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Preface

This text provides a comprehensive introduction to financial accounting, management 
accounting and core elements of financial management. It is aimed both at students 
who are not majoring in accounting or finance and those who are. Those studying 
introductory-level accounting and/or financial management as part of their course in 
business, economics, hospitality management, tourism, engineering or some other area 
should find that the book provides complete coverage of the material at the level 
required. Students, who are majoring in either accounting or finance, should find the 
book useful as an introduction to the main principles, which can serve as a foundation 
for further study. The text does not focus on technical issues, but rather examines basic 
principles and underlying concepts. The primary concern throughout is the ways in 
which financial statements and information can be used to improve the quality of the 
decisions made by those who use them. To reinforce this practical emphasis, throughout 
the text, there are numerous illustrative extracts with commentary from real life includ-
ing company reports, survey data and other sources.

The text is written in an ‘open-learning’ style. This means that there are numerous 
integrated activities, worked examples and questions through all of the chapters to help 
you to understand the subject fully. You are encouraged to interact with the material and 
to check your progress continually. Irrespective of whether you are using the book 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 readers will not have studied accounting or finance before, 
and we have therefore tried to write in a concise and accessible style, minimising the use 
of technical jargon. We have also tried to introduce topics gradually, explaining every-
thing as we go. Where technical terminology is unavoidable we try to provide clear 
explanations. In addition, you will find all of the key terms highlighted in the text. These 
are then listed at the end of each chapter with a page reference. They are also listed alpha-
betically, with a concise definition, in the glossary given in Appendix B towards the end 
of the book. This should provide a convenient point of reference from which to revise.

A further 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 con-
sidered to enable easy navigation and digestion of material. The layout features a large 
page format, an open design, and clear signposting of the various features and assess-
ment material.

In this eighth edition, we have taken the opportunity to make improvements sug-
gested by students and lecturers who used the previous edition. We have expanded the 
discussion on the need for managers to have some understanding of accounting and 
introduced a section on ethics in accounting (Chapter 1). The topic of risk has now been 
introduced much earlier in the book (Chapter  8) and has been linked more clearly to 
management decision making. In addition, the material in Chapters 12 and 13 has been 
reordered to make their development more logical. We have updated and expanded the 
number of examples from real life and have continued to reflect the latest international 
rules relating to the main financial statements. To aid understanding, we have also 
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increased the number of student progress questions (Activities) and explanatory 
diagrams.

More detail about the nature and use of these features is given in the ‘How to use this 
book’ section below.

We hope that you will find the book readable and helpful.
Eddie McLaney

Peter Atrill
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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 pre-
sented. 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, either 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 com-
pared with the one given.

Towards the middle/end of each chapter there is a Self-assessment question. This is 
more comprehensive and demanding than any 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 C at the end of 
the book. As with the Activities, it is important that you attempt each question thor-
oughly before referring to the solution. If you have difficulty with a self-assessment ques-
tion, you should go over the relevant chapter again.

End-of-chapter assessment material

At the end of each chapter there are four 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 the 
Appendix D at the end of the book. At the end of each chapter, except for Chapter 1, 
there are seven Exercises. These are mostly computational and are designed to re-
inforce your knowledge and understanding. Exercises are graded as ‘basic’, ‘intermediate’ 
and ‘advanced’ according to their level of difficulty. The basic and intermediate level 
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exercises are fairly straightforward: the advanced level ones can be quite demanding 
but are capable of being successfully completed if you have worked conscientiously 
through the chapter and have attempted the basic exercises. Solutions to four of the 
exercises in each chapter are provided in Appendix D at the end of the book. A coloured 
exercise number identifies these five questions. Here, too, a thorough attempt should be 
made to answer each exercise before referring to the solution. Solutions to the other 
three exercises and to the review questions in each chapter are provided in a separate 
Instructors’ Manual.

Content and structure

The text comprises 16 chapters organised into three core parts: financial accounting, 
management accounting and financial management. A brief introductory outline of the 
coverage of each part and its component chapters is given in the opening pages of each 
part.

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 financial accounting chapters, 
Appendix A on recording financial transactions (including Activities and three Exercise 
questions) has been placed in Part 4.
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In this opening chapter, we begin by considering the roles of accounting and finance. 
We then go on to identify the main users of financial information. We shall see how both 

accounting and finance can be valuable tools in helping users improve the quality of their 
decisions. In subsequent chapters, we develop this decision-making theme by examining in 
some detail the kinds of financial reports and methods used to aid decision making.

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 environ-
ment. We shall consider the purpose of a private-sector business, the main forms of 
 business enterprise and the ways in which a business may be structured. We shall also 
consider what the key financial objective of a business is likely to be. These are all import-
ant considerations as they help to shape the kind of accounting and financial information 
that is produced.

Introduction

Introduction to accounting 
and finance

Chapter 1

Learning outcomes

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

●	 explain the nature and roles of accounting and finance;

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

●	 identify and discuss the characteristics that make accounting information 
useful;

●	 explain the purpose of a business and describe how businesses are 
organised and structured.
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Chapter 1  InTroducTIon To accounTIng and fInance2

     What are accounting and finance? 

 Let us start by trying to understand the purpose of each.  accounting  is concerned with 
 collecting, analysing  and  communicating  fi nancial information. The ultimate aim is to help 
those using this information to make more informed decisions. If the fi nancial informa-
tion that is communicated were not capable of improving the quality of decisions made, 
there would be no point in producing it. We shall see who uses fi nancial information, 
and for what kind of decisions it is useful, a little later in this chapter. 

 Sometimes the impression is given that the purpose of accounting is simply to pre-
pare fi nancial (accounting) reports on a regular basis. While it is true that accountants 
undertake this kind of work, it does not represent an end in itself. As already men-
tioned, the ultimate aim of the accountant’s work is to give users better fi nancial infor-
mation on which to base their decisions. This decision-making perspective of 
accounting fi ts in with the theme of this book and shapes the way in which we deal 
with each topic. 

  Finance  (or fi nancial management), like accounting, exists to help decision  makers. 
It is concerned with the ways in which funds for a business are raised and invested. 
This lies at the very heart of what business is about. In essence, a business exists to 
raise funds from investors (owners and lenders) and then to use those funds to make 
investments (in equipment, premises, inventories and so on) in order to create 
wealth. As businesses often raise and invest large amounts over long periods, the qual-
ity of the fi nancing and investment decisions can have a profound impact on their 
fortunes. 

 The way in which funds are raised must fi t with the particular needs of the business. 
An understanding of fi nance should help in identifying: 

   ●	   the main forms of fi nance available;  
  ●	   the costs, benefi ts and risks of each form of fi nance;  
  ●	   the risks associated with each form of fi nance; and  
  ●	   the role of fi nancial markets in supplying fi nance.   

 Once the funds are raised, they must be invested in a way that will provide the business 
with a worthwhile return. An understanding of fi nance should also help in evaluating 
the risks and returns associated with an investment. 

 There is little point in trying to make a sharp distinction between accounting and 
fi nance. We have seen that both are concerned with the fi nancial aspects of decision 
making. Furthermore, there are many overlaps and interconnections between the two 
areas. For example, accounting reports are a major source of information for fi nancing 
and investment decisions.  

  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 the typi-
cal private-sector business, the more important of these groups are shown in  Figure   1.1   . 
Take a look at this fi gure and then try  Activity   1.1   .    

What are accounting and finance? 

Who are the users of accounting information? 

M01_MCLA8297_08_SE_C01.indd   2 24/09/15   3:37 pm



Who are The uSerS of accounTIng InformaTIon? 3

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 taken into account when making these decisions.

Your answer may be along the following lines:

User group Decision

customers Whether to take further motor policies with PI. This might involve 
an assessment of PI’s ability to continue in business and to meet 
customers’ needs, particularly in respect of any insurance claims 
made.

competitors how best to compete against PI or, perhaps, whether to leave 
the market on the grounds that it is not possible to com-
pete profitably with PI. This might involve competitors using 
PI’s  performance in various respects as a ‘benchmark’ when 
 evaluating their own performance. They might also try to assess 
PI’s financial strength and to identify significant changes that may 
signal PI’s future actions (for example, raising funds as a prelude 
to market expansion).

activity 1.1

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.

Main users of financial information relating to a businessFigure 1.1 

➔
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Chapter 1  InTroducTIon To accounTIng and fInance4

activity 1.1 continued

 User group  Decision 

 employees  Whether to continue working for PI and, if so, whether to demand 
higher rewards for doing so. The future plans, profi ts and fi nancial 
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 com-
plies with agreed pricing policies, whether fi nancial support is 
needed and so on. In making these decisions an assessment of PI’s 
profi ts, sales revenues and fi nancial strength would be made. 

 community 
 representatives 

 Whether to allow PI to expand its premises and/or whether to 
provide economic support for the business. When making such de-
cisions, PI’s ability to continue to provide employment for the com-
munity, the extent to which it is likely to use community resources, 
and its likely willingness to fund environmental improvements are 
likely to be important considerations. 

 Investment 
 analysts 

 Whether to advise clients to invest in PI. This would involve an as-
sessment of the likely risks and future returns associated with PI. 

 Suppliers  Whether to continue to supply PI and, if so, whether to supply on 
credit. This would involve an assessment of PI’s ability to pay for 
any goods and services supplied. 

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

 managers  Whether the performance of the business needs to be improved. 
Performance to date would be compared with earlier plans or some 
other ‘benchmark’ to decide whether action needs to be taken. 
managers may also wish to consider a change in PI’s future direc-
tion. This would involve looking at PI’s ability to perform and at the 
opportunities available to it. 

 owners  Whether to invest more in PI or to sell all, or part, of the investment 
currently held. This would involve an assessment of the likely risks 
and returns associated with PI. owners may also be involved with 
decisions on rewarding senior managers. When making such a 
decision, the fi nancial performance of the business would normally 
be considered. 

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

  the conflicting interests of users 

 We have just seen that each user group will have its own particular interests. There is 
always the possibility that the interests of the various user groups will collide. The 

the conflicting interests of users 
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   Can you think of other examples where accounting information may be relied on by a 
user group to see whether the distribution of business wealth is appropriate and/or in 
accordance with particular 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 concerning the monopoly’s goods or 
 services have not been broken.   

 You may have thought of other examples.   

 activity 1.2 

distribution of business wealth provides the most likely area for a collision to take place. 
Let us take the example 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 offi  ces or 
to buy expensive cars for their own use. Accounting can play an important role in moni-
toring and reporting how various groups benefi t from the business. Thus, owners may 
rely on accounting information to see whether pay and benefi ts received by managers 
are appropriate and accord 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 agreed purpose. They may 
be withdrawn by the owners for their own use rather than used to expand the business 
as agreed. Lenders may, therefore, rely on accounting information to see whether the 
owners have kept to the terms of the loan agreement.   

  how useful is accounting information? 

 No one would seriously claim that accounting information fully meets all of the needs 
of each of the various user groups. Accounting is still a developing subject and we still 
have much to learn about user needs and the ways in which these needs should be met. 
Nevertheless, the information contained in accounting reports should help users make 
decisions relating to the business. The information should reduce uncertainty about the 
fi nancial position and performance of the business. It should help to answer questions 
concerning the availability of funds to pay owners a return, to repay loans, to reward 
employees and so on. 

 Typically, there is no close substitute for the information provided by the fi nancial 
statements. Thus, if users cannot glean the required information from the fi nancial state-
ments, it is often unavailable to them. Other sources of information concerning the 
fi nancial health of a business are normally much less useful.  

how useful is accounting information? 
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The kind of information identified in Activity 1.3 is not really a substitute for account-
ing information. Rather, it is best used in conjunction with accounting information to 
provide a clearer picture of the financial health of a business.

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 account-
ing information very highly. There is also considerable evidence that businesses choose 
to produce accounting information that exceeds the minimum requirements imposed 
by accounting regulations. (For example, businesses often produce a considerable 
amount of accounting information for managers, which is not required by any regula-
tions.) Presumably, the cost of producing this additional accounting information is 
 justified on the grounds that users find it useful. Such arguments and evidence, however, 
leave unanswered the question of whether the information produced is actually used for 
decision-making purposes, that is: does it affect people’s behaviour?

It is normally very difficult to assess the impact of accounting on decision making. 
One situation arises, however, where the impact of accounting information can be 
observed and measured. This is where the shares (portions of ownership of a business) 
are traded on a stock exchange. The evidence reveals that, when a business makes an 
announcement concerning its accounting profits, the prices at which shares are traded 
and the volume of shares traded often change significantly. This suggests that investors 
are changing their views about the future prospects of the business as a result of this new 
information becoming available to them and that this, in turn, leads some of them to 
make a decision either to buy or to sell shares in the business.

What other sources of information might, say, an investment analyst use in an attempt 
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	 businesses’	

 creditworthiness or credit ratings);
•	 industry	reports;
•	 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.

activity 1.3
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 While there is evidence that accounting reports are seen as useful and are used for 
decision-making purposes, it is impossible to measure just how useful they really are to 
users. We cannot say with certainty whether the cost of producing these reports repre-
sents value for money. Accounting reports will usually represent only one input to a 
particular decision. The weight attached to them by the decision maker, and the result-
ing benefi ts, cannot be accurately assessed. 

 It is possible, however, to identify the kinds of qualities which accounting informa-
tion must possess in order to be useful. Where these qualities are lacking, the usefulness 
of the information will be diminished. We shall now consider this point in more detail.   

  providing a service 

 One way of viewing accounting is as a form of service. The user groups identifi ed in  Fig-
ure   1.1    can be seen as the ‘clients’ and the accounting (fi nancial) 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 users, the information provided must possess certain qualities. In par-
ticular, it must be relevant and it must faithfully represent what it is supposed to repre-
sent. We shall now examine these two qualities, which are regarded as fundamental 
ones, in more detail. 

   ●	    relevance.  Accounting information should make a diff erence. That is, it should be 
capable of infl uencing users’ decisions. To do this, it must help to  predict future events  
(such as predicting next year’s profi t), or help to  confi rm past events  (such as establishing 
last year’s profi t), or do both. By confi rming 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 considered material, or signifi cant, if its omission or misstate-
ment would alter the decisions that users make. 

providing a service 

   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 material will depend on factors 
such	as	the	size	of	the	business,	the	nature	of	the	information	and	the	amounts	involved.			

 activity 1.4 

 If a piece of information is not material, it should not be included within the 
accounting reports. It will merely clutter them up and, perhaps, interfere with the 
users’ ability to interpret those reports.  

  ●	    Faithful representation.  Accounting information should represent what it is sup-
posed to represent. To do this, the information should be  complete.  In other words it 
should contain all of the information needed to understand what is being portrayed. 
It should also be  neutral,  which means that the information should be presented and 
selected without bias. Finally, it should be  free from error.  This is not the same as saying 
that it must always be perfectly accurate; this is not really possible. Estimates may 
have to be made which eventually turn out to be inaccurate. It does mean, however, 
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Chapter 1  InTroducTIon To accounTIng and fInance8

that there should be no errors in the way in which these estimates have been prepared 
and described. In practice, a piece of accounting information may not refl ect perfectly 
these three aspects of faithful representation. It should try to do so, however, insofar 
as is possible.    

 Accounting information must contain  both  of these 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.  

  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,  verifi ability, 
timeliness and understandability. We shall now consider each of these qualities. 

   ●	    Comparability.  Users of accounting information often want to make comparisons. 
They may want to compare performance of the business over time (for example, profi t 
this year compared to last year). They may also want to compare certain aspects of busi-
ness performance (such as the level of sales achieved during the year) to those of similar 
businesses. Better comparisons can be made where the accounting system treats items 
that are basically the same in the same way and where policies for measuring and pre-
senting accounting information are made clear.  

  ●	    Verifiability.  This quality provides assurance to users that the accounting information 
provided faithfully represents what it is supposed to represent. Accounting informa-
tion is verifi able where diff erent, independent experts would be able to agree that it 
provides a faithful portrayal. Verifi able information tends to be supported by 
 evidence.  

  ●	    timeliness.  Accounting information should be produced in time for users to make 
their decisions. A lack of timeliness will undermine the usefulness of the information. 
Normally, the later accounting information is produced, the less useful it becomes.  

  ●	    Understandability.  Accounting information should be set out as clearly and concisely 
as possible. It should also be understood by those at whom the information is aimed.    

Further qualities 

   Do you think that accounting reports should be understandable to those who have not 
studied accounting?  

  It would be very useful if everyone could understand accounting reports. This, however, is 
unrealistic as complex financial events and transactions cannot normally be expressed in 
simple terms.   

 activity 1.5 

 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 pre-
pared to invest some time in studying the reports. Nevertheless, the onus is clearly on 
accountants to provide information in a way that makes it as understandable as possible 
to non-accountants. 
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 It is worth emphasising that the four qualities just discussed (comparability, verifi abil-
ity, timeliness and understandability) cannot make accounting information useful. They 
can only enhance the usefulness of information that is already relevant and  faithfully 
represented.  

  Weighing up the costs and benefits 

 Even though a piece 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   1.6   .  

Weighing up the costs and benefits 

   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 
and timely, and can be understood by the decision maker. 

 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.   

 activity 1.6 

 In theory, a particular item of accounting information should only be produced if the 
costs of providing it are less than the benefi ts, or value, to be derived from its use. 
  Figure    1.2    shows the relationship between the costs and value of providing additional 
accounting information.  

 The benefits of accounting information eventually decline. The cost of providing information, how-
ever, 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.  

        relationship between costs and the value of providing additional 
accounting information   Figure 1.2
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The figure shows how the value of information received by the decision maker eventu-
ally begins to decline as more information is provided. This is, perhaps, because additional 
information becomes less relevant, or because of the problems that a decision maker may 
have in processing the sheer quantity of information provided. The costs of providing the 
information, however, will increase with each additional piece of information. The bro-
ken 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 a number of 
problems in practice.

To illustrate the practical problems of establishing the value of information, let us 
assume that someone has collided with our car in a car park, dented one of the doors and 
scraped the paintwork. We want to have the dent taken out and the door resprayed at a 
local garage. We know that the nearest garage would charge £350 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 some petrol and will take up some of our 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 poten-
tial 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 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 £350?

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. The costs, however, are often diffi-
cult to quantify. Direct, out-of-pocket costs, such as salaries of accounting staff, are not usu-
ally a problem, but these are 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.

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

It is normally much harder to assess the benefits. We saw earlier that, even if we could accur-
ately measure the economic benefits arising from a particular decision, we must bear in mind 
that accounting information will be only one factor influencing that decision. other factors will 
also be taken into account.

activity 1.7
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 There are no easy answers to the problem of weighing costs and benefi ts. Although it 
is possible to apply some ‘science’ to the problem, a lot of subjective judgement is nor-
mally involved. 

 The qualities, or characteristics, infl uencing the usefulness of accounting informa-
tion, which we have just discussed, are summarised in  Figure   1.3   .   

 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.  

 the qualities that influence the usefulness of accounting information   Figure 1.3       

  accounting as an information system 

 We have already seen that accounting can be seen as the provision of a service to ‘cli-
ents’. Another way of viewing accounting is as a part of the business’s total information 
system. Users, both inside and outside the business, have to make decisions concerning 
the allocation of scarce resources. To ensure that these resources are effi  ciently allocated, 
users often need fi nancial information on which to base decisions. It is the role of the 
accounting system to provide this information. 

accounting as an information system 
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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.

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 informa-
tion collected.

the accounting information systemFigure 1.4

Given the decision-making emphasis of this book, we shall be concerned primarily 
with the final two elements of the process: the analysis and reporting of financial infor-
mation. We shall consider the way in which information is used by, and is useful to, 
users rather than the way in which it is identified and recorded.

Efficient accounting systems are an essential ingredient of an efficient business. When 
the accounting systems fail, the results can be disastrous. real World 1.1 provides an 
example of a systems failure. It arose from the failure to integrate two separate account-
ing systems following the merger of two businesses.

Blaming the system
Peter Long, chief executive of TuI Travel, said the tour operator had suffered “a blot on 
the copybook” after an accounting blunder cost the chief financial officer his job and 
forced it to restate its 2009 results to the tune of £117 million. Paul Bowtell announced his 
resignation after the group wrote off an additional £88 million on top of the £29 million 
write down announced in august. he will leave at the end of the year. The city reacted by 
pushing shares in TuI down 11 per cent, or 25.4p, to close at 205p on Thursday.

The cause of the errors lies in TuI’s use of two separate computer systems in its busi-
ness after its merger with first choice in 2007. one system is used by TuI’s retail division 
to make customer bookings, while the other is used by tour operators working for TuI. 
Initial customer bookings were registered by both systems. however, subsequent changes 
to customers’ holidays – such as discounts or other small-fee items – were only registered 
in the retail booking system and not the tour operator system, creating discrepancies.

mr Long, who described mr Bowtell’s offer to resign as honourable, said he had 
 discussed the blunder with major investors. “at the end of the day, it’s a blot on the 

real World 1.1
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 copybook and I will make amends so that we can build and grow their company for them,” 
he said. he described the blunder as the result of “inherent weaknesses in the system”, 
which post-merger reviews could have identified earlier. 

 TuI estimated that these discrepancies have existed for four or five years, but were too 
small to have been noticed. It was only in the 2009 season, when travel operators were 
forced into heavy promotions to entice recession-fearing european consumers, that the 
discounts became large enough to be noticed. 

  Source:		R.	Blitz	and	J.	O’Doherty,	TUI	chief	contrite	at	accounting	blunder,		ft.com	,	21	October	2010.	

  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 those of all of the users identifi ed earlier in 

the chapter except for managers (see  Figure   1.1   ).   

 The diff erence in their targeted user groups has led to each strand of accounting develop-
ing along diff erent lines. The main areas of diff erence are as follows: 

   ●	   Nature of the reports produced.     Financial accounting reports tend to be general-purpose. 
Although they are aimed primarily at providers of fi nance such as owners and lenders, 
they contain fi nancial information that will be useful for a broad range of users and 
decisions. Management accounting reports, on the other hand, are often specifi c- 
purpose reports. They are designed with a particular decision in mind and/or for a par-
ticular 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 and virtually all larger 
businesses, are subject to accounting regulations imposed by the law and accounting 
rule makers. These regulations often require a standard content and, perhaps, a stand-
ard format to be adopted. As management accounting reports are for internal use 
only, there are no regulations from external sources concerning the form and content 
of the reports. They can be designed to meet the needs of particular managers.  

  ●	   Reporting interval.     For most businesses, fi nancial accounting reports are produced on 
an annual basis, though some large businesses produce half-yearly reports and a few 
produce quarterly ones. Management accounting reports will be produced as fre-
quently 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 refl ect 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 oversimplifi cation, however, to 

Management accounting and financial accounting 
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 suggest that financial accounting reports never incorporate expectations concerning 
the future. Occasionally, businesses will release projected information to other users 
in an attempt to raise capital or to fight off unwanted takeover bids. Even preparation 
of the routine financial accounting reports typically requires making some judge-
ments about the future (as we shall see in Chapter 3).

●	 Range and quality of information. Financial accounting reports concentrate on informa-
tion that can be quantified in monetary terms. Management accounting also pro-
duces 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. Financial accounting places greater emphasis on the use of objective, verifiable 
evidence when preparing reports. Management accounting reports may use informa-
tion 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 or not it improves the quality of the deci-
sions made.

The main differences between financial accounting and management accounting are 
summarised in Figure 1.5.

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

Management and financial accounting comparedFigure 1.5
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   Can you think of any areas of overlap between the information needs of managers and 
those of other users? ( Hint:  Think about the time orientation and the level of detail of 
accounting information.)  

  Two points 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.  

  ●	   other users 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.     

 activity 1.8 

 The diff erences between management accounting and fi nancial accounting suggest 
that there are diff erences in the information needs of managers and those of other users. 
While diff erences undoubtedly exist, there is also a good deal of overlap between 
these needs.  

 To some extent, diff erences between the two strands of accounting refl ect diff erences 
in access to fi nancial information. Managers have much more control over the form and 
content of the information that they receive. Other users have to rely on what managers 
are prepared to provide or what fi nancial reporting regulations insist must be provided. 
Although the scope of fi nancial accounting reports has increased over time, fears con-
cerning 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 that available to managers. 

 In the past, accounting systems were biased in favour of providing information for 
external users. Financial accounting requirements were the main priority and manage-
ment accounting suff ered as a result. Survey evidence suggests, however, that this is no 
longer the case. Modern management accounting systems usually provide managers 
with information that is relevant to their needs rather than that determined by external 
reporting requirements. External reporting cycles, however, retain some infl uence over 
management accounting. Managers tend to be aware of external users’ expectations. 
(See reference 1 at the end of the chapter.)  

  Scope of this book 

 This book covers both fi nancial accounting and management accounting topics. 
The  next six chapters ( Part   1   ,  Chapters    2    to    7   ) are broadly concerned with fi nancial 
accounting, and the following six ( Part   2   ,  Chapters   8    to 13) with management account-
ing. The fi nal part of the book ( Part   3   ,  Chapters   14    to 16) is concerned with the fi nancial 
management of the business, that is, with issues relating to the fi nancing and investing 
activities of the business. As we have seen, accounting information is usually vitally 
important for fi nancial management decisions.  

