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Preface


This text provides a comprehensive introduction to financial accounting. It is aimed at students who are not majoring in accounting as well as those who are. Those studying introductory-level financial accounting as part of their course in business, economics, hospitality management, tourism, engineering or some other area should find that the text provides complete coverage of the material at the level required. Students who are majoring in accounting should find the text a useful introduction to the main principles, which can serve as a foundation for further study.


The main focus of the text is on the ways in which financial statements and financial information can improve the quality of decision making. To ensure that readers understand the practical implications of the subject, there are, throughout the text, numerous illustrative extracts using commentary from company reports, survey data and other sources. Although some technical issues are dealt with in the text, the main emphasis throughout is on basic principles and underlying concepts.


Updates for the 11th edition


In this 11th edition, we have taken the opportunity to make improvements, including those suggested by students and lecturers who used the previous edition. New material includes a discussion of the role of sustainability reporting. Other material has been rewritten to make it more understandable to readers, and we have increased the number of diagrams. The number of examples from real life has also been increased, along with the number of activities. We have further refreshed chapter content by including developments in auditing and financial reporting. End-of-chapter tests have been expanded to include multiple-choice questions and, apart from Chapter 1, an additional exercise. Solutions to all end-of chapter tests now appear at the end of the book.


Key features to help you use this book


The text is written in an ‘open-learning’ style. This means that there are numerous integrated activities, worked examples and questions throughout the text to help you to understand the subject fully. In framing these questions and tasks, we have tried to encourage critical thinking by requiring analysis and evaluation of various concepts and techniques. You are encouraged to interact with the material and to check your progress continually. Irrespective of whether you are using the text as part of a taught course or for personal study, we have found that this approach is more ‘user-friendly’ and makes it easier for you to learn.


We recognise that most of you will not have studied financial accounting before and, therefore, we have tried to write in a concise and accessible style, minimising the use of technical jargon. We have also tried to introduce topics gradually, explaining everything as we go. Where technical terminology is unavoidable, we try to provide clear explanations. You will find all of the key terms highlighted in the text and then listed at the end of each chapter. All of these key terms are also listed alphabetically, with a concise definition, in the glossary. This should provide a convenient point of reference from which to revise.


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


We hope that you will find the text both readable and helpful.


Peter Atrill


Eddie McLaney


A note to lecturers and tutors


This text is supported by its own MyLab Accounting (purchased separately), which is an environment that gives unlimited opportunities for practice using a range of questions, and which provides timely feedback to enable continuous learning. Updates to MyLab Accounting for the 11th edition include an expanded suite of short, animated videos covering key concepts, and some new ‘interactive reading assignments’ that can be assigned in which students must read excerpts from the book and watch videos of example problems as well as attempting problems themselves. These interactive reading assignments can be adjusted to fit your students, and have been developed to foster greater engagement with key ideas in this book. The team at Pearson would love your feedback on this new feature. 


There are also additional questions for this updated version of the MyLab – particularly those which require students to bring together a few areas of knowledge – which have been included to help test some of the book’s learning outcomes more fully. The number of algorithmic questions has also been increased. Algorithmic questions make it possible for each student to work on differing numerical problems, meaning students won’t be working with the same amounts. Other features include short case studies plus useful self-study tools and help aids on problems that can be accessed when students are stuck.


The number of exercises in this MyLab has now increased to over 1,250 in total.


For access to MyLab Accounting, students need a course ID. For more information, please contact your local Pearson representative or leave Pearson a message on their website and they will get in touch with you.


Pearson would like to thank the following colleagues for their contribution to the development of the MyLab Accounting for this edition:

  
	Chaoyuan She, Lecturer in Accounting, Essex Business School, University of Essex, United Kingdom, wrote the questions for this edition

	Ian Crawford, Professor of Accounting, School of Management, University of Bath, United Kingdom, accuracy-checked the content for this edition




How to use this book


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


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


Integrated assessment material


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

  
	to give you the opportunity to check that you understand what has been covered so far;

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




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


Towards the end of Chapters 2–12 there is a self-assessment question. This is more comprehensive and demanding than most of the activities and is designed to give you an opportunity to check and apply your understanding of the core coverage of the chapter. The solution to each of these questions is provided in Appendix B. As with the activities, it is important that you attempt each question thoroughly before referring to the solution. If you have difficulty with a self-assessment question, you should go over the relevant chapter again.


End-of-chapter assessment material


At the end of each chapter there are four critical review questions. These are short questions requiring a narrative answer or discussion within a tutorial group. They are intended to help you assess how well you can recall and critically evaluate the core terms and concepts covered in each chapter. Answers to these questions are provided in Appendix C at the end of the book.


At the end of each chapter, except for Chapter 1, there is a set of exercises. These are mostly computational and are designed to reinforce your knowledge and understanding. Exercises are graded as ‘basic’, ‘intermediate’ or ‘advanced’ according to their level of difficulty.


The basic-level questions are fairly straightforward; the more advanced ones can be quite demanding but can be successfully completed if you have worked conscientiously through the chapter and have attempted the basic exercises. Solutions to the exercises in each chapter are provided in Appendix E. Here, too, a thorough attempt should be made to answer each exercise before referring to the solution.


Content and structure


The text comprises 12 main chapters. The market research for this text revealed a divergence of opinions, given the target market, on whether or not to include material on double-entry bookkeeping techniques. So as to not interrupt the flow and approach of the main chapters, Appendix A on recording financial transactions (including activities and three exercise questions) has been placed after Chapter 12.


 

 Lecturer resources

 For password-protected online resources tailored to support the use of this textbook in teaching, please visit www.pearson.com

  








            
Chapter 1 Introduction to accounting


   1     Introduction

  This opening chapter begins by considering the role of accounting. We shall see how accounting can be a valuable tool for decision making. We shall also identify the main users of accounting information and the qualities, or characteristics, needed for accounting information to be useful for decision-making purposes. Over time accounting has developed along two main strands: financial accounting and management accounting. We shall discuss the differences between them and why these differences arise.

  Since this book is mainly concerned with accounting and financial decision making for private-sector businesses, we shall devote some time to examining the business environment. We shall consider the purpose of a private-sector business, the main forms of business enterprise that exist and the ways in which businesses may be structured. We also consider what the key financial objective of a business is likely to be. These are all important influences in shaping the accounting and financial information produced.

   

                                 Learning outcomes


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

         
	explain the nature and role of accounting; 

	identify the main users of financial information and discuss their needs; 

	identify and discuss the qualities that make accounting information useful; and 

	explain the purpose of a business and describe how businesses are organised and structured.



   






               2   What is accounting?

  Accounting is concerned with collecting, analysing and communicating financial information. The ultimate aim is to help those using this information to make more informed decisions. Unless the financial information being communicated can improve the quality of decisions that users make, there is really no point in producing it.

  Sometimes the impression is given that the purpose of accounting is simply to prepare financial (accounting) reports on a regular basis. While it is true that accountants produce such reports, it does not represent an end in itself. As already mentioned, the aim of the accountant’s work is to give users better financial information on which to base their decisions. This decision-making perspective of accounting provides the theme for the book and shapes the way in which we deal with each topic.

  A useful starting point in exploring the subject is to ask who uses financial information and why do they use it. It is to these issues that we now turn.





              Who are the users of accounting information?

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

    
Figure 1.1 Main users of financial information relating to a business

[image: A flowchart demonstrates the various stakeholders of a business.]

Several user groups have an interest in accounting information relating to a business. The majority of these are outside the business but, nevertheless, have a stake in it. This is not meant to be an exhaustive list of potential users; however, the groups identified are normally the most important.
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  Activity 1.1

 Ptarmigan Insurance plc (PI) is a large motor insurance business. Taking the user groups identified in Figure 1.1, suggest, for each group, the sorts of decisions likely to be made about PI and the factors to be considered when making these decisions.

 Your answer may be along the following lines:

 

	User group
	Decisions likely to be made



	Customers
	Whether to take further motor policies with PI. This might involve an assessment of PI’s ability to continue operating and to meet customers’ needs, particularly those relating to insurance claims.



	Competitors
	How best to compete against PI, or whether to leave the market as competing profitably would not be possible. This might involve using PI’s performance across various areas as a ‘benchmark’ for evaluating their own performance. They might also try to assess PI’s financial strength and to identify significant changes that could signal PI’s future intentions (for example, raising funds as a prelude to market expansion).



	Employees
	Whether to continue working for PI and, if so, whether to demand higher rewards for doing so. The future plans, profits and financial strength of the business are likely to be of particular interest when making these decisions.



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



	Community representatives (a local government organisation, for example)

	Whether to allow PI to expand its premises and/or whether to provide economic support for the business. When making such decisions, PI’s ability to provide continuing employment for the community, its use of community resources and its willingness to behave in an environmentally responsible way are likely to be important considerations.



