
[image: Cover Image]



 


 


Stephen Bloomfield was a university lecturer for twelve years, teaching masters’ level courses in interpretation of accounts and corporate governance. During that time he was a visiting fellow at two UK universities, and tutored at universities in Russia and Germany. His previous career included being – among other things – a ‘company doctor’; a director of a major pension fund; an industrial economist and a financial journalist.


He has written four books: on company rescues; interpreting accounts; raising venture capital – regarded by the Institute of Directors as ‘the most authoritative available’ at the time of publication; and corporate governance, described by one reviewer as ‘required reading for every board director, regulator, MBA student, as well as professionals’.




Also by Stephen Bloomfield


The Small Company Pilot – A Company Survival Guide


Reading Between the Lines of Company Accounts


Venture Capital Funding


Theory and Practice of Corporate Governance





UNDERSTANDING AND INTERPRETING COMPANY ACCOUNTS


Stephen Bloomfield


A How To Book


[image: illustration]




 


 


 


ROBINSON


First published in Great Britain in 2016 by Robinson


Copyright © Stephen Bloomfield, 2016


The moral right of the author has been asserted.


All rights reserved.


No part of this publication may be reproduced, stored in a retrieval system, or transmitted, in any form, or by any means, without the prior permission in writing of the publisher, nor be otherwise circulated in any form of binding or cover other than that in which it is published and without a similar condition including this condition being imposed on the subsequent purchaser.


NOTE: The material contained is for general guidance and does not deal with particular circumstances. Laws and regulations are complex and liable to change, and readers should check the current position with relevant authorities or consult appropriate financial advisers before making personal arrangements.


A CIP catalogue record for this book
is available from the British Library.


ISBN 978-1-47213-628-2


Robinson
is an imprint of
Little, Brown Book Group
Carmelite House
50 Victoria Embankment
London EC4Y 0DZ


An Hachette UK Company
www.hachette.co.uk


www.littlebrown.co.uk




How To Books are published by Robinson, an imprint of Little, Brown Book Group.
We welcome proposals from authors who have first-hand experience of their subjects.
Please set out the aims of your book, its target market and its suggested contents in an email to Nikki.Read@howtobooks.co.uk








Preface and Acknowledgements



This book draws on, develops and extends the content of a previous book – and, I hope, makes some of the techniques of analysis and forecasting clearer. It also draws heavily on the content and techniques from an accounts module I ran, as part of a university MBA course, to help nonspecialists understand what accounts show – and what they cannot show.


During my professional career, I had occasion to use accounts on a regular basis. Although trained as an economist, I had little initial familiarity with published accounts and I was thrown in ‘at the deep end’ when I became a financial journalist and had to make sure I understood what I was writing about.


Later, as a stock-broking analyst and then an investment fund manager (but admittedly with a company secretary’s qualification boosting my technical understanding), I found that even what appeared to be quite complicated accounts could reveal large amounts of information to a non-specialist who was prepared to exercise some diligence in breaking the information down and some intelligence in connecting disparate pieces of information together – perhaps derived from other, complementary sources.


When I spent ten years as a ‘company doctor’ called in to help companies that were experiencing some form of financial or organisational difficulty, I became particularly aware of the nuancing techniques that a skilfully prepared set of accounts could be subjected to. During this time, I encountered many instances of the decline of professional standards among some accounting firms – which often adversely affected the companies to which they were auditors and advisers.


Not being an accountant myself (although I had a professional qualification which at one time allowed the formal audit of company accounts), I was often subjected to an initially condescending attitude from some of the firms whose work I sometimes questioned. Some readers may consequently attribute what they may interpret as critical remarks about accounting concepts – or even accountants – they may find in the text, to a legacy of my interactions with the profession. I had better set the record straight here and state that I really do not hold all the accounting profession in contempt!


