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Understanding and Interpreting Accounts


In A Week


Roger Mason




Roger Mason is a Chartered Certified Accountant with many years’ practical experience as a Finance Director at a number of global companies. He now lectures on financial and business topics. In addition, he has edited a financial publication and written many books.




Introduction


There has never been a time when managers, and indeed people in general, were more exposed to a multitude of financial statements than they are today. To take just one example, millions of people are investors, perhaps indirectly, and are sent accounts and financial information relating to the companies in which they invest. Even non-financial managers are often involved in budgeting and regular financial reporting. They are expected to understand the accounts put in front of them and to contribute to the analysis and interpretation of the figures.


It is important that managers understand the principles of analysing and interpreting accounts. They will then be able to deal with such questions as:


•  Is our customer in trouble? Are we going to be paid?


•  Profits are down – why exactly?


•  Just what is gearing? And does it matter?


This book is written for managers wishing to answer these questions. By setting aside a little time each day for a week, you will greatly increase your understanding of accounts and how to interpret them.


This book has been written with reference to the law of the United Kingdom, and with reference to UK accounting standards and international accounting standards. Laws vary from country to country. Most but not all of the world uses international accounting standards. This book should be useful to all readers, but these differences should be kept in mind.


It will be a great help if you get hold of a set of accounts and examine them as explained in this book. It is likely to be more meaningful if the accounts are for a company that you know well, such as your employer. It is not difficult to obtain accounts and on Monday it is explained how this can be done.


The book contains 70 end-of-chapter questions, each with four possible answers. The correct answers are given at the end of the book. I do hope that you attempt them. If you get 60 correct, that is a good score – anything higher is exceptional.


I have enjoyed writing this book and I hope that you enjoy reading it, or at the very least find it useful. My best wishes for your future success.


Roger Mason
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During the rest of the week we will be examining in detail various aspects of accounts. We will see how everything fits together and hopefully understand the bigger picture. We will aim to know what everything means and how to interpret the information. It is quite a challenge and we will get the best results if we approach it in the right way. Furthermore, we need to know about the many problems and traps that await us. So we will spend today preparing for what lies ahead. Our time will not be wasted.


The various aspects that we examine comprise:


The approaches most likely to get the best results


•  Look for trends


•  Look for reasons


•  Be open-minded


•  Make comparisons


•  Do not neglect the notes and the accounting policies


•  Sometimes be suspicious


Traps to avoid


•  Applying percentages to small base figures


•  Failure to take account of a change in accounting policy


•  Not always comparing like with like


•  Forgetting that some things can only be known by insiders


•  Not taking account of different lengths in the trading period


•  Forgetting the effects of inflation


•  Not taking account of seasonal factors


•  Being misled by averages


•  Not realizing that the figures have been manipulated


•  Failure to take full account of the notes and other information





The approaches most likely to get the best results
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The right attitudes are some of those most likely to be displayed by a successful businessman or businesswoman, or indeed by persons successful in many other fields. You are advised to prepare yourself and give the job the necessary time and resources. You should be knowledgeable and cool, calm and collected. It is necessary to be determined and sometimes to be sceptical. At times you must be relentless. The following techniques and attitudes may be particularly helpful.


Look for trends


It is often very useful to examine trends because they may be much more revealing than a single figure or comparison. If you only have one year’s accounts or accounts for some other single period, this will not be possible. However, at least for an established business, you will often have the figures for several periods. In the UK, companies are required to publish the figures for the previous period alongside the figures for the current period, so you will always have at least two figures or ratios to compare. The published accounts of UK listed companies are required to give key data over the previous five years.


A deteriorating payment performance, for example, often indicates liquidity problems, although it can also mean that selfish managers are hoarding cash at the expense of suppliers. If a company has gone from paying in 30 days to paying in 90 days, it may be more worrying than if it has consistently taken 90 days to pay.


Look for reasons


There may be special reasons that should be taken into account when the significance of a ratio is assessed. For example, very high expenditure on advertising right at the end of the financial period may reduce profits for the period, but hold out the promise of higher sales and profits in the next period. Of course, the extra sales and profits might not actually happen. Lord Leverhulme, the founder of Unilever, famously remarked that he knew that half of his company’s massive expenditure on advertising was wasted, but he did not know which half.