Scope of this book 
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  the changing face of accounting 

 Over the past four decades, the environment within which businesses operate has 
become increasingly turbulent and competitive. Various reasons have been identifi ed to 
explain these changes, including: 

   ●	   the increasing sophistication of customers;  
  ●	   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  
  ●	   the increasing volatility of fi nancial markets.   

 This new, more complex, environment has brought new challenges for managers and 
other users of accounting information. Their needs have changed and both fi nancial 
accounting and management accounting have had to respond. To meet the changing 
needs of users there has been a radical review of the kind of information to be reported. 

 The changing business environment has given added impetus to the search for a clear 
conceptual framework, or framework of principles, upon which to base fi nancial 
accounting reports. Various attempts have been made to clarify their purpose and to 
provide a more solid foundation for the development of accounting rules. The concep-
tual frameworks that have been developed try to address fundamental questions such as: 

   ●	   Who are the users of fi nancial accounting information?  
  ●	   What kinds of fi nancial accounting reports should be prepared and what should they 

contain?  
  ●	   How should items such as profi t and asset values be measured?   

 The internationalisation of businesses has created a need for accounting rules to have an 
international reach. It can no longer be assumed that users of accounting information 
relating to a particular business are based in the country in which the business operates 
or are familiar with the accounting rules of that country. Thus, there has been increasing 
harmonisation of accounting rules across national frontiers.  

the changing face of accounting 

   How should the harmonisation of accounting rules benefit: 

   (a)   an international investor?  
  (b)   an international business?    

    (a)   an international investor should benefit because accounting definitions and policies 
that are 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.  

  (b)   an international business should benefit because the cost of producing accounting 
reports in order to comply with the rules of different countries can be expensive. 
harmonisation can, therefore, lead to significant cost savings.     

 activity 1.9 
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 In response to criticisms that the fi nancial reports of some businesses are opaque and 
diffi  cult for users to interpret, great eff orts 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 the fi nancial 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. However, the attitude and behaviour of customers and 
rival businesses have now become the object of much information-gathering. Increas-
ingly, successful businesses are those that are able to secure and maintain competitive 
advantage over their rivals. 

 To obtain this advantage, businesses have become more ‘customer driven’ (that is, 
concerned with satisfying customer needs). This has led to the production of manage-
ment accounting information that provides details of customers and the market, such as 
customer evaluation of services provided and market share. In addition, information 
about the costs and profi ts of rival businesses, which can be used as ‘benchmarks’ by 
which to gauge competitiveness, is gathered and reported. 

 To compete successfully, businesses must also fi nd 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.  

  Why do I need to know anything about accounting and finance? 

 At this point you may be asking yourself, ‘Why do I need to study accounting and 
fi nance? I don’t intend to become an accountant!’ Well, from the explanation of what 
accounting and fi nance is about, which has broadly been the subject of this chapter so 
far, it should be clear that the accounting/fi nance function within a business is a central 
part of its management information system. On the basis of information provided by the 
system, managers make decisions concerning the allocation of resources. As we have 
seen, these decisions may concern whether to: 

   ●	   continue with certain business operations;  
  ●	   invest in particular projects; or  
  ●	   sell particular products.   

 Such decisions can have a profound eff ect on all those connected with the business. It is 
important, therefore, that  all  those who intend to work in a business should have a fairly 
clear idea of certain important aspects of accounting and fi nance. These aspects include: 

   ●	   how fi nancial reports should be read and interpreted;  
  ●	   how fi nancial plans are made;  
  ●	   how investment decisions are made; and  
  ●	   how businesses are fi nanced.   

 Many, perhaps most, students have a career goal of being a manager within a business – 
perhaps a human resources manager, production manager, marketing manager or IT 
manager. If you are one of these students, an understanding of accounting and fi nance 
is very important. When you become a manager, even a junior one, it is almost certain 
that you will have to use fi nancial reports to help you to carry out your role. It is equally 
certain that it is largely on the basis of fi nancial information and reports that your per-
formance as a manager will be judged. 

Why do I need to know anything about accounting and finance? 
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 As part of your management role, it is likely that you will be expected to help in 
 forward planning for the business. This will often involve the preparation of forward-
looking fi nancial statements and setting fi nancial targets. If you do not understand what 
the fi nancial statements really mean and the extent to which the fi nancial information 
is reliable, you will fi nd yourself at a distinct disadvantage to those who do. Along with 
other managers, you will also be expected to help decide how the limited resources avail-
able to the business should be allocated between competing options. This will require an 
ability to evaluate the costs and benefi ts of the diff erent options available. Once again, 
an understanding of accounting and fi nance is important to carrying out this manage-
ment task. 

 This is not to say that you cannot be an eff ective and successful human resources, 
production, marketing or IT manager unless you are also a qualifi ed accountant. It does 
mean, however, that you need to become a bit ‘streetwise’ in accounting and fi nance if 
you are to succeed. This book should give you that street wisdom.  

  accounting for business 

 We have seen that the needs of the various user groups will determine the kind of 
accounting information to be provided; however, the forms of business ownership and 
the ways in which a business may be organised and structured will help to shape those 
needs. Thus, in the sections that follow, we shall consider the business environment 
within which accounting information is produced. A discussion of these topics should 
help our understanding of points that crop up in later chapters.  

  What is the purpose of a business? 

 Peter Drucker, an eminent management thinker, has argued that ‘the purpose of busi-
ness is to create and keep a customer’ (see reference 2 at the end of the chapter). Drucker 
defi ned the purpose of a business in this way in 1967, at a time when most businesses did 
not adopt this strong customer focus. His view, therefore, represented a radical challenge 
to the accepted view of what businesses do. Nearly fi fty years years on, however, his 
approach has become part of the conventional wisdom. It is now widely recognised that, 
in order to succeed, businesses must focus on satisfying the needs of the customer. 

 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 off er. 
When competition was weak and customers were passive, businesses could operate 
under this assumption and still make a profi t. However, the era of weak competition has 
passed. Today, customers have much greater choice and are much more assertive con-
cerning their needs. They now 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 now recognise this fact and organise themselves 
accordingly. 

   real World   1.2     describes how this mantra has been taken to heart by the managers of 
one new business.   

  accounting for business 

  What is the purpose of a business? 
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The customer is king 
 The old cliché that the customer is king still holds good – and, when starting a business, 
getting to know the people you sell to can be crucial to success. Stuff u Sell was set up 
to take the stress out of using online marketplace eBay by doing all the selling on their 
customers’ behalf. So, if a customer is not happy about any part of the service – its 
 website, the collection of items, or the eventual selling price – Stuff u Sell can suffer. It 
therefore takes customer research very seriously. 

 every Thursday, at the weekly management meeting, founders david Bracken and 
fraser Pearce make each member of their senior team read aloud comments from cus-
tomer feedback forms.“It can be a painful process,” Bracken says. “But we learn a lot from 
the frank reviews that people write.” 

 most of the feedback is actually positive, Pearce notes. “most of the time, when people 
are asked to give free feedback, they will give two things that are good and one thing that 
is bad.” however, it does ensure problems are addressed. for example, the company 
switched from using third-party couriers to collect customers’ items, to using a dedicated 
in-house team, after complaints about service standards. 

 reading out all the comments to the group means that people are more likely to fix 
problems quickly because they become accountable to the rest of the group, Pearce 
claims. “It embeds it a little,” he says. 

 This direct contact with customers can be easier to maintain when you are a small firm. 
although Stuff u Sell has grown substantially in seven years of trading – Pearce claims 
that it will sell    £3 million@worth    of customers’ items this year, up from    £100,000    in its first 
year – the team is still able to read all the comments about customer service in the weekly 
meetings. 

  Source:		J.	Moules,	Know	your	customers	for	a	head	start,		ft.com	,	16	March	2012.	

  real World 1.2 

  What kinds of business ownership exist? 

 The particular form of business ownership has certain implications for fi nancial account-
ing and so it is useful to be clear about the main forms of ownership that can arise. There 
are basically three arrangements for private-sector businesses: 

   ●	   sole proprietorship;  
  ●	   partnership; and  
  ●	   limited company.   

 We shall now consider these. 

  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, 

  What kinds of business ownership exist? 
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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 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 the way in which the business is to be conducted and has the flexi-
bility to 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 death of the owner.

Although the owner must produce accounting information to satisfy the taxation 
authorities, there is no legal requirement to produce accounting information relating to 
the business for other user groups. Some user groups, however, may demand accounting 
information about the business and may be in a position to enforce their demands (for 
example, a bank requiring accounting information on a regular basis as a condition of a 
loan). A sole proprietor has unlimited liability which means that no distinction is made 
between the proprietor’s personal wealth and that of the business if there are business 
debts to be paid.

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 pro-
cedures 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 and so contracts with third 
parties must be entered into in the name of individual partners. The partners of a 
 business usually have unlimited liability.

What are the main advantages and disadvantages that should be considered when 
deciding between a sole proprietorship and a partnership?

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

activity 1.10
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What are the main advantages of forming a partnership business rather than a limited 
liability company?

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;
●	 freedom from administrative burdens imposed by law (for example, the annual general 

meeting and the need for an independent audit).

activity 1.11

Limited company

A limited company can range in size from quite small to very large. The number of indi-
viduals who subscribe capital and become the owners may be unlimited, which provides 
the opportunity to create a very large-scale business, though many are quite small. The 
liability of owners, however, is limited (hence ‘limited’ company), which means that 
those individuals subscribing capital to the company are liable only for debts incurred by 
the company up to the amount that they have invested or agreed to invest. This cap on 
the liability of the owners is designed to limit risk and to produce greater confidence to 
invest. Without such limits on owner liability, it is difficult to see how a modern capital-
ist economy could operate. In many cases, the owners of a limited company are not 
involved in the day-to-day running of the business and will, therefore, invest in a busi-
ness only if there is a clear limit set on the level of investment risk.

The benefit of limited liability, however, imposes certain obligations on such compa-
nies. To start up 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 the way 
in which 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 has to be held to approve the reports. In addition, a copy 
of the annual financial reports must be lodged with the Registrar of Companies for pub-
lic inspection. In this way, the financial affairs of a limited company enter the 
 public domain.

With the exception of 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 to see whether the 
reports provide a true and fair view of the financial health of the company and whether 
they comply with the relevant accounting rules established by law and by accounting 
rule makers. Limited companies are considered in more detail later in the text (see 
Chapters 4 and 5).

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

The main disadvantage of a partnership compared with a limited company is that it is 
not normally possible to limit the liability of all of the partners. There is, however, a hybrid 
form of business ownership that is referred to as a Limited Liability Partnership (LLP). This 
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has many of the attributes of a normal partnership but is diff erent in that the LLP, rather 
than the individual partners, is responsible for any debts incurred. Accountants and solici-
tors often use this type of partnership. 

 This book concentrates on the accounting aspects of limited liability companies 
because they are, by far, the most important in economic terms. The early chapters will 
introduce accounting concepts through examples that do not draw a distinction 
between the diff erent types of business. Once we have dealt with the basic accounting 
principles, which are the same for all three types of business, we can then go on to see 
how they are applied to limited companies.   

  how are businesses organised? 

 Nearly all businesses that involve more than a few owners and/or employees are 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 the shareholders allowing past profi ts, which belong to them, to be reinvested 
in the business. Finance will also come from lenders (banks, for example), who earn 
interest on their loans. Further fi nance will be provided through suppliers of goods and 
services being prepared to supply on credit. 

 In larger limited companies, the owners (shareholders) tend not to be involved in the 
daily running of the business; instead they appoint a board of directors to manage the 
business on their behalf. The board is charged with three major tasks: 

   1   setting the overall direction and strategy for the business;  
  2   monitoring and controlling the activities of the business; and  
  3   communicating with shareholders and others connected with the business.   

 Each board has a chairman, elected by the directors, who is responsible for running the 
board in an effi  cient manner. In addition, each board has a chief executive offi  cer (CEO) 
who is responsible for running the business on a day-to-day basis. Occasionally, the roles 
of chairman and CEO are combined, although it is usually considered to be a good idea 
to separate them in order to prevent a single individual having excessive power. 

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

  how are businesses organised? 

   Why are most larger businesses  not  managed as a single unit by just one manager?  

  Three common reasons are: 

   ●	   The sheer volume of activity or number of staff employed makes it impossible for one 
person to manage them.  

  ●	   certain business operations may require specialised knowledge or expertise.  
  ●	   geographical remoteness of part of the business operations may make it more practical 

to manage each location as a separate part, or set of separate parts.     

 activity 1.12 
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Supercoach Ltd owns a small fleet of coaches that it hires out with drivers for pri-
vate group travel. The business employs about 50 people. It might be departmental-
ised as follows:

●	 marketing department, dealing with advertising, dealing with enquiries from 
potential customers, maintaining good relationships with existing customers 
and entering into contracts with customers;

●	 routing and human resources department, responsible for the coach drivers’ 
routes, schedules, staff duties and rotas, and problems that arise during a particu-
lar job or contract;

●	 coach maintenance department, looking after repair and maintenance of the 
coaches, buying spares, giving advice on the need to replace old or inefficient 
coaches;

●	 finance department, responsible for managing the cash flows, costing business 
activities, pricing new proposals, paying wages and salaries, billing and collect-
ing amounts due from customers, processing and paying invoices from suppliers.

example 1.1

The operations of a business may be divided for management purposes in different 
ways. For smaller businesses offering a single product or service, separate departments 
are often created, with each department responsible for a particular function (such as 
marketing, human resources and finance). The managers of each department will then 
be accountable to the board of directors. In some cases, individual board members may 
also be departmental managers.

A typical departmental structure, organised along functional lines, is shown in 
Figure 1.6.

Human
resources

This is a typical departmental structure organised along functional lines.

a departmental structure organised according to business functionFigure 1.6

The structure set out in Figure 1.6 may be adapted according to the particular needs of 
the business. Where, for example, a business has few employees, the human resources 
function may not form a separate department but may form part of another department. 
Where business operations are specialised, separate departments may be formed to deal 
with each specialist area. Example 1.1 illustrates how Figure 1.6 may be modified to meet 
the needs of a particular business.

M01_MCLA8297_08_SE_C01.indd   23 24/09/15   3:37 pm



Chapter 1  InTroducTIon To accounTIng and fInance24

For large businesses that have a diverse geographical spread and/or a wide product 
range, the simple departmental structure set out in Figure  1.6 will usually have to be 
adapted. Separate divisions are often created for each geographical area and/or major 
product group. Each division will be managed separately and will usually enjoy a degree 
of autonomy. Within each division, however, departments will often be created and 
organised along functional lines. Some functions providing support across the various 
divisions, such as human resources, may be undertaken at head office to avoid duplica-
tion. The managers of each division will be accountable to the board of directors. In 
some cases, individual board members may also be divisional managers.

A typical divisional organisational structure is set out in Figure  1.7. Here the main 
basis of the structure is geographical. North division deals with production and sales in 
the north and so on.

Central services – information technology, human resources,
research and development

This is a typical organisational structure for a business that has been divided into separate 
operating divisions. head office may provide some services to the divisions. Such services 
might include information technology, human resources and research and development. 
alternatively, the individual divisions may provide themselves with such services.

a divisional organisational structureFigure 1.7 

Once a particular divisional structure has been established, it need not be perma-
nent. Successful businesses are likely to be innovative and looking to improve their 
operations. This may well extend to reorganising their structure. real World 1.3 pro-
vides an example of a reorganisation at a well-known business. In this case, the ultimate 
goal was to enable the business to respond more effectively to customer needs in a fast-
changing environment. The existing structure was seen as too rigid and a looser 
 structure was put in place.
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Installing updates now 
 microsoft chief executive Steve Ballmer has announced an operational realignment and a 
reshuffle of top management in a fresh attempt to remake the software company for an 
era in which the rules are set by rivals such as apple and google. The changes are meant 
to position the company better to come up with new computing experiences that take 
advantage of the mobile devices and services that are defining the way technology is now 
delivered, mr Ballmer said in an email to employees. 

 The shake-up includes an attempt to break down the walls between the large operating 
divisions that have long kept microsoft employees in carefully defined silos. These have 
been blamed by many observers and former executives for holding back new ideas that 
span the range of microsoft’s activities. 

 It also marks a complete reversal of the structure mr Ballmer put in place in 2005, when 
he created a cadre of powerful and autonomous divisional business leaders. The earlier 
approach, intended to copy the success of companies such as general electric, had left 
microsoft ill-prepared for the fast-moving technology world, said rob helm, an analyst at 
directions on microsoft. 

 In particular, a desire to defend earnings from the Windows Pc operating system, the 
main profit generator, has long been seen as a drag on innovation. The influence of 
Windows has waned as growth in personal computing has moved to smartphones and 
tablets dominated by software made by apple and google. 

 one person familiar with the company’s thinking said the reorganisation was not 
expected to be enough, on its own, to revive microsoft’s prospects, and that attention was 
also being given to important areas such as senior executive talent and strategy. 
realigning the company was overdue, but still made sense given the new market environ-
ment microsoft is facing, this person added. 

 under mr Ballmer’s latest plan, microsoft’s engineers will be pooled in four groups, for 
instance bringing together all of those working on operating systems for products such as 
Pcs, mobile devices and the xbox games console who were previously in different divi-
sions. That should make it easier for microsoft to come up with a single software platform 
that operates across all devices, making it more competitive with apple’s ioS and 
google’s android software, according to analysts. “This is something they had to solve; 
they had to remove internal friction to actually deliver it,” said al hilwa, an analyst at Idc. 

 alongside the engineering groups, mr Ballmer has centralised marketing and business 
development functions under new executives reporting to him, eating away at the 
 divisional business fiefdoms. 

  Source:		R.	Waters,	Steve	Ballmer	shakes	up	Microsoft	structure	in	battle	to	compete,		ft.com	,	11	July	2013.	

  real World 1.3 

 Both the divisional structure and departmental structure described appear to be 
widely used, although other organisational structures may be found in practice.  

  how are businesses managed? 

 We have already seen that the environment in which businesses operate has become 
increasingly turbulent and competitive. The eff ect of these environmental changes has 
been to make the role of managers more complex and demanding. It has meant that 
managers have had to fi nd new ways to manage their business. This has increasingly led 
to the introduction of  strategic management.  

  how are businesses managed? 
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Strategic management is concerned with setting the long-term direction of the business. 
It involves setting long-term goals and then ensuring that they are implemented effect-
ively. To enable the business to develop a competitive edge, strategic management focuses 
on doing things differently rather than simply doing things better. It should provide a busi-
ness with a clear sense of purpose, along with a series of steps to achieve that purpose. The 
steps taken should link the internal resources of the business to the external environment 
of competitors, suppliers, customers and so on. This should be done in such a way that any 
business strengths, such as having a skilled workforce, are exploited and any weaknesses, 
such as being short of investment finance, are not exposed. To achieve this requires the 
development of strategies and plans that take account of the business’s strengths and weak-
nesses, as well as the opportunities offered and threats posed by the external environment. 
Access to a new, expanding market is an example of an opportunity; the decision of a major 
competitor to reduce prices is an example of a threat. This topic will be considered in more 
depth in Chapter 12 when we consider business planning and budgeting.

real World 1.4 provides an indication of the extent to which strategic planning is 
 carried out in practice.

Strategic thinking
Bain and co. the management consultancy firm, carries out an annual, worldwide, survey 
of managers to identify the main management techniques being used and the level of 
satisfaction they provide. figure 1.8 reveals the levels of usage and satisfaction over time 
for strategic planning.

We can see that although the level of satisfaction with this technique remains high it has 
become less widely used in recent years. nevertheless, for 2013, it was the most popular 
of the 25 techniques included in the survey.

Source: management Tools and Trends 2013 and Top Ten management Tools 2013, Bain and company, www.bain.com.

real World 1.4

despite a high level of satisfaction with this technique, it has become less widely used in 
recent years.

Usage and effectiveness of strategic planningFigure 1.8
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  the quest for wealth creation 

 A business is normally created to enhance the wealth of its owners. Throughout this 
book we shall assume that this is its main objective. This may come as a surprise, as there 
are other objectives that a business may pursue that are related to the needs of others 
with a stake in the business. A business may, for example, seek to provide good working 
conditions for its employees, or it may seek to conserve the environment for the local 
community. While a business may pursue these objectives, it is normally set up primar-
ily with a view to increasing the wealth of its owners. In practice, the behaviour of busi-
nesses over time appears to be consistent with this objective. 

 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 will normally 
mean that the owners’ interests will prevail. If the managers do not provide the 
expected increase in ownership wealth, the owners have the power to replace the 
existing management team with a new team that is more responsive to owners’ needs.  

  Meeting the needs of other stakeholders 

 These points about wealth enhancement do not mean that the needs of other groups 
with a stake in the business, such as employees, customers, suppliers, the community, 
are unimportant. In fact, the opposite is true if the business wishes to survive and pros-
per over the longer term. For example, a business with disaff ected customers may well 
fi nd that they turn to another supplier, resulting in a loss of shareholder wealth. The 
point that modern businesses must be responsive to customer needs was  discussed 
earlier. 

 Other stakeholders that contribute towards the wealth creation process must also be 
considered. A dissatisfi ed workforce can result in low productivity and strikes while 
dissatisfi ed suppliers can withhold vital supplies or give lower priority to orders 
received. A discontented local community can withdraw access to community 
resources. 

   real World   1.5     describes how some well-known businesses have become increasingly 
aware of how future success depends on the support of key stakeholder groups. 

  the quest for wealth creation 

  Meeting the needs of other stakeholders 

The price of clothes 
 uS clothing and sportswear manufacturers gap and nike have many of their clothes 
produced in asia where labour tends to be cheap. however, some of the contractors that 
produce clothes on behalf of the two companies have been accused of unacceptable 
practices. campaigners visited the factories and came up with damaging allegations. 
The factories were employing minors, they said, and managers were harassing female 
 employees. 

  real World 1.5 

➔
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nike and gap reacted by allowing independent inspectors into the factories. They 
promised to ensure their contractors obeyed minimum standards of employment. earlier 
this year, nike took the extraordinary step of publishing the names and addresses of all its 
contractors’ factories on the internet. The company said it could not be sure all the abuse 
had stopped. It said that if campaigners visited its contractors’ factories and found 
 examples of continued malpractice, it would take action.

nike and gap said the approach made business sense. They needed society’s approval 
if they were to prosper. nike said it was concerned about the reaction of potential uS 
recruits to the campaigners’ allegations. They would not want to work for a company that 
was constantly in the news because of the allegedly cruel treatment of those who made 
its products.

Source: Skapinker m. (2005) fair shares? Financial Times,	11	June.	©	The	Financial	Times	Limited	2012.	All	Rights	Reserved.

real World 1.5 continued

It is clear from what we have seen that generating wealth for the owners is not the 
same as seeking to maximise the current year’s profit. Wealth creation is concerned with 
the longer term. It relates not only to this year’s profit but to that of future years as well. 
In the short term, corners can be cut and risks taken that improve current profit at the 
expense of future profit. real World 1.6 provides some examples of how emphasis on 
short-term profit can be very damaging.

Short-term gains, long-term problems
for many years, under the guise of defending capitalism, we have been allowing ourselves 
to degrade it. We have been poisoning the well from which we have drawn wealth. We 
have misunderstood the importance of values to capitalism. We have surrendered to the 
idea that success is pursued by making as much money as the law allowed without regard 
to how it was made.

Thirty years ago, retailers would be quite content to source the shoes they wanted to 
sell as cheaply as possible. The working conditions of those who produced them was not 
their concern. Then headlines and protests developed. Society started to hold them 
responsible for previously invisible working conditions. companies like nike went through 
a transformation. They realised they were polluting their brand. global sourcing became 
visible. It was no longer viable to define success simply in terms of buying at the lowest 
price and selling at the highest.

financial services and investment are today where footwear was thirty years ago. 
Public anger at the crisis will make visible what was previously hidden. Take the building 
up of huge portfolios of loans to poor people on uS trailer parks. These loans were author-
ised without proper scrutiny of the circumstances of the borrowers. Somebody else then 
deemed them fit to be securitised and so on through credit default swaps and the rest 
without anyone seeing the transaction in terms of its ultimate human origin.

each of the decision makers thought it okay to act like the thoughtless footwear buyer 
of the 1970s. The price was attractive. There was money to make on the deal. Was it 

real World 1.6
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responsible? Irrelevant. It was legal, and others were making money that way. and the 
consequences for the banking system if everybody did it? not our problem. 

 The consumer has had a profound shock. Surely we could have expected the clever 
and wise people who invested our money to be better at risk management than they have 
shown themselves to be in the present crisis? how could they have been so gullible in not 
challenging the bankers whose lending proved so flaky? how could they have believed 
that the levels of bonuses that were, at least in part, coming out of their savings could have 
been justified in ‘incentivising’ a better performance? how could they have believed that 
a ‘better’ performance would be one that is achieved for one bank without regard to its 
effect on the whole banking system? Where was the stewardship from those exercising 
investment on their behalf? 

 The answer has been that very few of them do exercise that stewardship. most have 
stood back and said it doesn’t really pay them to do so. The failure of stewardship comes 
from the same mindset that created the irresponsible lending in the first place. We are 
back to the mindset that has allowed us to poison the well: never mind the health of the 
system as a whole, I’m making money out of it at the moment. responsibility means 
awareness for the system consequences of our actions. It is not a luxury. It is the corner-
stone of prudence. 