I am particularly grateful to Mr Stephen R Jones, company secretary of Rotork plc; Mr Graham Martin, executive director of Tullow Oil plc; Mr Paul Lister, company secretary of Associated British Foods plc; Mr Keith Ruddock, company secretary of Weir Group plc and Mr Philip Hudson Group Company secretary of Drax plc, for granting permission to use information from their published company accounts (not all of which are used or referred to, however). Because of their simplicity and clarity, I have drawn examples mostly from Rotork’s 2013 accounts – which is not to say that others are not clear or suitable! I would strongly suggest readers study the equivalent tables in the accounts of other companies as a means of expanding their comprehension and familiarity with published accounts. All those I have listed would be suitable for this.


I am also grateful to the many students from non-technical backgrounds, to whom I lectured over a period of ten years or so on MBA courses – many of whom initially thought numbers were ‘hard’ and analysing accounts was a task too far – in helping me to develop techniques to try to convince them otherwise. I hope that these techniques will prove to be of use to readers of this book.


Stephen Bloomfield





Introduction



What the book is about


The distinction between understanding and interpreting


Looking at financial information – the one simple idea


Using contextual information


Structure of the book


Most people could probably quite happily live their lives without needing to know very much about company accounts. But sometimes a basic familiarity with what accounts can reveal about a company can be very important.


Take two examples. For the first, suppose you have a modest nest egg – maybe a few thousand pounds – for emergency use in a ‘rainy day’; or possibly, nowadays, a lump sum after losing your job. What are you to do to protect – and possibly enhance – your capital? The current levels of interest offered on the high street are unattractive; for some years Individual Savings Accounts (ISAs) have offered only derisory rates of interest – probably because of the tax-free conditions attached.


As an alternative investment, you might decide to buy little ingots of gold or possibly postage stamps – but neither are very easy to get rid of when you need cash quickly. You could keep your money under the mattress – but that offers no prospect of growth, no interest whatsoever and the possibility of value being eroded by inflation. You could decide to spend your money on consumer goods – but that defeats the purpose of having a nest egg. Or perhaps you might decide to invest it in the stock market.


If you do this you can go to a financial adviser and pay fees for advice (which may or may not be good) and probably buy some form of interest in a ‘managed fund’, which may or may not meet your expectations depending on how good the advice you were given is and how the economy performs.


As another route to protecting and enhancing your capital, perhaps you decide to invest in shares directly, through the ever-growing number of share-buying ‘platforms’ offered by banks and brokers.


You can then either pick the companies you want to invest in with a pin from the long lists of companies and funds in the financial pages and take your chances. Or you could do some modest research and probably give yourself a better chance of keeping your capital and even adding to it.


As a second example, suppose you are approaching retirement and may be contemplating how to use your lump sum. From April 2015, which saw the loosening of the regulations for personal pension funds, those who were approaching retirement could choose to withdraw their money (subject to marginal-rate tax charges) and spend it or invest it further as they liked, rather than having to buy an annuity (which had previously been all that was allowed).


For some time prior to the new rules coming into force, newspapers and radio and TV programmes carried (only slightly) tongue-in-cheek stories about the generation of Zimmer-frame wielding Lamborghini owners that would result from the regulation change. Condescending pundits suggested that some eligible savers might be tempted to blow their retirement savings on one big, flashy purchase. In the event, Lamborghini sales did not see a ‘silver surge’. Most people are too careful and sensible to splurge nest eggs.


But the basis for the press stories about pensions and the problem with investing nest eggs was the presumption that many financial decisions, taken by people who are not familiar with finance, are poorly justified.


They really are often based only on intuition (which may be misleading); or rumour (which may be mistaken); or simply the advice of others (who may have been lucky once or twice). They can even be based on the shiny, glittery attractions offered by ‘opportunities’ carefully constructed by people whose principal occupation is cheating others out of their money.


Most people, if they have ever looked at accounts will have balked at both the volume and the apparent impenetrability of the information facing them. They will simply not have known where to make a start, so they don’t bother and back a hunch, a poor tip, or a rumour instead. Or they fall for a well-told fairy-tale from a trickster that promises to provide a maximum return for little or no risk.


