introduction to financial accounts

There are two main forms of accounting information:

(1) Financial Accounts, and

(2) Management Accounts

Financial Accounts - A Definition

Financial accounts are concerned with classifying, measuring and recording the transactions of a business. At the end of a period (typically a year), the following financial statements are prepared to show the performance and position of the business:

	Profit and Loss Account
	Describing the trading performance of the business over the accounting period

	Balance Sheet
	Statement of assets and liabilities at the end of the accounting period (a "snapshot") of the business

	Cash Flow Statement
	Describing the cash inflows and outflows during the accounting period

	Notes to the Accounts
	Additional details that have to be disclosed to comply with Accounting Standards and the Companies Act

	Directors' Report
	Description by the Directors of the performance of the business during the accounting period + various additional disclosures, particularly in relation to directors' shareholdings, remuneration etc 


Financial accounts are geared towards external users of accounting information. To answer their needs, financial accountants draw up the profit and loss account, balance sheet and cash flow statement for the company as a whole in order for users to answer questions such as:

- "Should I invest my money in this company?"

- "Should I lend money to this business?"

- "What are the profits on which this company must pay tax?"

Company Law Requirements for Financial Accounts

Every UK company registered under the Companies Act is required to prepare a set of accounts that give a true and fair view of its profit or loss for the year and of its state of affairs at the year end. Annual accounts for Companies Act purposes generally include: 

- A directors’ report
- An audit report
- A profit and loss account
- A balance sheet
- A statement of total recognised gains and losses
- A cash flow statement
- Notes to the accounts

If the company is a "parent company", (in other words, the company also owns other companies - subsidiaries) then "consolidated accounts" must also be prepared. Again there are exceptions to this requirement (see consolidated accounts). 
Comparative figures should also be given for almost all items and analysis given in the year end financial statements. Exceptions to this rule are given individually. For example, there is no requirement to give comparative figures for the notes detailing the movements in the year on fixed asset or reserves balances.
introduction to financial ratios

In our introduction to interpreting financial information we identified five main areas for investigation of accounting information. The use of ratio analysis in each of these areas is introduced below:

Profitability Ratios
These ratios tell us whether a business is making profits - and if so whether at an acceptable rate. The key ratios are:

	Ratio
	Calculation
	Comments

	Gross Profit Margin
	[Gross Profit / Revenue] x 100 (expressed as a percentage
	This ratio tells us something about the business's ability consistently to control its production costs or to manage the margins its makes on products its buys and sells. Whilst sales value and volumes may move up and down significantly, the gross profit margin is usually quite stable (in percentage terms). However, a small increase (or decrease) in profit margin, however caused can produce a substantial change in overall profits.

	Operating Profit Margin
	[Operating Profit / Revenue] x 100 (expressed as a percentage)
	Assuming a constant gross profit margin, the operating profit margin tells us something about a company's ability to control its other operating costs or overheads.

	Return on capital employed ("ROCE") 
	Net profit before tax, interest and dividends ("EBIT") / total assets (or total assets less current liabilities
	ROCE is sometimes referred to as the "primary ratio"; it tells us what returns management has made on the resources made available to them before making any distribution of those returns.


Efficiency ratios
These ratios give us an insight into how efficiently the business is employing those resources invested in fixed assets and working capital.

	Ratio
	Calculation
	Comments

	Sales /Capital Employed 
	Sales / Capital employed
	A measure of total asset utilisation. Helps to answer the question - what sales are being generated by each pound's worth of assets invested in the business. Note, when combined with the return on sales (see above) it generates the primary ratio - ROCE.

	Sales or Profit / Fixed Assets
	Sales or profit / Fixed Assets
	This ratio is about fixed asset capacity. A reducing sales or profit being generated from each pound invested in fixed assets may indicate overcapacity or poorer-performing equipment.

	Stock Turnover
	Cost of Sales / Average Stock Value
	Stock turnover helps answer questions such as "have we got too much money tied up in inventory"?. An increasing stock turnover figure or one which is much larger than the "average" for an industry, may indicate poor stock management.

	Credit Given / "Debtor Days"
	(Trade debtors (average, if possible) / (Sales)) x 365
	The "debtor days" ratio indicates whether debtors are being allowed excessive credit. A high figure (more than the industry average) may suggest general problems with debt collection or the financial position of major customers.