	Investment analysts

	Whether to advise clients to invest in PI. This would involve assessing the likely risks and future returns associated with the business.



	Suppliers
	Whether to continue to supply PI with goods or services and, if so, whether to supply these on credit. This would require an assessment of PI’s ability to pay for any goods or services supplied at the due dates.



	Lenders
	Whether to lend money to PI and/or whether to require repayment of existing loans. PI’s ability to pay the interest and to repay the principal sum on time would be important factors in such decisions.



	Managers
	Whether the performance of the business needs to be improved. Performance to date may be compared with earlier plans or some other ‘benchmark’ to decide whether action should be taken. Managers may also wish to consider a change in PI’s future direction. This may involve determining whether it has the financial flexibility and resources to take on new challenges.




	Owners
	Whether to invest more in PI or to sell all, or part, of their existing investment. This would involve assessing the likely risks and future returns associated with PI. Owners may also be involved in decisions concerning rewards for senior managers. These decisions will normally take account of the financial performance and position of the business.








 Although this answer covers many of the key points, you may have identified other decisions and/or other factors to be considered by each group.

  






               4   The conflicting interests of users

  We have just seen that each user group will have its own particular interests. There is always a risk, however, that the interests of the various user groups will collide. The distribution of business wealth provides the most likely area for collisions to take place. Take, for example, the position of owners and managers. Although managers are appointed to act in the best interests of the owners, they may not always do so. Instead, they may use the wealth of the business to award themselves large pay rises, to furnish large offices or to buy expensive cars for their own use. Accounting can play an important role in monitoring and reporting how various groups benefit from the business. Owners may, therefore, rely on accounting information to see whether pay and benefits received by managers are appropriate and are in line with agreed policies.

  There is also a potential collision of interest between lenders and owners. Funds loaned to a business, for example, may not be used for their intended purpose. They may be withdrawn by the owners for their own use rather than used to expand the business as agreed. Thus, lenders may rely on accounting information to see whether the owners have kept to the terms of the loan agreement.

   

 Activity 1.2

 Can you think of at least one other example where accounting information may be examined by a particular user group to check whether the distribution of business wealth is appropriate and/or in accordance with earlier agreements? 

 Two possible examples that spring to mind are:

   
	employees wishing to check that they are receiving a ‘fair share’ of the wealth created by the business and that managers are complying with agreed profit-sharing schemes;

	governments wishing to check that the owners of a monopoly do not benefit from excessive profits and that any pricing rules relating to the monopoly’s goods or services have not been broken.



 You may have thought of other examples.

  






              How useful is accounting information?

  No one would seriously claim that accounting information fully meets all the needs of each of the various user groups. Accounting is a developing subject and there is still much to learn about user needs and how these needs can be met. Nevertheless, the information contained in accounting reports should help users make decisions relating to the business. It reduces uncertainty surrounding the financial health of the business. Users should gain a clearer picture concerning the funds available to pay owners an acceptable return, to repay loans, to reward employees and so on.

  Typically, there is no close substitute for the information provided by the financial, or accounting, reports. Thus, if users cannot glean the financial information required from these reports, it is usually unavailable to them. While other sources of information may help gain an understanding of the business and offer a broad impression of financial health, they rarely provide detailed financial information.  
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 Activity 1.3

 What other sources of information might, say, an investment analyst use to gain an impression of the financial position and performance of a business? (Try to think of at least four.) What kind of information might be gleaned from these sources?

 Other sources of information available include:

   
	meetings with managers of the business;

	public announcements made by the business;

	newspaper and magazine articles;

	websites, including the website of the business;

	radio and TV reports;

	information-gathering agencies (for example, agencies that assess the creditworthiness or credit ratings of the business);

	industry reports; and

	economy-wide reports.



 These sources can provide information on various aspects of the business, such as new products or services being offered, management changes, new contracts offered or awarded, the competitive environment within which the business operates, the impact of new technology, changes in legislation, changes in interest rates and future levels of inflation.

  


  The kind of information mentioned above is not really a substitute for accounting information. Rather, it is best used in conjunction with accounting information to afford a more complete picture of financial health.





              Evidence on the usefulness of accounting

  There are arguments, and convincing evidence, that accounting information is at least perceived as being useful to users. Numerous research surveys have asked users to rank the importance of accounting information, in relation to other sources of information, for decision-making purposes. Generally, these studies have found that users rank accounting information very highly. There is also plenty of evidence that businesses choose to produce accounting information that exceeds the minimum requirements imposed by accounting regulations. For example, businesses often produce a large amount of accounting information for managers that is not required by any regulations. Presumably, the cost of producing this additional accounting information is justified because users find it useful. Such arguments and evidence, however, leave unanswered the question of whether the information produced really influences decision making. To put it another way, does accounting information affect the behaviour of users?

  It is normally very difficult to assess the impact of accounting on decision-making behaviour. One situation arises, however, where its impact can be observed and measured. This is where the shares (portions of ownership of a business) are traded on a stock exchange. The evidence shows that when a business announces its accounting profits for a period, the prices at which shares are traded and the volume of shares traded often change significantly. This suggests investors have changed their views about the likely prospects of the business based on the new information available. The new information has prompted them to either buy or to sell shares in the business.

   6   While there is evidence to support the idea that accounting reports are both useful and used for decision-making purposes, it is impossible to measure just how useful they really are to users.

   

 Activity 1.4

 Can you figure out why it is impossible to measure this?

 Accounting reports will usually represent only one input to a particular decision. The weight attached to them by the decision maker, and the resulting benefits, cannot normally be accurately assessed.

  


  We cannot say with certainty, therefore, whether the cost of producing these reports represents value for money.

  It is possible, however, to identify the kinds of qualities that accounting information must possess to be useful. Where these qualities are lacking, the usefulness of the information is diminished. This point is now considered in some detail.





              Providing a service

  One way of viewing accounting is as a form of service. The user groups identified in Figure 1.1 can be seen as the ‘clients’ and the accounting (financial) information produced can be seen as the service provided. The value of this service to the various ‘clients’ can be judged according to whether the accounting information meets their needs.

  To be useful to investors, lenders and other users, the information provided should possess certain qualities, or characteristics. Above all, it must be relevant, and it must faithfully represent what it is meant to represent. These two qualities, relevance and faithful representation, are regarded as fundamental qualities and require further explanation.

    
	
Relevance. Accounting information should make a difference. That is, it should be capable of influencing user decisions. To do this, it should help to predict future events (such as predicting next year’s profit), or help to confirm past events (such as establishing last year’s profit) or do both. By confirming past events, users can check on the accuracy of their earlier predictions. This can, in turn, help them to improve the ways in which they make predictions in the future.

	To be relevant, accounting information must cross a threshold of materiality. An item of information is material, or significant, if, by its omission or misstatement, the decisions of users would change.



   

 Activity 1.5

 Do you think that what is material for one business will also be material for all other businesses?

 No, it will normally vary from one business to the next. What is considered material will depend on factors such as the size of the business, the nature of the information and the amounts involved.

  


   7             	Ultimately, what is considered material is a matter of judgement. When making this judgement, managers should consider how this information will be used. If a piece of information is not considered material, it should be excluded from the accounting reports. It will merely clutter them up and may obscure more important information.


    	
Faithful representation. Accounting information should portray what it is supposed to portray. An important aspect of this quality is that it should reflect the substance of what has occurred rather than simply its legal form. Take for example a manufacturer that provides goods to a retailer on a sale-or-return basis. The manufacturer may wish to treat this arrangement as two separate transactions. Thus, a contract may be agreed for the sale of the goods and a separate contract agreed for the return of the goods if unsold by the retailer. This may result in a sale being reported when the goods are delivered to the retailer even though they are returned later. The economic substance, however, is that the manufacturer made no sale as the goods were subsequently returned. They were simply moved from the manufacturer’s business to the retailer’s business and then back again. Accounting reports should reflect this economic substance. To do otherwise would be misleading.


            	The quality of faithful representation has three requirements. The first is that the information should be complete. In other words, it should incorporate everything needed to understand what is being portrayed. Thus, information relating to a specific item should normally contain a description of its nature, some suitable numerical measurement and, where necessary, explanations of important facts. The second requirement is that the information should be neutral. This means that it should be presented and selected without bias. No attempt should be made to manipulate information to influence user attitudes and behaviour. Finally, the information should be free from error. This is not to say that it must be perfectly accurate. In many cases, this will not be possible. Accounting information contains estimates, such as future sales or costs, which may turn out to be inaccurate. Nevertheless, estimates may still be faithfully represented if they are accurately described and properly prepared.


   

 Activity 1.6

 In practice, do you think that each piece of accounting information produced will be perfectly complete, neutral and free from error?

 Probably not – however, each piece of information should be produced with these aims in mind.