Hunches, rumour and poor tips are no basis on which to make business or investment decisions.


The prejudice that most people have against the exercise involved in interpreting information shown as numbers is reinforced by the volume of information – both written and numerical – in a set of accounts.


‘Numbers’ – basic maths, moderate arithmetic, even simple sums – are often thought to be ‘hard’. So people shy away from trying to understand the information that accounts represent, thinking that they will be hard too, because they are apparently mostly made up of ‘numbers’. Despite their innate caution – the sort of caution which makes them shy away from profligate expenditure like ‘investing’ in Lamborghinis – they would still rather rely on unscientific and unsuitable investment techniques: their own or friends’ hunches or something they might have read in a newspaper written by a journalist who probably really understood only a little more than they do.


The purpose of this book is to demonstrate that accounts are not difficult to understand; that basic financial analysis is within the grasp of anyone who can understand what simple ratios represent and can perform arithmetic operations that would not tax the computational ability of an averagely able eleven-year-old. And with a bit of perseverance and imagination, most people can make a fair stab at interpreting accounts, too.


No formal training in book-keeping is required to analyse a set of company accounts, since there are no technical issues involved. Most adults are already aware of the fundamentals behind profit and loss from their own lives; are well-acquainted with the concept of cash flow and understand the distinction between debt and credit. If you have a nodding acquaintance with these concepts, you are equipped with the basic tools to begin to analyse a set of company accounts.


Interpreting accounts – making sense of the data by applying it to give further information – is the stage beyond simple comprehension of what the figures mean. (And for those who may be puzzled by the distinction between the terms, information is what data wants to be when it grows up!)


Simply understanding the arithmetic of the accounts and a mechanical application of the analytical techniques described in this book won’t be sufficient by themselves to enable interpretation of the facts and figures in the accounts, transforming data into something more useful. This requires a bit more imagination than simple analysis – but, again, is well within the capacity of people who are comfortable with understanding the plot of a novel or keeping track of the clues sown in a TV detective series.


Sets of accounts tell a story (or will do if you let them) and it is this story that the process of interpreting accounts reveals.


A story usually has to have some context to make it readily comprehensible, so analysing company accounts has to be done in a context – usually against the background of an industry or a particular set of economic conditions. Set against a context it becomes easier to understand what factors affected a company’s Profit and Loss account or its cash flow in the period being reviewed, or even to predict the likely effect of conditions it might face in the future.


Extending the story-telling analogy, novels and films have plots and characters – and so do sets of accounts. The companies are the characters and the plot is revealed by the balance sheet and the Income Statement and Sources and Uses of funds – the context of the company’s operations clothes the bare bones of these to make narrative sense.


The end of the narrative of one set of accounts is a bit like one episode in a TV series or a chapter ending in a book. It leads on to what happens next – which is what the analyst is probably really interested in. Using the analytical tools described in this book gives the investigator (since the analyst is like an investigator trying to piece incomplete information together from a variety of sources) the chance to extend the narrative to give some indications of what might happen next.


So, in order to fully understand (that is analyse and interpret) a company’s narrative, three things are necessary:


1.  First, the analyst/investigator has to have an idea of the particular features of an industry that distinguish it from others – these might be things like seasonal demand for products – such as sales of Christmas cards, or dependence on some other economic factor. Sales of kitchen furniture are related to both the level of interest rates and to the numbers of new houses built, for instance. Finding this information is usually not difficult – keeping generally abreast of events, reading commentary on the sector or even the company’s own explanations about trading should give an insight into economic conditions.


2.  Second, a good run of back data in the form of a series of sets of accounts – three years is usually enough – is needed to provide some comparative information. This is a bit like supporting evidence, in an investigative sense. It provides benchmarks for the behaviour of the company in different conditions.


