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1 The framework of accounting

The objectives of this chapter are to:

» explain the accounting and decision-making process;

» identify the main entities involved in the supply of accounting information;
»distinguish between financial accounting and management accounting;

» identify the external users of accounting information; and

» outline the nature and content of the principal accounting statements.

THE ACCOUNTING PROCESS

ccounting is a data-processing system that has been vividly described as the ‘language of

business’. It may be defined as a system for recording and reporting business transactions,
in financial terms, to interested parties who use this information as the basis for performance
assessment, decision-making and control.

The wvarious stages in the accounting and decision-making process are presented
diagrammatically in Figure 1.1. It can be seen that the accounting process contains two basic
elements, namely recording business transactions (stages 1-5) and reporting financial
information to enable decisions to be taken (stages 6—10). These are interrelated since
accounting records form the basis for accounting reports.

The accounting process begins with an economic event, such as the receipt of goods from a
supplier. An originating document or voucher is then made out to record the movement of
goods, services or cash into, within or out of a business. It is important that the document is
made out immediately, since any delay increases the risk of an error that can undermine the
entire accounting process. The term ‘garbage in, garbage out’ has been coined to describe the
effect, on the information system, of starting with incorrect data.

Documents and vouchers quite naturally originate in many different departments of a
company, but copies of all of them are sent to the accounts department where they are
summarized, analysed and then entered in the books of account. Periodically, at least once a
year but probably more often, the balances are extracted from the ledger accounts and
assembled in a ‘trial balance’. This is used as the basis for preparing the final accounts, which
consists of a profit and loss account and a balance sheet. These accounting statements are then
made available to both management and a variety of ‘external’ users (see later in this chapter)
to help them reach better-informed decisions than would otherwise have been possible. For
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example, the financial statements prepared for a well-known company, such as Marks and
Spencer plc, may indicate that good (or bad) progress has been made over the last year. On this
basis, an individual might decide to purchase some of the company’s shares. That individual
will use financial statements subsequently published by Marks and Spencer to judge whether
the performance has come up to expectations and whether to retain the shareholding, add to it
or sell the shares. The profit and loss account and balance sheet of Marks and Spencer plc for
1999 are given in Figure 1.2.
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FIGURE 1.1  Accounting and the decision-making process

SUPPLIERS OF ACCOUNTING INFORMATION

Suppliers of accounting information include the following business units operating in the
private sector of the economy. They are listed in no particular order of priority:

Sole traders. These are businesses that have a single owner who also takes all the
major managerial decisions. Operations are usually on a small scale, and typical
examples are an electrician, the local newsagent and hairdresser. The main reason why
accounts are prepared for the sole trader is to help establish the amount of income tax
due to the Inland Revenue. He or she makes little use of accounting statements for
business decisions. Instead these decisions are based on knowledge obtained as a result
of direct contact with all aspects of business activity.

Partnerships. These exist where two or more individuals join together to undertake
some form of business activity. The partners share between them ownership of the
business and the obligation to manage its operations. Professional people, such as
accountants, solicitors and doctors, commonly organize their business activities in the
form of partnerships. Accounting statements are required as a basis for allocating profits
between the partners and, again, for agreeing tax liabilities with the Inland Revenue.
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Clubs and societies. There are, in Britain, many thousands of clubs and societies
organized for recreational, educational, religious, charitable and other purposes.
Members invariably pay an annual subscription and management powers are delegated to
a committee elected by the members. The final accounts prepared for (usually large)
societies, formed by registering with the Registrar of Friendly Societies, are often
controlled by statute. For the local club or society, the form of the accounts is either laid
down in the internal rules and regulations or decided at the whim of the treasurer.
Conventional accounting procedures are sometimes ignored in a small organization.
Reasons for this are lack of expertise, the meagre quantity of assets belonging to the
organization and the fact that the accounts are of interest only to the members.

Limited companies. A limited company is formed by registering, under the Companies
Act, with the Registrar of Companies and complying with certain formalities. The
company may be private, indicated by the letters Ltd at the end of its name, or public, in
which case the designatory letters are plc. The main significance of the distinction is that
only the latter can make an issue of shares to the general public. In the case of public
companies there is the further distinction between quoted companies, whose shares are
traded on the stock exchange, and unquoted companies. In general, public companies are
larger than private companies and quoted companies larger than unquoted.

