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This book is intended to help readers to understand financial accounting and to see how
it can be used in practice, particularly in the interpretation and management of

company finances. It should appeal to future managers, rather than to those who want to
become accountants. It is intended to be ‘user friendly’ for those who are put off by con-
ventional presentations of the subject based on arcane rules and procedures. Students from
an arts background, for whom figures are sometimes a painful necessity, will probably find
that this is as good as it gets with accounting textbooks. 

It is an introductory text that is particularly suitable for degree courses in management
and business studies, including MBAs and other master’s degree programmes. The approach
is analytical, critical and evaluative, amply illustrated with real-world examples.

The book goes beyond basic financial accounting, and readers may be interested in its
application in relation to the stock market (Chapter 6), financing a company (Chapter 11),
investment appraisal (Chapter 12); or in the history and context of financial accounting, and
problems in relation to creative accounting (Chapters 3 and 8). In response to requests from
users, this new edition provides additional material on bookkeeping and procedural matters
(Chapters 14–16) which some modules require; and a new chapter introducing manage-
ment accounting (Chapter 13). Interpretation of accounts is a problem for many students
and a simplified ‘ready reference’ guide to accounting ‘ratios’ is now provided in Chapter
4, with more advanced issues dealt with in a separate chapter (Chapter 9). After covering
the basics of balance sheets and income statements (Chapters 1 and 2) the book is designed
so that any chapter can be studied in almost any order according to the readers’ particular
interests, or the requirements of a course.

Ample resources are provided to enable readers to understand and apply financial
accounting. Self-testing questions (numerical, theoretical and analytical) are included in
each chapter, with answers at the end of the book. Assessment questions are provided
without answers. Discussion questions and group activities are included to encourage
readers to become involved in exploring important questions; and these can be related to
current issues in the press by analysing the ‘financial accounting in context’ illustrations.

All companies produce annual reports and accounts that include a great deal of valu-
able information if only managers, analysts, financial journalists, economists, bankers and
everyone with an interest in business and management would take the time and trouble to
understand them. This book is intended to help. Similarly, students who produce projects
and dissertations, and politicians and journalists who analyse particular companies and
industries, can benefit from a thorough understanding of published financial statements that
this book provides. In the main it explains financial accounting as an important resource
that has valuable applications; but its approach is also critical, and it encourages readers to
think about important issues and to reach their own conclusions.

x

Preface
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The Context of Financial
Accounting

3.1 Introduction

It is easy to criticize financial accounting for failing to do whatever it is that you think it is
supposed to be doing. There seem to be endless financial scandals, companies (unexpect-

edly?) getting into financial difficulties and cases where companies’ financial statements are
incredible or incomprehensible; and there are always accountants involved. It is a similar
story with traffic jams, crime and football hooliganism: the police always seem to be
around. But it is not the police who are to blame for all that goes wrong in society. It is their
job to get involved and to try to sort things out. Similarly, accountants are not to blame for
all company financial scandals; but they are usually involved in trying to sort them out.

But what is it that financial accounting is supposed to achieve? Why do things so often
seem to go wrong? Whatever definitions of its ‘objectives’ are produced, financial
accounting is usually found wanting. In part this is due to unrealistic expectations. Financial
accounting cannot predict all financial scandals and corporate collapses;1 it cannot prevent
rogue directors from bending rules or being outright crooks; and it cannot show the ‘true
value’ of a company, because that depends on future performance which no one knows.2

We have come to expect a lot from financial accounting, and, if we are to understand it as
it operates today, we need to examine its origins: how it came about. We also need to
understand which interest groups in society influence accounting and how their power is
exercised. Accounting emerged and developed over hundreds of years in response to the
needs of business and the pressures of various interest groups.

3.2 Historical Development

Financial accounting as it exists today was not designed by anyone, or any group of
people, to meet any specific objectives. It has evolved over hundreds of years, mainly to

meet the needs of various businesses. We cannot understand accounting as it exists by
reading the official pronouncements of the Accounting Standards Board (ASB) and then
deciding what ‘improvements’ are needed for it to meet a particular set of objectives today.
It is important to understand that accounting has evolved in response to the needs and
objectives of a range of different interest groups, and will probably continue to do so.