  


  Accounting information should contain both fundamental qualities if it is to be useful. There is little point in producing information that is relevant, but which lacks faithful representation, or producing information that is irrelevant, even if it is faithfully represented.





               8   Further qualities

  Where accounting information is both relevant and faithfully represented, there are other qualities that, if present, can enhance its usefulness. These are comparability, verifiability, timeliness and understandability. Each of these qualities is now considered.

    
	
Comparability. When considering alternative courses of action, users of accounting information will make comparisons. They may want to compare performance of the business over time (for example, profit this year compared to last year). They may also want to compare certain aspects of business performance (such as the level of sales achieved during the year) with those of similar businesses. Better comparisons can be made where the accounting system treats items that are alike in the same way. Items that are not alike, on the other hand, should not be treated as though they are. Users must be able to detect both similarities and differences in items being compared.

	
Verifiability. This quality provides assurance to users that the accounting information faithfully portrays what it is supposed to portray. Accounting information is verifiable where different, independent experts could broadly agree, that it offers a faithful portrayal. The verification process can be direct, such as checking a bank account balance, or indirect, such as checking the underlying assumptions and methods used to estimate future costs.

	
Timeliness. Accounting information should be made available in time for users to make their decisions. A lack of timeliness undermines the usefulness of the information. Broadly speaking, the later that accounting information is produced, the less useful it becomes.

	
Understandability. Accounting information should be presented in as clear and as concise a form as possible. Nevertheless, some accounting information may be too complex to be presented in an easily digestible form. This does not mean, however, that it should be ignored. To do so would result in reporting only a partial view of financial matters. (See Reference 1 at the end of the chapter.)



   

 Activity 1.7

 Accounting reports are aimed at users with a reasonable knowledge of accounting and business and who are prepared to invest time in studying them. Do you think, however, that accounting reports should be understandable to users without any knowledge of accounting or business?

 It would be very helpful if everyone could understand accounting reports. This, however, is an unachievable aim. Complex economic events and transactions cannot normally be expressed in simple terms. Any attempts to do so are likely to produce a very distorted picture of reality.

  


  It is probably best that we regard accounting reports in the same way that we regard a report written in a foreign language. To understand either of these, we need to have had some preparation. When producing accounting reports, it is normally assumed that the user not only has a reasonable knowledge of business and accounting but is also prepared to invest some time in studying the reports. Nevertheless, the onus is clearly on accountants to provide information in such a way that makes it as understandable as possible to non-accountants.

  It is worth emphasising that the four additional qualities just discussed cannot make accounting information useful. They can only enhance the usefulness of information that is already relevant and faithfully represented.





               9   Weighing up costs and benefits

  Even when an item of accounting information may have all the qualities described, this does not automatically mean that it should be collected and reported to users. There is still one more hurdle to jump. Consider Activity 1.8.

   

 Activity 1.8

 Suppose an item of information is capable of being provided. It is relevant to a particular decision and can be faithfully represented. It is also comparable, verifiable, timely and can be understood by the user.

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

 The reason is that you judge the cost of doing so to be greater than the potential benefit of having the information. This cost–benefit issue will limit the amount of accounting information provided.

  


  In theory, a particular item of accounting information should only be produced if the costs of providing it are less than the benefits gained by users. Figure 1.2 shows the relationship between the costs and value of providing additional accounting information.

    
Figure 1.2 Relationship between costs and the value of providing additional accounting information

[image: A line graph shows the Relationship between costs and the value of providing additional accounting information.]

The benefits of accounting information eventually decline. The cost of providing information, however, will rise with each additional piece of information. The optimal level of information provision is where the gap between the value of the information and the cost of providing it is at its greatest.



   10   The figure shows how the value of information received by the decision maker eventually begins to decline. This is, perhaps, because additional information becomes less relevant, or because of the problems in processing the sheer quantity of information provided. The costs of providing the information, however, will increase with each additional piece of information. The broken line indicates the point at which the gap between the value of information and the cost of providing that information is at its greatest. This represents the optimal amount of information that can be provided. This theoretical model, however, poses practical problems.

  To illustrate the practical problems of establishing the value of information, let us imagine that we accidentally reversed our car into a wall in a car park. This resulted in a dented boot and scraped paintwork. We want to have the dent taken out and the paintwork re-sprayed at a local garage. We know that the nearest garage would charge £550 but we believe that other local garages may offer to do the job for a lower price. The only way of finding out the prices at other garages is to visit them so that they can see the extent of the damage. Visiting the garages will involve using fuel and will take up time. Is it worth the cost of finding out the price for the job at the various local garages? The answer, as we have seen, is that if the cost of discovering the price is less than the potential benefit, it is worth having that information.

  To identify the various prices for the job, there are several points to be considered, including:

    
	How many garages shall we visit?

	What is the cost of fuel to visit each garage?

	How long will it take to make all the garage visits?

	At what price do we value our time?



  The economic benefit of having the information on the price of the job at the various garages is probably even harder to assess. The following points need to be considered:

    
	What is the cheapest price that we might be quoted for the job?

	How likely is it that we shall be quoted a price cheaper than £550?



  As we can imagine, the answers to these questions may be far from clear – remember that we have only contacted the local garage so far. When assessing the value of accounting information, we are confronted with similar problems.

  Producing accounting information can be very costly. Furthermore, these costs can be difficult to identify. Direct, out-of-pocket costs, such as salaries of accounting staff, are not usually a problem, but represent only part of the total costs involved. There are other costs such as the cost of users’ time spent on analysing and interpreting the information provided. These costs are much more difficult to quantify and are likely to vary between users.

   

 Activity 1.9

 What about the economic benefits of producing accounting information? Do you think it is easier, or harder, to identify the economic benefits of accounting information than the associated costs?

 It is normally harder to identify the benefits. We saw earlier that even if we could accurately measure the economic benefits arising from a particular decision, accounting information will be only one factor influencing that decision. Furthermore, the benefits of accounting information, like the associated costs, can vary between users.

  


   11   There are no easy answers to the problem of weighing costs and benefits. Although it is possible to apply some ‘science’ to the problem, a lot of subjective judgement is normally involved.

  The qualities, or characteristics, influencing the usefulness of accounting information, which we have just discussed, are summarised in Figure 1.3.

    
Figure 1.3 The qualities that influence the usefulness of accounting information

[image: A flowchart for the cost constraints.]

There are two fundamental qualities that determine the usefulness of accounting information. In addition, there are four qualities that enhance the usefulness of accounting information. The benefits of providing the information, however, should outweigh the costs.







              Accounting as an information system

  In the previous section it was argued that accounting can be viewed as providing a service to ‘clients’. It can also be viewed, however, as part of the business’s total information system. Users, both inside and outside the business, make decisions concerning the allocation of scarce resources. To ensure these resources are efficiently allocated users usually need financial information on which to base decisions. It is the role of the accounting system to provide this information.

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

    
	identifying and capturing relevant information (in this case, financial information);

	recording, in a systematic way, the information collected;

	analysing and interpreting the information collected; and

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



  The relationship between these features is set out in Figure 1.4.

    
Figure 1.4 The accounting information system

[image: A flowchart illustrating the stages of information processing.]

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



  Given the decision-making emphasis of this book, we shall focus on the final two stages, that is, how financial, or accounting, information is analysed and reported to users. At the end of the book, however, there is an appendix dealing with how financial information can be captured and recorded.

  The output from accounting systems must be reliable if businesses are to operate efficiently. When accounting systems produce unreliable information, serious consequences can arise. Real World 1.1 describes how the accounting systems operated by the Post Office proved to be defective, with devastating results for its local managers.

   

 Real World 1.1

 Systems error!

 The Post office has set aside around one billion pounds to compensate employees wrongly accused of dishonesty. More than 900 of its employees were unjustly convicted of theft, fraud and false accounting during the period 2000 to 2014. The convictions arose because of software bugs in the Post Office branch accounting system. This system, developed by Fujitsu, was designed to automate sales accounting. Its flaws, however, produced losses for which local managers were wrongly held responsible. The Post Office’s persistent failure to accept that the accounting system was flawed led to the criminal prosecution of employees resulting in fines imprisonment and, in some cases, bankruptcies.  

 The Post Office finally acknowledged the miscarriage of justice that took place and is now seeking to replace the accounting system. 

 Source: Extracts adapted from Pylas, P. (2024) ‘Provider of faulty computer system apologizes to hundreds affected by UK Post Office scandal’, Associated Press, 16 January.

  






               13   Management accounting and financial accounting

  Accounting is usually seen as having two distinct strands. These are:

    
	
management accounting, which seeks to meet the accounting needs of managers; and

	
financial accounting, which seeks to meet the needs of owners and lenders. It should also, however, be useful to other external users identified earlier (see Figure 1.1).



