introduction to accounting

Introduction
It is not easy to provide a concise definition of accounting since the word has a broad application within businesses and applications.

The American Accounting Association define accounting as follows:

"the process of identifying, measuring and communicating economic information to permit informed judgements and decisions by users of the information!.
This definition is a good place to start. Let's look at the key words in the above definition:
- It suggests that accounting is about providing information to others. Accounting information is economic information - it relates to the financial or economic activities of the business or organisation.
- Accounting information needs to be identified and measured. This is done by way of a "set of accounts", based on a system of accounting known as double-entry bookkeeping. The accounting system identifies and records "accounting transactions".
- The "measurement" of accounting information is not a straight-forward process. it involves making judgements about the value of assets owned by a business or liabilities owed by a business. it is also about accurately measuring how much profit or loss has been made by a business in a particular period. As we will see, the measurement of accounting information often requires subjective judgement to come to a conclusion
- The definition identifies the need for accounting information to be communicated. The way in which this communication is achieved may vary. There are several forms of accounting communication (e.g. annual report and accounts, management accounting reports) each of which serve a slightly different purpose. The communication need is about understanding who needs the accounting information, and what they need to know! 
Accounting information is communicated using "financial statements"
What is the purpose of financial statements?
There are two main purposes of financial statements:

(1) To report on the financial position of an entity (e.g. a business, an organisation);

(2) To show how the entity has performed (financially) over a particularly period of time (an "accounting period").

The most common measurement of "performance" is profit.

It is important to understand that financial statements can be historical or relate to the future.

Accountability
Accounting is about ACCOUNTABILTY
Most organisations are externally accountable in some way for their actions and activities. They will produce reports on their activities that will reflect their objectives and the people to whom they are accountable. 

The table below provides examples of different types of organisations and how accountability is linked to their differing organisational objectives:

	Organisation
	Objectives
	Accountable to (examples)

	Private or public company
(e.g. BP, Tesco)
	- Making of profit
- Creation of wealth
	- Shareholders
- Other stakeholders (e.g. employees, customers, suppliers)

	Charities
(e.g. Save the Children)
	- Achievement of charitable aims
- Maximise spending on activities
	- Charity commissioners
- Donors 

	Local Authorities
(e.g.  Leeds City Council)
	- Provision of local services
- Optimal allocation of spending budget 
	- Local electorate
- Government departments 

	Public services (e.g. transport, health) 
(e.g. National Health Service, Prison Service)
	- Provision of public service (often required by law)
- High quality and reliability of services 
	- Government ministers
- Consumers 

	Quasi-governmental agencies
(e.g. Data Protection Registrar, Scottish Arts Council)
	- Regulation or instigation of some public action
- Coordination of public sector investments 
	- Government ministers
- Consumers 


All of the above organisations have a significant roles to play in society and have multiple stakeholders to whom they are accountable. 

All require systems of financial management to enable them to produce accounting information.

How accounting information helps businesses be accountable
As we have said in our introductory definition, accounting is essentially an "information process" that serves several purposes: 

- Providing a record of assets owned, amounts owed to others and monies invested; 

- Providing reports showing the financial position of an organisation and the profitability of its operations 

- Helps management actually manage the organisation 

- Provides a way of measuring an organisation's effectiveness (and that of its separate parts and management) 

- Helps stakeholders monitor an organisations activities and performance 

- Enables potential investors or funders to evaluate an organisation and make decisions 

There are many potential users of accounting Information, including shareholders, lenders, customers, suppliers, government departments (e.g. Inland Revenue), employees and their organisations, and society at large. Anyone with an interest in the performance and activities of an organisation is traditionally called a stakeholder. 
For a business or organisation to communicate its results and position to stakeholders, it needs a language that is understood by all in common. Hence, accounting has come to be known as the "language of business" 

There are two broad types of accounting information: 

(1) Financial Accounts: geared toward external users of accounting information 
(2) Management Accounts: aimed more at internal users of accounting information 

Although there is a difference in the type of information presented in financial and management accounts, the underlying objective is the same - to satisfy the information needs of the user. These needs can be described in terms of the following overall information objectives:

	Collection
	Collection in money terms of information relating to transactions that have resulted from business operations

	Recording and Classifying
	Recording and classifying data into a permanent and logical form. This is usually referred to as "Book-keeping"

	Summarising
	Summarising data to produce statements and reports that will be useful to the various users of accounting information - both external and internal

	Interpreting and Communicating
	Interpreting and communicating the performance of the business to the management and its owners

	Forecasting and Planning
	Forecasting and planning for future operation of the business by providing management with evaluations of the viability of proposed operations. The key forecasting and planning tool is the "Budget"


The process by which accounting information is collected, reported, interpreted and actioned is called "Financial Management". Taking a commercial business as the most common organisational structure, the key objectives of financial management would be to:

(1) Create wealth for the business
(2) Generate cash, and
(3) Provide an adequate return on investment bearing in mind the risks that the business is taking and the resources invested

In preparing accounting information, care should be taken to ensure that the information presents an accurate and true view of the business performance and position. To impose some order on what is a subjective task, accounting has adopted certain conventions and concepts which should be applied in preparing accounts.

For financial accounts, the regulation or control of what kind of information is prepared and presented goes much further. UK and international companies are required to comply with a wide range of Accounting Standards which define the way in which business transactions are disclosed and reported. These are applied by businesses through their Accounting Policies.

The main financial accounting statements
The purpose of financial accounting statements is mainly to show the financial position of a business at a particular point in time and to show how that business has performed over a specific period.

The three main financial accounting statements that help achieve this aim are:

(1) The profit and loss account for the reporting period

(2) A balance sheet for the business at the end of the reporting period

(3) A cash flow statement for the reporting period

A balance sheet shows at a particular point in time what resources are owned by a business ("assets") and what it owes to other parties ("liabilities"). It also shows how much has been invested in the business and what the sources of that investment finance were.

It is often helpful to think of a balance sheet as a "snap-shot" of the business - a picture of the financial position of the business at a specific point. Whilst this is a useful picture to have, every time an accounting transaction takes place, the "snap-shot" picture will have changed.

By contrast, the profit and loss account provides a perspective on a longer time-period. If the balance sheet is a "digital snap-shot" of the business, then think of the profit and loss account as the "DVD" of the business' activities. The story of what financial transactions took place in a particular period - and (most importantly) what the overall result of those transactions was.

Not surprisingly, the profit and loss account measures "profit".

What is profit?

Profit is the amount by which sales revenue (also known as "turnover" or "income") exceeds "expenses" (or "costs") for the period being measured.
users of accounts

It is easy to assume that the only users of accounting information are shareholders - since it is a requirement of company law that shareholders must receive periodic accounting statements. However, in reality there are many users of accounts. The table below summarises the main user groups and provides examples of their areas of interest in accounts:

	User
	Interest in / Use of Accounting Information

	Investors
	Investors are concerned about risk and return in relation to their investments. They require information to decide whether they should continue to invest in a business. They also need to be able to assess whether a business will be able to pay dividends, and to measure the performance of the business' management overall. The key accounting information for an investor is therefore:

- Information about growth - sales, volumes 
- Profitability (profit margins, overall level of profit) 
- Investment (amounts invested, assets owned) 
- Business value (share price) 
- Comparative information of competitors

	Lenders
	Banks and loan stockholders who lend money to a business require information that helps them determined whether loans and interest will be paid when due. The key accounting information for lenders is therefore:

- Cash flow
- Security of assets against which the lending may be secured 
- Investment requirements in the business 

	Creditors
	Suppliers and trade creditors requirement information that helps them understand and assess the short-term liquidity of a business. Is the business able to pay short-term debt when it falls due? Creditors will, therefore, be looking for information on:

- Cash flow
- Management of working capital
- Payment policy

	Debtors
	Customers and trade debtors require information about the ability of the business to survive and prosper. As customers of the company's products, they have a long-term interest in the company's range of products and services. They may even be dependent on the business for certain products or services. Customer will be particularly interested in:

- Sales growth
- New product development 
- Investment in the business (e.g. production capacity)