  Source:  goyder m. (2009) how we’ve poisoned the well of wealth,  Financial Times,		15	February.	©	The	Financial	Times	Limited	2012.	
all rights reserved. 

  Balancing risk and return 

 All decision making involves 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 fi nancial 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   1.9   .   

  Balancing risk and return 

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

relationship between risk and return    Figure 1.9        
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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 
pursuing particular courses of action.

The recent turmoil in the banking sector has shown, however, that the right balance 
is not always struck. Some banks have taken excessive risks in pursuit of higher returns 
and, as a consequence, have incurred massive losses. They are now being kept afloat with 
taxpayers’ money. real World 1.7 discusses the collapse of one leading bank, in which 
the UK government took a majority stake, and argues that the risk appetite of banks must 
now change.

Look at Figure 1.9 and state, in broad terms, where an investment in

(a) a UK government savings account, and
(b) a lottery ticket

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 may well be able to print more money to repay investors. returns 
from this form of investment, however, are normally very low. Investing in a lottery ticket runs 
a very high risk of losing the whole amount invested. This is because the probability of 
 winning is normally very low. however, a winning ticket can produce enormous returns.

Thus, the government savings account should be placed towards the far left of the  risk–
return line and the lottery ticket towards the far right.

activity 1.13

Banking on change
The taxpayer has become the majority shareholder in the royal Bank of Scotland (rBS). 
This change in ownership, resulting from the huge losses sustained by the bank, will shape 
the future decisions made by its managers. This does not simply mean that it will affect 
the amount that the bank lends to homeowners and businesses. rather it is about the 
amount of risk that it will be prepared to take in pursuit of higher returns.

In the past, those managing banks such as rBS saw themselves as producers of finan-
cial products that enabled banks to grow faster than the economy as a whole. They did 
not want to be seen as simply part of the infrastructure of the economy. It was too dull. It 
was far more exciting to be seen as creators of financial products that created huge prof-
its and, at the same time, benefited us all through unlimited credit at low rates of interest. 
These financial products, with exotic names such as ‘collateralised debt obligations’ and 
‘credit default swaps’, ultimately led to huge losses that taxpayers had to absorb in order 
to prevent the banks from collapse.

now that many banks throughout the world are in taxpayers’ hands, they are destined 
to lead a much quieter life. They will have to focus more on the basics such as taking 

real World 1.7
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  reasons to be ethical 

 The way in which individual businesses operate in terms of the honesty, fairness and 
transparency with which they treat their stakeholders (customers, employees, suppliers, 
the community, the shareholders and so on) has become a key issue. 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. Examples of such actions include: 

   ●	   paying bribes to encourage employees of other businesses to reveal information about 
the employee’s business that could be useful;  

  ●	   oppressive treatment of suppliers, for example making suppliers wait excessive peri-
ods before payment; and  

  ●	   manipulating the fi nancial statements to mislead users of them, for example to over-
state profi t so that senior managers become eligible for performance bonuses (known 
as ‘creative accounting’).   

 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. Lying, stealing and fraudulent behaviour can lead to a loss of con-
fi dence in business and the imposition of tighter regulatory burdens. In response to this 
threat, businesses often seek to demonstrate their commitment to acting in an honest 
and ethical way. One way in which this can be done is to produce, and adhere to, a code 
of ethics concerning business behaviour. 

 Accountants are likely to fi nd themselves at the forefront with issues relating to business 
ethics. In the three examples of unethical business activity listed above, an accountant 
would probably have to be involved either in helping to commit the unethical act or in 
covering it up. Accountants are, therefore, particularly vulnerable to being put under pres-
sure to engage in unethical acts. Some businesses recognise this risk and produce an ethical 
code for their accounting staff .   real World   1.8     provides an example of one such code.   

  reasons to be ethical 

The only way is ethics 
 The helphire group plc provides various forms of assistance to motorists involved in acci-
dents that were not their fault. It has an ethical policy which exhorts all employees to act 
honestly, to comply with legal requirements, to treat others with respect and so on. In 
addition, it has the following ethical policy aimed at its accounting staff. 

  real World 1.8 

deposits, transferring funds and making simple loans to customers. Is that such a bad 
thing? 

 The history of banking has reflected a tension between carrying out their core functions 
and the quest for high returns through high risk strategies. It seems, however, that for 
some time to come they will have to concentrate on the former and will be unable to 
speculate with depositors’ cash. 

  Source:  Based on information in robert Peston, ‘We own royal Bank’, BBc news, 28 november 2008,  www.bbc.co.uk . 

➔
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  The group’s fi nancial records should be complete and accurate so that they refl ect the true state 
of the business and disclose the true nature of disbursements and transactions. all the group’s 
books, records, accounts and fi nancial statements must be maintained in reasonable detail using 
standard group systems; must appropriately refl ect the group’s transactions; must conform both 
to applicable legal requirements and generally accepted accounting principles and to existing sys-
tems of internal control. In particular it is prohibited to undertake transactions that contravene tax 
laws, legal regulations and/or policy or procedural requirements of the group including: 

 making any payment arrangement which is not disclosed to the group’s solicitors or fails to 
comply with group Policy on anti money Laundering. 

 making or approving any payment with the understanding that any part of such payment is to be 
used for any purpose other than that recorded in the group’s books of account and by the docu-
ments supporting the payment. 

 establish undisclosed funds or assets or to make false or misleading entries in any books of 
accounts or accounting documents or to destroy accounting records and supporting documents 
within required statutory retention periods. 

 use group funds or assets for any unlawful purpose. 
 knowingly make false or inaccurate statements in the group’s risk assessment returns and 

declarations to the group finance department. 
 knowingly make any false or inaccurate statements to any of the internal or external auditors 

carrying out periodic reviews of the group’s accounting records and internal controls.  

  Source:		Helphire	Group	plc	website	(	www.helphire.co.uk	).	Accessed	6	February	2014.	

  Not-for-profit organisations 

 Although the focus of this book is accounting as it relates to private-sector businesses, 
there are many organisations that do not exist mainly for the pursuit of profi t.  

  Not-for-profit organisations 

   Can you think of at least four types of organisation that are not primarily concerned with 
making profits?  

  We thought of the following: 

			•	 		charities		
		•	 		clubs	and	associations		
		•	 		universities		
		•	 		local	government	authorities		
		•	 		national	government	departments		
		•	 		churches		
		•	 		trade	unions.					

 activity 1.14 

 All of these organisations need to produce accounting information for decision- 
making purposes. Once again, various user groups need this information to help them to 
make decisions. These user groups are often the same as, or similar to, those identifi ed for 
private-sector businesses. They may have a stake in the future viability of the organisa-
tion and may use accounting information to check that the wealth of the organisation is 
being properly controlled and used in a way that is consistent with its objectives. 

   real World   1.9     provides an example of the importance of accounting to relief 
 agencies, which are, of course, not-for-profi t organisations.         

real World 1.8 continued
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Accounting for disasters
In the aftermath of the Asian tsunami more than £400 million was raised from charitable 
donations. It was important that this huge amount of money for aid and reconstruction 
was used as efficiently and effectively as possible. That did not just mean medical staff 
and engineers. It also meant accountants.

The charity that exerts financial control over aid donations is Mango: Management 
Accounting for Non-Governmental Organisations (NGOs). It provides accountants in the 
field and it provides the back-up, such as financial training and all the other services that 
should result in really robust financial management in a disaster area.

The world of aid has changed completely as a result of the tsunami. According to Man-
go’s director, Alex Jacobs, ‘Accounting is just as important as blankets. Agencies have 
been aware of this for years. But when you move on to a bigger scale there is more pres-
sure to show the donations are being used appropriately.’

More recently, the earthquake in Haiti led to a call from Mango for French-speaking 
accountants to help support the relief programme and to help in the longer-term rebuild-
ing of Haiti.

Sources: Bruce R. (2005) Tsunami: finding the right figures for disaster relief, ft.com, 7 March; Bruce 
R. (2006) The work of Mango: coping with generous donations, ft.com, 27 February; Grant P. (2010) 
Accountants needed in Haiti, Accountancy Age, 5 February. © The Financial Times Limited 2012. All 
Rights Reserved.

real World 1.9

Summary

The main points of this chapter may be summarised as follows:

What is accounting?

●	 Accounting provides financial information to help various user groups make better 
judgements and decisions.

●	 Finance also helps users to make better decisions and is concerned with the financing 
and investing activities of the business.

Accounting and user needs

●	 For accounting to be useful, it must be clear for whom and for what purpose the informa-
tion will be used.

●	 Owners, managers and lenders are important user groups but there are several others.

●	 Conflicts of interest between users may arise over the ways in which business wealth 
is generated or distributed.

●	 The evidence suggests that accounting is both used and useful for decision-making 
purposes.

Providing a service

●	 Accounting can be viewed as a form of service as it involves providing financial 
 information to various users.

●	 To provide a useful service, accounting information must possess certain qualities, or 
characteristics. The fundamental qualities are relevance and faithful representation. 
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Other qualities that enhance the usefulness of accounting information are compar-
ability, verifiability, timeliness and understandability.

●	 Providing a service to users can be costly and financial information should be pro-
duced only if the cost of providing the information is less than the benefits gained.

Accounting information

●	 Accounting is part of the total information system within a business. It shares the 
features that are common to all information systems within a business, which are the 
identification, recording, analysis and reporting of information.

Management accounting and financial accounting

●	 Accounting has two main strands – management accounting and financial accounting.

●	 Management accounting seeks to meet the needs of the business’s managers, and 
financial accounting seeks to meet the needs of providers of finance but will also be of 
use to other user groups.

●	 These two strands differ in terms of the types of reports produced, the level of report-
ing detail, the time orientation, the degree of regulation and the range and quality of 
information provided.

The changing face of accounting

●	 Changes in the economic environment have led to changes in the nature and scope 
of accounting.

●	 Financial accounting has improved its framework of rules and there has been greater 
international harmonisation of accounting rules.

●	 Management accounting has become more outward looking, and new methods for 
managing costs have emerged.

Why study accounting?

●	 Everyone connected with business should be a little ‘streetwise’ about accounting and 
finance. Financial information and decisions exert an enormous influence over the 
ways in which a business operates.

What is the purpose of a business?

●	 The purpose of a business is to create and keep customers.

What kinds of business ownership exist?

There are three main forms of business unit:

●	 sole proprietorship – easy to set up and flexible to operate but the owner has unlimited 
liability;

●	 partnership – easy to set up and spreads the burdens of ownership, but partners usually 
have unlimited liability and there are ownership risks if the partners are unsuitable;

●	 limited company – limited liability for owners but obligations imposed on the way a 
company conducts its affairs.

How are businesses organised and managed?

●	 Most businesses of any size are set up as limited companies.

●	 A board of directors is appointed by owners (shareholders) to oversee the running of 
the business.
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  ●	   Businesses are often divided into departments and organised along functional lines; how-
ever, larger businesses may be divisionalised along geographical and/or product lines.  

  ●	   The move to strategic management has been caused by the changing and more com-
petitive nature of business.    

  The quest for wealth creation 

   ●	   The key fi nancial objective of a business is to enhance the wealth of the owners.  

  ●	   To achieve this objective, the needs of other groups connected with the business, such 
as employees, suppliers and the local community, cannot be ignored.  

  ●	   When setting fi nancial objectives, the right balance must be struck between risk and 
return.    

  Ethical behaviour 

   ●	   Accounting staff  may be put under pressure to commit unethical acts.  

  ●	   Many businesses produce a code of ethical conduct to protect accounting staff  from 
this risk.    

 Key terms 
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    relevance      p.   7   
    materiality      p.   7   
    faithful representation      p.   7   
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    management accounting      p.   13   
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Solutions to these questions can be found in appendix D.

1.1 What, in economic principle, should be the determinant of what accounting information is pro-
duced? Should economics be the only issue here? (consider who the users of accounting 
information are.)

1.2 Identify the main users of accounting information for a university. for what purposes would dif-
ferent user groups need information? Is there a major difference in the ways in which accounting 
information for a university would be used compared with that of a private-sector business?

1.3 management accounting has been described as ‘the eyes and ears of management’. What do 
you think this expression means?

1.4 financial accounting statements tend to reflect past events. In view of this, how can they be of 
any assistance to a user in making a decision when decisions, by their very nature, can only be 
made about future actions?

review questions
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We saw in Chapter 1 that accounting has two distinct 
strands: financial accounting and management accounting. 
Part 1 of this book deals with the former. Here we shall 
introduce three major financial statements:

● the statement of financial position;
● the income statement; and
● the statement of cash flows.

In Chapter 2, we provide an overview of these three 
statements and then go on to consider the first of these, 
the statement of financial position, in some detail. Included 
in our consideration of this statement will be an 
explanation of the accounting conventions used when 
preparing it. These ‘conventions’ are generally accepted 
rules that have evolved to help deal with practical 
problems experienced by preparers and users of the 
statement.

In Chapter 3 we examine the second of the major financial 
statements, the income statement. Here we shall be 
looking at such issues as how profit is measured and the 
point in time at which it is recognised. Once again, there 
will be an explanation of the accounting conventions used 
when preparing this financial statement.

The limited company is the most important business form 
in the UK and in Chapters 4 and 5 we focus on this type of 
business. From an accounting viewpoint, there is nothing 

2 Measuring and reporting 
financial position

3 Measuring and reporting 
financial performance

4 Accounting for limited 
companies (1)

5 Accounting for limited 
companies (2)

6 Measuring and reporting 
cash flows

7 Analysing and 
interpreting financial 
statements

Financial accounting

Part 1
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in essence that makes limited companies different from other types of 
private-sector business. There are, however, some points of detail that we 
need to consider. Chapter 4 examines the nature of limited companies, the 
way in which they are financed and the accounting issues that specifically 
relate to this form of business. Chapter 5 considers the duty of directors of 
a limited company to account to its owners and to others, and the 
regulatory framework imposed on limited companies. Some additional 
reports prepared by large limited companies are also considered.

Chapter 6 deals with the last of the three financial statements, the statement 
of cash flows. This financial statement sets out the sources and uses of cash 
during an accounting period. We shall see that making profit is not enough. 
A business must also be able to generate cash to pay its obligations; the 
statement of cash flows helps us to assess its ability to do this.

When taken together, the three financial statements provide useful 
information about the business’s performance and position for the period 
concerned. It is possible, however, to gain even more helpful insights about 
the business by analysing these statements. This can be done using 
financial ratios and other techniques. Combining two figures from the 
financial statements in a ratio, and comparing this with a similar ratio for, 
say, another business, can often tell us much more than just reading the 
figures themselves. In Chapter 7 we consider some of the techniques for 
analysing financial statements.

➔
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We begin this chapter by taking an overview of the three major financial statements that 
form the core of financial accounting. We examine the relationship between these 

financial statements and consider how each one contributes towards an assessment of the 
overall financial position and performance of a business.

Following this overview, we shall undertake a more detailed examination of one of these 
financial statements: the statement of financial position. We identify the component parts 
of this statement and consider the interrelationships between them. We also consider the 
main accounting conventions, or rules, that are followed in preparing the statement of 
financial position.

We saw in Chapter 1 that accounting information should be useful to those seeking to 
make decisions about a business. We complete the chapter by considering the value of the 
statement of financial position for decision-making purposes.

Introduction

Measuring and reporting 
financial position

ChaPter 2

Learning outcomes

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

●	 explain the nature and purpose of the three major financial statements;

●	 prepare a simple statement of financial position and interpret the information 
that it contains;

●	 discuss the accounting conventions underpinning the statement of financial 
position;

●	 discuss the uses and limitations of the statement of financial position for 
decision-making purposes.
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     the major financial statements – an overview 

 The major fi nancial accounting statements aim to provide a picture of the fi nancial posi-
tion and performance of a business. To achieve this, a business’s accounting system will 
normally produce three fi nancial statements on a regular, recurring basis. These three 
statements are concerned with answering the following questions relating to a particular 
period: 

   ●	   What cash movements took place?  
  ●	   How much wealth was generated?  
  ●	   What is the accumulated wealth of the business at the end of the period and what 

form does it take?   

 To address each of these questions, there is a separate fi nancial statement. The fi nan-
cial statements are: 

   ●	   the  statement of cash flows,   
  ●	   the  income statement  (also known as the profi t and loss account), and  
  ●	   the  statement of financial position  (also known as the balance sheet).   

 Together they provide an overall picture of the fi nancial health of the business. 
 Perhaps the best way to introduce these fi nancial statements is to look at an example 

of a very simple business. From this we shall be able to see the sort of information that 
each of the statements can usefully provide. It is, however, worth pointing out that, 
while a simple business is our starting point, the principles for preparing the fi nancial 
statements apply equally to the largest and most complex businesses. This means that 
we shall frequently encounter these principles again in later chapters.  

 Paul was unemployed and unable to fi nd a job. He therefore decided to embark on 
a business venture. With Christmas approaching, he decided to buy gift wrapping 
paper from a local supplier and to sell it on the corner of his local high street. He felt 
that the price of wrapping paper in the high street shops was unreasonably high. 
This provided him with a useful business opportunity. 

 He began the venture with    £40    of his own money, in cash. On Monday, Paul’s 
fi rst day of trading, he bought wrapping paper for    £40    and sold three-quarters of it 
for    £45    cash. 

   ●	   What cash movements took place in Paul’s business during Monday? 
 For Monday, a  statement of cash fl ows  showing the cash movements (that is, cash 
in and cash out) for the day can be prepared as follows: 

    Statement of cash fl ows for Monday 

      £    
 Cash introduced (by Paul)  40 
 Cash from sales of wrapping paper  45 
 Cash paid to buy wrapping paper  ( 40 ) 
 Closing balance of cash   45  

 example 2.1 

     the major financial statements – an overview 
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The statement shows that Paul placed £40 cash into the business. The business 
received £45 cash from customers, but paid £40 cash to buy the wrapping paper. 
This left £45 of cash by Monday evening. Note that we are taking the standard 
approach found in the financial statements of showing figures to be deducted (in 
this case the £40 paid out) in brackets. We shall take this approach consistently 
throughout the chapters dealing with financial statements.

●	 How much wealth (that is, profit) was generated by the business during Monday?
An income statement can be prepared to show the wealth generated (profit) on 
Monday. The wealth generated arises from trading and will be the difference 
between the value of the sales made and the cost of the goods (that is, wrapping 
paper) sold.

Income statement for Monday

£
Sales revenue 45
Cost of goods sold (3�4 of £40) (30)
Profit 15

Note that it is only the cost of the wrapping paper sold that is matched against 
(and deducted from) the sales revenue in order to find the profit, not the whole 
of the cost of wrapping paper acquired. Any unsold inventories (also known as 
stock) will be charged against the future sales revenue that it generates. In this case 
the cost of the unsold inventories is 1�4 of £40 = £10.

●	 What is the accumulated wealth on Monday evening and what form does it 
take?
To establish the accumulated wealth at the end of Monday’s trading, we can 
draw up a statement of financial position for Paul’s business. This statement will 
also list the forms of wealth held at the end of that day.

Statement of financial position as at Monday evening

£
Cash (closing balance) 45
Inventories of goods for resale (1�4 of £40) 10
Total assets 55
equity 55

Note the terms ‘assets’ and ‘equity’ that appear in this statement. ‘Assets’ are busi-
ness resources (things of value to the business) and include cash and inventories. 
‘Equity’ is the word used in accounting to describe the investment, or stake, of 
the owner(s) – in this case Paul – in the business. Both of these terms will be dis-
cussed in some detail a little later in this chapter. Note that the equity on Monday 
evening was £55. This represented the £40 that Paul put in to start the business, 
plus Monday’s profit (£15) – profits belong to the owner(s).

We can see from the financial statements in Example 2.1 that each statement provides 
part of a picture of the financial performance and position of the business. We begin by 
showing the cash movements. Cash is a vital resource that is necessary for any business 
to function effectively. It is required to meet debts that become due and to acquire other 
resources (such as inventories). Cash has been described as the ‘lifeblood’ of a business.
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Reporting cash movements alone, however, is not enough to portray the financial 
health of the business. To find out how much profit was generated, we need an income 
statement. It is important to recognise that cash and profits rarely move in unison. Dur-
ing Monday, for example, the cash balance increased by £5, but the profit generated, as 
shown in the income statement, was £15. The cash balance did not increase in line with 
profit because part of the wealth (£10) was held in the form of inventories.

The statement of financial position that was drawn up as at the end of Monday’s trad-
ing provides an insight into the total wealth of the business. This wealth can be held in 
various forms. For Paul’s business, wealth is held in the form of cash and inventories. 
This means that, when drawing up the statement of financial position, both forms will 
be listed. For a large business, many other forms of wealth may be held, such as property, 
equipment, motor vehicles and so on.

Let us now continue with our example.

We can see that the total business wealth had increased to £73 by Tuesday evening. 
This represents an increase of £18 (that is, £73 - £55) over Monday’s figure – which, of 
course, is the amount of profit made during Tuesday as shown on the income 
statement.

On Tuesday, Paul bought more wrapping paper for £20 cash. He managed to sell 
all of the new inventories and all of the earlier inventories, for a total of £48.

The statement of cash flows for Tuesday will be as follows:

Statement of cash flows for tuesday

£
Opening balance (from monday evening) 45
Cash from sales of wrapping paper 48
Cash paid to buy wrapping paper (20)
Closing balance 73

The income statement for Tuesday will be as follows:

Income statement for tuesday

£
Sales revenue 48
Cost of goods sold (£20 + £10) (30)
Profit 18

The statement of financial position as at Tuesday evening will be:

Statement of financial position as at tuesday evening

£
Cash (closing balance) 73
Inventories –
Total assets 73
equity 73

example 2.1 (continued)
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Note that the total business wealth has increased by £9 (that is, the amount of 
Wednesday’s profit) even though the cash balance has declined. This is because the busi-
ness is holding more of its wealth in the form of inventories rather than cash, compared 
with the position on Tuesday evening.

By Wednesday evening, the equity stood at £82. This arose from Paul’s initial investment 
of £40, plus his profits for Monday (£15), Tuesday (£18) and Wednesday (£9). This repre-
sents Paul’s total investment in his business at that time. The equity of most businesses will 
similarly be made up of injections of funds by the owner plus any accumulated profits.

We can see that the income statement and statement of cash flows are both concerned 
with measuring flows (of wealth and cash respectively) during a particular period. The 
statement of financial position, however, is concerned with the financial position at a 
particular moment in time. Figure 2.1 illustrates this point.

The three financial statements discussed are often referred to as the final accounts of 
the business.

For external users (that is, virtually all users except the managers of the business con-
cerned), these statements are normally backward looking because they are based on 
information concerning past events and transactions. This can be useful in providing 
feedback on past performance and in identifying trends that provide clues to future per-
formance. However, the statements can also be prepared using projected data to help 
assess likely future profits, cash flows and so on. Normally, this is done only for manage-
ment decision-making purposes.

Now that we have an overview of the financial statements, we shall consider each one 
in detail. The remainder of this chapter is devoted to the statement of financial position.

On Wednesday, Paul bought more wrapping paper for £46 cash. However, it was rain-
ing hard for much of the day and sales were slow. After Paul had sold half of his total 
inventories for £32, he decided to stop trading until Thursday morning.

Have a go at drawing up the three financial statements for Paul’s business for Wednesday.

Statement of cash flows for Wednesday

£
Opening balance (from the Tuesday evening) 73
Cash from sales of wrapping paper 32
Cash paid to buy wrapping paper (46)
Closing balance 59

Income statement for Wednesday

£
Sales revenue 32
Cost of goods sold (1/2 of £46) (23)
Profit  9

Statement of financial position as at Wednesday evening

£
Cash (closing balance) 59
Inventories (1/2 of £46) 23
Total assets 82
equity 82

activity 2.1
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  the statement of financial position 

 We saw a little earlier that this statement shows the forms in which the wealth of a business 
is held and how much wealth is held in each form. We can, however, be more specifi c about 
the nature of this statement by saying that it sets out the  assets  of a business, on the one 
hand, and the  claims  against the business, on the other. Before looking at the statement of 
fi nancial position in more detail, we need to be clear about what these terms mean. 

  assets 

 An asset is essentially a resource of a business. For a particular item to be treated as an 
asset, for accounting purposes, it should have the following characteristics: 

   ●	    A probable future economic benefi t must exist.  This simply means that the item must be 
expected to have some monetary value. This value can arise through the asset’s future 
use within the business or through its hire or sale. This means that an obsolete piece of 
equipment that will be sold for scrap would still be considered an asset, whereas an 
obsolete piece of equipment that has no scrap value would not be regarded as one.  

  ●	    The benefi t must arise from some past transaction or event.  In other words, the transaction 
(or other event) giving rise to a business’s right to the benefi t must have already 
occurred and will not arise at some future date. For example, an agreement by a busi-
ness to buy a piece of equipment at some future date would not mean the item is cur-
rently an asset of the business.  

  ●	    The business must have the right to control the resource.  Unless the business controls the 
resource, it cannot be regarded as an asset for accounting purposes. To a business off er-
ing holidays on barges, for example, the canal system may be a very valuable resource, 
but as the business will not be able to control the access of others to the canal system, 

  the statement of financial position 

  The income statement and statement of cash flows are concerned with measuring flows of 
wealth and cash (respectively) over time. The statement of financial position, however, is con-
cerned with measuring the amount of wealth at a particular moment in time.  

  the relationship between the major financial statements          Figure 2.1
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it cannot be regarded as an asset of the business. (However, any barges owned by the 
business would be regarded as assets.)