3.  Third, the analyst needs to be able to see the relationships between pieces of information: an idea that an increase in sales might affect a company’s need for cash – to fund increased raw materials purchases and more debtors – for instance. This ability to identify consequences comes with practice.


All of this can be distilled into a simple idea:




The key to understanding accounts is to see the numbers not as a slab of data but as an organisation of information that represents a strip of time.





This book is divided into three major parts (three is a magic number in accounts as will be seen at many points in the text) with a tale setting out how accounts can be abused. The three major parts are:


•   The first part – Familiarising – deals with content of a typical set of accounts from a plc and the fundamental concepts that need to be understood in order to appreciate what accounts are telling


•   The second section – Analysing – deals with the techniques of analysing the three major components of a set of accounts – the Balance Sheet (now sometimes called the Statement of Assets and Liabilities); the Income Statement (which is the current name for the Profit and Loss account); and the Sources and Uses of Funds (which is a bit like cash flow).


•   The third section – Applying – deals with using the information considered in the first two sections in an applied way. Of necessity it requires that some of the tricks that can be used by the unscrupulous to mislead, conceal or distort accounting information are also explained and these are covered in the final section of the book.


TRUE AND FAIR


If you were able to delve beneath the surface of a set of accounts to check every individual ledger, you might find there are quite a large number of innocent mistakes (that probably just happen to cancel each other out) in some of the information that represents the millions of individual transactions that occur in a large company’s year.


You might also find that the information used to construct the final numbers is often not fully complete; or that some statements need to be corrected in the light of subsequent information. It also sometimes happens that when a company reports on income and expenses that amount to multi-millions of pounds, an error of a few hundreds of pounds creeps into the final calculations because of mis-keyed numbers or other human error. None of these things is sinister or renders the accounts inaccurate overall – they are sufficiently minor to be considered ‘not material’ to the outcome for the year as a whole. In other words, in the scale of things they are not going to make much difference to the results seen as a whole.


The final accounts presented for public consumption (either through a stock exchange in the case of a company whose shares can be freely bought and sold; or through the UK registry, Companies House, for private companies) will have been audited according to internationally accepted standards and will carry a statement that the auditors regard them as endorsing the directors’ view of them being a ‘true and fair’ representation of the company’s financial situation.


The wording explaining what this means will now stretch over several paragraphs and is usually couched in the negative. In other words, it will principally suggest that the auditors have not found anything that they need to report to the shareholders on, from a long list of things that they might have reported on.


However, even the most finicky finance director would have to agree that this form of words (designed mostly to protect the auditors from actions from the shareholders over mistakes that they might have made rather than to illuminate the shareholders’ understanding) is a blanket term and does not mean that they are completely without fault or error in the individual details.


What it does mean is that the information can be relied upon to show a fair picture of the company’s situation for the day on which the accounts were prepared and signed off. And, of course, the day after the accounts were prepared that picture will have altered – since it refers only to the period between the dates specified in the accounts.


EXAMPLES IN THE TEXT


In the first two sections of this book, information taken from the published accounts of UK companies is used to illustrate specific points about the analysis of accounts. These companies, with shares quoted on the London Stock Exchange, are required to produce voluminous sets of highly regulated, scrupulously compiled accounts for the benefit of shareholders and potential shareholders.


Most of the specific examples in this book are taken, with permission, from the accounts of Rotork plc for the financial year 2013. Rotork’s accounts are a very good example of the high quality of accounts by UK companies listed on the London Stock Exchange and are admirably suited to instructional purposes because of their clarity and lack of ambiguity.


Occasionally though and, more significantly, accounts are sometimes deliberately constructed to mislead or to conceal the truth – as numerous news-making events over the past two decades or so involving banks, retailers, oil companies and timber companies, have shown.