The directors of all limited companies are under a legal obligation to prepare and
publish accounts, at least once in every year, which comply with the requirements of the
Companies Act. (It should be noted that there are also in existence a small number of
unlimited companies — for example, this method of incorporation is sometimes used by
professional firms who are not allowed to have limited liability but want the tax
advantages of being a company.)

A limited company may, alternatively, be formed by means of either a private Act of
Parliament or a royal charter. These are called statutory and chartered companies,
respectively. The form of their accounts may be regulated by the charter or statute. In
addition, it is normal practice to comply with the general requirements of the Companies
Act.

Consolidated Profit and Loss Account for the year ended 31 March 1999
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Motes 1999 1998
£m fm
Turnover continuing operations 2 8,243.3
8,224.0
Cost of sales {5,450.7) (5,322.9)
Gross profit 2,773.3 2,904.4
Net operating expenses 3 (2.261.3) (1,816.7)
Operating profit — continuing
operations
Before exceptional operating 600.5 1,060.5
(charges)/income
Exceptional operating (charges)/income (88.5) £3.2
Total operating profit 2,3 512.0 1,103.7
Profit/{loss) on sale of property and other 6.2 (2.8)
fixed assets
Met interest income 4 279 Bd4.1
Profit on ordinary activities before 2 G46.1 1,166.0
taxation
Analysed between:
Profit on ordinary activities before 634.6 1,101.8
taxation and exceptional items
Exceptional operating (charges)income (88.5) £3.2
Taxation on ordinary activities ] (176.1) (338.7)
Profit on ordinary activities after 370.0 816.3
taxation
Minority interest (all equity) 2.1 (0.4)
Profit attributable to shareholders G 3721 g815.9
Dividends 7 {413.3) (409.1)
Retained (loss)/profit for the year 26 (41.2) 406.8
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Balance Sheets at 31 March 1999

THE GROUP THE COMPANY
1999 1998 1999 1998
Motes E£m fm £m fm
FIXED ASSETS
Tangible assets:
Land and buildings 2,954.4 2,78b.4 26293 2,630.9
Fit out, fixtures, fittings & 1,3176 1,086.0 1,094.6 860.1
equipment
Assets in the course 115.6 123.4 1065 h4.3
of construction
11 4 3875 3,964.8 32,8294 3,445.3
Investments 12 61.2 69.7 406.7 361.6
4.448.7 4,034.5 4,236.1 3,806.9
CURRENT ASSETS
Stocks 514.7 500.2 354.0 361.9
Debtors:
Receivable within one year 13 969.0 948.9 696.7 1,366.1
Receivable after more 13 1,386.7 1,095.2 96.6 175.8
than one year
Investments 14 204.0 242.3 . -
Cash at bank and in hand 15, 16 2815 614.9 36.1 86.9

3,355.9 3,401.6 1,183.4 1,990.7
CURRENT LIABILITIES

Creditors: amounts falling 17 2.029.8 2,345.0 8273 1,287 .1
due within one year

MNET CURRENT ASSETS 1,326.1 1,066.5 366.1 703.6

TOTAL ASSETS LESS

CURRENT LIABILITIES L7748 5,091.0 45922 4,501.6

Creditors: amounts falling
due after more than
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one year 18 772.6 187.2 - -
Provisions for liabilities 20 h4.4 31.0 G1.8 27.9
and charges
Deferred tax 21 L0.6 - 445 i
MNET ASSETS 48972 4,872.8 44959 4,482.6
CAPITAL AND RESERVES
Called up share capital 25 M7 715.6 1177 715.6
Share premium account 3585 325.7 3585 325.7
Revaluation reserve 5310 H0G.1 5332 509.7
Profit and loss account 3,276.7 3,306.3 28865 2,931.6
SHAREHOLDERS FUNDS 26 4,883.9 4,863.7 44959 4,482.6
(all equity)
Minority interest 13.3 19.1 - -
(all equity)
TOTAL CAPITAL 48972 4,872.8 44959 4,482.6
EMPLOYED

FIGURE 1.2  Profit and loss account and balance sheet of Marks and Spencer plc
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Reporting units in the public sector include local authorities, state colleges and the health
service. These are outside the scope of this book, although many of the accounting techniques
they employ are exactly the same as those used by organizations in the private sector.