	Employees
	Employees (and organisations that represent them - e.g. trade unions) require information about the stability and continuing profitability of the business. They are crucially interested in information about employment prospects and the maintenance of pension funding and retirement benefits. They are also likely to interested in the pay and benefits obtained by senior management!. Employees will, therefore look for information on:

- Revenue and profit growth
- Levels of investment in the business 
- Overall employment data (numbers employed, wage and salary costs)
- Status and valuation of company pension schemes / levels of company pension contributions

	Government
	There are many government agencies and departments that are interested in accounting information. For example, the Inland Revenue needs information on business profitability in order to levy and collect Corporation Tax. Customs & Excise need accounting information to verify Value Added Tax ("VAT") returns; local government need similar information to levy local taxes and rates. Various regulatory agencies (e.g. the Competition Commission and the Environment Agency) need information to support decisions about takeovers and grants, for example. 

	Analysts
	Investment analysts are an important user group - specifically for companies quoted on a stock exchange. They require very detailed financial and other information in order to analyse the competitive performance of a business and its sector. Much of this is provided by the detailed accounting disclosures that are required by authorities such the London Stock Exchange. However, additional accounting information is usually provided to analysts via informal company briefings and interviews.

	Public at large
	Interest groups, formed by various groups of individuals who have a specific interest in the activities and performance of businesses, will also require accounting information.


accounting concept and conventions

In drawing up accounting statements, whether they are external "financial accounts" or internally-focused "management accounts", a clear objective has to be that the accounts fairly reflect the true "substance" of the business and the results of its operation.

The theory of accounting has, therefore, developed the concept of a "true and fair view". The true and fair view is applied in ensuring and assessing whether accounts do indeed portray accurately the business' activities.

To support the application of the "true and fair view", accounting has adopted certain concepts and conventions which help to ensure that accounting information is presented accurately and consistently.

Accounting Conventions
The most commonly encountered convention is the "historical cost convention". This requires transactions to be recorded at the price ruling at the time, and for assets to be valued at their original cost.

Under the "historical cost convention", therefore, no account is taken of changing prices in the economy. 

The other conventions you will encounter in a set of accounts can be summarised as follows:

	Monetary measurement
	Accountants do not account for items unless they can be quantified in monetary terms. Items that are not accounted for (unless someone is prepared to pay something for them) include things like workforce skill, morale, market leadership, brand recognition, quality of management etc.

	Separate Entity
	This convention seeks to ensure that private transactions and matters relating to the owners of a business are segregated from transactions that relate to the business.

	Realisation
	With this convention, accounts recognise transactions (and any profits arising from them) at the point of sale or transfer of legal ownership - rather than just when cash actually changes hands. For example, a company that makes a sale to a customer can recognise that sale when the transaction is legal - at the point of contract. The actual payment due from the customer may not arise until several weeks (or months) later - if the customer has been granted some credit terms.

	Materiality
	An important convention. As we can see from the application of accounting standards and accounting policies, the preparation of accounts involves a high degree of judgement. Where decisions are required about the appropriateness of a particular accounting judgement, the "materiality" convention suggests that this should only be an issue if the judgement is "significant" or "material" to a user of the accounts. The concept of "materiality" is an important issue for auditors of financial accounts.


Accounting Concepts
Four important accounting concepts underpin the preparation of any set of accounts:

	Going Concern
	Accountants assume, unless there is evidence to the contrary, that a company is not going broke. This has important implications for the valuation of assets and liabilities.

	Consistency
	Transactions and valuation methods are treated the same way from year to year, or period to period. Users of accounts can, therefore, make more meaningful comparisons of financial performance from year to year. Where accounting policies are changed, companies are required to disclose this fact and explain the impact of any change.

	Prudence
	Profits are not recognised until a sale has been completed. In addition, a cautious view is taken for future problems and costs of the business (the are "provided for" in the accounts" as soon as their is a reasonable chance that such costs will be incurred in the future.

	Matching (or "Accruals")
	Income should be properly "matched" with the expenses of a given accounting period.