In this book, specific examples of misleading, distorting and concealing information are mostly taken from the details of operations of a Chinese timber company called Sino-Forest. This company used to be quoted on the Toronto Stock Exchange (where, surprisingly, the state of supervision of companies’ behaviour has often left something to be desired). It had an apparently stellar record of profitability but in reality it produced misleading information for nearly twenty years (from 1995 to 2012), which investors allege deliberately concealed its proper financial condition and allowed a few unscrupulous and crooked individuals to make a great deal of money at the expense of less-than-alert sponsoring organisations (while employing some dupes in between to help it do so).


Unfortunately, as the world seems to have become more obsessed with accumulating monetary wealth over the last thirty years or so, the number of dupes seems to have increased and the number of individuals keen to earn their living through duping has also risen. The professional barriers that should have stood up against infractions of honesty and probity seem in many cases to have warped under pressure. In many cases, accountants have been leading the herd in trampling down these barriers – often abandoning professional standards to assist the capacity of their employers to wring the last penny out of employees, customers and organisations, supposedly in the pursuit of economic efficiency and the advancement of ‘shareholder interests’.





PART ONE



FAMILIARISING





CHAPTER 1



The Basics: the three main tables and the shape of the accounts


Introduction to the balance sheet – what it is and does


Ratio analysis


Internal analysis


External analysis


Introduction to the Income Statement – what it is and does


Introduction to the Sources and Uses of Funds Statement – what it is and does


Other less valuable components


The crucial importance of the notes


THE BALANCE SHEET – OR THE CONSOLIDATED STATEMENT OF THE FINANCIAL POSITION


The balance sheet is the primary document in a set of accounts. Every company has a balance sheet – even though it may never have traded – since it shows the value of the business to the shareholders, at the date it was prepared. This means that a company has a balance sheet as soon as it is created. Since every company has a balance sheet from day one of its existence, the balance sheet ‘anchors’ the rest of the information that collectively forms the accounts.


The balance sheet is now often more formally called the Consolidated Statement of the Financial Position – a catchy little title that makes six words do less adequately what two words used to do!


Whatever its name (and balance sheet will be used for brevity and simplicity), it is a summary document. It shows the effect on the company’s value of the trading undertaken from the very beginning of one year to the end of that same year, by showing the opening and closing book positions for a variety of category of assets and liabilities. Accounts are traditionally ‘made up’ (made up in the sense of ‘compiled’ – not ‘fabricated’!) for a twelve-month period. The year does not have to be a calendar year and can have a different start date from 1st January. Very occasionally it may be more or less than a strict twelve months, if there are good commercial and legal reasons for doing so. (Where the period in question is longer than twelve months – or shorter – all the components of the accounts have to be made up to the same date).


The balance sheet also shows the net position of all the pluses and minuses of cash and stocks that was necessary to give the company the resources to trade. This is also shown for one year and is shown sometimes (obligatorily for ‘listed ‘companies; but not necessarily required for private ones) in a table over a period of years, if there is a run of information available.


This means that, over a period of time, the balance sheet accumulates the value of the profits that are retained by the company, adding to them year by year to show a cumulative total. The balance sheet effectively distils and displays information from both the Income Statement (profit or loss) and the cumulative effect of the Sources and Uses of funds, which are the additions or reductions in resources employed by the company. (All these terms and what they mean will be more fully dealt with later).


These attributes mean that with only a modest amount of simple analysis, it allows a perceptive shareholder to make quite sophisticated assessments about the state of current trading, when compared with previous periods.


The balance sheet’s real value is often overlooked by the inexperienced, since the attention of shareholders is usually focussed on how much profit a company made in a given trading period – which is shown in the Income Statement (Profit and Loss account). In the short term this often determines the share price of a listed company.


But it would not be unfair to say that the real determinant of long-term value for a company, in the eyes of the market-place, is the strength of its balance sheet. This is because the balance sheet represents the worth of the company or collection of companies that form a group (as will be explained shortly). If the shareholders decided for some reason that they wanted to end the company and break it up, they would all be entitled to a proportionate share in the value of the company, shown by the balance sheet, that their holding of the entire issued shares represented, after the company had settled its debts.
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