Financial accounting has developed from double-entry bookkeeping that was first
described by Luca Pacioli, a Franciscan monk/friar, in Italy in 1494. He did not invent the
system – nobody did. It emerged naturally from the practices of international traders, par-
ticularly in medieval Italy, who needed to keep records of their cash, sales, expenses,
debtors, creditors and so on. They kept accounts of their various ventures, such as voyages
or consignments of spices. The priority was record-keeping; the idea of annual financial
reports came much later.

Business in medieval Italy was international and relatively complex. There were voyages
around Europe and to the East. There were partnerships, many of which were short term for
a particular voyage or venture. Much of the business was done on credit. It was essential to

3.2 Historical Development 51

1 Although it can and does provide lots of evidence that can help to predict such events.

2 No one; not even the so-called ‘experts’.

information; it is unrealistic to expect everything to be included in a company’s annual
report and accounts.

A major problem with the information needs of the various groups is that most want to
know what is going to happen in the future. Shareholders, creditors, lenders and employees
all want to know what the company’s future prospects are. Will they be able to meet their
liabilities? Will shares be a good investment? Will the company thrive and provide good
career prospects? These are all legitimate questions, but financial statements deal almost
entirely with what has already happened. Many users are concerned to assess the value of
published, historic financial information by assessing the extent to which it provides an
effective basis for future forecasts, and there are increasing pressures for companies to
publish additional forecast information. Many see the role of financial statements as being
to provide a basis for predicting future cash flows.15

As it is not possible for a company to publish exactly the information that everyone
wants, the emphasis is on balance sheets, income statements and cash flow statements,
which are primarily designed for the benefit of shareholders and creditors.

The general presumption now16 is that focusing on the interests that investors have in the
financial performance and position of a company will, in effect, also be focusing on the
common interest that all users have. The income statement, balance sheet and cash flow
statement are assumed to meet most information requirements of users of financial state-
ments, which is not much more than a truism: those are the statements that are available;
those are the statements that they use, so those must be the statements that they want to use.

Chapter 3 The Context of Financial Accounting72

15 Cash flows are, of course, different from profits. These differences are explored in Chapter 7.

16 In line with the ASB’s Statement of Principles, December 1999.

17 We cannot measure profit without making assumptions about the future of assets. For example, we need a
figure for closing inventories and what their net realizable value is likely to be; we need to estimate how long
fixed assets will last and how much depreciation is appropriate.

Summary
Financial accounting is based on a myth (perhaps many myths): it exists primarily to provide
financial information for investors and creditors. But what investors really want to know
about is the future. What will future profits, dividends and share prices be? Will creditors all
be paid on time or will the company get into financial difficulties? But we cannot know the
future, and any estimate of value, or even (last year’s) profit, rests on assumptions about the
future. Perhaps there is a natural human need to have faith that someone can help us to
predict what will happen in the future. If prophets and religion are declining, it may be that
the need for faith in accountant’s profits and other figures is increasing. But if accountants
are now expected to fill this human need for guidance about the future,17 there are bound
to be problems with credibility. We have the Accounting Standards Board, and even the
International Accounting Standards Board, to help us to have faith in complex financial
reports. Published financial statements can provide valuable information. But we should be
realistic about what we can expect from a system that has traditionally done little more than
record and summarize transactions.