	Credit taken / "Creditor Days"
	((Trade creditors + accruals) / (cost of sales + other purchases)) x 365
	A similar calculation to that for debtors, giving an insight into whether a business i taking full advantage of trade credit available to it.


Liquidity Ratios
Liquidity ratios indicate how capable a business is of meeting its short-term obligations as they fall due:

	Ratio
	Calculation
	Comments

	Current Ratio
	Current Assets / Current Liabilities
	A simple measure that estimates whether the business can pay debts due within one year from assets that it expects to turn into cash within that year. A ratio of less than one is often a cause for concern, particularly if it persists for any length of time.

	Quick Ratio (or "Acid Test"
	Cash and near cash (short-term investments + trade debtors)
	Not all assets can be turned into cash quickly or easily. Some - notably raw materials and other stocks - must first be turned into final product, then sold and the cash collected from debtors. The Quick Ratio therefore adjusts the Current Ratio to eliminate all assets that are not already in cash (or "near-cash") form. Once again, a ratio of less than one would start to send out danger signals.


Stability Ratios
These ratios concentrate on the long-term health of a business - particularly the effect of the capital/finance structure on the business:

	Ratio
	Calculation
	Comments

	Gearing
	Borrowing (all long-term debts + normal overdraft) / Net Assets (or Shareholders' Funds) 
	Gearing (otherwise known as "leverage") measures the proportion of assets invested in a business that are financed by borrowing. In theory, the higher the level of borrowing (gearing) the higher are the risks to a business, since the payment of interest and repayment of debts are not "optional" in the same way as dividends. However, gearing can be a financially sound part of a business's capital structure particularly if the business has strong, predictable cash flows.

	Interest cover 
	Operating profit before interest / Interest
	This measures the ability of the business to "service" its debt. Are profits sufficient to be able to pay interest and other finance costs?


Investor Ratios
There are several ratios commonly used by investors to assess the performance of a business as an investment:

	Ratio
	Calculation
	Comments

	Earnings per share ("EPS")
	Earnings (profits) attributable to ordinary shareholders / Weighted average ordinary shares in issue during the year
	A requirement of the London Stock Exchange - an important ratio. EPS measures the overall profit generated for each share in existence over a particular period.

	Price-Earnings Ratio ("P/E Ratio")
	Market price of share / Earnings per Share
	At any time, the P/E ratio is an indication of how highly the market "rates" or "values" a business. A P/E ratio is best viewed in the context of a sector or market average to get a feel for relative value and stock market pricing.

	Dividend Yield
	(Latest dividend per ordinary share / current market price of share) x 100 
	This is known as the "payout ratio". It provides a guide as to the ability of a business to maintain a dividend payment. It also measures the proportion of earnings that are being retained by the business rather than distributed as dividends.


balance sheet - accounting for fixed assets

Introduction
An important distinction is made in accounting between "current assets" and " "fixed assets".

Current assets are those that form part of the circulating capital of a business. They are replaced frequently or converted into cash during the course of trading. The most common current assets are stocks, trade debtors, and cash.

Compare current assets with fixed assets. A fixed asset is an asset of a business intended for continuing use, rather than a short-term, temporary asset such as stocks. 

Fixed assets must be classified in a company's balance sheet as intangible, tangible, or investments. Examples of intangible assets include goodwill, patents, and trademarks. Examples of tangible fixed assets include land and buildings, plant and machinery, fixtures and fittings, motor vehicles and IT equipment.

How should the changing value of a fixed asset be reflected in a company's accounts? 
The benefits that a business obtains from a fixed asset extend over several years. For example, a company may use the same piece of production machinery for many years, whereas a company-owned motor car used by a salesman probably has a shorter useful life.

By accepting that the life of a fixed asset is limited, the accounts of a business need to recognise the benefits of the fixed asset as it is "consumed" over several years.

This consumption of a fixed asset is referred to as depreciation.

Definition of depreciation
Financial Reporting Standard 15 (covering the accounting for tangible fixed assets) defines depreciation as follows:

"the wearing out, using up, or other reduction in the useful economic life of a tangible fixed asset whether arising from use, effluxion of time or obsolescence through either changes in technology or demand for goods and services produced by the asset.'
A portion of the benefits of the fixed asset will be used up or consumed in each accounting period of its life in order to generate revenue. To calculate profit for a period, it is necessary to match expenses with the revenues they help earn.