Key Characteristics of Accounting Information
There is general agreement that, before it can be regarded as useful in satisfying the needs of various user groups, accounting information should satisfy the following criteria:

	Criteria
	What it means for the preparation of accounting information 

	Understandability
	This implies the expression, with clarity, of accounting information in such a way that it will be understandable to users - who are generally assumed to have a reasonable knowledge of business and economic activities

	Relevance
	This implies that, to be useful, accounting information must assist a user to form, confirm or maybe revise a view - usually in the context of making a decision (e.g. should I invest, should I lend money to this business? Should I work for this business?) 

	Consistency
	This implies consistent treatment of similar items and application of accounting policies 

	Comparability
	This implies the ability for users to be able to compare similar companies in the same industry group and to make comparisons of performance over time. Much of the work that goes into setting accounting standards is based around the need for comparability.

	Reliability
	This implies that the accounting information that is presented is truthful, accurate, complete (nothing significant missed out) and capable of being verified (e.g. by a potential investor).

	Objectivity
	This implies that accounting information is prepared and reported in a "neutral" way. In other words, it is not biased towards a particular user group or vested interest


business stakeholders

in terms of understanding the objectives of a business or other organisation, there are two traditional views:

(1) The Shareholder Concept

(2) The Stakeholder Concept

Shareholder Concept - Maximising Shareholder Wealth
In the theory of accounting and finance, it is assumed that the objective of the business is to maximise the value of a company. Put simply, this means that the managers of a business should create as much wealth as possible for the shareholders. Given this objective, any financing or investment decision that is expected to improve the value of the shareholder's stake in the business is acceptable. In short, the objective for managers running a business should be profit maximisation. both in the short and long-term.

Stakeholder Concept - A Wider Range of Objectives
In recent years, a wider variety of goals have been suggested for a business. These include the traditional objective of profit maximisation (in other words - the shareholder concept has not been abandoned). However, they also include goals relating to earnings per share, total sales, numbers employed, measures of employee welfare, manager satisfaction, environmental protection and many others.

A major reason for increasing adoption of a Stakeholder Concept in setting business objectives is the recognition that businesses are affected by the "environment" in which they operate. Businesses come into regular contact with customers, suppliers, government agencies, families of employees, special interest groups. Decisions made by a business are likely to affect one or more of these "stakeholder groups". Some examples are given below 

	Business Decision
	Stakeholders Affected

	Relocation of Head Office from London to Wales
	- Employees in London: potential redundancies; concerns about family; housing; change in "living standards"

- New employees in Wales: job opportunities; training

- Customers: impact on supply of product or service; 

- Suppliers: impact on supply costs; loss of trade for London-based suppliers

- Government agencies: regional development agencies; agencies providing other grants; employment training agencies 

- Other groups: environmental impact in Wales (e.g. traffic)


The stakeholder concept suggests that the managers of a business should take into account their responsibilities to other groups - not just the shareholder group - when making decisions. The concept suggests that businesses can benefit significantly from cooperating with stakeholder groups, incorporating their needs in the decision-making process.

Examples of Stated Business Objectives that Incorporate the Stakeholder Concept
	Company
	Stakeholder Statement

	British Telecom
	We aim to be at the heart of the information society - a communications-rich world in which everyone, irrespective of nationality, culture, ethnicity, class, creed or education, has access to the benefits of information and communications technology (ICT).

In practical terms, that means we are committed to doing business in a way that:

- maximise's the benefits of ICT for individuals 
-contributes to the communities in which we operate 
- minimizes any adverse impact that we might have on the environment. 
-It means doing business in a way that will persuade customers to buy from us, investors to back us, the best people to work for us and communities to have us around. 

If we had to say what we believe in a single sentence, it would be this: better communications help create a better world. 

	Marks and Spencer
	Our commitment to society is nothing new. We've always known that as well as providing the right products, a sustainable retail business needs the support of healthy communities and a high quality environment. Since the 1930s, Marks & Spencer has been actively involved in improving the quality of life for a wide range of communities. We've always tried to make an active contribution to the needs of our stakeholders, whether as customers, employees, investors, suppliers, partners or neighbours.

