financial statements
(such as checking the amount of inventories held). Since trade is slack, it is also a time
when the amount of inventories held by the retail business is likely to be unusually
low as compared with other times of the year. Thus the balance sheet, though show-
ing a fair view of what it purports to show, may not show a picture of what is more
typically the position of the business over the rest of the year.

Accounting conventions and the balance sheet

Accounting is based on a number of rules or conventions that have evolved over time.
They have evolved as attempts to deal with practical problems experienced by preparers
and users, rather than to reflect some theoretical ideal. In preparing the balance sheets
earlier, we have followed various accounting conventions, although they have not
been explicitly mentioned. We shall now identify and discuss the major conventions
that we have applied.

Business entity convention

For accounting purposes, the business and its owner(s) are treated as being quite
separate and distinct. This is why owners are treated as being claimants against their
own business in respect of their investment in the business. The business entity
convention must be distinguished from the legal position that may exist between
businesses and their owners. For sole proprietorships and partnerships, the law does
not make any distinction between the business and its owner(s). For limited companies,
on the other hand, there is a clear legal distinction between the business and its
owners. (As we shall see in Chapter 4, the limited company is regarded as having a
separate legal existence.) For accounting purposes these legal distinctions are irrelev-
ant, and the business entity convention applies to all businesses.

Money measurement convention

Accounting normally deals with only those items that are capable of being expressed
in monetary terms. Money has the advantage that it is a useful common denomin-
ator with which to express the wide variety of resources held by a business. However,
not all such resources are capable of being measured in monetary terms and so will be
excluded from a balance sheet. The money measurement convention, therefore, limits
the scope of accounting reports.
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Can you think of resources held by a business that cannot be quantified in monetary terms?

In answering this activity you may have thought of the following:

the quality of the workforce;

the reputation of the business’s products;
the location of the business;

the relationship with customers;

the ability of the managers.

Over the years, attempts have been made to measure, and then include on the
balance sheet, resources of a business that have been previously excluded. For example,
there have been attempts to measure the ‘human assets’ of the business. It is often
claimed that employees are the most valuable ‘assets’ of a business. By measuring these
assets and putting the amount on the balance sheet, it is sometimes argued that we
have a more complete picture of the financial position. However, these attempts are
resisted because they involve softening the recognition criteria for an asset that we
discussed earlier in the chapter. It is feared by some that such a softening of the rules
could lead to uncertainty and inconsistency, which in turn could cause the financial
statements to lack credibility. Real World 2.1 shows how one business has succeeded
in putting people on the balance sheet.

Real World 2.1

On the team sheet and on the balance sheet

It may be surprising to learn that although human ‘assets’ are not shown on the balance sheet
of a business as a general rule, there are exceptions to this rule. The most common exception
arises with professional football clubs. Although football clubs cannot own players, they can own
the rights to the players’ services. Where these rights are acquired by compensating other clubs
for releasing the players from their contracts, the amounts paid provide a reliable basis for
measurement. This means that the rights to services can be regarded as an asset of the club
for accounting purposes (assuming, of course, the player will also bring benefits to the club).

Newcastle United Football Club (NU) has acquired several key players as a result of paying
transfer fees. In common with most UK football clubs, NU reports the cost of acquiring those
rights to the players’ services in its balance sheet. The balance sheet for 2004 shows the cost of
registering its current squad of players as being nearly £80 million. The item of players’ registra-
tions is shown as an intangible asset in the balance sheet as it is the rights to services not the
players that are the assets. The figure of £80 million includes the cost of bought-in players such
as James Milner (for £3.5m from Leeds United) but not ‘home-grown’ players or those who came
to the club on a free transfer from another club, such as Patrick Kluivert. These players are not
included because Newcastle United did not pay a transfer fee for them and so no clear-cut value
can be placed on their services. These two players have now left the club, but were both there
at the 2004 balance sheet date.

Source: Newcastle United PLC Annual Report 2004
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Historic cost convention

Assets are shown on the balance sheet at a value that is based on their historic cost
(that is, acquisition cost). This method of measuring asset value has been adopted by
accountants in preference to methods based on some form of current value. Many
people find the historic cost convention difficult to support, as outdated historic costs
are unlikely to help in the assessment of current financial position. It is often argued
that recording assets at their current value would provide a more realistic view of
financial position and would be relevant for a wide range of decisions. However, a
system of measurement based on current values can present a number of problems.

Can you think of reasons why current value accounting may pose problems for both
preparers and users of financial statements?

The term ‘current value’ can be defined in a number of ways. For example, it can be defined
broadly as either the current replacement cost or the current realisable value (selling price)
of an asset. These two types of valuation may result in quite different figures being pro-