In determining the expenses for a period, it is therefore important to include an amount to represent the consumption of fixed assets during that period (that is, depreciation). 

In essence, depreciation involves allocating the cost of the fixed asset (less any residual value) over its useful life. To calculate the depreciation charge for an accounting period, the following factors are relevant:

- the cost of the fixed asset;

- the (estimated) useful life of the asset;

- the (estimated) residual value of the asset.

What is the relevant cost of a fixed asset?
The cost of a fixed asset includes all amounts incurred to acquire the asset and any amounts that can be directly attributable to bringing the asset into working condition. 

Directly attributable costs may include:

- Delivery costs

- Costs associated with acquiring the asset such as stamp duty and import duties

- Costs of preparing the site for installation of the asset

- Professional fees, such as legal fees and architects' fees

Note that general overhead costs or administration costs would not be included as part of the total
costs of a fixed asset (e.g. the costs of the factory building in which the asset is kept, or the cost of the maintenance team who keep the asset in good working condition)

The cost of subsequent expenditure on a fixed asset will be added to the cost of the asset provided that this expenditure enhances the benefits of the fixed asset or restores any benefits consumed.

This means that major improvements or a major overhaul may be capitalised and included as part of the cost of the asset in the accounts.

However, the costs of repairs or overhauls that are carried out simply to maintain existing performance will be treated as expenses of the accounting period in which the work is done, and charged in full as an expense in that period.

What is the Useful Life of a fixed asset?
An asset may be seen as having a physical life and an economic life.

Most fixed assets suffer physical deterioration through usage and the passage of time. Although care and maintenance may succeed in extending the physical life of an asset, typically it will, eventually, reach a condition where the benefits have been exhausted.

However, a business may not wish to keep an asset until the end of its physical life. There may be a point when it becomes uneconomic to continue to use the asset even though there is still some physical life left.

The economic life of the asset will be determined by such factors as technological progress and changes in demand. For purposes of calculating depreciation, it is the estimated economic life rather than the potential physical life of the fixed asset that is used.

What about the Residual Value of a fixed asset?
At the end of the useful life of a fixed asset the business will dispose of it and any amounts received from the disposal will represent its residual value. This, again, may be difficult to estimate in practice. However, an estimate has to be made. If it is unlikely to be a significant amount, a residual value of zero will be assumed.

The cost of a fixed asset less its estimated residual value represents the total amount to be depreciated over its estimated useful life.

balance sheet - fixed asset depreciation

Introduction
In our introduction to accounting for fixed assets, we described how businesses need to account for the consumption of fixed assets over time in a way that reflects their reducing value. The term given to this consumption is depreciation. This revision note explains the various methods available to calculate depreciation and highlights how subjective this calculation can be. Other revision notes provide worked example of each depreciation method.

Depreciation Methods
The total amount to be depreciated over the life of a fixed asset is determined by the following calculation:

Cost of the fixed asset less residual value
The period over which to depreciate a fixed asset is known as the "useful economic life" of the asset 

So how much of this depreciable amount is charged against profits in each accounting period?

A depreciation method is required to allocate, in a systematic way, the total amount to be depreciated between each accounting period of the asset's useful economic life.

There are various methods of depreciation available. However, most businesses appear to adopt one of the two methods described below.

Method 1 - Straight-line depreciation
The straight-line method of depreciation is widely used and simple to calculate. It is based on the principle that each accounting period of the asset's life should bear an equal amount of depreciation. 

As a result, the depreciation charge for the asset can be calculated using the following formula:

Dpn = (C- R)/ N
where:

Dpn = Annual straight-line depreciation charge

C = Cost of the asset
R = Residual value of the asset
N = Useful economic life of the asset (years)

Whilst it is simple and popular, Is the straight line depreciation method the most appropriate way of calculating depreciation?

The answer lies in understanding that depreciation is a process of allocation, not valuation.

The pattern of annual depreciation charges for a fixed asset should attempt to match the pattern of benefits derived from that asset. Therefore, where the benefits from an asset are likely to be reasonably constant over its life the straight-line method of depreciation would be appropriate as it results in a constant annual depreciation charge.

In practice it may be difficult to assess the pattern of benefits relating to an asset. In such cases the straight-line method may often be chosen simply because it is easy to understand and calculate.