●	 The asset must be capable of measurement in monetary terms. Unless the item can be 
measured in monetary terms with a reasonable degree of reliability, it will not be 
regarded as an asset for inclusion on the statement of financial position. For instance, 
the title of a magazine (for example Hello! or Vogue) that was created by its publisher 
may be extremely valuable to that publishing business, but this value is difficult to 
quantify. It will not, therefore, be treated as an asset.

Note that all four of these conditions must apply. If one of them is missing, the item 
will not be treated as an asset for accounting purposes and will not, therefore, appear on 
the statement of financial position. Figure 2.2 summarises this discussion in the form of 
a decision chart.

An item must possess each of the four characteristics identified to be regarded as an account-
ing asset.

Decision chart for identifying an accounting assetFigure 2.2
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We can see that these conditions will strictly limit the kind of resources that may 
be referred to as ‘assets’ in the statement of financial position. Some resources, like the 
canal system or the magazine title Hello!, may well be assets in a broader sense, but not 
for accounting purposes. Once an asset has been acquired by a business, it will con-
tinue to be considered an asset until the benefits are exhausted or the business dis-
poses of it.

Indicate which of the following items could appear as an asset on the statement of 
financial position of a business. Explain your reasoning in each case.

1 £1,000 owed to the business by a credit customer who is unable to pay.
2 A patent, bought from an inventor, that gives the business the right to produce a new 

product. Production of the new product is expected to increase profits over the 
period during which the patent is held.

3 A recently hired new marketing director who is confidently expected to increase 
profits by over 30 per cent during the next three years.

4 A recently purchased machine that will save the business £10,000 each year. It is 
already being used by the business but it has been acquired on credit and is not yet 
paid for.

Your answer should be along the following lines:

1 Under normal circumstances, a business would expect a customer to pay the amount 
owed. Such an amount is therefore typically shown as an asset under the heading 
‘trade receivables’ (or ‘debtors’). However, in this particular case the customer is unable 
to pay. As a result, the item is incapable of providing future economic benefits and the 
£1,000 owing would not be regarded as an asset. debts that are not paid are referred 
to as ‘bad debts’.

2 The patent would meet all of the four conditions and would, therefore, be regarded as 
an asset.

3 The new marketing director would not be considered as an asset. One argument for this 
is that the business does not have exclusive rights of control over the director. (It may 
have an exclusive right to the services that the director provides, however.) Perhaps a 
stronger argument is that the value of the director cannot be measured in monetary 
terms with any degree of reliability.

4 The machine would be considered an asset even though it is not yet paid for. Once the 
business has agreed to buy the machine, and has accepted it, the machine represents 
an asset even though payment is still outstanding. (The amount outstanding would be 
shown as a claim, as we shall see shortly.)

activity 2.2

The sorts of items that often appear as assets in the statement of financial position of 
a business include:

●	 property;
●	 plant and equipment;
●	 fixtures and fittings;
●	 patents and trademarks;
●	 trade receivables (debtors);
●	 investments outside the business.
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Note that an asset does not have to be a physical item – it may be a non-physical one 
that gives a right to certain benefits. Assets that have a physical substance and can be 
touched (such as inventories) are referred to as tangible assets. Assets that have no 
physical substance but which, nevertheless, provide expected future benefits (such as 
patents) are referred to as intangible assets.

Claims

A claim is an obligation of the business to provide cash, or some other form of benefit, to 
an outside party. It will normally arise as a result of the outside party providing assets for 
use by the business. There are essentially two types of claim against a business:

●	 equity. This represents the claim of the owner(s) against the business. This claim is 
sometimes referred to as the owner’s capital. Some find it hard to understand how the 
owner can have a claim against the business, particularly when we consider the exam-
ple of a sole-proprietor-type business, like Paul’s, where the owner is, in effect, the busi-
ness. For accounting purposes, however, a clear distinction is made between the 
business and the owner(s). The business is viewed as being quite separate from the 
owner. It is seen as a separate entity with its own separate existence. This means that, 
when financial statements are prepared, they relate to the business rather than to the 
owner(s). Viewed from this perspective, any funds contributed by the owner will be 
seen as coming from outside the business and will appear as a claim against the business 
in its statement of financial position.

●	 Liabilities. Liabilities represent the claims of all individuals and organisations, apart 
from the owner(s). They arise from past transactions or events such as supplying 
goods or lending money to the business. A liability will be settled through an outflow 
of assets (usually cash).

Once a claim from the owners or outsiders has been incurred by a business, it will remain 
as an obligation until it is settled.

Now that the meanings of the terms assets, equity and liabilities have been established, 
we can consider the relationship between them. This relationship is quite straightfor-
ward. If a business wishes to acquire assets, it must raise the necessary funds from some-
where. It may raise these funds from the owner(s), or from other outside parties, or from 
both. Example 2.2 illustrates this relationship.

Can you think of two additional items that might appear as assets in the statement of 
financial position of a typical business?

You may be able to think of a number of other items. Two that we have met so far, because 
they were held by Paul’s wrapping paper business (in example 2.1), are inventories and cash.

activity 2.3

Jerry and Company is a new business that was created by depositing £20,000 in a 
bank account on 1 March. This amount was raised partly from the owner (£6,000) 
and partly from borrowing (£14,000). Raising funds in this way will give rise to a 

example 2.2

➔
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claim on the business by both the owner (equity) and the lender (liability). If a 
statement of financial position of Jerry and Company is prepared following these 
transactions, it will appear as follows:

Jerry and Company
Statement of financial position as at 1 March

£
aSSetS
Cash at bank 20,000
total assets 20,000
eQUItY aND LIaBILItIeS
equity 6,000
liabilities – borrowing 14,000
total equity and liabilities 20,000

We can see from the statement of financial position that the total claims (equity 
and liabilities) are the same as the total assets. Thus:

Assets = Equity + Liabilities

This equation – which we shall refer to as the accounting equation – will always 
hold true. Whatever changes may occur to the assets of the business or the claims 
against it, there will be compensating changes elsewhere that will ensure that the 
statement of financial position always ‘balances’. By way of illustration, consider 
the following transactions for Jerry and Company:

2 March Bought a motor van for £5,000, paying by cheque.
3 March Bought inventories (that is, goods to be sold) on one month’s credit for 

£3,000. (This means that the inventories were bought on 3 March, but 
payment will not be made to the supplier until 3 April.)

4 March Repaid £2,000 of the amount borrowed, to the lender, by cheque.
6 March Owner introduced another £4,000 into the business bank account.

A statement of financial position may be drawn up after each day in which trans-
actions have taken place. In this way, we can see the effect of each transaction on 
the assets and claims of the business. The statement of financial position as at 
2 March will be:

Jerry and Company
Statement of financial position as at 2 March

£

aSSetS
Cash at bank (20,000 - 5,000) 15,000
motor van 5,000
total assets 20,000
eQUItY aND LIaBILItIeS
equity 6,000
liabilities – borrowing 14,000
total equity and liabilities 20,000

As we can see, the effect of buying the motor van is to decrease the balance at the 
bank by £5,000 and to introduce a new asset – a motor van – to the statement of 

example 2.2 continued
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Try drawing up a statement of financial position for Jerry and Company as at 4 March.

The statement of financial position as at 4 march, following the repayment of part of the bor-
rowing, will be:

Jerry and Company
Statement of financial position as at 4 March

£
aSSetS
Cash at bank (15,000 - 2,000) 13,000
motor van 5,000
Inventories  3,000
total assets 21,000
eQUItY aND LIaBILItIeS
equity 6,000
liabilities – borrowing (14,000 - 2,000) 12,000
liabilities – trade payable 3,000
total equity and liabilities 21,000

The repayment of £2,000 of the borrowing will result in a decrease in the balance at the 
bank of £2,000 and a decrease in the lender’s claim against the business by the same amount.

activity 2.4

financial position. The total assets remain unchanged. It is only the ‘mix’ of assets 
that has changed. The claims against the business remain the same because there 
has been no change in the way in which the business has been funded.

The statement of financial position as at 3 March, following the purchase of 
inventories, will be:

Jerry and Company
Statement of financial position as at 3 March

£
aSSetS
Cash at bank 15,000
motor van 5,000
Inventories 3,000
total assets 23,000
eQUItY aND LIaBILItIeS
equity 6,000
liabilities – borrowing 14,000
liabilities – trade payable 3,000
total equity and liabilities 23,000

The effect of buying inventories has been to introduce another new asset (inven-
tories) to the statement of financial position. Furthermore, the fact that the goods 
have not yet been paid for means that the claims against the business will be 
increased by the £3,000 owed to the supplier, who is referred to as a trade payable (or 
trade creditor) on the statement of financial position.
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 This example (Jerry and Company) illustrates the point that the accounting equation 
(assets equals equity plus liabilities) will always hold true, because it refl ects the fact that, 
if a business wishes to acquire more assets, it must raise funds equal to the cost of those 
assets. The funds raised must be provided by the owners (equity), or by others (liabil-
ities), or by a combination of the two. This means that the total cost of assets acquired 
should always equal the total equity plus liabilities. 

 It is worth pointing out that businesses do not normally draw up a statement of fi nancial 
position after each day, as shown in the example. We have done this to illustrate the eff ect 
on the statement of fi nancial position of each transaction. In practice, a statement of fi nan-
cial position for a business is usually prepared at the end of a defi ned reporting period. The 
period over which businesses measure their fi nancial results is usually known as the  report-
ing period,  but it is sometimes called the ‘accounting period’ or ‘fi nancial period’. 

 Determining the length of the reporting period will involve weighing up the costs of 
producing the information against the perceived benefi ts of having that information for 
decision-making purposes. In practice, the reporting period will vary between businesses; 
it could be monthly, quarterly, half-yearly or annually. For external reporting purposes, an 
annual reporting period is the norm (although certain businesses, typically larger ones, 
report more frequently than this). For internal reporting purposes to managers, however, 
more frequent (perhaps monthly) fi nancial statements are likely to be prepared.   

  the effect of trading transactions 

 In the example (Jerry and Company), we showed how various types of transactions aff ected 
the statement of fi nancial position. However, one very important type of transaction – trading 
transactions – has yet to be considered. To show how this type of transaction aff ects the state-
ment of fi nancial position, let us return to Jerry and Company.  

  the effect of trading transactions 

   Try drawing up a statement of financial position as at 6 March for Jerry and Company.  

  The statement of financial position as at 6 march, following the introduction of more funds, 
will be: 

    Jerry and Company 
 Statement of financial position as at 6 March 

      £    
  aSSetS    
 Cash at bank    (13,000 + 4,000)     17,000 
 motor van  5,000 
 Inventories    3,000  
  total assets    25,000  
  eQUItY aND LIaBILItIeS    
 equity    (6,000 + 4,000)     10,000 
 liabilities – borrowing  12,000 
 liabilities – trade payable    3,000  
  total equity and liabilities    25,000  

 The introduction of more funds by the owner will result in an increase in the equity of 
   £4,000    and an increase in the cash at bank by the same amount.   

 activity 2.5 
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We can see that the inventories (£3,000) have now disappeared from the statement 
of financial position, but the cash at bank has increased by the selling price of the 
inventor ies (£5,000). The net effect has therefore been to increase assets by £2,000 (that 
is, £5,000 less £3,000). This increase represents the net increase in wealth (the profit) 
that has arisen from trading. Also note that the equity of the business has increased by 
£2,000, in line with the increase in assets. This increase in equity reflects the fact that 
wealth generated, as a result of trading or other operations, will be to the benefit of the 
owners and will increase their stake in the business.

The statement of financial position that we drew up for Jerry and Company as at 6 
March was as follows:

Jerry and Company
Statement of financial position as at 6 March

£
aSSetS
Cash at bank 17,000
motor van 5,000
Inventories  3,000
total assets 25,000
eQUItY aND LIaBILItIeS
equity 10,000
liabilities – borrowing 12,000
liabilities – trade payable 3,000
total equity and liabilities 25,000

On 7 March, the business managed to sell all of the inventories for £5,000 and 
received a cheque immediately from the customer for this amount. The statement 
of financial position on 7 March, after this transaction has taken place, will be:

Jerry and Company
Statement of financial position as at 7 March

£
aSSetS
Cash at bank (17,000 + 5,000) 22,000
motor van 5,000
Inventories (3,000 - 3,000)  –
total assets 27,000
eQUItY aND LIaBILItIeS
equity (10,000 + (5,000 - 3,000)) 12,000
liabilities – borrowing 12,000
liabilities – trade payable  3,000
total equity and liabilities 27,000

example 2.2 (continued)

What would have been the effect on the statement of financial position if the inventories 
had been sold on 7 March for £1,000 rather than £5,000?

activity 2.6

➔
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 What we have just seen means that the accounting equation can be extended as 
follows: 

   Assets (at the end = Equity (amount at the start of the period
of the period)  + Profi t (or - Loss) for the period)
 + Liabilities (at the end of the period)

    (This is assuming that the owner makes no injections or withdrawals of equity during 
the period.) 

 Any funds introduced or withdrawn by the owners also aff ect equity. If the owners 
withdrew    £1,500    for their own use, the equity of the owners would be reduced by 
   £1,500.    If these drawings were in cash, the cash balance would decrease by    £1,500    in the 
statement of fi nancial position. 

 Like all items in the statement of fi nancial position, the amount of equity is cumula-
tive. This means that any profi t not taken out as drawings by the owner(s) remains in the 
business. These retained (or ‘ploughed-back’) earnings have the eff ect of expanding the 
business.  

  Classifying assets 

 In the statement of fi nancial position, assets and claims are usually grouped into categor-
ies. This is designed to help users, as a haphazard listing of these items could be confus-
ing. Assets are usually categorised as being either current or non-current. 

  Classifying assets 

activity 2.6 continued

  The statement of financial position on 7 march would then have been: 

    Jerry and Company 
 Statement of financial position as at 7 March 

      £    
  aSSetS    
 Cash at bank    (17,000 + 1,000)     18,000 
 motor van  5,000 
 Inventories    (3,000 - 3,000)       –  
 total assets   23,000  
  eQUItY aND LIaBILItIeS    
 equity    (10,000 + (1,000 - 3,000))     8,000 
 liabilities – borrowing  12,000 
 liabilities – trade payable   3,000  
  total equity and liabilities    23,000  

 As we can see, the inventories    (£3,000)    will disappear from the statement of financial posi-
tion but the cash at bank will rise by only    £1,000.    This will mean a net reduction in assets of 
   £2,000.    This reduction represents a loss arising from trading and will be reflected in a reduc-
tion in the equity of the owners.   
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Current assets

Current assets are basically assets that are held for the short term. To be more precise, 
they are assets that meet any of the following conditions:

●	 they are held for sale or consumption during the business’s normal operating cycle;
●	 they are expected to be sold within a year after the date of the relevant statement of 

financial position;
●	 they are held principally for trading;
●	 they are cash, or near cash such as easily marketable, short-term investments.

The operating cycle of a business, mentioned above, is the time between buying and/
or creating a product or service and receiving the cash on its sale. For most businesses, 
this will be less than a year. (It is worth mentioning that sales made by most businesses 
are made on credit. The customer pays some time after the goods are received or the ser-
vice is rendered.)

The most common current assets are inventories, trade receivables (amounts owed by 
customers for goods or services supplied on credit) and cash. For businesses that sell 
goods, rather than render a service, the current assets of inventories, trade receivables and 
cash are interrelated. They circulate within a business as shown in Figure 2.3. We can see 
that cash can be used to buy inventories, which are then sold on credit. When the credit 
customers (trade receivables) pay, the business receives an injection of cash and so on.

Inventories may be sold on credit to customers. When the customers pay, the trade receivables 
will be converted into cash, which can then be used to purchase more inventories. Then the 
cycle begins again.

the circulating nature of current assetsFigure 2.3

For purely service businesses, the situation is similar, except that inventories are not 
involved.

Non-current assets

Non-current assets (also called fixed assets) are simply assets that do not meet the defin-
ition of current assets. They tend to be held for long-term operations. Non-current assets 
may be either tangible or intangible. Tangible non-current assets normally consist of 
property, plant and equipment. We shall refer to them in this way from now on. This is 
a rather broad term that includes items such as land and buildings, machinery, motor 
vehicles and fixtures and fittings.
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Distinguishing between those assets continuously circulating (current) and those used 
for long-term operations (non-current) may help when assessing the mix of assets held. 
Most businesses need a certain amount of both types of asset to operate effectively.

The assets of Kunalun and Co., a large advertising agency, are as follows:

●	 cash at bank
●	 fixtures and fittings
●	 office equipment
●	 motor vehicles
●	 property
●	 computers
●	 work in progress (that is, partly completed work for clients).

Which of these do you think should be defined as non-current assets and which should 
be defined as current assets?

Your answer should be as follows:

Non-current assets Current assets
Fixtures and fittings Cash at bank
Office equipment Work in progress
motor vehicles
Property
Computers

activity 2.8

Can you think of two examples of assets that may be classified as non-current assets 
for an insurance business?

examples of assets that may be defined as being non-current are:

●	 property
●	 furniture
●	 motor vehicles
●	 computers
●	 computer software
●	 reference books.

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

activity 2.7

The way in which a particular asset is classified (that is, between current and non-
current) may vary according to the nature of the business. This is because the purpose for 
which the asset is held may vary. For example, a motor van retailer will normally hold 
inventories of the motor vans for sale; it would, therefore, classify them as part of the 
current assets. On the other hand, a business that buys one of these vans to use for deliv-
ering its goods to customers (that is, as part of its long-term operations) would classify it 
as non-current assets.
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  Classifying claims 

 As we have already seen, claims are normally classifi ed into equity (owner’s claim) and 
liabilities (claims of outsiders). Liabilities are further classifi ed as either current or 
non-current. 

  Current liabilities 

  Current liabilities  are basically amounts due for settlement in the short term. To be more 
precise, they are liabilities that meet any of the following conditions: 

   ●	   they are expected to be settled within the business’s normal operating cycle;  
  ●	   they exist principally as a result of trading;  
  ●	   they are due to be settled within a year after the date of the relevant statement of 

fi nancial position;  
  ●	   there is no right to defer settlement beyond a year after the date of the relevant state-

ment of fi nancial position.    

  Non-current liabilities 

  Non-current liabilities  represent amounts due that do not meet the defi nition of current 
liabilities and so represent longer-term liabilities.  

   Can you think of one example of a current liability and one of a non-current liability?  

  An example of a current liability would be amounts owing to suppliers for goods supplied 
on  credit ( trade payables ) or a bank overdraft (a form of short-term bank borrowing 
that  is  repayable on demand). An example of a non-current liability would be long-term 
borrowings.   

 activity 2.9 

  Classifying claims 

 It is quite common for non-current liabilities to become current liabilities. For example, 
borrowings to be repaid 18 months after the date of a particular statement of fi nancial 
position will normally appear as a non-current liability. Those same borrowings will, 
 however, appear as a current liability in the statement of fi nancial position as at the end 
of the following year, by which time they would be due for repayment after six months. 

 This classifi cation of liabilities between current and non-current helps to highlight 
those fi nancial obligations that must shortly be met. Readers of a statement of fi nancial 
position can compare the amount of current liabilities with the amount of current assets 
(that is, the assets that either are cash or will turn into cash within the normal operating 
cycle). This should reveal whether the business can cover its maturing obligations. 

 The classifi cation of liabilities between current and non-current also helps to high-
light the proportion of total long-term fi nance that is raised through borrowings rather 
than equity. Where a business relies on long-term borrowings, rather than relying solely 
on funds provided by the owner(s), the fi nancial risks increase. This is because borrowing 
brings a commitment to make periodic interest payments and capital repayments. The 
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 Brie Manufacturing 
 Statement of financial position as at 31 December 2014 

   £000 
  aSSetS    
  Non-current assets    
 Property  45 
 Plant and equipment  30 
 motor vans    19  
     94  
  Current assets    
 Inventories  23 
 Trade receivables  18 
 Cash at bank    12  
    53  
  total assets    147  
  eQUItY aND LIaBILItIeS    
  equity   60 
  Non-current liabilities    
 long-term borrowings  50 
  Current liabilities    
 Trade payables    37  
  total equity and liabilities    147  

 The non-current assets have a total of    £94,000,    which together with the current 
assets total of    £53,000    gives a total of    £147,000    for assets. Similarly, the equity 
totals    £60,000,    which together with the    £50,000    for non-current liabilities and 
   £37,000    for current liabilities gives a total for equity and liabilities of    £147,000.    

 example 2.3 

business may be forced to stop trading if this commitment cannot be fulfi lled. Thus, 
when raising long-term fi nance, the right balance must be struck between long-term 
borrowings and owner’s equity. We shall consider this issue in more detail later in the 
text (see  Chapter   7   ).   

  Statement layouts 

 Having looked at the classifi cation of assets and liabilities, we shall now consider the 
layout of the statement of fi nancial position. Although there is an almost infi nite num-
ber of ways in which the same information on assets and claims could be presented, we 
shall consider two basic layouts. The fi rst of these follows the style that we adopted with 
Jerry and Company earlier (see pages 47 to 52). A more comprehensive example of this 
style is shown in  Example   2.3   .  

  Statement layouts 

 Within each category of asset (non-current and current) shown in  Example    2.3   , the 
items are listed in reverse order of liquidity (nearness to cash). Thus, the assets that are 
furthest from cash come fi rst and the assets that are closest to cash come last. In the case 
of non-current assets, property is listed fi rst as this asset is usually the most diffi  cult to 
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turn into cash and motor vans are listed last as there is usually a ready market for them. 
In the case of current assets, we have already seen that inventories are converted to trade 
receivables and then trade receivables are converted to cash. As a result, under the head-
ing of current assets, inventories are listed first, followed by trade receivables and finally 
cash itself. This ordering of assets will occur irrespective of the layout used.

Note that, in addition to a grand total for assets held, subtotals for non-current assets 
and current assets are shown. Subtotals are also used for non-current liabilities and cur-
rent liabilities when more than one item appears within these categories.

A slight variation from the layout illustrated in Example  2.3 is as shown in 
Example 2.4.

Brie Manufacturing
Statement of financial position as at 31 December 2014

£000
aSSetS
Non-current assets
Property 45
Plant and equipment 30
motor vans  19

 94
Current assets
Inventories 23
Trade receivables 18
Cash at bank  12

 53
total assets 147
LIaBILItIeS
Non-current liabilities
long-term borrowings (50)
Current liabilities
Trade payables (37)
total liabilities (87)
Net assets  60
eQUItY  60

example 2.4

We can see that the total liabilities are deducted from the total assets. This derives a 
figure for net assets – which is equal to equity. Using this format, the basic accounting 
equation is rearranged so that:

Assets - Liabilities = Equity

This rearranged equation highlights the fact that equity represents the residual interest 
of the owner(s) after deducting all liabilities of the business.

The layout shown in Example 2.3 is very popular in practice and will be used through-
out the book.
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  Capturing a moment in time 

 As we have already seen, the statement of fi nancial position refl ects the assets, equity 
and liabilities of a business at  a specifi ed point in time.  It has been compared to a photo-
graph. A photograph ‘freezes’ a particular moment in time and will represent the situ-
ation only at that moment. Hence, events may be quite diff erent immediately before and 
immediately after the photograph was taken. When examining a statement of fi nancial 
position, therefore, it is important to establish the date for which it has been drawn up. 
This information should be prominently displayed in the heading to the statement, as 
shown above in  Example   2.4   . When we are trying to assess current fi nancial position, the 
more recent the statement of fi nancial position date, the more helpful it is likely to be. 

 A business will normally prepare a statement of fi nancial position as at the close of 
business on the last day of its annual reporting period. In the UK, businesses are free to 
choose the date of the end of their reporting period and, once chosen, it will only nor-
mally change under exceptional circumstances. When making a decision on which year-
end date to choose, commercial convenience can often be a deciding factor. For example, 
a business operating in the retail trade may choose to have a year-end date early in the 
calendar year (for example, 31 January) because trade tends to be slack during that 
period and more staff  time is available to help with the tasks involved in the preparation 
of the annual fi nancial statements (such as checking the amount of inventories held 
(‘stocktaking’)). Since trade is slack, it is also a time when the amount of inventories held 
by the retail business is likely to be unusually low as compared with other times of the 
year. Thus, the statement of fi nancial position, though showing a fair view of what it 
purports to show, may show a picture of what is not typically the position of the business 
over the rest of the year.  

  the role of accounting conventions 

 Accounting has a number of conventions, or rules, that have evolved over time. They 
have evolved as attempts to deal with practical problems experienced by preparers and 
users of fi nancial statements, rather than to refl ect some theoretical ideal. In preparing 
the statements of fi nancial position earlier in this chapter, we have followed various 
 accounting conventions,  though they have not been explicitly mentioned. We shall 
now identify and discuss the major conventions that we have applied. 