Chapter 4 Ratios and Interpretation: A Straightforward Introduction80

Balance sheet of Druisdale plc as at 31 December 

Year 5 Year 6
£m £m

Assets
Non-current assets

Property, plant and equipment 180 200
Current assets

Inventories 60 60
Trade receivables 40 50
Cash   20   10

120 120
Total assets 300 320
Equity and liabilities
Equity 

Share capital 100 100
Retained earnings   80 100

Total equity 180 200
Non-current liabilities

Long-term borrowings 60 40
Current liabilities

Trade payables   60   80
Total liabilities 120 120
Total equity and liabilities 300 320

Income statement of Druisdale plc for the year ended 31 December

Year 5 Year 6
£m £m

Revenue 300 350
Cost of sales (200) (230)
Gross profit 100 120
Distribution costs (15) (20)
Administrative expenses (25) (31)
Operating profit 60 69
Finance costs (5) (4)
Profit before tax 55 65
Income tax expense (15) (15)
Profit for the period 40 50

Statement of changes in equity of Druisdale plc for the year ended 31 December

Balance at beginning of year 165 180
Profit for the period 40 50
Dividends (25) (30)
Balance at end of year 180 200

Additional information 
Druisdale plc’s share capital consists of 100m ordinary shares with a nominal value of
£1 each. Assume that the share price on 31 December year 5 was £5.60, and on 31
December year 6 it was £7.50.

ILLUSTRATION 4.1
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Review of Key Concepts
A brief recap at the end of each chapter is
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can be undertaken to test your
understanding. Answers are provided

at the end of the book.

Assessment Questions
This section provides a multitude of
questions you may be asked in an
exam. They can be used as helpful
revision questions or to check your
progress as you cover the topics
throughout the text. 

Group Activities and
Discussion Questions

These questions can be used to spark
debate in class and can also help
readers to think around the topic.

Financial Accounting 
in Context
Relevant chapters end with a press item
that aims to illustrate the main
themes of the chapter, allowing you
to appreciate how the theory applies
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References and 
Further Reading

A list of reference from the chapter,
plus useful websites, can be used for

further research.

Guided Tourxii

Assessment questions 73

Review of key points

■ Financial accounting has evolved in response to the needs of businesses; it was never
designed as a whole.

■ Its development has been effectively influenced by accountants and auditors; bankers
and creditors; companies and their directors; governments and the law; the standard
setters; academics and theorists; and investors and stock markets.

■ The accountability of directors to shareholders is central to financial accounting.

■ The ASB has produced the Statement of Principles upon which financial reporting
standards should be based and attempts are being made to produce a comparable
statement that is internationally agreed.

■ Financial accounting statements meet some of the information needs of a wide range
of different users, but the needs of investors predominate.

1 Who are the main users of financial accounting, and what are their information
needs?

2 To what extent and in what ways is the financial accounting information that
creditors want different from that which shareholders want?

3 Who determines what is to be included in company annual reports and accounts?

4 Why does there seem to be a lot of criticism of auditors?

5 What have been the main influences on the development of financial accounting
in the UK?

Self-testing questions

1 Compare the idea and practice of the ‘accountability’ of governments with that of
companies.

2 In what ways, and to what extent, can financial accounting indicate the extent to
which companies have achieved their objectives?

3 For what reasons might financial accounting for listed companies differ from
financial accounting for unlisted companies?

4 Explain the meaning of ‘relevance’ and ‘reliability’ and discuss the importance of
each in financial reporting.

5 In what ways is it helpful to understand the historical development of financial
accounting?

Assessment questions

Chapter 5 Profits: Definitions, Role and Measurement134

1 What are the main reasons that profit is measured?

2 Explain how profit can be calculated using balance sheets. How does this
approach differ from profit measurement using income statements?

3 There are likely to be different rates of growth in the profits of the various activities
that a company undertakes (and different levels of risk). What detail is given in
published financial statements of the performance of the different activities of a
company?

4 Explain why it is not possible to measure profit without making predictions about
the value of assets in the future.

5 What are the main differences between CPP and CCA?

6 (Do not attempt this question unless you are good at basic statements – and can
manage Chapters 14–16 to this book. You could look at the answer: it illustrates
some important points.) Mary runs a small business buying and selling Bibles. All
transactions are on a cash basis. She started last year with 100 Bibles, which had
cost her £10 each. During the year she bought 1,000 Bibles for £11,000; and she
sold 1,000 Bibles for £15,000. At the end of the year she had 100 Bibles in stock,
which had cost her £1,200. She decided to give all her profits to charity.