  The difference in their targeted user groups has led to each strand of accounting developing along different lines. The main areas of difference are as follows:

    
	
Nature of the reports produced. Financial accounting reports tend to be general purpose. As mentioned above, they are aimed primarily at providers of finance (owners and lenders) but contain financial information that should also be useful for a broad range of external users. Management accounting reports, on the other hand, are often specific-purpose reports. They are designed with a particular decision in mind and/or for a particular manager.

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

	
Regulations. Financial accounting reports, for many businesses, are subject to accounting regulations imposed by the law and accounting rule makers. These regulations often require a standard content and, perhaps, a standard format to be adopted. Management accounting reports, on the other hand, are not subject to regulation and can be designed to meet the needs of specific managers.



   

 Activity 1.10

 Why do you think financial accounting reports are subject to regulation, whereas management accounting reports are not?

 Financial accounting reports are for external publication. To protect external users, who depend on the quality of information provided by managers, the reports are subject to regulation. Management accounting reports, on the other hand, are produced exclusively for managers and so are for internal use only.

  


   14     
	
Reporting interval. For most businesses, financial accounting reports are produced on an annual basis, although some large businesses produce half-yearly reports and a few produce quarterly ones. Management accounting reports will be produced as frequently as needed by managers. A sales manager, for example, may require routine sales reports on a daily, weekly or monthly basis so as to monitor performance closely. Special-purpose reports can also be prepared when the occasion demands: for example, where an evaluation is required of a proposed investment in new equipment.

	
Time orientation. Financial accounting reports reflect the performance and position of the business for the past period. In essence, they are backward looking. Management accounting reports, on the other hand, often provide information concerning future performance as well as past performance. It is an oversimplification, however, to suggest that financial accounting reports never incorporate expectations concerning the future. Occasionally, businesses will release projected information to other users to raise funds or to fight off unwanted takeover bids. Even preparation of the routine financial accounting reports typically requires making some judgements about the future (as we shall see in Chapter 3).

	
Range and quality of information. Two key points are worth mentioning. First, financial accounting reports concentrate on information that can be quantified in monetary terms. Management accounting also produces such reports but is also more likely to produce reports that contain information of a non-financial nature, such as physical volume of inventories, number of sales orders received, number of new products launched, physical output per employee and so on. Second, financial accounting places greater emphasis on the use of objective, verifiable evidence when preparing reports. Management accounting reports may use information that is less objective and verifiable, but nevertheless provide managers with the information they need.



  We can see from this that management accounting is less constrained than financial accounting. It may draw from a variety of sources and use information that has varying degrees of reliability. The only real test to be applied when assessing the value of the information produced for managers is whether it improves the quality of decisions made. The main differences between financial accounting and management accounting are summarised in Figure 1.5.

    
Figure 1.5 Management and financial accounting compared

[image: A table shows the data for the management accounting and financial accounting for different parameters.]

Although management and financial accounting are closely linked and have broadly common objectives, they differ in emphasis in various aspects.



  Differences between management and financial accounting suggest that the target user groups differ in their information needs. While differences undoubtedly exist, there is a good deal of overlap between the needs of managers and those of owners and lenders.
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 Activity 1.11

 Can you think of two areas of overlap between the information needs of managers and those of owners and lenders? (Hint: Think about the time orientation and the range of accounting information.)

 Two areas that spring to mind are:

   
	Managers will, at times, be interested in receiving a historical overview of business operations of the sort provided to other users.

	Owners and lenders would be interested in receiving detailed information relating to the future, such as the planned level of profits, and non-financial information, such as the state of the sales order book and the extent of product innovations.



  


  To some extent, differences between the two strands of accounting reflect differences in access to financial information. Managers have much more control over the form and content of the information that they receive. Other users must rely on what managers are prepared to provide, or what financial reporting regulations insist must be provided. Although the scope of financial accounting reports has increased over time, fears concerning loss of competitive advantage and user ignorance about the reliability of forecast data, have resulted in other users not receiving the same detailed and wide-ranging information as managers.

  In the past, accounting systems were primarily concerned with providing information for external users. Financial accounting requirements were the main priority and management accounting suffered as a result. This is no longer the case, however. Modern accounting systems usually provide managers with information that is specific to their needs rather than simply that determined by external reporting requirements.





              The changing face of accounting

  Over the past 50 years or so, the environment within which businesses operate has become increasingly turbulent and competitive. Various reasons have been identified to explain these changes, including:

    
	the increasing sophistication of customers;

	greatly improved speed and sophistication of communication (particularly with the Internet);

	the development of a global economy where national frontiers become less important;

	rapid changes in technology;

	the deregulation of domestic markets (for example, electricity, water and gas);

	increasing pressure from owners (shareholders) for competitive economic returns; and

	greater volatility of financial markets.



   16   This new, more complex, environment has brought new challenges for managers and other users of accounting information. Their needs have changed and both financial accounting and management accounting have had to respond. This has led to a radical reappraisal of what information should be reported and how it should be reported.

  In the past, financial accounting developed largely in response to practical problems arising in preparing financial reports. Various accounting conventions were established to overcome these problems and to act as a guide for preparers. These conventions, however, offered no clear rationale as to why a particular accounting issue should be dealt with in the way established. The rapidly changing business environment has given impetus to the search for a clear conceptual framework, or framework of principles, upon which to base financial accounting reports.

  Various attempts have been made to clarify their purpose and to provide a more solid foundation for the development of accounting rules. Work on developing a conceptual framework tries to address fundamental questions such as:

    
	Who are the users of financial accounting information?

	What kinds of financial accounting reports should be prepared and what should they contain?

	How should items such as profit and assets be identified and measured?



  We shall return to this topic and consider it in more detail in Chapter 5.

  Many businesses have international operations, which has created a need for accounting rules to have an international reach. This has led to the increasing harmonisation of accounting rules across national frontiers. It can no longer be assumed that users of accounting information are based in the country in which a business has its operations. Neither can it be assumed that users based in one country are familiar with the accounting rules of another country.

   

 Activity 1.12

 How can the harmonisation of accounting rules benefit:

       
	an international investor?

	an international business?



       
	An international investor should benefit because the accounting definitions and policies used in preparing financial accounting reports will not vary across countries. This should make the comparison of performance between businesses operating in different countries much easier.

	An international business should benefit because the cost of producing accounting reports to comply with the rules of different countries can be expensive. Harmonisation can, therefore, lead to significant cost savings. It may also broaden the appeal of the business among international investors. Where there are common accounting rules, they may have greater confidence to invest.



  


  In response to criticisms that the financial reports of some businesses are opaque and difficult for users to interpret, great efforts have been made to improve reporting rules. Accounting rule makers have tried to ensure that the accounting policies of businesses are more comparable and transparent and that financial reports provide a more faithful portrayal of economic reality.

  Management accounting has also changed by becoming more outward looking in its focus. In the past, information provided to managers has been largely restricted to that collected within the business. Increasing attention is now paid, however, to the competitive environment within which it operates. To be successful, businesses must be able to secure and maintain competitive advantage over their rivals. Hence, matters relating to customers and to rival businesses have become the object of much information gathering.

  The type of information gathered can vary. It can include such things as details of customers’ buying habits, customer evaluation of services provided and market share. It can also include information about the financial performance and position of rival businesses.

   

 Activity 1.13

 Why would a business wish to know about the financial performance and position of rival businesses? Try to think of at least two reasons.

 This kind of information can provide:

   
	a ‘benchmark’ against which to compare performance (for example, product costs);

	a guide to whether and, if so, how rival businesses are likely to respond to new initiatives by the business (for example, offering longer credit periods to customers);

	a basis for creating new strategies that exploit the weaknesses of rival businesses (for example, price discounting); and

	a guide to likely future actions by rival businesses (for example, takeovers, price increases, exiting the market and so on).



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

  


  To compete successfully, businesses must also find ways of managing costs. The cost base of modern businesses is under continual review and this, in turn, has led to the development of more sophisticated methods of measuring and controlling costs.





              Scope of this book

  In Chapter 2, we begin our examination of financial accounting by introducing three financial statements that lie at the heart of this subject: the statement of financial position (or balance sheet), the income statement (or profit and loss account) and the statement of cash flows. These statements are briefly reviewed before going on to consider the statement of financial position in more detail. We shall see that the statement of financial position provides information concerning the wealth held by a business at a particular point in time and the claims against this wealth. Included in our consideration of the statement of financial position will be an introduction to the conventions of accounting. These are generally accepted rules that are followed when preparing financial statements.

  Chapter 3 concentrates on the second of the major financial statements, the income statement. This statement provides information concerning the wealth (profit) created by a business during a period. We shall be looking at how this statement is put together. The chapter will cover such issues as how profit is measured, the point at which profit is recognised and the accounting conventions applied when preparing the income statement.

  In the UK, and throughout much of the world, the limited company is the major form of business unit. In Chapter 4 we consider the accounting aspects of limited companies. Although accounting for limited companies is largely the same as for other types of business, some points of detail require our attention. We continue our examination of limited companies in Chapter 5 where we discuss the framework of rules governing the presentation of accounting reports to owners and external users. We also discuss some narrative reports that are designed to supplement and complement the financial statements.