  Business entity convention 

 For accounting purposes, the business and its owner(s) are treated as being quite separate 
and distinct. This is why owners are treated as being claimants against their own busi-
ness in respect of their investment. The  business entity convention  must be distin-
guished from the legal position that may exist between businesses and their owners. For 
sole proprietorships and partnerships, the law does not make any distinction between 
the business and its owner(s). For limited companies, on the other hand, there is a clear 
legal distinction between the business and its owners. (As we shall see in  Chapter   4   , the 
limited company is regarded as having a separate legal existence.) For accounting pur-
poses, these legal distinctions are irrelevant and the business entity convention applies 
to all businesses.  

  the role of accounting conventions 

  Capturing a moment in time 
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historic cost convention

The historic cost convention holds that the value of assets shown on the statement of 
financial position should be based on their historic cost (that is, acquisition cost). The 
use of historic cost means that problems of measurement reliability are minimised as the 
amount paid for a particular asset is often a matter of demonstrable fact. Reliance on 
opinion is avoided, or at least reduced, which should enhance the credibility of the 
information in the eyes of users. A key problem, however, is that the information pro-
vided may not be relevant to user needs. Even quite early in the life of some assets, his-
toric costs may become outdated compared to current market values. This can be 
misleading when assessing current financial position.

Many argue that recording assets at their current value would provide a more realistic 
view of financial position and would be relevant for a wide range of decisions. A system 
of measurement based on current value does, however, bring its own problems. The term 
‘current value’ can be defined in different ways. It can be defined broadly as either the 
current replacement cost or the current realisable value (selling price) of an asset. These 
two types of valuation may result in quite different figures being produced to represent 
the current value of an item. Furthermore, the broad terms ‘replacement cost’ and ‘realis-
able value’ can be defined in different ways. We must therefore be clear about what kind 
of current value accounting we wish to use.

Activity 2.10 illustrates some of the problems associated with current value accounting.

Plumber and Company has a fleet of motor vans that are used for making deliveries to 
customers. The owners want to show these vans on the statement of financial position 
at their current values rather than at their historic cost. They would like to use either 
current replacement cost (based on how much would have to be paid to buy vans of a 
similar type, age and condition) or current realisable value (based on how much a motor 
van dealer would pay for the vans, if the business sold them).

Why is the choice between the two current valuation methods important? Why would 
both current valuation methods present problems in establishing reliable values?

The choice between the two current valuation methods is important because the values 
derived under each method are likely to be quite different. normally, replacement cost values 
for the motor vans will be higher than their current realisable values.

establishing current values will usually rely on opinions, which may well vary from one 
dealer to another. Thus, instead of a single, unambiguous figure for, say, the current 
replacement cost for each van, a range of possible current replacement costs could be 
produced. The same problem will arise when trying to establish the current realisable value 
for each van.

activity 2.10

We should bear in mind that the motor vans discussed in Activity 2.10 are less of a 
problem than are many other types of asset. There is a ready market for motor vans, 
which means that a value can be obtained by contacting a dealer. For a custom-built 
piece of equipment, however, identifying a replacement cost or, worse still, a selling 
price, could be very difficult.

Where the current values of assets are based on the opinion of managers of the busi-
ness, there is a greater risk that they will lack credibility. Some form of independent valu-
ation, or verification, may therefore be required to reassure users.
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Despite the problems associated with current values, they are increasingly used when 
reporting assets in the statement of financial position. This has led to a steady erosion in 
the importance of the historic cost convention. Thus, many businesses now prepare 
financial statements on a modified historic cost basis. We shall consider the valuation of 
assets in more detail a little later in the chapter.

Prudence convention

The prudence convention holds that caution should be exercised when making 
accounting judgements. The application of this convention normally involves record-
ing all losses at once and in full; this refers to both actual losses and expected losses. 
Profits, on the other hand, are recognised only when they actually arise. Greater empha-
sis is, therefore, placed on expected losses than on expected profits. To illustrate the 
application of this convention, let us assume that certain inventories held by a business 
prove unpopular with customers and so a decision is made to sell them below their ori-
ginal cost. The prudence convention requires that the expected loss from future sales be 
recognised immediately rather than when the goods are eventually sold. Where, how-
ever, inventories can be sold above their original cost, profit will only be recognised at 
the time of sale.

The prudence convention evolved to counteract the excessive optimism of some 
managers and is designed to prevent an overstatement of financial position and perform-
ance. Applying this convention, however, requires judgement. This means that the way 
in which it is applied by preparers of financial statements may differ over time and 
between businesses. Where excessive prudence is applied, it will lead to an understate-
ment of profits and financial position. This will mean a consistent bias in the reporting 
of both financial performance and position.

What might be the effect of applying excessive prudence on the quality of decisions 
made by the owners of a business who are considering selling their share of the 
business?

Being excessively prudent will tend to obscure the underlying financial reality and may lead 
to poor decisions being made. The owners may sell their stake in the business at a lower 
price than they would have received if a more balanced view of the financial health of the 
business had been presented.

activity 2.11

In recent years, the prudence convention has weakened its grip on accounting and 
has become a less dominant force. Nevertheless, it remains an important convention.

Going concern convention

Under the going concern convention, the financial statements should be prepared on 
the assumption that a business will continue operations for the foreseeable future, unless 
there is evidence to the contrary. In other words, it is assumed that there is no intention, 
or need, to sell off the non-current assets of the business.
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Where a business is in financial difficulties, however, non-current assets may have to 
be sold to repay those with claims against the business. The realisable (sale) value of 
many non-current assets is often much lower than the values reported in the statement 
of financial position. In the event of a forced sale of assets, therefore, significant losses 
might arise. These losses must be anticipated and fully reported when, but only when, a 
business’s going concern status is called into question.

Dual aspect convention

The dual aspect convention asserts that each transaction has two aspects, both of which 
will affect the statement of financial position. This means that, for example, the pur-
chase of a computer for cash results in an increase in one asset (computer) and a decrease 
in another (cash). Similarly, the repayment of borrowings results in the decrease in a 
liability (borrowings) and the decrease in an asset (cash).

What are the two aspects of each of the following transactions?

1 Purchasing £1,000 of inventories on credit.
2 Owner withdrawing £2,000 in cash.
3 Paying a supplier £1,000 for inventories bought on credit a few weeks earlier.

Your answer should be as follows:

1 Inventories increase by £1,000, trade payables increase by £1,000.
2 equity reduces by £2,000, cash reduces by £2,000.
3 Trade payables reduce by £1,000, cash reduces by £1,000.

activity 2.12

Recording the dual aspect of each transaction ensures that the statement of financial 
position will continue to balance.

Figure 2.4 summarises the main accounting conventions that exert an influence on 
the construction of the statement of financial position.

These are the key accounting conventions relating to the statement of financial position.

accounting conventions influencing the statement of financial 
positionFigure 2.4
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  Money measurement 

 We saw earlier that a resource will only be regarded as an asset and included on the state-
ment of fi nancial position if it can be measured in monetary terms, with a reasonable 
degree of reliability. Some resources of a business, however, do not meet this criterion 
and so are excluded from the statement of fi nancial position. As a result, the scope of the 
statement of fi nancial position is limited.  

   Can you think of resources of a business that cannot usually be measured reliably in 
monetary terms?  

  In answering this activity you may have thought of the following: 

   ●	   the quality of the human resources of the business  
  ●	   the reputation of the business’s products  
  ●	   the location of the business  
  ●	   the relationship the business enjoys with its customers.     

 activity 2.13 

  Money measurement 

 There have been occasional attempts to measure and report those resources of a busi-
ness that are normally excluded from the statement of fi nancial position so as to provide 
a more complete picture of fi nancial position. These attempts, however, usually fail the 
test of reliability. Unreliable measurement produces inconsistency in reporting and cre-
ates doubts in the minds of users. The integrity and credibility of fi nancial statements 
can therefore be undermined. 

 We shall now discuss some key resources of a business that normally defy reliable 
measurement. 

  Goodwill and brands 

 Some intangible non-current assets are similar to tangible non-current assets: they have a 
clear and separate identity and the cost of acquiring the asset can be reliably measured. 
Examples normally include patents, trademarks, copyrights and licences. Other intangible 
non-current assets, however, are quite diff erent. They lack a clear and separate identity and 
refl ect a hotchpotch of attributes, which are part of the essence of the business. Goodwill 
and product brands are often examples of assets that lack a clear and separate identity. 

 The term ‘ goodwill ’ is often used to cover various attributes such as the quality of the 
products, the skill of employees and the relationship with customers. The term ‘product 
brands’ is also used to cover various attributes, such as the brand image, the quality of 
the product, the trademark and so on. Where goodwill and product brands have been 
generated internally by the business, it is often diffi  cult to determine their cost or to 
measure their current market value or even to be clear that they really exist. They are, 
therefore, excluded from the statement of fi nancial position. 

 When such assets are acquired through an ‘arm’s-length transaction’, however, the 
problems of uncertainty about their existence and measurement are resolved. (An arm’s-
length transaction is one that is undertaken between two unconnected parties.) If good-
will is acquired, when taking over another business, or if a business acquires a particular 
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product brand, from another business, these items will be separately identified and a 
price agreed for them. Under these circumstances, they can be regarded as assets (for 
accounting purposes) by the business that acquired them and included in the statement 
of financial position.

To agree a price for acquiring goodwill or product brands means that some form of 
valuation must take place and this raises the question as to how it is done. Usually, the 
valuation will be based on estimates of future earnings from holding the asset – a process 
that is fraught with difficulties. Nevertheless, a number of specialist businesses now exist 
that are prepared to take on this challenge. real World  2.1 shows how one specialist 
business ranked and valued the top ten brands in the world for 2014.

Brand leaders
millward Brown Optimor, part of WPP marketing services group, produces an annual 
report which ranks and values the top world brands. For 2014, the top ten brands are as 
follows:

ranking Brand value ($m)

1 google 158,843
2 Apple 147,880
3 IBm 107,541
4 microsoft 90,185
5 mcdonald’s 85,706
6 Coca-Cola 80,683
7 visa 79,197
8 AT&T 77,883
9 marlboro 67,341

10 Amazon.com 64,255

We can see that the valuations placed on the brands owned are quite staggering. It is 
also interesting to note that technology businesses dominate the rankings.

Source: Brandz Top 100 most valuable global Brands 2014, millward Brown Optimor, www.millwardbrown.com, 2014.

real World 2.1

human resources

Attempts have been made to place a monetary measurement on the human resources of 
a business, but without any real success. There are, however, certain limited circum-
stances in which human resources are measured and reported in the statement of finan-
cial position. Professional football clubs provide an example of where these circumstances 
normally arise. While football clubs cannot own players, they can own the rights to the 
players’ services. Where these rights are acquired by compensating other clubs for releas-
ing the players from their contracts with those other clubs, an arm’s-length transaction 
arises and the amounts paid provide a reliable basis for measurement. This means that 
the rights to services can be regarded as an asset of the club for accounting purposes 
(assuming, of course, the player will bring benefits to the club).

real World 2.2 describes how one leading club reports its investment in players on the 
statement of financial position.
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  Monetary stability 

 When using money as the unit of measurement, we normally fail to recognise the fact 
that it will change in value over time, despite the fact that in the UK, and throughout 
much of the world, infl ation has been a persistent problem. This has meant that the 
value of money has declined in relation to other assets. In past years, high rates of infl a-
tion have resulted in statements of fi nancial position, which were prepared on a historic 
cost basis, refl ecting fi gures for assets that were much lower than if current values were 
employed. Rates of infl ation have been relatively low in recent years and so the disparity 
between historic cost values and current values has been less pronounced. Nevertheless, 
it can still be signifi cant. The problem of infl ation has added fuel to the more general 
debate concerning how to measure asset values in the statement of fi nancial position. It 
is to the issue of valuing assets that we now turn.   

  Valuing assets 

 We saw earlier that, when preparing the statement of fi nancial position, the historic cost 
convention is normally applied for the reporting of assets. This point requires further 
explanation as, in practice, things are a little more complex than this. Large businesses 
throughout much of the world adhere to asset valuation rules set out in International 
Financial Reporting Standards. We shall now consider the key valuation rules. 

  Valuing assets 

 Spurs players appear on the pitch and on the statement of 
financial position 
 Tottenham Hotspur Football Club (Spurs) has acquired several key players as a result of 
paying transfer fees to other clubs. In common with most UK football clubs, Spurs reports 
the cost of acquiring the rights to the players’ services on its statement of financial posi-
tion. The club’s statement as at 30 june 2013 shows the total cost of registering its squad 
of players at almost    £144 million.    The club treats a proportion of each player’s transfer fee 
as an expense each year. The exact proportion depends on the length of the particular 
player’s contract. 

 The    £144 million    does not include ‘home-grown’ players such as Harry Kane and 
Andros Townsend, because Spurs did not pay a transfer fee for them and so no clear-cut 
value can be placed on their services. during the year to 30 june 2013, the club was active 
in the transfer market and spent nearly    £62 million    on acquiring new players, including 
emmanuel Adebayor from manchester City and Clint dempsey from Fulham. Several play-
ers also left the club during the year, including Steven Pienaar, Sebastien Bassong and 
luka modric. 

 The item of players’ registrations is shown as an intangible asset in the statement of 
financial position as it is the rights to services, not the players, that are the assets. It is 
shown net of depreciation (or amortisation as it is usually termed for intangible non-current 
assets). The carrying amount at 30 june 2013 was just over    £73 million    and represented 
almost 27 per cent of Spurs’ assets, as shown in the statement of financial position. 

  Source:  Tottenham Hotspur plc Annual report 2013. 

 real World 2.2 
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Non-current assets

Non-current assets have useful lives that are either finite or indefinite. Those with a finite 
life provide benefits to a business for a limited period of time, whereas those with an 
indefinite life provide benefits without a foreseeable time limit. This distinction between 
the two types of non-current assets applies to both tangible and intangible assets.

Initially, non-current assets are recorded at their historic cost, which will include any 
amounts spent on getting them ready for use.

Non-current assets with finite lives

Benefits from assets with finite useful lives will be used up over time as a result of market 
changes, wear and tear and so on. The amount used up, which is referred to as deprecia-
tion (or amortisation, in the case of intangible non-current assets), must be measured for 
each reporting period for which the assets are held. Although we shall leave a detailed 
examination of depreciation until Chapter 3, we need to know that when an asset has 
been depreciated, this must be reflected in the statement of financial position.

The total depreciation that has accumulated over the period since the asset was 
acquired must be deducted from its cost. This net figure (that is, the cost of the asset less 
the total depreciation to date) is referred to as the carrying amount. It is sometimes also 
known as net book value or written-down value. The procedure just described is not really 
a contravention of the historic cost convention. It is simply recognition of the fact that 
a proportion of the historic cost of the non-current asset has been consumed in the pro-
cess of generating, or attempting to generate, benefits for the business.

Try to identify two non-current assets with a finite useful life that can be classified as:

1 tangible and
2 intangible?

Tangible assets normally considered to have a finite life include:

– machinery and equipment
– motor vehicles and
– Computers.

Intangible assets normally considered to have a finite life include:

– Patents (many patents are granted for a period of 20 years)
– leases taken out on assets (such as a property) and
– licences (such as a taxi licence).

activity 2.14

Non-current assets with indefinite useful lives

Benefits from assets with indefinite lives may, or may not, be used up over time. Property, 
in the form of land, is usually an example of a tangible non-current asset with an indefinite 
life. Purchased goodwill could be an example of an intangible one, though this is not 
always the case. These assets are not subject to routine depreciation each reporting period.
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Fair values

Although, initially, historic cost is the standard treatment for recording non-current 
assets of all types (tangible and intangible, finite and indefinite lives), an alternative is 
allowed. Non-current assets may be recorded using fair values provided that these values 
can be measured reliably. Fair values are market based. They represent the selling price 
that can be obtained in an orderly transaction under current market conditions. The use 
of fair values, rather than cost figures, whether depreciated or not, provides users with 
more up-to-date information. This could well be more relevant to their needs. It may also 
place the business in a better light, as assets such as property may have increased signifi-
cantly in value over time. Increasing the statement of financial position value of an asset 
does not, of course, make that asset more valuable. Perceptions of the business may, 
however, be altered by such a move.

One consequence of upwardly revaluing non-current assets with finite lives is that the 
depreciation charge will be increased. This is because the depreciation charge is based on 
the new (increased) value of the asset.

real World 2.3 shows the effect of the revaluation of non-current assets on the finan-
cial position of one large business.

rising asset levels
during the year to 31 march 2010, veolia Water UK plc, which owns Thames Water, 
changed its policy on the valuation of certain types of non-current assets. These assets 
included land and buildings, infrastructure assets and vehicles, plant and machinery. The 
business switched from the use of historic cost to the use of fair values and a revaluation 
exercise was carried out by independent qualified valuers.

The effect of this policy change was to report a revaluation gain of more than 
£436 million during the year. There was a 40 per cent increase in owners’ (shareholders’) 
equity, which was largely due to this gain.

Source: veolia Water UK plc Annual report 2009/10.

real World 2.3

Refer to the statement of financial position of Brie Manufacturing shown earlier in 
Example 2.3 (page 56). What would be the effect of revaluing the property to a figure of 
£110,000 in the statement of financial position? Show the revised statement.

The effect on the statement of financial position would be to increase the figure for property 
to £110,000 and the gain on revaluation (that is, £110,000 - £45,000 = £65,000) would be 
added to equity, as it is the owner(s) who will have benefited from the gain. The revised state-
ment of financial position would therefore be as follows:

activity 2.15
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Once non-current assets are revalued, the frequency of revaluation becomes an 
important issue. Reporting assets on the statement of financial position at out-of-date 
revaluations is the worst of both worlds. It lacks the objectivity and verifiability of his-
toric cost; it also lacks the realism of current values. Thus, where fair values are used, 
revaluations should be frequent enough to ensure that the carrying amount of the reval-
ued asset does not differ materially from its true fair value at the statement of financial 
position date.

When an item of property, plant or equipment (a tangible asset) is revalued on the 
basis of fair values, all assets within that particular group must be revalued. It is not 
therefore acceptable to revalue some items of property but not others. Although this rule 
provides some degree of consistency within a particular group of assets, it does not pre-
vent the statement of financial position from containing a mixture of valuations.

Intangible assets are not usually revalued to fair values. This is because an active mar-
ket is required to determine fair values. For most intangible assets, an active market does 
not exist. A few intangible assets, however, such as transferable taxi licences, fishing 
licences and production quotas, provide the exception.

the impairment of non-current assets

All types of non-current asset are at risk of suffering a significant fall in value. This may 
be caused by changes in market conditions, technological obsolescence and so on. In 
some cases, this results in the carrying amount of the asset being higher than the amount 
that could be recovered from the asset; either through its continued use or through its 
sale. When this occurs, the asset value is said to be impaired and the general rule is to 
reduce the carrying amount on the statement of financial position to the recoverable 

Brie Manufacturing
Statement of financial position as at 31 December 2014

£000
aSSetS
Non-current assets
Property 110
Plant and equipment 30
motor vans  19

159
Current assets
Inventories 23
Trade receivables 18
Cash at bank  12

 53
total assets 212
eQUItY aND LIaBILItIeS
equity (60 + 65) 125
Non-current liabilities
long-term borrowings 50
Current liabilities
Trade payables  37
total equity and liabilities 212
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amount. Unless this is done, the asset value will be overstated. The amount by which the 
asset value is reduced is known as an impairment loss. (This type of impairment in value 
should not be confused with routine depreciation of assets with finite lives.)

Why might it be a good idea to have impairment tests carried out by independent 
experts?

Impairment tests involve making judgements about the appropriate value to place on assets. 
employing independent valuers to make these judgements will normally give users greater 
confidence in the information reported. There is always a risk that managers will manipulate 
impairment values to portray a picture that they would like users to see.

activity 2.17

With which one of the accounting conventions that we discussed earlier is this account-
ing treatment of impaired assets consistent?

The answer is the prudence convention, which states that actual or anticipated losses should 
be recognised in full.

activity 2.16

Read all about it!
Johnston Press has written down the value of its assets by £250 million as the debt-laden 
regional newspaper group battles a relentless decline in circulation and advertising 
 revenues. The publisher of more than 200 newspapers, including the Scotsman and the 
Yorkshire Post, on Wednesday recorded a £194.5 million impairment charge on its pub-
lishing titles and a £57.9 million impairment on its print-press assets. The charge on its 
assets meant it posted a pre-tax loss of £248.7 million. It last cut the value of its portfolio 
at the end of 2011 when it booked a £165 million impairment charge.

Ashley Highfield, chief executive, said the company had made ‘good progress’ in the first 
half as it completed the re-launch of its print titles and invested further in its digital 
platform ‘whilst maintaining a tight control on costs’. However, like regional newspaper 
groups across the world, Johnston Press has yet to stem a decline in revenues as print 
circulation falls and advertisers shift to digital services.

Source: Adapted from: R. Cookson, Johnston Press writes down £250m in assets, ft.com,  
28 August 2013.

real World 2.4

real World 2.4 provides an example of where impairment losses for one business had 
a dramatic effect on profits and led to huge write-downs in the value of both its tangible 
and intangible non-current assets.

Intangible non-current assets with indefinite useful lives must be tested for impair-
ment as at the end of each reporting period. Other non-current assets, however, must 
also be tested where events suggest that impairment has taken place.
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When a non-current asset with a finite useful life has its value impaired, the future, 
periodic, depreciation expense for that asset will be based on the new (lower) impaired 
value.

Inventories

It is not only non-current assets that run the risk of a significant fall in value. The inven-
tories of a business could also suffer this fate as a result of changes in market taste, obso-
lescence, deterioration, damage and so on. Where a fall in value means that the amount 
likely to be recovered from the sale of the inventories will be lower than their cost, this 
loss must be reflected in the statement of financial position. Thus, if the net realisable 
value (that is, selling price less any selling costs) falls below the historic cost of inventor-
ies held, the former should be used as the basis of valuation. This reflects, once again, the 
influence of the prudence convention on the statement of financial position.

real World  2.5 reveals how one well-known business wrote down some of its 
inventories.

next to nothing
The fashion and home furnishing retailer next plc saw some of its inventories fall in value 
during the year ended 25 january 2014. This led to a reported loss of £80.7 million, which 
represented the difference between their cost and net realisable value. To see this in con-
text, the cost of inventories held at the year end was £385.6 million and the cost of goods 
sold during the year £1,363.5 million. In the previous year, there was a reported loss of 
£75.1 million for the same reason. Inventories held at the end of 2013 were valued at 
£331.8 million and cost of goods sold during that year was £1,352.5 million.

The fashion business, particularly women’s fashion, is very fast moving and so losses 
from holding such inventories are not altogether surprising.

Source: Information taken from next plc Annual report and Accounts for the year ended 25 january 2014, p. 83 and p. 92.

real World 2.5

reporting inventories
The 2013/14 annual report of Ted Baker plc, a leading designer clothes brand, includes 
the following explanation concerning inventories:

Inventories and work in progress are stated at the lower of cost and net realisable value. Cost 
includes materials, direct labour and inward transportation costs. net realisable value is based on 
estimated selling price, less further costs expected to be incurred to completion and disposal. 
Provision is made for obsolete, slow moving or defective items where appropriate.

Source: Ted Baker plc report and Accounts 2013/14, p. 56.

real World 2.6

The published financial statements of large businesses will normally show the basis on 
which inventories are valued. real World  2.6 shows how one business reports this 
information.
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  Meeting user needs 

 The statement of fi nancial position is the oldest of the three main fi nancial statements 
and may help users in the following ways: 

   ●	   It provides insights about how the business is fi nanced and how its funds are deployed.     The 
statement of fi nancial position shows how much fi nance the owners contribute and 
how much is contributed by outside lenders. It also shows the diff erent kinds of assets 
acquired and how much is invested in each kind.  

  ●	    It can provide a basis for assessing the value of the business.  Since the statement of fi nancial 
position lists, and places a value on, the various assets and claims, it can provide a starting 
point for assessing the value of the business. We have seen earlier, however, that account-
ing rules may result in assets being shown at their historic cost, which may vary quite 
considerably from the current valuation, and that the restrictive defi nition of assets may 
completely exclude certain business resources from the statement of fi nancial position.  

  ●	    Relationships between assets and claims can be assessed.  It can be useful to look at rela-
tionships between various statement of fi nancial position items, for example the 
relationship between how much wealth is tied up in current assets and how much is 
owed in the short term (current liabilities). From this relationship, we can see whether 
the business has suffi  cient short-term assets to cover its maturing obligations. We 
shall look at this and other relationships between statement of fi nancial position 
items in some detail in  Chapter   7   .  

  ●	    Performance can be assessed.  The eff ectiveness of a business in generating wealth can 
usefully be assessed against the amount of investment that was involved. Thus, the 
relationship between profi t earned during a period and the value of the net assets 
invested can be helpful to many users, particularly owners and managers. This and 
similar relationships will also be explored in detail in  Chapter   7   .   

 Once armed with the insights that a statement of fi nancial position can provide, users 
are better placed to make investment and other decisions.   real World   2.7     shows how a 
small business was able to obtain a loan because its bank was impressed by its strong 
statement of fi nancial position.          

 A sound education 
 Sandeep Sud is a qualified solicitor who also runs a school uniform business based in 
Hounslow, in partnership with his parents. The business, which has four full-time employ-
ees, uses its statement of financial position to gauge how it is progressing. The statement 
has also been a key factor in securing a bank loan for the improvement and expansion of 
the business premises. 