Entering the 21st century our commitment remains as strong as ever, but the world is changing. Business is becoming global, society more diverse and our environment is under greater threat than at any time before. Companies are having to consider how their actions impact on an increasingly connected set of issues.

We aim to be the most trusted retailer wherever we trade by demonstrating a clear sense of social responsibility and consistency in our decision making and behaviour. 

	GlaxoSmithKline
	GlaxoSmithKline is one of the world's leading pharmaceutical companies. Its global quest is to improve the quality of human life by enabling people to do more, feel better and live longer. GSK's strategic intent is to become the indisputable leader in its industry - not simply in terms of size, but in how it uses that size to achieve its mission. Through its Global Community Partnerships function and Corporate Donations Committee, GSK partners with and supports organisations whose goals and objectives reflect its mission of improving the quality of human life. 


key characteristics of accounting information

There is general agreement that, before it can be regarded as useful in satisfying the needs of various user groups, accounting information should satisfy the following criteria:

Understandability
This implies the expression, with clarity, of accounting information in such a way that it will be understandable to users - who are generally assumed to have a reasonable knowledge of business and economic activities

Relevance
This implies that, to be useful, accounting information must assist a user to form, confirm or maybe revise a view - usually in the context of making a decision (e.g. should I invest, should I lend money to this business? Should I work for this business?) 

Consistency
This implies consistent treatment of similar items and application of accounting policies 

Comparability
This implies the ability for users to be able to compare similar companies in the same industry group and to make comparisons of performance over time. Much of the work that goes into setting accounting standards is based around the need for comparability.

Reliability
This implies that the accounting information that is presented is truthful, accurate, complete (nothing significant missed out) and capable of being verified (e.g. by a potential investor).

Objectivity
This implies that accounting information is prepared and reported in a "neutral" way. In other words, it is not biased towards a particular user group or vested interest.
comparison of financial and management accounting

There are two broad types of accounting information: 

• Financial Accounts: geared toward external users of accounting information

• Management Accounts: aimed more at internal users of accounting information 

Although there is a difference in the type of information presented in financial and management accounts, the underlying objective is the same - to satisfy the information needs of the user.

	Financial Accounts
	Management Accounts

	Financial accounts describe the performance of a business over a specific period and the state of affairs at the end of that period.� The specific period is often referred to as the "Trading Period" and is usually one year long.� The period-end date as the "Balance Sheet Date"
	Management accounts are used to help management record, plan and control the activities of a business and to assist in the decision-making process.� They can be prepared for any period (for example, many retailers prepare daily management information on sales, margins and stock levels).

	Companies that are incorporated under the Companies Act 1989 are required by law to prepare and publish financial accounts.� The level of detail required in these accounts reflects the size of the business with smaller companies being required to prepare only brief accounts.
	There is no legal requirement to prepare management accounts, although few (if any) well-run businesses can survive without them. 

	The format of published financial accounts is determined by several different regulatory elements:

�   Company Law

�   Accounting Standards

�   Stock Exchange
	There is no pre-determined format for management accounts.� They can be as detailed or brief as management wish.

	Financial accounts concentrate on the business as a whole rather than analysing the component parts of the business.� For example, sales are aggregated to provide a figure for total sales rather than publish a detailed analysis of sales by product, market etc.
	Management accounts can focus on specific areas of a business' activities.� For example, they can provide insights into performance of:

�   Products

�   Separate business locations (e.g. shops)

�   Departments / divisions

	Most financial accounting information is of a monetary nature
	Management accounts usually include a wide variety of non-financial information.� For example, management accounts often include analysis of:

- Employees (number, costs, productivity etc.)

- Sales volumes (units sold etc.)

 Customer transactions (e.g. number of calls received into a call centre)

	By definition, financial accounts present a historic perspective on the financial performance of the business
	Management accounts largely focus on analysing historical performance.� However, they also usually include some forward-looking elements - e.g. a sales budget; cash-flow forecast.


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 recognized 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 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.

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.