FINANCIAL ACCOUNTING AND MANAGEMENT ACCOUNTING COMPARED

Accounting is conventionally divided into financial accounting and management accounting.
The former is concerned with the provision of accounting information for external user groups,
while the latter concentrates on the provision of information for management. The principal
accounting statements — the balance sheet and the profit and loss account — are of interest to
internal and external users but, when presented to the latter, they will normally be in a
condensed form. It will be noticed that the final accounts of Marks and Spencer plc (Figure
1.2) summarize on two sheets the financial effect of millions of individual transactions. For
example, the balance sheet reports total assets of £7,804.6 million (fixed assets £4,448.7
million + current assets £3,355.9 million) divided into just six categories: tangible assets
£4,387.5 million; investments £61.2 million; stocks £514.7 million; debtors £2,355.7 million;
current asset investments £204 million; and cash £281.5 million.

The main factor affecting the amount of detail contained in the accounts is the requirements
of the user group. In general, external users wish to assess the overall performance of the entity
and an enormous amount of detail is inappropriate both because it is of little interest and
because it is likely to obscure the important trends. It is mainly for this reason that information
is presented in a highly summarized form in published accounts. A further reason is that the
disclosure of too much detail might be used by competitors to analyse the company’s strengths
and weaknesses.

Financial statements prepared for management contain much more detail. The explanation
for this difference may be found in the types of decision to be taken. Shareholders base their
decision to sell shares, retain their investment or buy more shares mainly on the level of
reported profit and dividends declared. Management, in contrast, is keenly interested in the
costs and revenues that make up the profit figure. This is because managers are responsible for
taking the following kinds of decisions which influence individual items of revenue and
expenditure: whether to expand or contract production; whether to substitute one material for
another, or one type of worker for another; whether to replace labour-intensive production
methods by machinery; whether to acquire property instead of renting it; and which type of
power supply to use. In many instances reports must be specially prepared to help reach these
decisions, and appraisal techniques have been developed to help the management process.
After the decisions have been made, the outcome is monitored to see the extent to which
expectations have been fulfilled.

This book introduces accounting techniques that form the basis for both branches of
accounting — financial and management — although individual chapters or sections of chapters
focus on specialist aspects of each. Chapters 2—8 deal, in detail, with the calculation of profit,
the valuation of assets and the preparation of the profit and loss account and balance sheet. As
has already been explained, these documents are widely used by both internal and external
consumers of accounting information. Chapters 9 and 10 identify the distinctive features of
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final accounts prepared for partnerships and limited companies. Chapters 11 and 12 explain
how the information contained in the accounts may be analysed and interpreted to help both
internal and external users decide how to commit resources at their disposal. Chapters 13 and
14 contain an introduction to some of the important accounting techniques used by management
for the purposes of planning business activity, allocating resources and monitoring progress
made.

EXTERNAL USERS OF ACCOUNTING INFORMATION

In 1975 the accounting profession published a discussion document, called The Corporate
Report, in an attempt to stimulate interest in the scope and aims of financial reports in the light
of modern needs and conditions. The following seven user groups were identified as having a
reasonable claim to corporate financial information:

1 The equity investor group made up of existing and potential shareholders.
The loan creditor group made up of present and potential holders of debentures and loan

2 stock, and providers of short-term loans and finance.

3  The employee group made up of existing, potential and past employees.

4 The adviser group made up of financial analysts and journalists, economists,
statisticians, researchers, trade unions, stockbrokers and credit-rating agencies.

5 The business contact group made up of customers, suppliers, competitors, business
rivals, and those interested in mergers, amalgamations and takeovers.

6 The government, particularly the tax authorities, departments and agencies concerned

with the supervision of commerce and industry, and local authorities.