Required:

a The balance sheet at the beginning of the year
b The income statement for the year
c The balance sheet at the end of the year before giving profits to charity
d How much could the business afford to give to charity?
e How would the results have been different if she had used LIFO?

7 Jackie received £30,000 compensation for unfair dismissal and plans to set up
in business running a taxi. The vehicle will cost £30,000 and will have a trade-
in value of £3,000 after 9 years. Taxi fares, all received in cash, will amount to
£40,000 per annum. Expenses (petrol, road tax, insurance, repairs), all paid in
cash, will amount to £20,000 per annum. Jackie plans to take all the profits
out of the business, as cash, each year.
Required:
a The balance sheet at the beginning of the business
b The income statement for a typical year
c How much will Jackie draw out of the business each year?
d The balance sheet at the end of 9 years
e What does this tell us about capital maintenance?

Self-testing questions

Assessment questions 135

1 Are profits usually overstated when HC accounting is used? Explain.

2 Using Illustration 5.3, produce a prediction of profits for year 9.

3 Using the segmental report for Ted Baker (Illustration 5.2), what additional ratios
can you calculate? How useful are these?

4 On 1 January year 5, Smele Ltd was set up with 250,000 fully paid 50p shares. On
the same day the company bought a freehold property for £100,000, and
purchased 12,000 items of stock for £24,000.

On 31 December year 5, two-thirds of the inventory that had been bought on 1
January 1995 was sold for £40,000; 2,000 units of identical stock were purchased
for £5,000; and the total expenses for the year of £12,000 were paid.

There were no other transactions during the year. All items were settled in cash
on the date of the transaction.

The company uses FIFO. Freehold property is depreciated on a straight line
basis over 50 years. The relevant index for property prices is:

1 January 120

31 December 150

Required:

a Prepare an income statement for Smele Ltd for the year ended 31 December
year 5, and a balance sheet on that date, using replacement cost accounting.

b Explain how and why the results differ from using HC accounting.

5 The Floatus Car Company has a car showroom and is in business to sell sports
cars. They decide to use CCA. In their window they have, as an advertising
gimmick, a 1936 Rolls-Royce, and they are unsure what amount should be shown
for it on their balance sheet. It originally cost them £10,000, 5 years ago. It has no
engine in it, and it would cost about £8,000 to make it saleable; with an engine it
could be sold for about £25,000. If it needed to be replaced it would be extremely
difficult to find exactly the same model; it could probably be obtained from a
specialist collector for £150,000. As an advertisement they reckon it is worth
£10,000 a year for the next 5 years after which it would have a net realizable
value of £20,000.

Since they bought the car the Retail Price Index has increased by 100 per cent;
the average price of second-hand cars has increased by 80 per cent. The
company’s cost of capital is 12 per cent per annum.

Outline the principles for asset valuation using CCA, and attempt to apply them
to Floatus’s Rolls-Royce.

6 The following is a summary of the balance sheet of the Flaxey Company for the
last 2 years:

Assessment questions

Group activities and discussion questions 185

1 Study a number of published cash flow statements. In what ways (if any) are they
more useful than relying on just a balance sheet and an income statement?

2 Discuss the idea of ‘free cash flow’. To what extent are companies ‘free’ to refrain
from investing in fixed (non-current) assets? 

3 Would you rather see a summary of receipts and payments of cash during the year
than see a conventional cash flow statement? What are the advantages and
disadvantages of each?

4 Cash flow statements are usually in respect of the previous year; cash budgets are
usually in respect of the coming year. What would be the advantages of showing a
budgeted cash flow statement for the coming year?

5 Do you prepare a cash budget for yourself for the coming year? What is the case
for and against bothering to do this? Is it essential for a company to prepare a cash
budget? Is it essential for you?

6 Shareholders are interested in whether their company has increased its equity
(using accruals-based accounting), and what dividends are justified. They are not
interested in the management of cash; that is a matter for the directors. Discuss.