   18   Chapter 6 deals with the last of the three major financial statements, the statement of cash flows. This statement is dealt with after our examination of limited companies, as the format of the statement requires an understanding of this type of business. The statement of cash flows is important in identifying the financing and investing activities of the business over a period. It sets out how cash was generated and how cash was used during a period.

  In an increasingly complex world, financial reporting rules are needed to help users navigate the financial statements. In Chapter 7 we consider rules designed to provide clear definitions and recognition criteria for key items in the financial statements. In so doing, they enhance the comparability of financial statements between businesses. 

  Chapters 8 and 9 consider various techniques for analysing and interpreting financial statements. To gain a deeper understanding of the financial health of a business, financial statements may be examined using financial ratios and other techniques. A financial ratio simply relates a figure in the financial statements to another figure derived from the financial statements or from some other source. By calculating ratios and comparing them with the same ratios for, say, another business, we can often glean much more than by simply examining financial figures alone.

  The typical large business in the UK operates as a group of companies rather than a single company. A group of companies exists where one company controls one or more other companies. This control usually arises from owning a majority of shares in the controlled company. In Chapter 10 we consider the reasons why groups exist and explore the accounting issues raised by combining companies into a group.

  In Chapter 11 we see how the focus of financial reporting has changed over time to become more decision oriented. We shall also look at ways in which the scope of financial reporting may be widened to accommodate the needs of users. Some of the financial reports considered are designed to supplant existing financial statements whereas others aim to supplement them.

  Finally, in Chapter 12, we examine corporate governance issues. The chapter focuses on the ways in which companies are directed and controlled. We consider in some detail the senior management structure of large companies and the framework of rules created to ensure appropriate checks and balances are in place. We also consider the ways in which senior managers can be remunerated and incentivised to act in the interests of shareholders.





            The business environment


We have seen that the needs of the various user groups will determine the kind of accounting information to be provided. The forms of business ownership and the ways in which a business is organised and structured, however, will influence those needs. In the sections that follow we consider the business environment within which accounting information is produced. This should help our understanding of points that crop up in later chapters.





              Succeeding in business

  It is now widely recognised that to be successful businesses must focus on satisfying customer needs. Although the customer has always provided the main source of revenue for a business, this has often been taken for granted. In the past, too many businesses have assumed that the customer would readily accept whatever services or products were on offer. When competition was weak and customers were passive businesses could operate under this assumption and still make a profit. The era of weak competition, however, has passed.

   19   Now customers have much greater choice and are much more assertive concerning their needs. They demand higher quality services and goods at cheaper prices. They also require that services and goods be delivered faster with an increasing emphasis on the product being tailored to their individual needs. If a business cannot meet these needs, a competitor often can. Thus, the business mantra for the current era is, ‘the customer is king’. Most businesses recognise this fact and organise themselves accordingly.

  Real World 1.2 discusses the importance of adopting a customer-focused approach and how Apple, the IT business, applies it.

   

 Real World 1.2

 The customer is king

 There’s a plethora of case studies of successful businesses in the 1990s that have not made it through to the noughties, and then those of the noughties not getting past 2010. Every year, we see business failures due to tougher competition, the wrong strategies – even though they may have been trying to be progressive in some way – or sometimes sticking to an underlying mantra of ‘this is the way we’ve always done it’. One could argue that the recent woes of Jaguar Land Rover, the darling of the UK and global automotive industry just three years ago, are not just due to tough market conditions, the political landscape and future regulations. They are also the result of loyal consumer apathy.

 Creating a short, medium and long-term strategy, streamlining IT, moving premises – these are all well and good, but they are often internally-led activities. Do they really put the consumer first alongside the desired efficiency gains?

 The very fact that established businesses still exist is because they got it right once and then regularly thereafter. They may have had market tailwinds that favoured their product or approach, but eventually all good things get challenged. Market headwinds are always there – threats outside the organisation such as competition and the perennial need for innovation. Companies fail because they don’t adapt to the consumer or end user. We still need paper, pens and paperclips. What is changing is the regularity of purchases and the places where we buy them.

 Apple is often considered the highest profile brand in terms of putting the consumer first and always being ahead of the curve. The consumer experience is at the heart of everything – the purchasing experience, the product’s use, the aftercare . . . Every touchpoint in the organisation has a consumer philosophy running through it because at Apple, everything about that end user matters. It matters so much that many products are launched to consumers who don’t even know they need them yet. But they will soon and shortly afterwards they will wonder how they ever coped without them.

 Apple’s marketing approach perfectly complements its innovation. The hardest part is frequently to convince buyers that they need to list a new product. Apple has a great direct-to-consumer (DTC) model – all that matters is the consumer and the trade must keep up and adapt accordingly.

 Source: Extracts from Pinner, M. (2019) ‘The consumer is king’, Office Products International, www.opi.net, 30 September. Used with permission from Office Products International Ltd.

  






               20   What kinds of business ownership exist?

  The form of business ownership adopted has implications for financial accounting and so we need to understand the main forms of ownership that can arise. There are basically three arrangements for private-sector businesses:

    
	sole proprietorship;

	partnership; and

	limited company.



  Let us now consider each of these in turn.





            Sole proprietorship


Sole proprietorship, as the name suggests, is where an individual is the sole owner of a business. This type of business is often quite small in terms of size (as measured, for example, by sales revenue generated or number of staff employed); however, the number of such businesses is very large indeed. Examples of sole-proprietor businesses can be found in most industrial sectors but particularly within the service sector. Hence, services such as electrical repairs, picture framing, photography, driving instruction, retail shops and hotels have a large proportion of sole-proprietor businesses.


The sole-proprietor business is easy to set up. No formal procedures are required to be followed and operations can often commence immediately (unless special permission is required because of the nature of the trade or service, such as running licensed premises (a pub)). The owner can decide how the business will be conducted and can restructure, or dissolve, the business whenever it suits. The law does not recognise the sole-proprietor business as being separate from the owner, so the business will cease on the retirement, or death, of the owner.


Although the owner must produce accounting information about the business to satisfy the taxation authorities, there is no legal requirement to provide it to other user groups. Some user groups, however, may demand accounting information about the business and be able to enforce their demands. 


 

 Activity 1.14

 Can you think of an example of a user that may be in a strong enough position to demand accounting information from a sole proprietor business? Try to think of at least two examples.

 Three examples spring to mind:

   
	A lender requiring accounting information on a regular basis as a condition of a loan.

	A supplier seeking confirmation of the ability to pay for goods or services supplied on credit.

	A large customer seeking reassurance that the business can continue to supply goods or services.



  


An important feature of a sole proprietor business is that of unlimited liability. No distinction is made between the proprietor’s personal wealth and that of the business. This means that when business debts are due for repayment, the personal wealth of the sole proprietor is also available to meet those debts, not just what the sole proprietor may have regarded as ‘business’ assets.





               21   Partnership

  A partnership exists where two or more individuals carry on a business together with the intention of making a profit. Partnerships have much in common with sole-proprietor businesses. They are usually quite small in size (although some, such as partnerships of accountants and solicitors, can be large). They are also easy to set up as no formal procedures are required (and it is not even necessary to have a written agreement between the partners). The partners can agree whatever arrangements suit them concerning the financial and management aspects of the business. Similarly, the partnership can be restructured, or dissolved, by agreement between the partners.

  Partnerships are not recognised in law as separate entities. This means that contracts with third parties must be entered into in the name of individual partners. All partners usually have unlimited liability.

   

 Activity 1.15

 What do you think are the main advantages and disadvantages of a partnership compared to a sole-proprietor business? Try to think of at least two of each.

 The main advantages of a partnership over a sole-proprietor business are:

   
	sharing the burden of ownership;

	the opportunity to specialise rather than cover the whole range of services (for example, in a solicitors’ practice each partner may specialise in a different aspect of the law); and

	the ability to raise capital where this is beyond the capacity of a single individual.



 The main disadvantages of a partnership compared with a sole proprietorship are:

   
	the risks of sharing ownership of a business with unsuitable individuals; and

	the limits placed on individual decision making that a partnership will impose.



  






              Limited company

  A limited company can range in size from quite small to very large. There is no limit on the number of individuals who can subscribe capital and become the owners, which provides the opportunity to create a very large-scale business. The liability of owners, however, is limited (hence ‘limited’ company). This means that those subscribing capital to the company are liable only for debts incurred by the company up to the amount they have invested, or contracted to invest. This cap on the liability of the owners is designed to limit risk and to give greater confidence to invest. Without limits on owner liability, it is difficult to see how a modern capitalist economy could operate. In many cases, the owners of a limited company are not involved in the day-to-day running of the business. They will, therefore, invest in a business only if there is a clear limit set on the level of investment risk.