 According to Sandeep, 

  Having a strong statement of financial position helped when it came to borrowing. When we first 
applied for a refurbishment loan we couldn’t provide up-to-date accounts to the bank manager. 
This could have been a problem, but we quickly got our accounts in order and the loan was 
approved straight away. Because our statement of financial position was strong, the bank thought 
we were a good risk. Although we decided not to draw down on the loan – because we used cash-
flow instead – it did open our eyes to the importance of a strong statement of financial position.  

  Source:  Adapted from ‘Balance sheets: the basics’,  www.businesslink.gov.uk , accessed 14 April 2010. 

 real World 2.7 

  Meeting user needs 
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The following information relates to Simonson engineering as at 30 September 2015:

£
Plant and equipment 25,000
Trade payables 18,000
Short-term borrowings 26,000
Inventories 45,000
Property 72,000
long-term borrowings 51,000
Trade receivables 48,000
equity at 1 October 2014 117,500
Cash in hand 1,500
motor vehicles 15,000
Fixtures and fittings 9,000
Profit for the year to 30 September 2015 18,000
drawings for the year to 30 September 2015 15,000

Required:
(a) Prepare a statement of financial position for the business as at 30 September 2015 

using the standard layout illustrated in example 2.3.
(b) Comment on the financial position of the business based on the statement prepared 

in (a).
(c) Show the effect on the statement of financial position shown in (a) of a decision to 

revalue the property to £115,000 and to recognise that the net realisable value of 
inventories at the year end is £38,000.

the solution to this question can be found in appendix C.

Self-assessment question 2.1

Summary

The main points of this chapter may be summarised as follows:

The major financial statements

●	 There are three major financial statements: the statement of cash flows, the income 
statement and the statement of financial position.

●	 The statement of cash flows shows the cash movements over a particular period.

●	 The income statement shows the wealth (profit) generated over a particular period.

●	 The statement of financial position shows the accumulated wealth at a particular 
point in time.

The statement of financial position

●	 The statement of financial position sets out the assets of the business, on the one 
hand, and the claims against those assets, on the other.

●	 Assets are resources of the business that have certain characteristics, such as the ability 
to provide future economic benefits.

●	 Claims are obligations on the part of the business to provide cash, or some other 
 benefit, to outside parties.
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●	 Claims are of two types: equity and liabilities.

●	 Equity represents the claim(s) of the owner(s) and liabilities represent the claims of 
others.

●	 The statement of financial position reflects the accounting equation:

Assets = Equity + Liabilities

Classification of assets and liabilities

●	 Assets are normally categorised as being current or non-current.

●	 Current assets are cash or near cash or are held for sale or consumption in the normal 
course of business, or for trading, or for the short term.

●	 Non-current assets are assets that are not current assets. They are normally held for the 
long-term operations of the business.

●	 Liabilities are normally categorised as being current or non-current liabilities.

●	 Current liabilities represent amounts due in the normal course of the business’s oper-
ating cycle, or are held for trading, or are to be settled within a year of, or cannot be 
deferred for at least a year after, the end of the reporting period.

●	 Non-current liabilities represent amounts due that are not current liabilities.

Statement of financial position layouts

●	 The standard layout begins with assets at the top of the statement of financial position 
and places equity and liabilities underneath.

●	 A variation of the standard layout also begins with the assets at the top of the statement 
of financial position, but then the non-current and current liabilities are deducted 
from the total assets figure to arrive at a net assets figure. Equity is placed underneath.

Accounting conventions

●	 Accounting conventions are the rules of accounting that have evolved to deal with 
practical problems experienced by those preparing financial statements.

●	 The main conventions relating to the statement of financial position include the busi-
ness entity, historic cost, prudence, going concern and dual aspect conventions.

Money measurement

●	 Using money as the unit of measurement limits the scope of the statement of financial 
position.

●	 Certain resources such as goodwill, product brands and human resources are difficult 
to measure. An ‘arm’s-length transaction’ is normally required before such assets can 
be reliably measured and reported on the statement of financial position.

●	 Money is not a stable unit of measurement – it changes in value over time.

Asset valuation

●	 The initial treatment is to show non-current assets at historic cost.

●	 Fair values may be used rather than historic cost, provided that they can be reliably 
obtained. This is rarely possible, however, for intangible non-current assets.

●	 Non-current assets with finite useful lives should be shown at cost (or fair value) less 
any accumulated depreciation (amortisation).
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  ●	   Where the value of a non-current asset is impaired, it should be written down to its 
recoverable amount.  

  ●	   Inventories are shown at the lower of cost or net realisable value.    

  The usefulness of the statement of fi nancial position 

   ●	   The statement of fi nancial position shows how fi nance has been raised and how it has 
been deployed.  

  ●	   It provides a basis for valuing the business, though it can only be a starting point.  

  ●	   Relationships between various statement of fi nancial position items can usefully be 
explored.  

  ●	   Relationships between wealth generated and wealth invested can be helpful indica-
tors of business eff ectiveness.    

 Key terms 

    statement of cash flows  p.    40   
   income statement  p.    40   
   statement of financial position  p.    40   
   final accounts  p.    43   
   assets  p.    44   
   claims  p.    44   
   trade receivable  p.    46   
   tangible asset  p.    47   
   intangible asset  p.    47   
   equity  p.    47   
   liability  p.    47   
   reporting period  p.    50   
   current asset  p.    53   
   non-current (fixed) asset  p.    53   

   property, plant and equipment  p.    53   
   current liability  p.    55   
   non-current liability  p.    55   
   trade payable  p.    55   
   accounting convention  p.    58   
   business entity convention  p.    58   
   historic cost convention  p.    59   
   prudence convention  p.    60   
   going concern convention  p.    60   
   dual aspect convention  p.    61   
   goodwill  p.    62   
   fair value  p.    66   
   impairment loss  p.    68    

  Further reading 

 If you would like to explore the topics covered in this chapter in more depth, we recommend the 
following: 

 Elliott, B. and Elliott, J.,  Financial Accounting and Reporting,  16th edn, Pearson, 2013, Chapters 17, 
19 and 20. 

 International Accounting Standards Board,  2014 A Guide through IFRS (Green Book),  IAS 16  Property, 
Plant and Equipment  and IAS 38  Intangible Assets.  

 KPMG,  Insights into IFRS,  11th edn, Sweet and Maxwell, 2014/15,  Sections    3.2   ,    3.3   ,    3.8    and    3.10    
(a summarised version of this is available free at  www.kpmg.com ). 

 Melville, A.,  International Financial Reporting: A Practical Guide,  4th edn, Pearson, 2014,  Chapters   5   . 6, 
and 7.       

  Further reading 
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exercises 2.1 and 2.2 are basic level, 2.3 to 2.5 are intermediate level and 2.6 and 2.7 
are  advanced level. Solutions to exercises with coloured numbers can be found in 
appendix e.

 2.1 On Thursday, the fourth day of his business venture, Paul, the street trader in wrapping paper 
(see earlier in the chapter, pages 40 to 43), bought more inventories for £53 cash. during the 
day he sold inventories that had cost £33 for a total of £47.

Required:
draw up the three financial statements for Paul’s business venture for Thursday.

 2.2 The equity of Paul’s business belongs to him because he is the sole owner of the business. Can 
you explain how the figure for equity by Thursday evening has arisen? You will need to look back 
at the events of monday, Tuesday and Wednesday (pages 40 to 43) to do this.

 2.3 While on holiday, Helen had her credit cards and purse stolen from the beach while she was 
swimming. She was left with only £40, which she had kept in her hotel room, but she had 
three days of her holiday remaining. She was determined to continue her holiday and 
decided to make some money to enable her to do so. She decided to sell orange juice to 
holidaymakers using the local beach. On the first day she bought 80 cartons of orange juice 
at £0.50 each for cash and sold 70 of these at £0.80 each. On the following day she bought 
60 cartons at £0.50 each for cash and sold 65 at £0.80 each. On the third and final day she 
bought another 60 cartons at £0.50 each for cash. However, it rained and, as a result, busi-
ness was poor. She managed to sell 20 at £0.80 each but sold off the rest of her inventories 
at £0.40 each.

exercises

Solutions to these questions can be found in appendix D.

2.1 An accountant prepared a statement of financial position for a business. In this statement, the 
equity of the owner was shown next to the liabilities. This confused the owner, who argued, ‘my 
equity is my major asset and so should be shown as an asset on the statement of financial posi-
tion.’ How would you explain this misunderstanding to the owner?

2.2 ‘The statement of financial position shows how much a business is worth.’ do you agree with 
this statement? explain the reasons for your response.

2.3 What is meant by the accounting equation? How does the form of this equation differ between 
the two statement of financial position layouts mentioned in the chapter?

2.4 From time to time, there have been attempts to place a value on the ‘human assets’ of a busi-
ness in order to derive a figure that can be included on the statement of financial position. do 
you think humans should be treated as assets? Would ‘human assets’ meet the conventional 
definition of an asset for inclusion on the statement of financial position?

review questions
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Required:
Prepare an income statement and statement of cash flows for each day’s trading and prepare 
a statement of financial position at the end of each day’s trading.

 2.4 On 1 march, joe Conday started a new business. during march he carried out the following 
transactions:

1 march deposited £20,000 in a newly opened business bank account.
2 march Bought fixtures and fittings for £6,000 cash and inventories £8,000 on credit.
3 march Borrowed £5,000 from a relative and deposited it in the bank.
4 march Bought a motor car for £7,000 cash and withdrew £200 in cash for his own use.
5 march Bought a further motor car costing £9,000. The motor car bought on 4 march 

was given in part exchange at a value of £6,500. The balance of the purchase 
price for the new car was paid in cash.

6 march Conday won £2,000 in a lottery and paid the amount into the business bank 
account. He also repaid £1,000 of the borrowings.

Required:
draw up a statement of financial position for the business at the end of each day.

 2.5 The following is a list of assets and claims of a manufacturing business at a particular point in 
time:

£
Short-term borrowings 22,000
Property 245,000
Inventories of raw materials 18,000
Trade payables 23,000
Plant and equipment 127,000
loan from manufacturing Finance Co. (long-term borrowing) 100,000
Inventories of finished goods 28,000
delivery vans 54,000
Trade receivables 34,000

Required:
Write out a statement of financial position in the standard format incorporating these figures. 
(Hint: There is a missing item that needs to be deduced and inserted.)

 2.6 The following is a list of the assets and claims of Crafty engineering as at 30 june last year:

£000
Trade payables 86
motor vehicles 38
long-term borrowing (loan from Industrial Finance Company) 260
equipment and tools 207
Short-term borrowings 116
Inventories 153
Property 320
Trade receivables 185

Required:
(a) Prepare the statement of financial position of the business as at 30 june last year from the 

information provided, using the standard layout. (Hint: There is a missing item that needs to 
be deduced and inserted.)

(b) discuss the significant features revealed by this financial statement.
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 2.7 The statement of financial position of a business at the start of the week is as follows:

£
aSSetS
Property 145,000
Furniture and fittings 63,000
Inventories 28,000
Trade receivables  33,000
total assets 269,000
eQUItY aND LIaBILItIeS
equity 203,000
Short-term borrowing (bank overdraft) 43,000
Trade payables  23,000
total equity and liabilities 269,000

during the week the following transactions take place:

(a) Sold inventories for £11,000 cash; these inventories had cost £8,000.
(b) Sold inventories for £23,000 on credit; these inventories had cost £17,000.
(c) received cash from trade receivables totalling £18,000.
(d) The owners of the business introduced £100,000 of their own money, which was placed in 

the business bank account.
(e) The owners brought a motor van, valued at £10,000, into the business.
(f) Bought inventories on credit for £14,000.
(g) Paid trade payables £13,000.

Required:
Show the statement of financial position after all of these transactions have been reflected.
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In this chapter, we continue our examination of the major financial statements by looking at 
the income statement. This statement was briefly considered in Chapter 2, but we shall 

now look at it in some detail. We shall see how it is prepared and how it links with the state-
ment of financial position. We shall also consider some of the key measurement problems to 
be faced when preparing the income statement.

Introduction

Measuring and reporting 
financial performance

Chapter 3

Learning outcomes

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

●	 discuss the nature and purpose of the income statement;

●	 prepare an income statement from relevant financial information and interpret 
the information that it contains;

●	 discuss the main recognition and measurement issues that must be 
considered when preparing the income statement;

●	 explain the main accounting conventions underpinning the income statement.
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     the income statement 

 Businesses exist for the primary purpose of generating wealth, or    profit . The income 
statement – or profi t and loss account, as it is sometimes called – measures and reports 
how much profi t a business has generated over a period. It is, therefore, an immensely 
important fi nancial statement for many users. 

 To measure profi t, the total revenue generated during a particular period must be 
identifi ed.  revenue  is simply a measure of the infl ow of economic benefi ts arising from 
the ordinary operations of a business. These benefi ts will result in either an increase in 
assets (such as cash or amounts owed to the business by its customers) or a decrease in 
liabilities. Diff erent forms of business enterprise will generate diff erent forms of revenue. 
Some examples of the diff erent forms that revenue can take are as follows: 

   ●	   sales of goods (for example, by a manufacturer)  
  ●	   fees for services (for example, of a solicitor)  
  ●	   subscriptions (for example, of a club)  
  ●	   interest received (for example, on an investment fund).   

   real World    3.1     shows the various forms of revenue generated by a leading football 
club.  

the income statement 

 Gunning for revenue 
 arsenal Football Club generated total revenue of    £302    million for the year ended 31 may 
2014. like other leading clubs, it relies on various forms of revenue to sustain its success. 
 Figure   3.1    shows the contribution of each form of revenue for the year.  

 Gate receipts and broadcasting are arsenal’s main forms of revenue for 2014. These 
account for almost three quarters of the total revenue generated. revenue during the year 
from player trading was insignificant. 

  Source : Based on information in arsenal holdings plc annual report 2014, p. 44. 

 real World 3.1 

  Figure 3.1  arsenal’s revenue for the year ended 31 May 2014         
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 The total expenses relating to each period must also be identifi ed.  expense  is really 
the opposite of revenue. It represents the  outfl ow  of economic benefi ts arising from the 
ordinary operations of a business. This loss of benefi ts will result in either a decrease in 
assets (such as cash) or an increase in liabilities (such as amounts owed to suppliers). 
Expenses are incurred in the process of generating revenue or, at least, in attempting to 
generate it. The nature of the business will again determine the type of expenses that will 
be incurred. Examples of some of the more common types of expense are: 

   ●	   the cost of buying or making the goods that are sold during the period concerned – 
known as cost of sales or cost of goods sold  

  ●	   salaries and wages  
  ●	   rent  
  ●	   motor vehicle running expenses  
  ●	   insurance  
  ●	   printing and stationery  
  ●	   heat and light  
  ●	   telephone and postage.   

 The income statement simply shows the total revenue generated during a particular 
reporting period and deducts from this the total expenses incurred in generating that 
revenue. The diff erence between the total revenue and total expenses will represent 
either profi t (if revenue exceeds expenses) or loss (if expenses exceed revenue). 
Therefore: 

    Profit (or loss) for the period = Total revenue for the period − Total expenses
  incurred in generating that revenue    

  Different roles 

 The income statement and the statement of fi nancial position are not substitutes for one 
another. Rather, they perform diff erent roles. The statement of fi nancial position sets 
out the wealth held by the business at a single moment in time, whereas the income 
statement is concerned with the  fl ow  of wealth (profi t) over a period of time. The two 
statements are, however, closely related. 

 The income statement links the statements of fi nancial position at the beginning and 
the end of a reporting period. At the start of a new reporting period, the statement of 
fi nancial position shows the opening wealth position of the business. At the end of that 
reporting period, an income statement is prepared to show the wealth generated over 
that period. A statement of fi nancial position is then prepared to reveal the new wealth 
position at the end of the period. It will refl ect changes in wealth that have occurred 
since the previous statement of fi nancial position was drawn up. 

 We saw in  Chapter   2    (pages 50 to 52) that the eff ect on the statement of fi nancial posi-
tion of making a profi t (or loss) means that the accounting equation can be extended as 
follows: 

    Assets (at the end of the period)  = Equity (amount at the start of the period
  + Profit (or − Loss) for the period)
  + Liabilities (at the end of the period)    

 (This is assuming that the owner makes no injections or withdrawals of equity during 
the period.)  

Profifif t (or loss) fofof r the period = Total revenue fofof r the period − Total expenses
incurred in generating that revenue

  Different roles 

Assets (at the end of the period) = Equity (amount at the start of the period
+ Profifif t (or − Loss) fofof r the period)
+ Liabilities (at the end of the period)
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 The accounting equation can be further extended to: 

    Assets (at the end of the period) = Equity (amount at the start of the period)
  + (Sales revenue − Expenses) (for the period)
  + Liabilities (at the end of the period)   

 In theory, it is possible to calculate the profi t (or loss) for the period by making all adjust-
ments for revenue and expenses through the equity section of the statement of fi nancial 
position. However, this would be rather cumbersome. A better solution is to have an 
‘appendix’ to the equity section, in the form of an income statement. By deducting 
expenses from revenue for the period, the income statement derives the profi t (or loss) by 
which the equity fi gure in the statement of fi nancial position needs to be adjusted. This 
profi t (or loss) fi gure represents the net eff ect of trading for the period. Through this 
 ‘appendix’, users are presented with a detailed and more informative view of performance.  

  Income statement layout 

 The layout of the income statement will vary according to the type of business to which 
it relates. To illustrate an income statement, let us consider the case of a retail business 
(that is, a business that buys goods in their completed state and resells them). 

  Example   3.1    sets out a typical layout for the income statement of a retail business.  

Assets (at the end of the period) = Equity (amount at the start of the period)
+ (Sales revenue − Expenses) (fofof r the period)
+ Liabilities (at the end of the period)

  Income statement layout 

   Can you recall from  Chapter    2    how a profit, or loss, for a period is shown in the 
 statement of financial position?  

  It is shown as an adjustment to owners’ equity. Profit is added and a loss is subtracted.   

 activity 3.1 

 Better-price Stores 
 Income statement for the year ended 30 June 2015 

      £    
 sales revenue  232,000 
 Cost of sales  ( 154,000 ) 
  Gross profit   78,000 
 salaries and wages  (24,500) 
 rent  (14,200) 
 heat and light  (7,500) 
 Telephone and postage  (1,200) 
 Insurance  (1,000) 
 motor vehicle running expenses  (3,400) 
 depreciation – fixtures and fittings  (1,000) 
 depreciation – motor van    (600 ) 
  Operating profit   24,600 
 Interest received from investments  2,000 
 Interest on borrowings   (1,100 ) 
  profit for the period    25,500  

 example 3.1 
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We saw in Chapter 2 that brackets are used to denote when an item is to be deducted. 
This convention is used by accountants in preference to +  or -  signs and will be used 
throughout the text.

We can see from Example 3.1 that three measures of profit have been calculated. Let 
us now consider each of these in turn.

Gross profit

The first part of the income statement is concerned with calculating the gross profit for 
the period. We can see that revenue, which arises from selling the goods, is the first item 
to appear. Deducted from this item is the cost of sales figure (also called cost of goods 
sold) during the period. This gives the gross profit, which represents the profit from buy-
ing and selling goods, without taking into account any other revenues or expenses asso-
ciated with the business.

Operating profit

Operating expenses (overheads) incurred in running the business (salaries and wages, 
rent, insurance and so on) are deducted from the gross profit. The resulting figure is 
known as the operating profit. This represents the wealth generated during the period 
from the normal activities of the business. It does not take account of income from other 
activities. Better-Price Stores in Example  3.1 is a retailer, so interest received on some 
spare cash that the business has invested is not part of its operating profit. Costs of 
financing the business are also ignored in the calculation of the operating profit.

profit for the period

Having established the operating profit, we add any non-operating income (such as inter-
est receivable) and deduct any interest payable on borrowings to arrive at the profit for the 
period (or net profit). This final measure of wealth generated represents the amount attrib-
utable to the owner(s) and will be added to the equity figure in the statement of financial 
position. It is a residual: that is, the amount remaining after deducting all expenses incurred 
in generating the sales revenue and taking account of non- operating income and expenses.

Look back to Example 3.1 and assume that the income statement was prepared by a 
trainee accountant. Subsequent checking by the chief financial officer revealed the fol-
lowing errors:

1 Sales performance bonuses payable to staff amounting to £12,500 had been 
charged to cost of sales.

2 The depreciation charge for fixtures and fittings should be £10,000 not £1,000.
3 Stationery costing £500 had been treated as interest on borrowings.

What will be the gross profit, operating profit and profit for the period after these errors 
have been corrected?

staff bonuses should be treated as part of the salaries and wages expense of the business. 
This means that cost of sales will decrease by £12,500 and gross profit will increase by a 

activity 3.2

➔
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  Further issues 

 Having set out the main principles involved in preparing an income statement, we need 
to consider some further points. 

  Cost of sales 

 The  cost of sales  (or cost of goods sold) for a period can be identifi ed in diff erent ways. 
In some businesses, the cost of sales for each individual sale is identifi ed at the time of 
the transaction. Each item of sales revenue is matched with the relevant cost of that sale. 
Many large retailers (for example, supermarkets) have point-of-sale (checkout) devices 
that not only record each sale but also simultaneously pick up the cost of the goods that 
are the subject of the particular sale. Businesses that sell a relatively small number of 
high-value items (for example, an engineering business that produces custom-made 
equipment) also tend to match sales revenue with the cost of the goods sold, at the time 
of sale. However, many businesses (for example, small retailers) may not fi nd it practical 
to do this. Instead, they identify the cost of sales after the end of the reporting period. 

 To understand how this is done, we must remember that the cost of sales represents 
the cost of goods that were  sold  during the period rather than the cost of goods that were 
 bought  during the period. Part of the goods bought during the period may remain, as 
inventories, at the end of the period. These will normally be sold in the next period. To 
derive the cost of sales, we need to know the amount of opening and closing inventories 
for the period and the cost of goods bought during the period.  Example    3.2    illustrates 
how the cost of sales is derived.  

  Further issues 

activity 3.2 continued

corresponding amount. The corrected gross profit is therefore    £90,500    (that is,    £78,000 +  
£12,500   ). 

 The operating profit and profit for the period, however, will not be affected by this correction. 
although the operating expense salaries and wages will increase, this is offset by a compen-
sating increase in gross profit. 

 The increase in the depreciation charge from    £1,000    to    £10,000    will decrease operating profit 
by    £9,000.    Furthermore, by treating stationery correctly, operating expenses will increase by 
   £500,    thereby decreasing operating profit by a corresponding amount. The corrected operat-
ing profit figure is, therefore,    £15,100    (that is,    £24,600 - £9,500   ). 

 Finally, the corrected profit for the period is calculated by taking the corrected operating profit 
   £15,100,    adding the interest received from investments,    £2,000,    and deducting the correct 
amount of interest on borrowing    £600       (that is, £1,100 - £500) = £16,500.      
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Better-Price Stores, which we considered in Example  3.1, began the year with 
unsold inventories of £40,000 and during that year bought inventories at a cost of 
£189,000. At the end of the year, unsold inventories of £75,000 were still held by 
the business.

The opening (beginning of the year) inventories plus the goods bought during 
the year represent the total goods available for resale, as follows:

£
opening inventories 40,000
Purchases (goods bought) 189,000
Goods available for resale 229,000

The closing inventories represent that portion of the total goods available for resale 
that remains unsold at the end of the year. This means that the cost of goods actu-
ally sold during the year must be the total goods available for resale less the inven-
tories remaining at the end of the year. That is:

£
Goods available for resale 229,000
Closing inventories (75,000)
Cost of sales (or cost of goods sold) 154,000

example 3.2

£ £
sales revenue 232,000
Cost of sales:
 opening inventories 40,000
 Purchases (goods bought) 189,000
 Closing inventories (75,000) (154,000)
Gross profit 78,000

example 3.3

These calculations are sometimes shown on the face of the income statement as in 
Example 3.3.

This is just an expanded version of the first section of the income statement for 
 Better-Price Stores, as set out in Example 3.1. We have simply included the additional 
information concerning inventories balances and purchases for the year, provided in 
Example 3.2.

Classifying expenses

The classification of expense items is often a matter of judgement. For example, the 
income statement set out in Example  3.1 could have included the insurance expense 
with the telephone and postage expense under a single heading – say, ‘general expenses’. 
Such decisions are normally based on how useful a particular classification will be to 
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users. This will usually mean that expense items of material size will be shown separ-
ately. For businesses that trade as limited companies, however, rules dictate the 
 classification of expense items for external reporting purposes. These rules will be 
 discussed in Chapter 5.