Method 2 - Reducing balance method
The reducing balance method of depreciation provides a high annual depreciation charge in the early years of an asset's life but the annual depreciation charge reduces progressively as the asset ages.

To achieve this pattern of depreciation, a fixed annual depreciation percentage is applied to the written-down value of the asset. Thus, depreciation is calculated as a percentage of the reducing balance.

For certain fixed assets, the benefits derived may be high in the early years, but may decline as the asset ages. For such assets, the reducing-balance method of depreciation would be appropriate insofar as it matches the depreciation expense with the pattern of benefits.

Once a particular method of depreciation has been chosen for a fixed asset, the method should be applied consistently over its life. It is only permissible to switch from one method to another if the new method provides a fairer presentation of the financial results and financial position.

Total depreciation charged
It should be noted that, whichever method of depreciation is selected, the total depreciation to be charged over the useful life of a fixed asset will be the same.

It is simply the allocation of the total depreciation charge between accounting periods that is affected by the choice of method.

balance sheet - straight line depreciation: worked example

Introduction
In our introduction to the methods available to calculate depreciation, we suggested that there are two main methods that can be used:

- Straight- line depreciation

- Reducing balance method

We emphasised the point that these two methods simply provide an alternative way of allocating the total depreciation charge over several accounting periods. The total depreciation charge using either method will be the same over the total useful economic life of the asset.

To illustrate the straight line depreciation method, we have calculated the depreciation charge for the following asset:

Data
A business purchases a new machine for £75,000 on 1 January 2003. It is estimated that the machine will have a residual value of £10,000 and a useful economic life of five years. The business has an accounting year end of 31 December.

Straight line depreciation method
Using the straight line depreciation method, the calculation of the annual depreciation charge is as follows:

Dpn = (C- R)/ N
where:

Dpn = Annual straight-line depreciation charge

C = Cost of the asset
R = Residual value of the asset
N = Useful economic life of the asset (years)

So the calculation is:

Dpn = (£75,000 - £10,000) / 5

Dpn = £13,000

in the accounts of the business a depreciation charge of £13,000 will be expensed in the profit and loss account for each of the five years of the asset's useful economic life.

In the annual balance sheet, the machine would be shown at its original cost less the total accumulated depreciation for the asset to date.

Example of how this would be disclosed in the accounts
At the end of the third year of ownership of the machine, the financial accounts of the business would include the following items in relation to the machine:

In the Profit and Loss Account:
Depreciation of Machinery - Charge: £13,000

In the Balance Sheet at 31 December 2005:
	 
	£
	£

	Machine at Cost
	75,000
	

	less: Accumulated Depreciation
	39,000
	

	Machine at net book value
	
	36,000


The figure for accumulated depreciation of £39,000 at 31 December 2005 represents three years' worth of depreciation at £13,000 per year.

The cost of the machine (£75,000) less the accumulated depreciation charged on the machine (£39,000) is known as the "written-down value" ("WDV") or "net book value" ("NBV").

it should be noted that WDV or NBV is simply an accounting value that is the result of a decision about which method is used to calculate depreciation. It does not necessarily mean that the machine is actually worth more or less than the WDV or NBV.

balance sheet - straight line depreciation: worked example

Introduction
In our introduction to the methods available to calculate depreciation, we suggested that there are two main methods that can be used:

- Straight- line depreciation

- Reducing balance method

We emphasised the point that these two methods simply provide an alternative way of allocating the total depreciation charge over several accounting periods. The total depreciation charge using either method will be the same over the total useful economic life of the asset.

To illustrate the reducing balance depreciation method, we have calculated the depreciation charge for the following asset:

Data
A business purchases a new machine for £75,000 on 1 January 2003. It is estimated that the machine will have a residual value of £10,000 and a useful economic life of five years. The business decides to calculate annual depreciation at the rate of 40% of the written-down value. The business has an accounting year end of 31 December.