  Note that this ‘limited liability’ does not apply to sole proprietors and partners. These individuals are legally obliged to meet all their business debts, if necessary, by using what they may have thought were private assets (for example, their private houses). This ability of owners to limit their liability can make limited liability companies more appealing than either sole proprietorships or partnerships.

   22   The benefit of limited liability, however, imposes certain obligations on companies. To create a limited company, documents of incorporation must be prepared that set out, among other things, the objectives of the business. Furthermore, a framework of regulations exists that places obligations on limited companies concerning how they conduct their affairs. Part of this regulatory framework requires annual financial reports to be made available to owners and lenders and, usually, an annual general meeting of the owners must be held to approve the reports. In addition, a copy of the annual financial reports must be lodged with the Registrar of Companies for public inspection. In this way, the financial affairs of a limited company enter the public domain.

  Except for small companies, there is also a requirement for the annual financial reports to be subject to an audit. This involves an independent firm of accountants examining the annual reports and underlying records. The accountants must form an opinion as to whether the reports provide a true and fair view of the financial health of the company and comply with relevant accounting rules. Limited companies are considered in more detail in Chapters 4 and 5.

  All the large household-name UK businesses (Marks and Spencer, Tesco, Shell, Sky, Rolls-Royce, BT, easyJet and so on) are limited companies.

   

 Activity 1.16

 What are the main advantages of forming a partnership business rather than a limited liability company? Try to think of at least three.

 The main advantages are:

   
	the ease of setting up the business;

	the degree of flexibility concerning the way in which the business is conducted;

	the degree of flexibility concerning restructuring and dissolution of the business; and

	freedom from administrative burdens imposed by law (for example, the annual general meeting and the need for an independent audit). 



  


  As mentioned earlier, the main disadvantage of a partnership compared with a limited company is that it is not normally possible to limit the liability of all partners. There is, however, a hybrid form of business ownership that is referred to as a limited liability partnership (LLP). This has many of the attributes of a normal partnership but differs insofar that the LLP, rather than the individual partners, is responsible for any debts incurred. Accountants and solicitors often set up this type of partnership.

  The early chapters of this book introduce accounting concepts by using examples that do not distinguish between the different types of business. The focus of the book, however, is on the accounting aspects of limited liability companies. They are, by far, the most important type of business in economic terms. Thus, having dealt with the basic accounting concepts, we then go on to see how they are applied to limited companies.





              How are businesses organised?

  As we have just seen, most businesses involving more than a few owners and/or employees are usually set up as limited companies. Finance will come from the owners (shareholders) both in the form of a direct cash investment to buy shares (in the ownership of the business) and through reinvesting profits, which belong to them, in the business. Additional finance will usually come from lenders (banks, for example) and from suppliers providing goods and services on credit.

   23   In larger limited companies, the owners (shareholders) are not usually involved in managing the business; instead, they appoint a board of directors to do this on their behalf. The board is charged with three major tasks:

        
	setting the overall direction and strategy for the business;

	monitoring and controlling the activities of the business; and

	communicating with shareholders and others connected with the business.



  Each board has a chair, elected by the directors, who is responsible for the efficient running of the board. In addition, each board has a chief executive officer (CEO) who is responsible for running the business on a day-to-day basis. Occasionally, the roles of chairperson and CEO are combined, although it is usually better to separate them. 

   

 Activity 1.17

 Can you think why separating these two roles might be a good idea?

 Separation helps prevent a single individual acquiring excessive power. It can also help in sharing the burden of leadership.

  


  We shall consider the relationship between directors and shareholders in more detail in Chapters 4 and 12.

  The board of directors represents the most senior level of management. Below this level managers are usually employed, with each manager having responsibility for part of the business’s operations.





              The quest for wealth creation

  A business is normally created to enhance the wealth of its owners. This may come as a surprise, as other objectives may be pursued that relate to the needs of others with a stake in the business.

   

 Activity 1.18

 What other objectives might a business pursue? Try to think of at least two.

 A business may seek:

   
	to provide well-paid jobs and good working conditions for its employees;

	to conserve the environment for the local community;

	to produce products or services that will benefit its customers; and/or

	to support local suppliers.



 You may have thought of others.

  


  Although a business may pursue other such objectives, it is normally set up primarily with a view to increasing the wealth of its owners. In practice, the behaviour of businesses over time appears to be consistent with this objective.

   24   Within a market economy, there are strong competitive forces at work that ensure that failure to enhance owners’ wealth will not be tolerated for long. Competition for the funds provided by the owners, and competition for managers’ jobs, normally means that the owners’ interests will prevail. If managers do not deliver the required increase in ownership wealth, the owners have the power to replace them. 





              Meeting the needs of other stakeholders

  The points made above do not mean that the needs of other groups with a stake in a business, such as employees, customers, suppliers, the community and so on, are unimportant. In fact, if the business wishes to survive and prosper over the longer term, the opposite is true. A business with disaffected customers, for example, may find that they turn to another supplier, resulting in a loss of owners’ wealth.

  Other stakeholders that contribute towards the wealth-creation process must also be considered. A dissatisfied workforce can lead to low productivity and strikes while dissatisfied suppliers can withhold vital supplies, or give lower priority to orders received. A discontented local community can withdraw access to its resources. In each case, the owners’ wealth will suffer.

  Real World 1.3 reveals how one large business acknowledges the role of other stakeholders as a key driver to its success.

   

 Real World 1.3

 Communicating its position

 BT plc, a leading telecommunications business, states:

 
 In BT we fervently believe that creating stakeholder value is the route to creating shareholder (owners) value. That maximising employee and customer satisfaction, partnering with suppliers for mutual gain and being accountable for our actions to wider society is as important as making a profit. For they are, in effect, one and the same; because by addressing stakeholder expectations we create shareholder value – enlightened shareholder value.
 
 
 Source: BT plc, Better World – Our Commitment to Society, www.bt.com, p.3 (accessed 26 November 2023).

  


  We conclude this section with Real World 1.4, which describes the woes of a well-known online retailer.  It suffered a massive fall in its share price, and therefore owners’ wealth, following revelations of illegal and unethical practices among its suppliers. This price fall reflected investor concerns over customer reaction to these revelations and its likely effect on future sales and profits.

   25    

 Real World 1.4

 Scandalous clothes

 The online fashion retailer Boohoo is launching an independent review of its UK supply chain after allegations that some factories in Leicester that sell clothes to Boohoo paid workers below the minimum wage and failed to protect them from the coronavirus outbreak.

 Boohoo’s share price took another hammering on Wednesday, closing down 14% at 224p, despite the announcement of the review, meaning almost £2bn has been wiped off the value of the company this week.

 One analyst said the further share price fall was a reflection that “serious questions” remained about the retailer’s supply chain, despite the review. Retailers, including Next and Asos, have removed all Boohoo clothing from sale.

 Boohoo, which owns brands including PrettyLittleThing and Nasty Gal, said the review would be led by Alison Levitt QC, the former head of law firm Mishcon de Reya’s white collar crime unit, and said it would initially invest £10 million towards “eradicating malpractice” in its supply chain.

 Source: Extracts from Partridge, J. and Butler, S (2020) ‘Boohoo to launch independent review of UK supply chain’, The Guardian, 8 July. Copyright Guardian News & Media Ltd 2024.

  






            Wealth creation over the long term


It should be clear from the above that creating wealth for owners is not the same as trying to maximise the current year’s profits. Wealth creation is concerned with the longer term; it relates not only to this year’s profits but also to those of future years. In the short term, corners can be cut and risks taken that improve current profits. This, however, usually comes at the expense of future profits.


Real World 1.5 is an extract from an article by McKinsey, the management consultants, which expands on this point.


 

 Real World 1.5

 Short shrift for the short term

 Companies that conflate short-termism with value creation often put both shareholder (owners) value and stakeholder interests at risk. Banks that confused the two in the first decade of this century precipitated a financial crisis that ultimately destroyed billions of dollars of shareholder value. Companies whose short-term focus leads to environmental disasters also destroy shareholder value, not just directly through cleanup costs and fines but via lingering reputational damage. The best managers don’t skimp on safety, don’t make value-destroying decisions just because their peers are doing so, and don’t use accounting or financial gimmicks to boost short-term profits. Such actions undermine the interests of shareholders and all stakeholders and are the antithesis of value creation.

 Source: Extract from Goedhart, M. and Koller, T. (2020) ‘The value of value creation’, McKinsey Quarterly, 16 June.

  






              Balancing risk and return

  All decision making relates to the future. Financial decision making is no exception. The only thing certain about the future, however, is that we cannot be sure what will happen. Things may not turn out as planned and this risk should be carefully considered when making financial decisions.