The public, including taxpayers, ratepayers, consumers and other community and special
7  interest groups such as political parties, consumer and environmental protection societies
and regional pressure groups.

Each of these groups has a common interest in company accounts, but they use financial
information as the basis for quite different decisions. For instance, shareholders require
assistance to help reach share-trading decisions, i.e. whether to retain their present investment,
increase it or sell. Employees require financial information to help assess employment
prospects and also for the purpose of collective bargaining. Suppliers require accounting
information to decide whether to advance credit to a potential customer. Loan creditors, such
as the bank, need accounting information to help decide whether to make an initial advance,
and to monitor progress and the ability of the customer to repay the amount due at the end of the
loan period. A marked deterioration in the company’s financial position might well cause the
bank to call in the loan before the financial position deteriorates even further.

There are significant variations in the quantity of financial information made available to
each of these groups. This results from differential legal requirements, voluntary decisions by
management to make financial information available to particular users and the ability of
certain individuals to insist on additional disclosures.
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PRINCIPAL ACCOUNTING STATEMENTS

The two main accounting statements, the profit and loss account and the balance sheet, are now
introduced in a little more detail.

The profit and loss account

Revenues are generated and costs are incurred as the result of undertaking business activity.
These revenues and costs are summarized in the profit and loss account, which may be
prepared to cover a week, a month, a year or any other chosen interval. Provided total revenue
exceeds total expenditure a profit is earned; in the converse situation a loss is suffered.

The published profit and loss account of Marks and Spencer plc (Figure 1.2) covers the 12
months to 31 March 1999. The account starts with turnover and, from this figure, is deducted
cost of sales to arrive at the figure for gross profit, and from this figure are deducted operating
costs to produce the figure for operating profit. Interest payable (net of interest receivable) to
providers of loan finance is then deducted to give the figure for profit before tax. Taxation is
then deducted and, next, the amount due to the minority interest (the latter item appears only in
accounts prepared for ‘groups’ of companies — see Chapter 10). Finally, dividends payable to
shareholders are deducted to leave the balance of profit retained and reinvested in the
business. Full details of each of these items are given in notes 2—8 to the accounts (not
reproduced).

The advantages of the profit and loss account are that it sets out the following information:
whether a profit has been earned; how much profit has been earned; how the profit figure has
been arrived at; and how the profit is appropriated (shared out) between taxation, dividends
and the amount retained for reinvestment.

The balance sheet

This sets out the financial position of the business at a chosen point in time. It is the date to
which the profit and loss account is made up. The most common accounting dates are the
calendar-year end (31 December) and the tax-year end (31 March).

An obvious difference between the profit and loss account and balance sheet is that,
whereas the former reports inflows and outflows of resources over a period of time, the latter
sets out the assets and liabilities at a particular point in time. It is for this reason that the
balance sheet has been likened to a financial photograph of a business. Like all photographs,
the position just before or just afterwards may be entirely different. This provides scope for
management to undertake cosmetic exercises that present the company’s position in the best
possible light. For example, it might borrow money just before the year end in order to inflate
the cash balance and make repayment on the first day of the next accounting period. Such
devices are called ‘window dressing’, and it is part of the auditor’s job to ensure that
decision-makers are not misled by the adoption of such procedures.

The balance sheet of Marks and Spencer plc shows fixed assets of £4,448.7 million and
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current assets of £3,355.9 million. Moving down the balance sheet, a range of liabilities are
then deducted, made up of creditors due for payment within one year and creditors and
provisions due for payment in more than one year’s time. The ‘net asset’ figure is £4,897.2
million. The remainder of the statement shows how these assets have been financed by
shareholders in the form of capital and reserves.

The aim of a business is to make a profit and, if this objective is achieved, the financial
position of the business improves and the assets increase. Certainly this is happening at Marks
and Spencer, where the shareholders’ interest at the end of March 1999 amounts to £4,883.9
million compared with £4,853.7 million a year earlier.

The preparation of the balance sheet is examined in Chapters 2 and 3, and readers are
introduced to the profit and loss account in Chapter 4.
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