7 Does it matter if a company’s cash flow from operations is negative? Explain.

Group activit ies and discussion questions

iii Wages and expenses will be £100,000 a month for the first 4 months of the
year; then they will increase to £150,000 a month for the following 3
months; then they will be £200,000 a month for the next 5 months. They
are paid during the month that they are incurred.

iv At the beginning of the year he will spend £840,000 on fixed assets. All
fixed assets are depreciated over 10 years. Depreciation is charged on a
monthly basis. In June additional fixed assets of £360,000 will be bought.

His accountant advises him that although the business should make a modest
profit, there will be substantial cash outflows to begin with. She prepared a
monthly budgeted profit and loss account, and a monthly cash budget. But
Judas had £1m available to finance the business and reckoned that there
would be no problem. He refused to pay her fees and so she did not show him
the monthly budgets.
You are required to:
1 Prepare a monthly profit and loss account for the first year of the business

showing the profit or loss each month, and for the year in total.
2 Prepare a cash budget for the year showing the receipts and payments for

each month, and the cash surplus or deficit each month.
3 Explain and comment on the results.

Assessment questions (continued)

Financial accounting in context 213

Financial accounting in context

Auditors toast lucrative new rules

By Cosima Marriner

The Daily Telegraph, 28 June 2006

Discuss and comment on the following item

taken from the press. In whose interests 

do improved accounting standards 

operate?

Source: Reproduced with permission by the

Daily Telegraph.

ACCOUNTANTS are benefiting from a

increased regulatory burden imposed on

companies, with income at Britain’s top 60

firms rising £1bn to £7.7bn last year.

The boom in audit work boosted fees by

14pc in 2005, according to Accountancy

magazine’s annual league table. In 2004,

growth was reported at 5pc.
PricewaterhouseCoopers remains the

biggest earner, with income of £1.8bn, up

13pc. It also has the most staff (14,000) and

partners (755).
But it was the third-ranked KPMG which

enjoyed the biggest increase in fee income of

the top five firms. 2005 was KPMG’s most

successful year in the UK on record, with

income up 20pc to £1.3bn.
The strong growth in accountancy income

is a turnaround from just three years ago,

when the top 60 firms were reporting flat fee

income. Accountancy editor Chris Quick

attributed the rise to the increased workload

created by the US Sarbanes-Oxley Act and

the International Financial Reporting

Standards (IFRS) in Europe.

“Partners of accountancy firms will be

toasting a mixed bag for their success,” Mr

Quick said. “Messrs Sarbanes and Oxley for

their lucrative legislation, Brussels

bureaucrats for introducing IFRS, and of

course former Enron chiefs Jeffrey Skilling

and Ken Lay for starting the crisis that led to

such a regulatory backlash.”
The growth in firm income is trickling

down to partners, whose earnings were up

13 pc in 2005. Average fees per partner

[have] now reached £839,000. The decline

in partner numbers has also been halted,

with the total number of partners in the top

60 up to 4,914 from 4,847. In another sign

that confidence is returning to the sector,

merger activity increased, though mainly at

the smaller end of the industry.

But the accountancy profession expects

fee rises to level off this year as companies

get used to the new regulations. “The

question for the big firms is how they

maintain their fee income levels going

forward now that Sarbox (Sarbanes-Oxley)

and IFRS changes are starting to bed down

inside companies,” Mr Quick said.

Women remain under-represented at a

senior level in UK accountancy. This month,

Deloitte appointed the first female to its

executive board when it made Sharon Fraser

managing partner for talent of the UK

business. Accountancy magazine found just

over 10pc of the 4,914 partners in the top 60

firms were female, an increase of only

0.25pc. Of the Big Four, Ernst & Young has

the highest average, with 17pc of its

partners female.
The figures are published in the July issue

of Accountancy magazine, out later this

week.

TOP FIVE FIRMS
2006 League table of fee income earned by

UK accountants
1 PricewaterhouseCoopers: £1.8bn (�13pc)

2 Deloitte & Touche: £1.6bn (�14pc)

3 KPMG: £1.3bn (�20pc)
4 Ernst & Young: £945m (�14.5pc)

5 Grant Thornton: £284m (�11pc)
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• Solutions to questions in book
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