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.


introduction to the profit and loss account

Richard Bowett introduces the important concept of the profit and loss account:

Introduction - the Meaning of Profit
The starting point in understanding the profit and loss account is to be clear about the meaning of "profit". 
Profit is the incentive for business; without profit people wouldn't’t bother. Profit is the reward for taking risk; generally speaking high risk = high reward (or loss if it goes wrong) and low risk = low reward. People won’t take risks without reward. All business is risky (some more than others) so no reward means no business. No business means no jobs, no salaries and no goods and services.

This is an important but simple point. It is often forgotten when people complain about excessive profits and rewards, or when there are appeals for more taxes to pay for eg more policemen on the streets. 

Profit also has an important role in allocating resources (land, labour, capital and enterprise). Put simply, falling profits (as in a business coming to an end eg black-and-white TVs) signal that resources should be taken out of that business and put into another one; rising profits signal that resources should be moved into this business. Without these signals we are left to guess as to what is the best use of society’s scarce resources. 

People sometimes say that government should decide (or at least decide more often) how much of this or that to make, but the evidence is that governments usually do a bad job of this e.g. the Dome. 

The Task of Accounting - Measuring Profit
The main task of accounts, therefore, is to monitor and measure profits.

Profit = Revenue less Costs
So monitoring profit also means monitoring and measuring revenue and costs. There are two parts to this:-

1) Recording financial data. This is the ‘book-keeping’ part of accounting.

2) Measuring the result. This is the ‘financial’ part of accounting. If we say ‘profits are high’ this begs the question ‘high compared to what?’ (You can look at this idea in more detail when covering Ratio Analysis)

Profits are ‘spent’ in three ways.

1) Retained for future investment and growth.
2) Returned to owners eg a ‘dividend’.
3) Paid as tax.

Parts of the Profit and Loss Account
The Profit & Loss Account aims to monitor profit. It has three parts.

1) The Trading Account. 

This records the money in (revenue) and out (costs) of the business as a result of the business’ ‘trading’ ie buying and selling. This might be buying raw materials and selling finished goods; it might be buying goods wholesale and selling them retail. The figure at the end of this section is the Gross Profit.


2) The Profit and Loss Account proper
This starts with the Gross Profit and adds to it any further costs and revenues, including overheads. These further costs and revenues are from any other activities not directly related to trading. An example is income received from investments.

3) The Appropriation Account. This shows how the profit is ‘appropriated’ or divided between the three uses mentioned above.

Uses of the Profit and Loss Account.
1) The main use is to monitor and measure profit, as discussed above. This assumes that the information recording is accurate. Significant problems can arise if the information is inaccurate, either through incompetence or deliberate fraud.

2) Once the profit(loss) has been accurately calculated, this can then be used for comparison ie judging how well the business is doing compared to itself in the past, compared to the managers’ plans and compared to other businesses. 

3) There are ways to ‘fix’ accounts. Internal accounts are rarely ‘fixed’, because there is little point in the managers fooling themselves (unless fraud is going on) but public accounts are routinely ‘fixed’ to create a good impression out to the outside world. If you understand accounts, you can usually (not always) spot these ‘fixes’ and take them out to get a true picture.

Example Profit and Loss Account:
An example profit and loss account is provided below:

	 
	£'000
	£'000

	Revenue
	12,500
	10,000

	Cost of Sales
	7,500
	6,000

	 
	  
	  

	Gross Profit
	5,000
	4,000

	Gross profit margin (gross profit / revenue) 
	40%
	40%

	 
	  
	  

	Operating Costs
	  
	  

	Sales and distribution
	1,260
	1,010

	Finance and administration
	570
	555

	Other overheads
	970
	895

	Depreciation
	235
	210

	Total Operating Costs
	3,035
	2,670

	 
	  
	  

	Operating Profit (gross profit less operating costs)
	1,965
	1,330

	Operating profit margin (operating profit / revenue)
	15.7%
	13.3%

	 
	  
	  

	Interest
	(450)
	(475)

	 
	  
	  

	Profit before Tax
	1,515
	855

	 
	  
	  

	Taxation
	(455)
	(255)

	 
	 
	 

	Profit after Tax
	1,060
	600

	 
	  
	  

	Dividends
	650
	400

	 
	  
	  

	Retained Profits
	410
	200


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.