The following information relates to the activities of H & S Retailers for the year ended 
30 April 2015:

£
motor vehicle running expenses 1,200
Closing inventories 3,000
rent payable 5,000
motor vans – cost less depreciation 6,300
annual depreciation – motor vans 1,500
heat and light 900
Telephone and postage 450
sales revenue 97,400
Goods purchased 68,350
Insurance 750
loan interest payable 620
Balance at bank 4,780
salaries and wages 10,400
opening inventories 4,000

Prepare an income statement for the year ended 30 April 2015. (Hint: Not all items 
listed should appear on this statement.)

your answer should be as follows:

h & S retailers Income statement for the year ended 30 april 2015

£ £
sales revenue 97,400
Cost of sales:
opening inventories 4,000
Purchases 68,350
Closing inventories (3,000) (69,350)
Gross profit 28,050
salaries and wages (10,400)
rent payable (5,000)
heat and light (900)
Telephone and postage (450)
Insurance (750)
motor vehicle running expenses (1,200)
depreciation – motor vans (1,500)
operating profit 7,850
loan interest (620)
Profit for the period 7,230

note that neither the motor vans nor the bank balance are included in this statement. This is 
because they are both assets and so are neither revenues nor expenses.

activity 3.3
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  Figure   3.2    shows the layout of the income statement.    

 the layout of the income statement           Figure 3.2  

  recognising revenue 

 A key issue in the measurement of profi t concerns the point at which revenue is recog-
nised. Revenue arising from selling goods or providing services could be recognised at 
various points. Where, for example, a motor car dealer receives an order for a new car 
from one of its customers, the associated revenue could be recognised by the dealer: 

   ●	   at the time that the order is placed by the customer;  
  ●	   at the time that the car is collected by the customer; or  
  ●	   at the time that the customer pays the dealer.   

 These three points could be quite far apart, particularly where the order relates to a 
 specialist car that is sold to the customer on credit. 

  recognising revenue 
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The point chosen can have a profound impact on the total revenues reported for the 
reporting period. This, in turn, can have a major impact on profit. If the sale transaction 
straddled the end of a reporting period, the point chosen for recognising revenue could 
determine whether it is included in an earlier reporting period or a later one.

There are two fundamental criteria for recognising revenue in the income statement. 
These are that an item of revenue should only be recognised where:

●	 it is probable that the economic benefits will be received, and
●	 the amount of revenue can be measured reliably.

There are, however, additional criteria that apply to certain categories of revenue. For 
example, when dealing with the sales of goods, two key criteria are that both ownership 
and control of the goods have been transferred to the buyer.

Activity 3.4 provides an opportunity to apply these criteria to a practical problem.

A manufacturing business sells goods on credit. There are four points in the  production/
selling cycle at which revenue might be recognised:

1 when the goods are produced;
2 when an order is received from the customer;
3 when the goods are delivered to, and accepted by, the customer; and
4 when the cash is received from the customer.

At what point do you think the business should recognise revenue?

all of the three criteria mentioned above will usually be fulfilled at point 3: when the goods are 
passed to, and accepted by, the customer. This is because:

●	 the selling price and the settlement terms will have been agreed and, therefore, the 
amount of revenue can be reliably measured;

●	 delivery and acceptance of the goods leads to ownership and control passing to the 
buyer; and

●	 transferring ownership gives the seller legally enforceable rights that make it probable 
that the buyer will pay.

activity 3.4

We can see that the effect of applying these criteria is that a sale on credit is usually 
recognised before the cash is received. This means that the total sales revenue shown in 
the income statement may include sales transactions for which the cash has yet to be 
received. The total sales revenue will often, therefore, be different from the total cash 
received from sales during the period. For cash sales (that is, sales where cash is paid at 
the same time as the goods are transferred), there will be no difference in timing between 
reporting sales revenue and cash received.

Long-term contracts

Some contracts for goods or services may take more than one reporting period to com-
plete. If a business waits until the completion of a long-term contract before recognising 
revenue, a misleading impression may be given of performance over time. This is 
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because all the revenue would be shown in the final reporting period and none in the 
preceding reporting periods when work was also carried out. It is possible, however, to 
recognise revenue before the contract is completed by identifying different stages of com-
pletion. A proportion of the total contract price, based on the work done, can then be 
treated as revenue of the reporting period during which each particular stage is com-
pleted. This approach can be used where contract revenue and costs, as well as the stages 
of completion, can be measured reliably.

Construction contracts can extend over a long period of time and so this staged 
approach to recognising revenues is often appropriate. Let us assume that a customer 
enters into a contract with a construction business to have a large factory built. It is esti-
mated that the factory will take three years to complete. Building the factory can be 
broken down into the following stages of completion:

●	 Stage 1 – clearing and levelling the land and putting in the foundations.
●	 Stage 2 – building the walls.
●	 Stage 3 – putting on the roof.
●	 Stage 4 – putting in the windows and completing all the interior work.

It is expected that Stage 1 of the contract will be completed by the end of Year 1, Stages 2 
and 3 will be completed by the end of Year 2 and Stage 4 by the end of Year 3.

Once a particular stage is completed, the agreed price for that stage can be recognised 
as revenue by the construction business. Thus, the revenue for completing Stage 1, along 
with any expenses incurred on that stage, will be incorporated in the income statement 
for Year 1 and so on. Normally, with such contracts, the customer would agree that an 
appropriate proportion of the total contract price will be paid on the completion of each 
stage of the contract.

Certain kinds of service may also take years to complete. One example is where a con-
sultancy business installs a new computer system for a large organisation. If the outcome 
of the contract can be estimated reliably, a similar approach to that taken for construc-
tion contracts can be adopted. Thus, a proportion of the total contract price can be 
 recognised as revenue as soon as a particular stage of completion has been reached.

real World 3.2 sets out the revenue recognition criteria for one large business.

subject to contract
amec plc is an international business offering consultancy, engineering and project man-
agement services. The point at which revenue on long-term contracts is recognised by the 
business is as follows:

as soon as the outcome of a long-term contract can be estimated reliably, contract revenue and 
expenses are recognised in the income statement in proportion to the stage of completion of the 
contract. The stage of completion is assessed by reference to costs incurred to date as a percent-
age of total forecast costs. When the outcome of a contract cannot be estimated reliably, revenue 
is recognised only to the extent of contract costs incurred that it is probable will be recoverable, 
and contract costs are expensed as incurred. an expected loss on a contract is recognised 
 immediately in the income statement.

Source: ameC plc annual report and accounts 2013, notes to Consolidated accounts, p. 105.

real World 3.2
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  Continuous and non-continuous services 

 In some cases, a continuous service may be provided to customers. For example, a tele-
communications business may provide subscribers with open access to the internet. 
Here, the benefi ts from providing the service are usually assumed to arise evenly over 
time and so revenue is recognised evenly over the subscription period. 

 Where it is not possible to break down a service into particular stages of completion, 
or to assume that benefi ts from providing the service accrue evenly over time, revenue is 
normally recognised after the service is completed. An example might be the work done 
by a solicitor on a house purchase for a client. 

   real World    3.3     provides an example of how one major business recognises revenue 
from providing services.  

 sky-high broadcasting revenue 
 British sky Broadcasting Group plc is a major satellite broadcaster that generates various 
forms of revenue. here are the ways in which some of its revenues are recognised: 

   ●	   pay-per-view revenues – when the event (movie or football match) is viewed  
  ●	   subscription services, including sky Tv and sky Broadband – as the services are 

provided  
  ●	   advertising revenues – when the advertising is broadcast  
  ●	   installation, hardware and service revenue – when the goods and services are activated.   

  Source : Based on information in British sky Broadcasting Group plc annual report 2014, p. 94. 

 real World 3.3 

   Can you think of any examples where cash may be demanded in advance of a service 
being provided? ( Hint : Try to think of services that you may use.)  

  examples of cash being received in advance of the service being provided may include: 

   ●	   rent received from letting premises  
  ●	   telephone line rental charges  
  ●	   Tv licence (BBC) or subscription fees (for example, sky)  
  ●	   subscriptions received by health clubs or golf clubs.   

 you may have thought of others.   

 activity 3.5 

 Revenue for providing services is often recognised  before  the cash is received. There are 
occasions, however, when the business demands payment before providing the service.    

  recognising expenses 

 Having considered the recognition of revenue, let us now turn to the recognition of 
expenses. The  matching convention  provides guidance on this. This convention states 
that expenses should be matched to the revenue that they helped to generate. In other 

recognising expenses 
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words, the expenses associated with a particular item of revenue must be taken into 
account in the same reporting period as that in which the item of revenue is included. 
We saw how this convention is applied with the costs of sales for Better-Price Stores in 
Example 3.2. The appropriate expense was just the cost of inventories that were sold and 
not the whole cost of inventories that were available for sale, during the period.

Applying this convention often means that an expense reported in the income 
 statement for a period may not be the same as the cash paid for that item during 
the period. The expense reported might be either more or less than the cash paid during 
the period. Let us consider two examples that illustrate this point.

When the expense for the period is more than the cash paid 
during the period

Domestic Ltd, a retailer, sells household electrical appliances. It pays its sales staff a 
commission of 2 per cent of sales revenue generated. Total sales revenue for last 
year amounted to £300,000. This means that the commission to be paid on sales for 
the year will be £6,000. However, by the end of the year, the amount of sales com-
mission actually paid was only £5,000. If the business reported this amount as the 
sales commission expense, it would mean that the income statement would not 
reflect the full expense for the year. This would contravene the matching conven-
tion because not all of the expenses associated with the revenue of the year would 
have been matched with it in the income statement. This will be remedied as 
follows:

●	 Sales commission expense in the income statement will include the amount paid 
plus the amount outstanding (that is, £6,000 = £5,000 + £1,000).

●	 The amount outstanding (£1,000) represents an outstanding liability at the end 
of the year and will be included under the heading accrued expenses, or ‘accru-
als’, in the statement of financial position. As this item will have to be paid 
within twelve months of the year end, it will be treated as a current liability.

●	 The cash will already have been reduced to reflect the commission paid (£5,000) 
during the period.

These points are illustrated in Figure 3.3.

example 3.4

In principle, all expenses should be matched to the period in which the sales reve-
nue to which they relate is reported. It is sometimes difficult, however, to match cer-
tain expenses to sales revenue in the same precise way that we have matched sales 
commission to sales revenue. For example, electricity charges incurred often cannot be 
linked directly to particular sales in this way. As a result, the electricity charges incurred 
by, say, a retailer would be matched to the period to which they relate. Example  3.5 
 illustrates this.
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Domestic Ltd has reached the end of its reporting period and has only paid for elec-
tricity for the first three quarters of the year (amounting to £1,900). This is simply 
because the electricity company has yet to send out bills for the quarter that ends 
on the same date as Domestic Ltd’s year end. The amount of Domestic Ltd’s bill for 
the last quarter of the year is £500. In this situation, the amount of the electricity 
expense outstanding is dealt with as follows:

●	 Electricity expense in the income statement will include the amount paid, plus 
the amount of the bill for the last quarter of the year (that is, £1,900 + £500 =  
£2,400) in order to cover the whole year.

●	 The amount of the outstanding bill (£500) represents a liability at the end of the 
year and will be included under the heading ‘accrued expenses’ in the statement 
of financial position. This item would normally have to be paid within twelve 
months of the year end and will, therefore, be treated as a current liability.

●	 The cash will already have been reduced to reflect the amount (£1,900) paid for 
electricity during the period.

This treatment will mean that the correct figure for the electricity expense for the 
year will be included in the income statement. It will also have the effect of showing 
that, at the end of the reporting period, Domestic Ltd owed the amount of the last 
quarter’s electricity bill. Dealing with the outstanding amount in this way reflects the 
dual aspect of the item and will ensure that the accounting equation is maintained.

Domestic Ltd may wish to draw up its income statement before it is able to dis-
cover how much it owes for the last quarter’s electricity. In this case it is quite nor-
mal to make an estimate of the amount of the bill and to use this amount as 
described above.

example 3.5

This illustrates the main points of example 3.4. We can see that the sales commission expense 
of £6,000 (which appears in the income statement) is made up of a cash element of £5,000 and 
an accrued element of £1,000. The cash element appears in the statement of cash flows and 
the accrued element will appear as a year-end liability in the statement of financial position.

accounting for sales commissionFigure 3.3
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How will the eventual payment of the outstanding sales commission (Example 3.4) and 
the electricity bill for the last quarter (Example  3.5) be dealt with in the accounting 
records of Domestic Ltd?

When these amounts are eventually paid, they will be dealt with as follows:

●	 reduce cash by the amounts paid.
●	 reduce the amount of the accrued expense as shown on the statement of financial 

position by the same amounts.

activity 3.6

Can you think of other expenses for a retailer that cannot be linked directly to sales 
revenue and for which matching will therefore be done on a time basis?

you may have thought of the following examples:

●	 rent payable
●	 insurance
●	 interest payable
●	 licence fees payable.

This is not an exhaustive list. you may have thought of others.

activity 3.7

Images Ltd, an advertising agency, normally pays rent for its premises quarterly in 
advance (on 1 January, 1 April, 1 July and 1 October). On the last day of the last 
reporting period (31 December), it paid the next quarter’s rent (£4,000) to the fol-
lowing 31 March, which was a day earlier than required. This would mean that a 
total of five quarters’ rent was paid during the year. If Images Ltd reports all of the 
cash paid as an expense in the income statement, this would be more than the full 
expense for the year. This would contravene the matching convention because a 
higher figure than the expenses associated with the revenue of the year would 
appear in the income statement.

example 3.6

Other expenses, apart from electricity charges, may also be matched to the period to 
which they relate.

When the amount paid during the period is more than the full 
expense for the period

It is not unusual for a business to be in a situation where it has paid more during the year 
than the full expense for that year. Example 3.6 illustrates how we deal with this.

➔
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The problem is overcome by dealing with the rental payment as follows:

●	 Show the rent for four quarters as the appropriate expense in the income state-
ment (that is, 4 * £4,000 = £16,000).

●	 The cash (that is, 5 * £4,000 = £20,000) would already have been paid during 
the year.

●	 Show the quarter’s rent paid in advance (£4,000) as a prepaid expense under 
assets in the statement of financial position. (The rent paid in advance will 
appear as a current asset in the statement of financial position, under the head-
ing prepaid expenses or ‘prepayments’.)

In the next reporting period, this prepayment will cease to be an asset and will 
become an expense in the income statement of that period. This is because the rent 
prepaid relates to the next period during which it will be ‘used up’.

These points are illustrated in Figure 3.4.

example 3.6 continued

This illustrates the main points of example 3.6. We can see that the rent expense of £16,000 
(which appears in the income statement) is made up of four quarters’ rent at £4,000 per quarter. 
This is the amount that relates to the period and is ‘used up’ during the period. The cash paid, 
£20,000 (which appears in the statement of cash flows), is made up of the cash paid during the 
period, which is five quarters at £4,000 per quarter. Finally, the prepayment of £4,000 (which 
appears on the statement of financial position) represents the payment made on 31 december 
and relates to the next reporting period.

accounting for rent payableFigure 3.4

In practice, the treatment of accruals and prepayments will be subject to the 
 materiality convention. This convention states that, where the amounts involved are 
trivial, we should consider only what is expedient. This will usually mean treating an 
item as an expense in the period in which it is first recorded, rather than strictly match-
ing it to the revenue to which it relates. For example, a large business may find that, at 
the end of a reporting period, it holds £2 worth of unused stationery. The time and effort 
taken to record this as a prepayment would outweigh the negligible effect on the meas-
urement of profit or financial position. As a result, it would be treated as an expense of 
the current period and ignored in the following period.
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profit, cash and accruals accounting

We have seen that, normally, for a particular reporting period, total revenue is not the 
same as total cash received and total expenses are not the same as total cash paid. As a 
result, the profit for the period (that is, total revenue minus total expenses) will not nor-
mally represent the net cash generated during that period. This reflects the difference 
between profit and liquidity. Profit is a measure of achievement, or productive effort, 
rather than a measure of cash generated. Although making a profit increases wealth, cash 
is only one possible form in which that wealth may be held.

These points are reflected in the accruals convention, which asserts that profit is the 
excess of revenue over expenses for a period, not the excess of cash receipts over cash 
payments. Leading on from this, the approach to accounting that is based on the accru-
als convention is frequently referred to as accruals accounting. The statement of finan-
cial position and the income statement are both prepared on the basis of accruals 
accounting.

What about the statement of cash flows? Is it prepared on an accruals accounting 
basis?

no. The statement of cash flows simply deals with cash receipts and payments.

activity 3.8

Casting light on the UK economy
Anyone who relishes the sound of economists eating their words is in for a treat this 
September. When the UK adopts the new international standards for national income 
accounting, three almost universally held “truths” about Britain’s economy will wither 
or die. If you want to avoid egg on the face come September 30, it is time to start mugging 
up on the likely effects of the new rules.

Some of the changes have been flagged for years. The level of UK gross domestic product 
will rise because statisticians will count research and development, the manufacture of 
weapons systems and some other intangibles as investment in future prosperity rather 
than a current cost to business.

The Office for National Statistics has already said UK GDP levels will rise significantly, 
between 2.5 per cent and 5 per cent. Last year the US added 3.5 per cent to its GDP when 
introducing the same reforms.

If that was it, the effect on Britain’s self-image would be small. But there is another, 
much more important change, which will affect the way statisticians account for some 

real World 3.4

One major organisation, the UK government, has only recently adopted accruals 
accounting, despite the fact that this approach has been standard practice in all private 
sector organisations, and many public sector ones, for very many years. real World 3.4 
is an extract from a Financial Times article that discusses the change of approach.

➔
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  Depreciation 

 The expense of  depreciation,  which we have already come across, requires further exam-
ination. Most non-current assets do not have a perpetual existence, but have fi nite, or 
limited, lives. They are eventually ‘used up’ in the process of generating revenue for the 
business. This ‘using up’ may relate to physical deterioration (as with a motor vehicle). It 
may, however, be linked to obsolescence (as with some IT software that is no longer use-
ful) or the mere passage of time (as with a purchased patent, which has a limited period 
of validity). 

 In essence, depreciation is an attempt to measure that portion of the cost (or fair 
value) of a non-current asset that has been depleted in generating the revenue recog-
nised during a particular period. In the case of intangibles, we usually refer to the 
expense as  amortisation,  rather than  depreciation.  In the interests of brevity, we shall use 
the word depreciation for both tangibles and intangibles. 

  Calculating the depreciation expense 

 To calculate a depreciation expense for a period, four factors have to be considered: 

   ●	   the cost (or fair value) of the asset;  
  ●	   the useful life of the asset;  
  ●	   the residual value of the asset; and  
  ●	   the depreciation method.   

  the cost (or fair value) of the asset 
 The cost of an asset will include all costs incurred by the business to bring the asset to its 
required location and to make it ready for use. This means that, in addition to the cost of 
acquiring the asset, any delivery costs, installation costs (for example, setting up a new 
machine) and legal costs incurred in the transfer of legal title (for example, in purchasing 

Depreciation 

defi ned benefi t pension schemes. They are moving from cash to accruals accounting 
principles for funded schemes. 

 The sentence is enough to put almost everyone off , but the eff ect is profound. The new 
standards will destroy three pieces of conventional wisdom about the British economy: 
households do not save, companies sit on huge piles of cash and household incomes have 
stopped rising in line with GDP. 

 In future, instead of counting the money employers put into their pension funds as 
household income, the fi gures will refl ect the contractual promises companies have 
made. With UK fi nal salary pensions heavily underfunded, the promises are much bigger 
than the contributions already made so household income will rise and corporate and 
local authority incomes will fall. 

 The eff ect is huge because Britain still has a substantial funded pension system. While 
the change last year added just 1.5 percentage points to the US savings ratio, the Offi  ce 
for National Statistics says it will double Britain’s measure of household savings from 
about 5.5 per cent of disposable income to about 11 per cent. British households will ditch 
their reputation for profl igacy overnight. 

  Source : Extracts from Giles, C. (2014), Accounting rules unravel the mysteries of Britain’s economy, 
 ft.com , 23 April. 
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a lease on property) will be included as part of the total cost of the asset. Similarly, any 
costs incurred in improving or altering an asset to make it suitable for use will also be 
included as part of the total cost.

Andrew Wu (Engineering) Ltd bought a new motor car for its marketing director. 
The invoice received from the motor car supplier showed the following:

£
new BmW 325i 28,350
delivery charge 280
alloy wheels 860
sun roof 600
Petrol 80
number plates 130
road fund licence 150

30,450
Part exchange – reliant robin (1,000)
amount outstanding 29,450

What is the total cost of the new car to be treated as part of the business’s property, 
plant and equipment?

The cost of the new car will be as follows:

£
new BmW 325i 28,350
delivery charge 280
alloy wheels 860
sun roof 600
number plates 130

30,220

This cost includes delivery charges, which are necessary to bring the asset into use, and it 
includes number plates, as they are a necessary and integral part of the asset. Improvements 
(alloy wheels and sun roof) are also regarded as part of the total cost of the motor car. The 
petrol and road fund licence, however, are costs of operating the asset. These amounts will, 
therefore, be treated as expenses in the period in which they were incurred (although part of 
the cost of the licence may be regarded as a prepaid expense in the period in which it was 
incurred).

The part-exchange figure shown is part payment of the total amount outstanding and so 
is not relevant to a consideration of the total cost.

activity 3.9

The fair value of an asset was defined in Chapter 2 as the selling price that could be 
obtained in an orderly transaction under market conditions. As we saw, assets may be 
revalued to fair value only if this can be measured reliably. Where fair values have been 
applied, the depreciation expense should be based on those fair values, rather than on 
the historic costs.
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the useful life of the asset
A non-current asset has both a physical life and an economic life. The physical life will be 
exhausted through the effects of wear and tear and/or the passage of time. The economic 
life is decided by the effects of technological progress, by changes in demand or changes 
in the way that the business operates. The benefits provided by the asset are eventually 
outweighed by the costs as it becomes unable to compete with newer assets, or becomes 
irrelevant to the needs of the business. The economic life of an asset may be much 
shorter than its physical life. For example, a computer may have a physical life of eight 
years and an economic life of three years.

The economic life determines the expected useful life of an asset for depreciation pur-
poses. It is often difficult to estimate, however, as technological progress and shifts in 
consumer tastes can be swift and unpredictable.

residual value (disposal value)
When a business disposes of a non-current asset that may still be of value to others, some 
payment may be received. This payment will represent the residual value, or disposal 
value, of the asset. To calculate the total amount to be depreciated, the residual value 
must be deducted from the cost (or fair value) of the asset. The likely amount to be 
received on disposal can, once again, be difficult to predict. The best guide is often past 
experience of similar assets sold.

Depreciation method

Once the amount to be depreciated (that is, the cost, or fair value, of the asset less any 
residual value) has been estimated, the business must select a method of allocating this 
depreciable amount between the reporting periods covering the asset’s useful life. 
Although there are various ways in which this may be done, there are only two methods 
that are commonly used in practice.

The first of these is known as the straight-line method. This method simply allocates 
the amount to be depreciated evenly over the useful life of the asset. In other words, 
there is an equal depreciation expense for each year that the asset is held.

To illustrate the straight-line method of depreciation, consider the following 
information:

Cost of machine £78,124
estimated residual value at the end of its useful life £2,000
estimated useful life 4 years

To calculate the depreciation expense for each year, the total amount to be depreci-
ated must be calculated. This will be the total cost less the estimated residual value: 
that is, £78,124 - £2,000 = £76,124. The annual depreciation expense can then 
be derived by dividing the amount to be depreciated by the estimated useful life of 
the asset of four years. The calculation is therefore:

£76,124
4

= £19,031

This means that the annual depreciation expense that appears in the income state-
ment in relation to this asset will be £19,031 for each of the four years of the asset’s life.

example 3.7
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As we saw in Chapter 2, this balance of £40,062 is referred to as the carrying amount 
(sometimes also known as the written-down value or net book value) of the asset. It 
represents that portion of the cost (or fair value) of the asset that has still to be treated as 
an expense (written off) in future years plus the residual value. This carrying-amount 
figure does not, except by coincidence, represent the current market value, which may 
be quite different. The only point at which the carrying amount is intended to represent 
the market value of the asset is at the time of its disposal. In Example 3.7, at the end of 
the four-year life of the machine, the carrying amount would be £2,000 – its estimated 
disposal value.

The straight-line method derives its name from the fact that the carrying amount of 
the asset at the end of each year, when plotted against time, will result in a straight line, 
as shown in Figure 3.5.

The amount of depreciation relating to the asset will be accumulated for as long 
as the asset continues to be owned by the business or until the accumulated depre-
ciation amounts to the cost less residual value. This accumulated depreciation 
 figure will increase each year as a result of the annual depreciation expense in the 
income statement. This accumulated amount will be deducted from the cost of the 
asset in the statement of financial position. At the end of the second year, for exam-
ple, the accumulated depreciation will be £19,031 * 2 = £38,062. The asset details 
will appear on the statement of financial position as follows:

£
machine at cost 78,124
accumulated depreciation (38,062)

40,062

The carrying amount of the asset in example  3.7 declines by a constant amount each year 
(£19,031). This is because the straight-line method provides a constant depreciation expense 
each year. The result, when plotted on a graph, is a straight line.

Graph of carrying amount against time using the straight-line 
methodFigure 3.5

The second approach to calculating the depreciation expense for a period is referred to 
as the reducing-balance method. This method applies a fixed percentage rate of deprecia-
tion to the carrying amount of the asset each year. The effect of this will be high annual 
depreciation expenses in the early years and lower expenses in the later years. To illustrate 
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this method, let us take the same information that was used in Example 3.7. By using a 
fixed percentage of 60 per cent of the carrying amount to determine the annual deprecia-
tion expense, the effect will be to reduce the carrying amount to £2,000 after four years.

The calculations will be as follows:

£
Cost of machine 78,124
year 1 depreciation expense (60%* of cost) (46,874)
Carrying amount 31,250
year 2 depreciation expense (60% of carrying amount) (18,750)
Carrying amount 12,500
year 3 depreciation expense (60% of carrying amount) (7,500)
Carrying amount 5,000
year 4 depreciation expense (60% of carrying amount) (3,000)
residual value 2,000

* see the box below for an explanation of how to derive the fixed percentage.