Be open-minded


You will often approach the task of interpreting accounts with some preconceived ideas about what you will find and what your conclusions will be. This is inevitable and often your preconceived ideas will be correct, but you should never close your mind to the possibility that you will be wrong. Always look at the evidence and make up your mind accordingly.


Make comparisons


A close examination of a set of accounts will give you much information and it might tell you what you want to know. For example, you may be particularly interested in the ratio between net profit and turnover, which is one of the easier calculations to make. If this really is all that you want you can stop at this point, but it will very probably be revealing to compare the ratio that you have obtained with such things as:


•  Last year’s results


•  The budget


•  The industry or sector average


•  The accounts of a competitor


An apparently successful result might not look so good if it lags behind the competition, the budget and last year’s figures. The opposite of course also applies.


Do not neglect the notes and the accounting policies


The figures in the financial statements are the starting point, but only the starting point. A full understanding requires a close study of the notes and the accounting policies. This really does matter.


You may be familiar with the saying ‘The large print giveth and the small print taketh away’. Professional analysts always spend time studying the notes to published accounts and the accounting policies. You should do the same and you should pay particular attention to any change in accounting policies. Laws and accounting standards govern certain information that must be disclosed in the notes to published accounts of companies and also in the directors’ report.


Sometimes be suspicious


Most (but not all) directors, accountants and business people are reasonably honest, which is just as well, and most of them try to present a good set of accounts that comply with the law, accounting standards and the underlying facts. Furthermore, the tax authorities and in some cases auditors are on hand to fortify their resolve. Many people are of the view that standards are higher in the UK than in many other countries. Nevertheless, a few are dishonest and some others try to show a particular result, so long as a case can be made within the rules for doing so. Still more make honest mistakes.
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You can usually trust the integrity of those presenting the accounts, but not always. Perhaps the best approach is that of an old-fashioned bank manager, a species sadly now not often encountered. Ask searching questions of the figures and perhaps of the people who produced them. Do not be easily fooled. If something seems not to be right, perhaps it is not right, even if you are not an expert. Do not give up, and get to the bottom of whatever it is that concerns you.


Traps to avoid


Even experienced financial analysts can make mistakes and fall into one of the many traps that may be encountered, and it is more likely that someone not financially sophisticated will do so. To be forewarned is to be forearmed. The following are some of the more common mistakes.


Applying percentages to small base figures


David Lloyd George, a former British Prime Minister, once asked a civil servant to produce some statistics. The civil servant replied ‘Certainly – what would you like me to prove?’. Statistics and ratios can be misleading, especially when small base figures are used. This is best illustrated with an example.
















	 

	
Turnover

£



	
Profit Before Tax

£








	Company A

	 

	 






	Year 1

	1,000,000

	      100






	Year 2

	1,000,000

	      200






	Company B

	 

	 






	Year 1

	1,000,000

	100,000






	Year 2

	1,000,000

	101,000







Hasn’t Company A done well? It has doubled its profit. Poor old Company B, on the other hand, has only managed a miserable 1 per cent increase, but of course this is a ludicrous conclusion to draw. On an identical turnover, Company B has increased its profit by £1,000, whereas Company A has only done so by £100. What is more, Company A is still virtually breaking even, but Company B is making a healthy profit.


Failure to take account of a change in accounting policy


A change in accounting policy may affect the figures and ratios, without there being any change in the underlying reality. The result will be the same in the long run but, as the great economist John Maynard Keynes once said ‘In the long run we are all dead’. You will most likely be looking at the figures in the short run, probably a period of a year.


Examples include changes in depreciation policy and changes in the way that stock is valued. The profit is the same in the long term, but the declared profit will be different in the year that the change is made. Fortunately, notes to the published accounts of companies must disclose significant changes in accounting policies and spell out the consequences.


Consider a company that two years ago purchased a piece of machinery for £500,000 and in the first year depreciated it by 25 per cent. In the second year the company changed its policy and depreciated it by 20 per cent. Clearly, the declared net profit before tax will be £25,000 higher than if the change had not been made.