Reducing balance depreciation method
Using the straight line depreciation method, the calculation of the annual depreciation charge is as follows:

	31 December 
	 
	£

	 
	Original machine cost
	75,000

	2003
	Depreciation in 2003 (40% cost)
	30,000

	 
	Written down value at 31 December 2003
	45,000

	 
	  
	 

	2004
	Depreciation in 2004 (40% of WDV @ 31 December 2003)
	18,000

	 
	Written down value at 31 December 2004
	27,000

	 
	   
	

	2005
	Depreciation in 2005 (40% of WDV @ 31 December 2004)
	10,800

	 
	Written down value at 31 December 2005
	16,200

	 
	  
	

	2006
	Depreciation in 2006 (40% of WDV @ 31 December 2005)
	6,480

	 
	Written down value at 31 December 2006
	9,720

	 
	 
	

	2007
	Depreciation in 2007 (40% of WDV @ 31 December 2006)
	3,888

	 
	Written down value at 31 December 2007
	5,832


The reducing balance method can result in significant differences in the annual depreciation charge, depending on the "percentage" of written-down value that is used to calculate the charge.

In the example above, the total amount charged to depreciation in the first three years of owning the machine (2003-2005) was £58,800 (compared with £39,000 if a straight line depreciation method has been used). 

Annual Report and Accounts - Introduction

Annual report
• An annual report is a document produced annually by companies designed to portray a true and fair view of the company’s annual performance, with audited financial statements prepared in accordance with company law and other regulatory requirements, and also containing other non-financial information.
• The Companies Act 1985/9 requires companies to publish their annual report and accounts.
• It should include:
– A balance sheet
– A profit and loss account
– A cash flow statement
– A Directors Report

Stakeholders in the annual report
• Shareholders (the owners of the business).
• Potential shareholders.
• Managers and employees.
• Creditors and potential creditors.
• Suppliers – especially if the supply goods on credit.
• Employees and their trade unions.
• The government – for tax purposes.

Functions of the annual report
• The stewardship and accountability function
– Reporting to shareholders.
• The decision making function
– To provide information about performance and changes in the financial position of an enterprise that is useful to a wide range of users in making economic decisions.
– Providing users, especially shareholders with financial information so that they can make decisions such as buying or selling shares.
• The public relations function
– The annual report is an opportunity to publicise the corporate image

A true and fair view
• Directors are responsible for the preparation of the accounts which must give a true and fair view.
• A true and fair view is one where accounts reflect what has happened and do not mislead the readers.
• The accounts must be prepared in accordance with relevant accounting standards.

Information to be included 
• The rules governing the content of the annual report are derived from:
• Statute law - the Companies Act 
• Accounting standards
• Stock Exchange rules
• Codes of best practice in corporate governance.

Companies Act 1985/9
• Directors have stewardship of limited companies.
• Directors are required to publish accounts which show a true and fair view of the company’s financial position.
• Accounts must be sent to:
– All shareholders
– All debenture holders
– The Registrar of Companies at Companies House.
– This must be done within 10 months of the year-end for a private company and within 7 months of the year end in the case of a public company

introduction to the balance sheet

Definition
A balance sheet is a statement of the total assets and liabilities of an organisation at a particular date - usually the last date of an accounting period.

The balance sheet is split into two parts:

(1) A statement of fixed assets, current assets and the liabilities (sometimes referred to as "Net Assets")

(2) A statement showing how the Net Assets have been financed, for example through share capital and retained profits.

The Companies Act requires the balance sheet to be included in the published financial accounts of all limited companies. In reality, all other organisations that need to prepare accounting information for external users (e.g. charities, clubs, partnerships) will also product a balance sheet since it is an important statement of the financial affairs of the organisation.

A balance sheet does not necessary "value" a company, since assets and liabilities are shown at "historical cost" and some intangible assets (e.g. brands, quality of management, market leadership) are not included.

Example Balance Sheet
Set out below is a summarised balance sheet for Tesco plc to illustrate the main elements of the balance sheet.

	Tesco plc: Balance Sheet (amounts shown in £' millions) 
	24 February 2001
	26 February 2000

	 
	  
	  

	FIXED ASSETS
	10,038
	8,527

	 
	  
	  

	Current Assets
	1,694
	1,342

	Short-term creditors
	(4,389)
	(3,487)

	 
	  
	  

	NET CURRENT LIABILITIES
	(2,695
	(2,145)

	 
	  
	  

	Total Assets less Current Liabilities 
	7,343
	6,382

	 
	  
	  

	Long-term creditors
	(1,927)
	(1,565)

	Provisions
	(24)
	(19)

	 
	  
	  

	TOTAL NET ASSETS
	5,392
	4,798

	 
	  
	  

	Equity shareholders' funds
	5,356
	4,769

	Minority interests 
	36
	29

	Total Capital Employed
	5,392
	4,798


Definition of Assets
An asset is any right or thing that is owned by a business. Assets include land, buildings, equipment and anything else a business owns that can be given a value in money terms for the purpose of financial reporting. 