  As in other aspects of life, risk and return tend to be related. Evidence shows that returns relate to risk in something like the way shown in Figure 1.6.
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Figure 1.6 Relationship between risk and return

[image: A graph shows the relationship between risk and return.]

Even at zero risk a certain level of return will be required. This will increase as the level of risk increases.



   

 Activity 1.19

 Look at Figure 1.6 and state, in broad terms, where an investment in:

       
	UK government savings account; and

	shares in an oil exploration business.



 should be placed on the risk–return line.

           
	A UK government savings account is normally a very safe investment. Even if the government is in financial difficulties, it can usually print more money to repay investors. Returns from this form of investment, however, are normally very low.

	Investing in shares in a commercial business runs a risk of losing part or, possibly, the entire amount invested. Oil exploration can be a particularly risky venture. It may, however, produce very high positive returns. Thus, the government savings account should be placed towards the far left of the risk–return line and the oil exploration business shares towards the far right.



  


  This relationship between risk and return has important implications for setting financial objectives for a business. The owners will require a minimum return to induce them to invest at all, but will require an additional return to compensate for taking risks; the higher the risk, the higher the required return. Managers must be aware of this and must strike the appropriate balance between risk and return when setting objectives and selecting the courses of action to be pursued.

  Real World 1.6 discusses how one large oil business is switching its focus towards renewable sources of energy. By so doing, it is changing the balance between risk and return for future projects.
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 Real World 1.6

 A question of balance

 BP remains wedded to its industry-leading commitment to cut oil and gas production, its new management said, as the company sought to reassure investors that the resignation of chief executive Bernard Looney would not derail its strategy.

 The leadership changes have caused some investors to question whether BP’s strategy could change again under a new CEO, particularly in light of oil prices rises. Many US-based investors in the sector have highlighted the higher returns that oil and gas generate when compared to renewables.

 David Cohen, a portfolio manager for Boston Partners, a fund manager that holds BP stock, told the Financial Times that oil companies were experts at finding, developing and producing oil and natural gas. But he added that renewables generally offered lower returns, required different project management expertise and had different supply chains and end markets. 

 “I get why this is happening but it’s a lower-return, higher-risk strategy,” Cohen said: “It’s a trade-off that you make when going down that route: you may have a more sustainable business in the long term but in the near term you’re trading off profitability, expertise [and] execution to enter a low-return business.”

 FT Source: Extracts from Smyth, J. and Chu, A. (2023) ‘BP says transition strategy “unchanged” by leadership turmoil’, ft.com, 11 October.

 © The Financial Times Limited 2023. All Rights Reserved.

  






              Accounting for ethics

  The extent to which a business displays honesty, fairness and transparency when dealing with its stakeholders (shareholders, customers, employees, suppliers, the community and so on) has become a key concern. There have been many examples of businesses, some of them very well known, acting in ways that most people would regard as unethical and unacceptable. Such actions include:

    
	the use of child labour in low-income countries;

	paying bribes to encourage employees of a competitor business to reveal information about the competitor that could be useful;

	oppressive treatment of suppliers, for example, making suppliers wait excessive periods before payment; and

	manipulating the financial statements, for example, overstating profit so that senior managers become eligible for performance bonuses.



  Despite the many examples of unethical acts that have attracted publicity over recent years, it would be very unfair to conclude that most businesses are involved in unethical activities. Nevertheless, revelations of unethical practice can be damaging to the entire business community. Dishonesty, bullying and underhand behaviour can undermine confidence in businesses generally, perhaps leading to the imposition of tighter regulatory burdens. Most businesses are aware of these risks and so try to demonstrate their commitment to high standards of behaviour.

   28   Accountants are likely to find themselves in the front line when ethical issues arise. In the examples of unethical behaviour mentioned above, accountants would probably have to be involved, either when the unethical act is committed or when it is being covered up. They are, therefore, vulnerable to pressure when unethical acts occur.

  Many businesses recognise this problem and produce a code of ethics for their senior financial officers to provide guidance and support when dealing with thorny issues. Real World 1.7 provides an example of one such code. 

   

 Real World 1.7

 The only way is ethics

 British-American Tobacco (BAT) plc has established Standards of Business Conduct (SoBC) that are applicable to all staff. In addition, however, there is a Code of Ethics designed specifically for senior financial officers and certain other senior officers of the business. This code states:  

       
	Each Senior Officer shall act with honesty and integrity in the performance of his or her duties and shall use reasonable efforts to comply with, and promote BAT’s compliance with, all applicable governmental laws, rules and regulations, the SoBC and this Code of Ethics.

	The Senior Officers will promote full, fair, accurate, timely and understandable disclosure in all reports and other documents that BAT files with, or furnishes or submits to, the US Securities and Exchange Commission, the UK Financial Conduct Authority, or any other regulatory agency.
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OEBPS/js/highlightjs-line-numbers.js
// jshint multistr:true

(function (w, d) {
    'use strict';

    var TABLE_NAME = 'hljs-ln',
        LINE_NAME = 'hljs-ln-line',
        CODE_BLOCK_NAME = 'hljs-ln-code',
        NUMBERS_BLOCK_NAME = 'hljs-ln-numbers',
        NUMBER_LINE_NAME = 'hljs-ln-n',
        DATA_ATTR_NAME = 'data-line-number',
        BREAK_LINE_REGEXP = /\r\n|\r|\n/g;

    if (w.hljs) {
        w.hljs.initLineNumbersOnLoad = initLineNumbersOnLoad;
        w.hljs.lineNumbersBlock = lineNumbersBlock;
        w.hljs.lineNumbersValue = lineNumbersValue;

        addStyles();
    } else {
        w.console.error('highlight.js not detected!');
    }

    function isHljsLnCodeDescendant(domElt) {
        var curElt = domElt;
        while (curElt) {
            if (curElt.className && curElt.className.indexOf('hljs-ln-code') !== -1) {
                return true;
            }
            curElt = curElt.parentNode;
        }
        return false;
    }

    function getHljsLnTable(hljsLnDomElt) {
        var curElt = hljsLnDomElt;
        while (curElt.nodeName !== 'TABLE') {
            curElt = curElt.parentNode;
        }
        return curElt;
    }

    // Function to workaround a copy issue with Microsoft Edge.
    // Due to hljs-ln wrapping the lines of code inside a <table> element,
    // itself wrapped inside a <pre> element, window.getSelection().toString()
    // does not contain any line breaks. So we need to get them back using the
    // rendered code in the DOM as reference.
    function edgeGetSelectedCodeLines(selection) {
        // current selected text without line breaks
        var selectionText = selection.toString();

        // get the <td> element wrapping the first line of selected code
        var tdAnchor = selection.anchorNode;
        while (tdAnchor.nodeName !== 'TD') {
            tdAnchor = tdAnchor.parentNode;
        }

        // get the <td> element wrapping the last line of selected code
        var tdFocus = selection.focusNode;
        while (tdFocus.nodeName !== 'TD') {
            tdFocus = tdFocus.parentNode;
        }

        // extract line numbers
        var firstLineNumber = parseInt(tdAnchor.dataset.lineNumber);
        var lastLineNumber = parseInt(tdFocus.dataset.lineNumber);

        // multi-lines copied case
        if (firstLineNumber != lastLineNumber) {

            var firstLineText = tdAnchor.textContent;
            var lastLineText = tdFocus.textContent;

            // if the selection was made backward, swap values
            if (firstLineNumber > lastLineNumber) {
                var tmp = firstLineNumber;
                firstLineNumber = lastLineNumber;
                lastLineNumber = tmp;
                tmp = firstLineText;
                firstLineText = lastLineText;
                lastLineText = tmp;
            }

            // discard not copied characters in first line
            while (selectionText.indexOf(firstLineText) !== 0) {
                firstLineText = firstLineText.slice(1);
            }

            // discard not copied characters in last line
            while (selectionText.lastIndexOf(lastLineText) === -1) {
                lastLineText = lastLineText.slice(0, -1);
            }

            // reconstruct and return the real copied text
            var selectedText = firstLineText;
            var hljsLnTable = getHljsLnTable(tdAnchor);
            for (var i = firstLineNumber + 1 ; i < lastLineNumber ; ++i) {
                var codeLineSel = format('.{0}[{1}="{2}"]', [CODE_BLOCK_NAME, DATA_ATTR_NAME, i]);
                var codeLineElt = hljsLnTable.querySelector(codeLineSel);
                selectedText += '\n' + codeLineElt.textContent;
            }
            selectedText += '\n' + lastLineText;
            return selectedText;
        // single copied line case
        } else {
            return selectionText;
        }
    }