Not always comparing like with like


The recent accounts of a major listed company disclose the following:














	Sales for year (in £ million)

	9,934.3






	Trade receivables (in £ million)

	   114.6







You can easily work out that customers take an average of 4.2 days to pay for their purchases. The calculation is:
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You may think that this is stunningly good, and that the company must employ the world’s best credit controllers. This may or may not be true, but it should not be deduced from these figures. The reason for this is that the company is in the retail sector and the great majority of its sales are made for cash. Trade receivables should really be compared with just the part of sales that are made on credit.


Now consider a hypothetical widget manufacturer whose accounts disclose the following:














	Sales for the year

	£900,000






	Trade debtors at the balance sheet date

	£100,000







This appears to show that customers take an average of 40.6 days to pay. The calculation is:
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This too is probably wrong because sales will almost certainly exclude VAT, and trade debtors will probably include it. If trade debtors all include 20 per cent VAT, the correct calculation is:
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83,333 is 100,000 with the 20 per cent VAT removed.


Forgetting that some things can only be known by insiders


Published financial statements reveal a great deal, but there are some details that can really only be known by those with inside information. Consider two companies that manufacture and sell screws:
















	 

	Company A

	Company B






	Sales

	£3,900,000

	£3,700,000






	Cost of sales

	£2,184,000

	£2,146,000






	Gross margin

	44%

	42%







Company A appears to be slightly more efficient, but the figures could be affected by the different accounting treatment of certain factory costs, such as power and property costs. Company A might treat these costs as general overheads, whereas Company B might allocate them to production costs. Overall net profit for the whole company would of course be unaffected.


If you are an insider yourself, you may have all the information that you need, or at least be in a position to get it. If, on the other hand, you are not able to do this, a touch of caution should not come amiss. The problem is much smaller than in the past because accounting standards and more prescriptive laws have reduced the uncertainty, but there are still some things that only an insider can know.


Not taking account of different lengths in the trading period


Consider the following:
















	

	
10 months to  31 October


	14 months to 31st December in the following year






	Sales in period

	£6,000,000

	£8,400,000






	Net profit before tax

	   £720,000

	£1,008,000







Although the second period seems better, if you allow for the different lengths, the results are identical, with the profit percentage being 12 per cent in each case.


This is so conspicuous that you would have to be asleep on the job to miss the significance of the different lengths in the trading period, but the difference might not be so obvious. Most companies prepare annual accounts for an exact calendar year of 52 weeks and 1 day (52 weeks and 2 days in a leap year) but a few make it exactly 52 weeks with an occasional 53-week year to come back into line. This is disclosed, but it does make a difference and its significance can easily be missed. The following are the turnover figures for a very well-known company for three successive years.














	 

	£m






	Year 1 (52 weeks)

	9,062.1






	Year 2 (53 weeks)

	9,536.6






	Year 3 (52 weeks)

	9,740.3







Turnover increased by 5.23 per cent in year 2, but a 53-week year is 1.92 per cent longer than a 52-week year, so more than a third of the increase was down to it being a longer year. It works the other way in year 3. Turnover is up by 2.13 per cent, but if we add the effect of the shorter year it is just over 4 per cent.


Forgetting the effects of inflation


It is sometimes said that carbon monoxide is the silent killer, which is why I have a carbon monoxide alarm in my house. In the same way, inflation is the silent destroyer of value. There have only been two years since 1945 when there has been nil inflation in Britain. Sometimes it is high, as when it peaked at 27.9 per cent in the 1970s, and in many years it is relatively low, but it is almost always there.


The significance of inflation should not be overlooked especially when comparing figures from different periods. The effects are cumulative and it does many things. These include devaluing savings and favouring borrowing. This is because repayments are made in less valuable money. It is a main reason why the baby boomer generation did so well by borrowing to buy property that increased in value in most years.


For a minor example of the effects of inflation you might like to look back to the previous section of this chapter. You will see that the adjusted increase in turnover between years 2 and 3 was just over 4 per cent. The figures are real and inflation was around 4 per cent at that time. After allowing for inflation there was really no increase at all.


Not taking account of seasonal factors


This is a common mistake. Consider Mr Khan who starts selling ice cream from a van on 1st October. Information from his first two six-monthly profit statements is shown below.
















	 

	6 months to 31st March

	6 months to 30th September






	Sales in period

	£12,400

	£37,200






	Net profit before tax

	£4,216

	£12,276






	Profit as a percentage of sales

	34%

	33%
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