Definition of Liabilities
To acquire its assets, a business may have to obtain money from various sources in addition to its owners (shareholders) or from retained profits. The various amounts of money owed by a business are called its liabilities. 

Long-term and Current
To provide additional information to the user, assets and liabilities are usually classified in the balance sheet as:

- Current: those due to be repaid or converted into cash within 12 months of the balance sheet date;

- Long-term: those due to be repaid or converted into cash more than 12 months after the balance sheet date;

Fixed Assets
A further classification other than long-term or current is also used for assets. A "fixed asset" is an asset which is intended to be of a permanent nature and which is used by the business to provide the capability to conduct its trade. Examples of "tangible fixed assets" include plant & machinery, land & buildings and motor vehicles. "Intangible fixed assets" may include goodwill, patents, trademarks and brands - although they may only be included if they have been "acquired". Investments in other companies which are intended to be held for the long-term can also be shown under the fixed asset heading.

Definition of Capital
As well as borrowing from banks and other sources, all companies receive finance from their owners. This money is generally available for the life of the business and is normally only repaid when the company is "wound up". To distinguish between the liabilities owed to third parties and to the business owners, the latter is referred to as the "capital" or "equity capital" of the company.

In addition, undistributed profits are re-invested in company assets (such as stocks, equipment and the bank balance). Although these "retained profits" may be available for distribution to shareholders - and may be paid out as dividends as a future date - they are added to the equity capital of the business in arriving at the total "equity shareholders' funds".

At any time, therefore, the capital of a business is equal to the assets (usually cash) received from the shareholders plus any profits made by the company through trading that remain undistributed. 

interpretation and analysis of accounting information

Introduction
Financial information is always prepared to satisfy in some way the needs of various interested parties (the "users of accounts"). Stakeholders in the business (whether they are internal or external) seek information to find out three fundamental questions:

(1) How is the business doing?

(2) How is the business placed at present?

(3) What are the future prospects of the business?

For outsiders, published financial accounts are an important source of information to enable them to answer the above questions.

The Key Questions
To some degree or other, all interested parties will want to ask questions about financial information which are likely to fall into one or other of the following categories, and be about:

	Performance Area
	Key Issues

	Profitability
	Is the business making a profit? Is it enough?

	Efficiency
	Is the business making best use of its resources? Is it generating adequate sales from its investment in equipment and people? Is it managing its working capital properly?

	Liquidity
	Is the business able to meet its short-term obligations as they fall due from cash resources immediately available to it?

	Stability
	What about the long-term prospects of the business? Is the business generating sufficient resources to repay long-term liabilities and re-invest in required new technology? What is the overall structure of the businesses' finance - does it place a burden on the business?

	Investment Return
	What return can investors or lender expect to get out of the business? How does this compare with similar, alternative investments in other businesses? 


The Main Tools of Review
The answers to the questions above (and others) will come from a careful, analytical review of financial information:

	Area for Review
	Comments

	Review of the Business; Chairman's and CEO's Review
	The accounts of all quoted companies (and many private companies) include some commentary from senior management on the strategy and performance of the business. This is often the most useful place to start. The statements (usually one each from the Chairman, CEO and Finance Director) will reveal many "qualitative" things about the business. These include a description of the business activities, objectives, developments and competitive environment. Political, environmental and macro-economic issues may also be raised.

	Cash flow statement
	The cash flow statement will reveal where the company's resources have come from and how they have been applied during the year.

	Calculation of significant ratios between figures in the accounts
	Ratio analysis is an important tool for understanding and comparing business performance. However, ratios and other financial calculations are rarely useful when looked at in isolation. it is important to carry out calculations of ratios and other significant financial figures with previous years (many companies publish five or ten year summaries as part of their annual reports) in order to identify positive or adverse trends). Comparison with other, relevant competitors and industry "norms" is also important.