    // ensure consistent code copy/paste behavior across all browsers
    // (see https://github.com/wcoder/highlightjs-line-numbers.js/issues/51)
    document.addEventListener('copy', function(e) {
        // get current selection
        var selection = window.getSelection();
        // override behavior when one wants to copy line of codes
        if (isHljsLnCodeDescendant(selection.anchorNode)) {
            var selectionText;
            // workaround an issue with Microsoft Edge as copied line breaks
            // are removed otherwise from the selection string
            if (window.navigator.userAgent.indexOf('Edge') !== -1) {
                selectionText = edgeGetSelectedCodeLines(selection);
            } else {
                // other browsers can directly use the selection string
                selectionText = selection.toString();
            }
            e.clipboardData.setData('text/plain', selectionText);
            e.preventDefault();
        }
    });

    function addStyles () {
        var css = d.createElement('style');
        css.type = 'text/css';
        css.innerHTML = format(
            '.{0}{border-collapse:collapse}' +
            '.{0} td{padding:0}' +
            '.{1}:before{content:attr({2})}',
        [
            TABLE_NAME,
            NUMBER_LINE_NAME,
            DATA_ATTR_NAME
        ]);
        d.getElementsByTagName('head')[0].appendChild(css);
    }

    function initLineNumbersOnLoad (options) {
        if (d.readyState === 'interactive' || d.readyState === 'complete') {
            documentReady(options);
        } else {
            w.addEventListener('DOMContentLoaded', function () {
                documentReady(options);
            });
        }
    }

    function documentReady (options) {
        try {
            var blocks = d.querySelectorAll('code.hljs,code.nohighlight');

            for (var i in blocks) {
                if (blocks.hasOwnProperty(i)) {
                    if (!isPluginDisabledForBlock(blocks[i])) {
                        lineNumbersBlock(blocks[i], options);
                    }
                }
            }
        } catch (e) {
            w.console.error('LineNumbers error: ', e);
        }
    }

    function isPluginDisabledForBlock(element) {
        return element.classList.contains('nohljsln');
    }

    function lineNumbersBlock (element, options) {
        if (typeof element !== 'object') return;

        async(function () {
            element.innerHTML = lineNumbersInternal(element, options);
        });
    }

    function lineNumbersValue (value, options) {
        if (typeof value !== 'string') return;

        var element = document.createElement('code')
        element.innerHTML = value

        return lineNumbersInternal(element, options);
    }

    function lineNumbersInternal (element, options) {

        var internalOptions = mapOptions(element, options);

        duplicateMultilineNodes(element);

        return addLineNumbersBlockFor(element.innerHTML, internalOptions);
    }

    function addLineNumbersBlockFor (inputHtml, options) {
        var lines = getLines(inputHtml);

        // if last line contains only carriage return remove it
        if (lines[lines.length-1].trim() === '') {
            lines.pop();
        }

        if (lines.length > 1 || options.singleLine) {
            var html = '';

            for (var i = 0, l = lines.length; i < l; i++) {
                html += format(
                    '<tr>' +
                        '<td class="{0} {1}" {3}="{5}">' +
                            '<div class="{2}" {3}="{5}"></div>' +
                        '</td>' +
                        '<td class="{0} {4}" {3}="{5}">' +
                            '{6}' +
                        '</td>' +
                    '</tr>',
                [
                    LINE_NAME,
                    NUMBERS_BLOCK_NAME,
                    NUMBER_LINE_NAME,
                    DATA_ATTR_NAME,
                    CODE_BLOCK_NAME,
                    i + options.startFrom,
                    lines[i].length > 0 ? lines[i] : ' '
                ]);
            }

            return format('<table class="{0}">{1}</table>', [ TABLE_NAME, html ]);
        }

        return inputHtml;
    }

    /**
     * @param {HTMLElement} element Code block.
     * @param {Object} options External API options.
     * @returns {Object} Internal API options.
     */
    function mapOptions (element, options) {
        options = options || {};
        return {
            singleLine: getSingleLineOption(options),
            startFrom: getStartFromOption(element, options)
        };
    }

    function getSingleLineOption (options) {
        var defaultValue = false;
        if (!!options.singleLine) {
            return options.singleLine;
        }
        return defaultValue;
    }

    function getStartFromOption (element, options) {
        var defaultValue = 1;
        var startFrom = defaultValue;

        if (isFinite(options.startFrom)) {
            startFrom = options.startFrom;
        }

        // can be overridden because local option is priority
        var value = getAttribute(element, 'data-ln-start-from');
        if (value !== null) {
            startFrom = toNumber(value, defaultValue);
        }

        return startFrom;
    }

    /**
     * Recursive method for fix multi-line elements implementation in highlight.js
     * Doing deep passage on child nodes.
     * @param {HTMLElement} element
     */
    function duplicateMultilineNodes (element) {
        var nodes = element.childNodes;
        for (var node in nodes) {
            if (nodes.hasOwnProperty(node)) {
                var child = nodes[node];
                if (getLinesCount(child.textContent) > 0) {
                    if (child.childNodes.length > 0) {
                        duplicateMultilineNodes(child);
                    } else {
                        duplicateMultilineNode(child.parentNode);
                    }
                }
            }
        }
    }

    /**
     * Method for fix multi-line elements implementation in highlight.js
     * @param {HTMLElement} element
     */
    function duplicateMultilineNode (element) {
        var className = element.className;

        if ( ! /hljs-/.test(className)) return;

        var lines = getLines(element.innerHTML);

        for (var i = 0, result = ''; i < lines.length; i++) {
            var lineText = lines[i].length > 0 ? lines[i] : ' ';
            result += format('<span class="{0}">{1}</span>\n', [ className,  lineText ]);
        }

        element.innerHTML = result.trim();
    }

    function getLines (text) {
        if (text.length === 0) return [];
        return text.split(BREAK_LINE_REGEXP);
    }

    function getLinesCount (text) {
        return (text.trim().match(BREAK_LINE_REGEXP) || []).length;
    }

    ///
    /// HELPERS
    ///

    function async (func) {
        w.setTimeout(func, 0);
    }

    /**
     * {@link https://wcoder.github.io/notes/string-format-for-string-formating-in-javascript}
     * @param {string} format
     * @param {array} args
     */
    function format (format, args) {
        return format.replace(/\{(\d+)\}/g, function(m, n){
            return args[n] !== undefined ? args[n] : m;
        });
    }

    /**
     * @param {HTMLElement} element Code block.
     * @param {String} attrName Attribute name.
     * @returns {String} Attribute value or empty.
     */
    function getAttribute (element, attrName) {
        return element.hasAttribute(attrName) ? element.getAttribute(attrName) : null;
    }

    /**
     * @param {String} str Source string.
     * @param {Number} fallback Fallback value.
     * @returns Parsed number or fallback value.
     */
    function toNumber (str, fallback) {
        if (!str) return fallback;
        var number = Number(str);
        return isFinite(number) ? number : fallback;
    }

}(window, document));
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OEBPS/js/script.js
let stylesheet_name = document.querySelector("link[rel='stylesheet']").getAttribute("href").replace("../css/", "")
let question_action_css = ["CANADA_Student-Theme.css", "CANADA_Teacher-Theme.css"]
let question_action = question_action_css.includes(stylesheet_name) ? true : false;
let ShowHideAction_Elements = document.querySelectorAll('.divWidgetShowHide')
let stackedItem_Elements = document.querySelectorAll('.stackitem')
ShowHideAction_Elements.forEach(element => {
    let hide_element = element.querySelector('.divWidgetShowHideAnswerText')
    if (question_action == true) {
        let action_button = element.querySelector('.divWidgetShowHideQuestionText')
        action_button.addEventListener("click", () => {
            hide_element.style.display = hide_element.style.display === 'block' ? 'none' : 'block';
            action_button.classList.toggle("active")    
        });
    }
    else {
        let hide_button_content = element.querySelector('.divWidgetHideActionText')
        let show_button_content = element.querySelector('.divWidgetShowActionText')
        let old_show_button_content = element.querySelector('.divWidgetShowHideActionText')
        let action_button = Object.assign(document.createElement('div'), {className: 'showButton' });
        element.appendChild(action_button)
        action_button.innerHTML = old_show_button_content ? old_show_button_content.innerHTML : action_button.innerHTML = show_button_content.innerHTML
        action_button.addEventListener("click", () => {
            hide_element.style.display = hide_element.style.display === 'block' ? 'none' : 'block';
            hide_element.classList.toggle('active')
            action_button.classList.toggle('active')
            if (old_show_button_content) {
                action_button.innerHTML = hide_element.classList.contains('active') ? "Hide" : old_show_button_content.innerHTML
            }
            else {
                action_button.innerHTML = hide_element.classList.contains('active') ? hide_button_content.innerHTML : show_button_content.innerHTML
            }
        });
    }
});

stackedItem_Elements.forEach(element => {
    let stack_title = element.querySelector(".stackTitle")
    let stack_container = element.querySelector(".stackContainer")
    stack_title.addEventListener("click", () => {
        stack_container.style.height = stack_container.style.height === 'auto' ? '0' : 'auto';
        element.classList.toggle("open")
        });
});
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