Annual Report and Accounts - Contents 

Contents: non-audited information
• Narrative items
– Chairmen’s statement
– Directors’ report
– Operating and financial review
– Review of operations
– Statement of corporate governance
– Auditors report
– Statement of directors’ responsibilities for the financial statements
– Shareholder information
• Non-narrative
– Highlights
– Historical summary
– Shareholder analysis

Balance sheet
• A balance sheet is a statement of the resources owned and controlled by a business at a single point in time. 
• It gives a snapshot of assets, liabilities and capital at a point in time. 
• It provides information about the company’s funds and how they are used in the business.

Profit and loss account
• The Profit and Loss Account is a statement which shows total business revenue less expenses. 
• The P&L account quantifies and explains the gains or losses of the company over the period of time bounded by two balance sheets
• It provides a summary of the year’s trading activities:
– Revenue from sales (turnover)
– Business costs
– Profit or (loss)
– How the profit was used.

Cash flow statement
• This is a statement which shows the flow of cash into and out of the business.
• It is not the same as a profit and loss account.
• The cash flow statement only records movements of cash and, for example, does not include credit sales or purchases until such time as cash actually flows.
• This statement became mandatory because of some high profile business failures of the 1980s/90s - these were companies that, in terms of the P&L, were profitable but were short of cash to pay their debts. 
• The cash flow statement should not be confused with a cash flow forecast. The former is historical whereas the latter is a forecast about the future.
Statement of total recognised gains and losses
• The STRGL is a financial statement which attempts to highlight all shareholder gains and losses and not just those from trading.
• It is a summary of all the profits and losses made during the year.
• It is necessary because not all gains and losses are shown on the P and L account.
• Example: upward revaluation of a fixed asset is not classed as revenue from trading operations and so it will not shown up on the P and L Account. It does show up as an addition to revaluation reserves on the balance sheet

Notes to the accounts
• Provides a more detailed analysis of some of the entries in the accounts including:
• Disclosure of accounting policies used (e.g. depreciation) and any changes to these policies.
• An explanation for any deviation from accounting standards.
• Sources of turnover from different geographical areas.
• Details of fixed assets, investments, share capital, debentures and reserves.
• Directors emoluments (how much the Directors earned)
• Earnings per share 

Accounting policies
• Companies must describe the accounting polices they use in preparing financial statements.
• Companies have a choice of accounting polices in many areas such as foreign currencies, goodwill, pensions, sales and stocks.
• As different accounting polices will result in different figures it is necessary to state the policy that was used so that readers of the accounts can make an informed judgement about performance.
• It is also important to state the effect of any changes in accounting policies – restating prior year numbers where this is materially significant

Chairpersons statement
• An overview of the trading year.
• A personalise overview of the company’s performance over the past year.
• Usually covers strategy, financial performance and future prospects.

Directors’ Report
• Its principal objective is to supplement the financial information with other information consider necessary for a full appreciation of the companies activities. It includes:
• A description of the principal activities of the company.
• A fair review of the current and future prospects of the business.
• Information on the sale, purchase or valuation of assets.
• Recommended dividends.
• Employee statistics. 
• Names of directors and their interests.
• Details of political or charitable donations.

Operating and financial review
• This is a statement in the annual report which provides a formalised, structured explanation of financial performance.
• The operating review covers items such as operating results, profit and dividend.
• The financial review discusses items such as capital structure and treasury policy. 
Operating and financial review

Operating review
• New product development
• Details of shareholders returns
• Risks and uncertainties
• Future investment
• Sensitivity of financial results to specific accounting policies

Financial review 
• Current cash position.
• Sources of finding.
• Treasury policy.
• Capital structure.
• Confirmation of the business as a going concern.
• Factors outside the balance sheet impacting on the value of the business.
• Taxation. 

Other features 
• Highlights
– An “at a glance” summary of selected figures and ratios.
• Historical summary
– Five years of selected data from the balance sheet and profit and loss account
– Tables and graphs to illustrate trend and comparison of turnover, profit ,dividend and earnings per share.
• Shareholder analysis
– Detailed analysis of the shareholders, for example by size of shareholding 

Auditors report
• Auditors are independent accountants who are registered to carry out this work.
• They also have to certify that the accounts are drawn up in accordance with the requirements of the Companies Act.
• Auditors must make a brief report to confirm that the accounts give a true and fair view of the firm’s financial position.