Deriving the fixed percentage
deriving the fixed percentage to be applied requires the use of the following formula:

P = (1 - 2n R/C * 100%)
where
P = the depreciation percentage
n = the useful life of the asset (in years)
R = the residual value of the asset
C = the cost, or fair value, of the asset.

The fixed percentage rate will, however, be given in all examples used in this book.

We can see that the pattern of depreciation is quite different between the two methods. 
If we plot against time the carrying amount of the asset which has been derived using the 
reducing-balance method, the result will be as shown in Figure 3.6.

under the reducing-balance method, the carrying amount of the asset in example 3.7 falls by 
a larger amount in the earlier years than in the later years. This is because the depreciation 
expense is based on a fixed percentage of the carrying amount.

Graph of carrying amount against time using the   
reducing-balance methodFigure 3.6
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Assume that the machine in Example 3.7 was owned by a business that made a profit 
before depreciation of £40,000 for each of the four years in which the asset was held.

Calculate the profit for the business for each year under each depreciation method, 
and comment on your findings.

your answer should be as follows:

Straight-line method

(a)
Profit before depreciation

£

(b)
Depreciation

£

(a - b)
Profit

£

year 1 40,000 19,031 20,969
year 2 40,000 19,031 20,969
year 3 40,000 19,031 20,969
year 4 40,000 19,031 20,969

reducing-balance method

(a)
Profit before depreciation

£

(b)
Depreciation

£

(a - b)
Profit

£

year 1 40,000 46,874 (6,874)
year 2 40,000 18,750 21,250
year 3 40,000 7,500 32,500
year 4 40,000 3,000 37,000

The straight-line method of depreciation results in the same profit figure for each year of the 
four-year period. This is because both the profit before depreciation and the depreciation 
expense are constant over the period. The reducing-balance method, however, results in very 
different profit figures for the four years, despite the fact that in this example the pre- 
depreciation profit is the same each year. In the first year a loss is reported and, thereafter, a 
rising profit.

although the pattern of profit over the four-year period will be quite different, depending on 
the depreciation method used, the total profit for the period (£83,876) will remain the same. 
This is because both methods of depreciating will allocate the same amount of total deprecia-
tion (£76,124) over the four-year period. It is only the amount allocated between years that 
will differ.

activity 3.10

In practice, the use of different depreciation methods may not have such a dramatic 
effect on profits as suggested in Activity  3.9. This is because businesses typically have 
more than one depreciating non-current asset. Where a business replaces some of its 
assets each year, the total depreciation expense calculated under the reducing-balance 
method will reflect a range of expenses (from high through to low), as assets will be at 
different points in their economic lives. This could mean that each year’s total deprecia-
tion expense may not be significantly different from that which would have been 
derived under the straight-line method.
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Selecting a depreciation method
The appropriate depreciation method to choose is the one that reflects the consumption 
of economic benefits provided by the asset. Where the economic benefits are consumed 
evenly over time (for example, with buildings) the straight-line method is usually appro-
priate. Where the economic benefits consumed decline over time (for example, with 
certain types of machinery that lose their efficiency) the reducing-balance method may 
be more appropriate. Where the pattern of economic benefits consumed is uncertain, 
the straight-line method is normally chosen.

There is an International Financial Reporting Standard (or International Accounting 
Standard) to deal with the depreciation of property, plant and equipment. As we shall 
see, the purpose of accounting standards is to narrow areas of accounting difference and 
to ensure that information provided to users is transparent and comparable 
(see  Chapter 5). The relevant standard endorses the view that the depreciation method 
chosen should reflect the pattern of consumption of economic benefits but does not 
specify particular methods to be used. It states that the useful life, depreciation method 
and residual values for property, plant and equipment. should be reviewed at least annu-
ally and adjustments made where appropriate. For intangible non-current assets with 
finite lives, there is a separate standard containing broadly similar rules.

real World 3.5 sets out the depreciation policies of Carphone Warehouse Group plc, 
the mobile phone and PC retailer.

Communicating depreciation policies
Carphone Warehouse Group plc depreciates all of its property, plant and equipment, other 
than land, using the straight-line method. The financial statements for the year ended 
31 march 2014 show the annual rate at which different classes of assets are depreciated 
as follows:

short leasehold costs 10 per cent per year or the lease term if less
network equipment and computer hardware 12.5 to 50 per cent per year
Fixtures and fittings 20 to 25 per cent per year
Investment property 2 to 4 per cent per year

We can see that there are wide variations in the expected useful lives of the various assets 
held.

Source: adapted from Carphone Warehouse Group plc annual report 2014, p. 67.

real World 3.5

Carphone Warehouse is typical of most UK businesses in that it uses the straight-line 
method. The reducing-balance method is very much less popular.

The approach taken to calculating depreciation is summarised in Figure 3.7.

Impairment and depreciation

We saw in Chapter 2 that all non-current assets could be subjected to an impairment test. 
Where a non-current asset with a finite life has its carrying amount reduced following an 
impairment test, depreciation expenses for future reporting periods should be based on 
the impaired value.
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The cost (or fair value) of an asset less the residual value will represent the amount to be 
 depreciated. This amount is depreciated over the useful life (four years in this particular case) 
of the asset using an appropriate depreciation method.

Calculating the annual depreciation expenseFigure 3.7

Depreciation and asset replacement

Some appear to believe that the purpose of depreciation is to provide the funds for the 
replacement of a non-current asset when it reaches the end of its useful life. However, 
this is not the case. It was mentioned earlier that depreciation represents an attempt to 
allocate the cost or fair value (less any residual value) of a non-current asset over its 
expected useful life. The depreciation expense for a particular reporting period is used in 
calculating profit for that period. If a depreciation charge is excluded from the income 
statement, we shall not have a fair measure of financial performance. Whether or not the 
business intends to replace the asset in the future is irrelevant.

Where an asset is to be replaced, the depreciation expense in the income statement 
will not ensure that liquid funds are set aside specifically for this purpose. Although the 
depreciation expense will reduce profit, and therefore reduce the amount that the 
 owners may decide to withdraw, the amounts retained within the business as a result 
may be invested in ways that are unrelated to the replacement of the asset.

Depreciation and judgement

From our discussions about depreciation, it is clear that accounting is not as precise and 
objective as it is sometimes portrayed as being. There are areas where subjective 
 judgement is required.

M03_MCLA8297_08_SE_C03.indd   101 24/09/15   3:54 pm



Chapter 3  measurInG and rePorTInG FInanCIal PerFormanCe102

Making different judgements on these matters would result in a different pattern of 
depreciation expenses over the life of the asset and, therefore, in a different pattern 
of  reported profits. However, any underestimations or overestimations that are made 
will be adjusted for in the final year of an asset’s life. As a result, the total depreciation 
expense (and total profit) over the asset’s life will not be affected by estimation errors.

real World 3.6 describes the effect on annual performance of extending the useful life 
of a non-current asset held by a well-known business.

What judgements must be made to calculate a depreciation expense for a period?

you may have thought of the following:

●	 the expected residual or disposal value of the asset
●	 the expected useful life of the asset
●	 the choice of depreciation method.

activity 3.11

engineering an improvement?
Ba reported a loss of £358 million for the 2008/09 financial year. This loss, however, would 
have been significantly higher had the business not changed its depreciation policies. The 
2008/09 annual report of the business states:

during the prior year, the Group changed the depreciation period for the rB211 engine, used on 
Boeing 747 and 767 fleets, from 54 months to 78 months. The change resulted in a £33 million 
decrease in the annual depreciation charge for this engine type.

Source: British airways annual report and accounts 2008/09, note 15, www.britishairways.com.

real World 3.6

Sally Dalton (Packaging) Ltd bought a machine for £40,000. At the end of its useful life 
of four years, the amount received on sale was £4,000. When the asset was bought the 
business received two estimates of the likely residual value of the asset. These were: 
(a) £8,000 and (b) zero.

Show the annual depreciation expenses over the four years and the total deprecia-
tion expenses for the asset under each of the two estimates. The straight-line method 
should be used to calculate the annual depreciation expenses.

The depreciation expense, assuming estimate (a), will be £8,000 a year (that is, (£40,000 -  
£8,000)/4). The depreciation expense, assuming estimate (b), will be £10,000 a year (that is, 
£40,000/4). as the actual residual value is £4,000, estimate (a) will lead to under-depreciation 
of £4,000 (that is, £8,000 - £4,000) over the life of the asset and estimate (b) will lead to 
over-depreciation of £4,000 (that is, £0 - £4,000). These under- and overestimations will be 
dealt with in year 4.

activity 3.12
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 The fi nal adjustment for under-depreciation of an asset is often referred to as ‘loss (or 
defi cit) on disposal of a non-current asset’, as the amount actually received is less than 
the residual value. Similarly, the adjustment for over-depreciation is often referred to as 
‘profi t (or surplus) on disposal of a non-current asset’. These fi nal adjustments are nor-
mally made as an addition to the expense (or a reduction in the expense) for  depreciation 
in the reporting period during which the asset is disposed of.    

 The pattern of depreciation and total depreciation expenses will therefore be: 

     Estimate 

  
  Year  

  
  

  (a)  
    £    

  (b)  
    £    

 1  annual depreciation  8,000  10,000 
 2  annual depreciation  8,000  10,000 
 3  annual depreciation  8,000  10,000 
 4  annual depreciation   8,000    10,000  
     32,000  40,000 
 4  under/(over)-depreciation   4,000    (4,000 ) 
   Total depreciation   36,000    36,000  

   In practice, would you expect it to be more likely that the amount of depreciation would 
be overestimated or underestimated? 

 Why?  

  We might expect there to be systematic overestimations of the annual depreciation expense. 
This is because the prudence convention tends to encourage a cautious approach to 
 estimating the lives and residual values of assets.   

 activity 3.13 

  Costing inventories 

 The cost of inventories is important in determining fi nancial performance and posi-
tion. The cost of inventories sold during a reporting period will aff ect the calculation of 
profi t and the cost of inventories held at the end of the reporting period will aff ect the 
portrayal of assets held. 

 To calculate the cost of inventories, an assumption must be made about the physical 
fl ow of inventories through the business. This assumption need not have anything to do 
with how inventories  actually  fl ow through the business. It is concerned only with pro-
viding useful measures of performance and position. 

 Three common assumptions used are: 

   ●	    first in, first out (FIFO),  in which inventories are costed  as if  the earliest acquired 
 inventories held are the fi rst to be used;  

  ●	    last in, first out (LIFO),  in which inventories are costed  as if  the latest acquired 
 inventories held are the fi rst to be used; and  

  Costing inventories 
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●	 weighted average cost (aVCO), in which inventories are costed as if inventories 
acquired lose their separate identity and go into a ‘pool’. Any issues of inventories 
from this pool will reflect the weighted average cost of inventories held.

During a period of changing prices, the choice of assumption used in costing invento-
ries can be important. Example 3.8 provides an illustration of how each assumption is 
applied and the effect of each on financial performance and position.

A business that supplies grass seed to farmers and horticulturalists has the following 
transactions during a period:

Tonnes Cost/tonne
£

1 may opening inventories 100 100
2 may Bought 500 110
3 may Bought 800 120

1,400
6 may sold (900)

Closing inventories 500

First in, first out (FIFO)
Using the FIFO approach, the first 900 tonnes of seed bought are treated as if these 
are the ones that are sold. This will consist of the opening inventories (100 tonnes), 
the purchases made on 2 May (500 tonnes) and some of the purchases made on 
3  May (300 tonnes). The remainder of the 3 May purchases (500 tonnes) will 
 comprise the closing inventories. This means that we have:

Cost of sales Closing inventories

Tonnes Cost/tonne
£

Total
£000

Tonnes Cost/tonne
£

Total
£000

1 may 100 100 10.0
2 may 500 110 55.0
3 may 300 120 36.0 500 120 60.0
Cost of sales 101.0 Closing inventories 60.0

Last in, first out (LIFO)
Using the LIFO assumption, the later purchases will be treated as if these were the first 
to be sold. This is the 3 May purchases (800 tonnes) and some of the 2 May purchases 
(100 tonnes). The earlier purchases (the rest of the 2 May purchase and the opening 
inventories) will comprise the closing inventories. This can be set out as follows:

Cost of sales Closing inventories

Tonnes Cost/tonne
£

Total
£000

Tonnes Cost/tonne
£

Total
£000

3 may 800 120 96.0
2 may 100 110 11.0 400 110 44.0
1 may 100 100 10.0
Cost of sales 107.0 Closing inventories 54.0

example 3.8
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Figure 3.8 contrasts LIFO and FIFO.

Weighted average cost (AVCO)
Using the AVCO assumption, a weighted average cost will be determined that will 
be used to derive both the cost of goods sold and the cost of the remaining inven-
tories held. This simply means that the total cost of the opening inventories and of 
the 2 May and 3 May purchases are added together and divided by the total number 
of tonnes to obtain the weighted average cost per tonne. Both the cost of sales and 
closing inventories values are based on that average cost per tonne. This means that 
we have:

Tonnes Cost/tonne
£

Total
£000

1 may 100 100 10.0
2 may 500 110 55.0
3 may 800 120 96.0

1,400 161.0

The average cost is £161,000/1,400 = £115 per tonne.

Cost of sales Closing inventories

Tonnes Cost/tonne
£

Total
£000

Tonnes Cost/tonne
£

Total
£000

900 115 103.5 500 115 57.5

using FIFo, the oldest purchases of inventories are treated as the first to be used, leaving 
the later purchases in closing inventories. With lIFo it is the opposite.

FIFO and LIFO treatment of the inventories in example 3.8Figure 3.8
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Suppose the 900 tonnes of inventories in Example 3.8 were sold for £150 per tonne.

(a) Calculate the gross profit for this sale under each of the three methods.
(b) What observations concerning the portrayal of financial position and performance 

can you make about each method when prices are rising?

your answer should be along the following lines:
(a) Gross profit calculation:

FIFO
£000

LIFO
£000

AVCO
£000

sales revenue (900 @ £150) 135.0 135.0 135.0
Cost of sales (101.0) (107.0) (103.5)
Gross profit 34.0 28.0 31.5
Closing inventories 60.0 54.0 57.5

(b) These figures reveal that FIFo will give the highest gross profit during a period of ris-
ing prices. This is because sales revenue is matched with the earlier (and cheaper) 
purchases. lIFo will give the lowest gross profit because sales revenue is matched 
against the more recent (and dearer) purchases. The avCo method will normally give 
a figure that is between these two extremes.

The closing inventories figure in the statement of financial position will be highest 
with the FIFo method. This is because the cost of goods still held will be based on the 
more recent (and dearer) purchases. lIFo will give the lowest closing inventories figure 
as the goods held will be based on the earlier (and cheaper) purchases. once again, 
the avCo method will normally give a figure that is between these two extremes.

activity 3.14

Assume that prices are falling rather than rising. How would your observations con-
cerning the portrayal of financial performance and position be different for the  various 
 costing methods?

When prices are falling, the positions of FIFo and lIFo are reversed. FIFo will give the lowest 
gross profit as sales revenue is matched against the earlier (and dearer) goods bought. lIFo 
will give the highest gross profit as sales revenue is matched against the more recent (and 
cheaper) goods bought. avCo will give a cost of sales figure between these two extremes. The 
closing inventories figure in the statement of financial position will be lowest under FIFo as the 
cost of inventories will be based on the more recent (and cheaper) purchases. lIFo will provide 
the highest closing inventories figure and avCo will provide a figure between the two extremes.

activity 3.15

The different costing assumptions only have an effect on reported profit from one 
reporting period to the next. The figure derived for closing inventories will be carried 
forward and matched with sales revenue in a later period. If the cheaper purchases of 
inventories are matched to sales revenue in the current period, it will mean that the 
dearer purchases will be matched to sales revenue in a later period. Over the life of the 
business, therefore, total profit will be the same either way.
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Inventories – some further issues

We saw in Chapter 2 that the convention of prudence requires that inventories be valued 
at the lower of cost and net realisable value. (The net realisable value of inventories is the 
estimated selling price less any further costs necessary to complete the goods and any costs 
involved in selling and distributing them.) In theory, this means that the valuation 
method applied to inventories could switch each year, depending on which of cost and net 
realisable value is the lower. In practice, however, the cost of the inventories held is usually 
below the current net realisable value – particularly during a period of rising prices. It is, 
therefore, the cost figure that will normally appear in the statement of  financial position.

Can you think of any circumstances where the net realisable value will be lower than 
the cost of inventories held, even during a period of generally rising prices? Try to think 
of at least two.

The net realisable value may be lower where:

●	 goods have deteriorated or become obsolete;
●	 there has been a fall in the market price of the goods;
●	 the goods are being used as a ‘loss leader’, that is, they are deliberately going to be 

sold at a price lower than their cost;
●	 bad buying decisions have been made.

activity 3.16

There is also an International Financial Reporting Standard that deals with inventor-
ies. It states that, when preparing financial statements for external reporting, the cost of 
inventories should normally be determined using either FIFO or AVCO. The LIFO 
assumption is not acceptable for external reporting. There is no reason, however, that a 
business should not apply LIFO when preparing financial statements for use by its own 
managers. The standard also requires the ‘lower of cost and net realisable value’ rule to 
be used and so endorses the application of the prudence convention.

real World 3.7 sets out the inventories’ costing methods used by some of the UK’s 
leading businesses.

Counting the cost
Inventories’ costing methods used by some large uK businesses are as follows:

Name Type of business Costing method used

J. sainsbury plc supermarket avCo
Babcock International plc engineering support services FIFo
Imperial Tobacco Group plc Tobacco manufacturer FIFo
Wh smith plc Bookseller, stationer and travel avCo
marks & spencer Group plc Clothes and food retailer avCo
dixons retail plc electrical retail and services avCo
Britvic plc soft drinks supplier avCo
astraZeneca plc Pharmaceuticals FIFo or avCo

Source: annual reports for 2013 or 2014 of the relevant businesses.

real World 3.7

➔
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 Costing inventories and depreciation provide two examples where the  consist-
ency convention  should be applied. This convention holds that once a particular 
method of accounting is selected, it should be applied consistently over time. It 
would not be acceptable to switch from, say, FIFO to AVCO between periods (unless 
exceptional circumstances make it appropriate). The purpose of this convention is to 
help users make valid comparisons of performance and position from one period to 
the next.  

   Reporting inventories in the financial statements provides a further example of the need 
to apply subjective judgement. For the inventories of a retail business, what are the 
main judgements that are required?  

  The main judgements are: 

   ●	   the choice of costing method (FIFo, lIFo, avCo); and  
  ●	   deducing the net realisable value figure for inventories held.     

 activity 3.17 

Real World 3.7 continued

 note that astraZeneca plc employs more than one inventories costing method. This 
 presumably means that the costing method will vary according to product type, location 
or some other key factor. 

 The table simply sets out a small, non-random sample of well-known businesses and 
so we cannot assess the relative popularity of the FIFo and avCo methods in practice on 
the basis of it. 

 One final point before leaving this topic. Costing inventories using FIFO, LIFO 
and AVCO applies to items that are interchangeable. Where they are not, as would 
be the case with custom-made items, the specific cost of the individual items must be 
used.   

  trade receivables problems 

 We have seen that, when businesses sell goods or services on credit, revenue will usually 
be recognised before the customer pays the amounts owing. Recording the dual aspect of 
a credit sale will involve increasing sales revenue and increasing trade receivables by the 
amount of the revenue from the credit sale. 

 With this type of sale there is always the risk that the customer will not pay the 
amount due. Where it becomes reasonably certain that the customer will not pay, the 
amount owed is considered to be a  bad debt,  which must be taken into account when 
preparing the fi nancial statements.  

trade receivables problems 
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To provide a more realistic picture of financial performance and position, the bad debt 
must be ‘written off’. This will involve reducing the trade receivables and increasing 
expenses (by creating an expense known as ‘bad debts written off’) by the amount of the 
bad debt. The matching convention requires that the bad debt is written off in the same 
period as the sale that gave rise to the debt is recognised.

Note that, when a debt is bad, the accounting response is not simply to cancel the ori ginal 
sale. If this were done, the income statement would not be so informative. Reporting the bad 
debts as an expense can be extremely useful in assessing management performance.

real World 3.8 reveals the average level of bad debts among European businesses over 
time.

What would be the effect on the income statement, and on the statement of financial 
position, of not taking into account the fact that a debt is bad?

The effect would be to overstate the assets (trade receivables) on the statement of financial 
position and to overstate profit in the income statement, as the revenue that has been recog-
nised will not result in any future benefit.

activity 3.18

Bad debts getting worse
Figure 3.9 shows the average bad debt loss percentage for european businesses over an 
eleven-year period.

real World 3.8

since 2008 there has been a rise in the level of bad debts suffered by european businesses.

average bad debt loss percentage for european businessesFigure 3.9
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Desai Enterprises had trade receivables of £350,000 outstanding at the end of the 
reporting period to 30 June 2015. Investigation of these trade receivables revealed 
that £10,000 would probably be irrecoverable and that there was doubt concerning 
the recoverability of a further £30,000.

Relevant extracts from the income statement for that year would be as follows:

Income statement (extracts) for the year ended 30 June 2015

£
Bad debts written off 10,000
allowances for trade receivables 30,000

example 3.9

Real World 3.8 continued

The average bad debt loss percentages are based on a survey of more than 10,000 
managers across 31 european countries. We can see that since 2008, there has been a 
rise in the level of bad debts incurred, presumably as a result of the difficult economic 
climate during this period.

according to Intrum Justia, which produced the survey, the bad debt loss percentage 
of 3.1 per cent in 2014 translates into 360 billion euros of lost revenue.

Sources: european Payment Index 2014, www.intrum.com.

Doubtful debts

At the end of a reporting period, it may not be possible to identify, with certainty, all bad 
debts incurred during the period. Doubts may surround certain trade receivables but it 
may only be at a later date that the true position will become clear. Nevertheless, the 
possibility that some trade receivables will not be paid should not be ignored. It would 
not be prudent, nor would it comply with the need to match expenses to the period in 
which the associated revenue is recognised.

The business must try to determine the amount of trade receivables that, at the end of 
the period, are doubtful (that is, there is a possibility that they may eventually prove to 
be bad). This amount may be derived by examining individual trade receivables accounts 
or by taking a proportion (the exact proportion being based on past experience) of the 
total trade receivables outstanding.

Once a figure has been derived, an expense known as an allowance for trade 
 receivables should be recognised. This will be shown as an expense in the income state-
ment and deducted from the total trade receivables figure in the statement of financial 
position. In this way, full account is taken, in the appropriate reporting period, of those 
trade receivables where there is a risk of non-payment. This accounting treatment of 
these ‘doubtful’ trade receivables will be in addition to the treatment of the ‘more defi-
nite’ bad debts described above.

Example 3.9 illustrates the reporting of bad debts and allowances for trade receivables.
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Statement of financial position (extracts) as at 30 June 2015

£
Trade receivables 340,000*
allowances for trade receivables (30,000)

310,000
*That is, £350,000 less £10,000 irrecoverable trade receivables.

The allowances for trade receivables figure is, of course, an estimate; it is quite 
likely that the actual amount of trade receivables that prove to be bad will be differ-
ent from the estimate. Let us say that, during the next reporting period, it was dis-
covered that, in fact, £26,000 of the trade receivables considered doubtful proved 
to be irrecoverable. These trade receivables must now be written off as follows:

●	 reduce trade receivables by £26,000; and
●	 reduce allowances for trade receivables by £26,000.

However, allowances for trade receivables of £4,000 will remain. This amount rep-
resents an overestimate made when creating the allowance as at 30 June 2015. As 
the allowance is no longer needed, it should be eliminated. Remember that the 
allowance was made by creating an expense in the income statement for the year to 
30 June 2015. As the expense was too high, the amount of the overestimate should 
be ‘written back’ in the next reporting period. In other words, it will be treated as 
revenue for the year to 30 June 2016. This will mean:

●	 reducing the allowances for trade receivables by £4,000; and
●	 increasing revenue by £4,000.

Ideally, of course, the amount should be written back to the 2015 income state-
ment; however, it is too late to do this. At the end of the year to 30 June 2016, not 
only will 2015’s overestimate be written back, but a new allowance should be cre-
ated to take account of the trade receivables arising from 2016’s credit sales that are 
considered doubtful.

Clayton Conglomerates had trade receivables of £870,000 outstanding at the end of the 
reporting period to 31 March 2014. The chief accountant believed £40,000 of those 
trade receivables to be irrecoverable and a further £60,000 to be doubtful. In the sub-
sequent year, it was found that an over-pessimistic estimate of those trade receivables 
considered doubtful had been made and that only a further £45,000 of trade receiv-
ables had actually proved to be bad.

Show the relevant income statement extracts for both 2014 and 2015 to report the 
bad debts written off and the allowances for trade receivables. Also show the relevant 
statement of financial position extract as at 31 March 2014.

your answer should be as follows:

Income statement (extract) for the year ended 31 March 2014

£

Bad debts written off 40,000
allowances for trade receivables 60,000

activity 3.19
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   The accounting treatment of bad debts and allowances for trade receivables are two 
further examples where judgement is needed to derive an appropriate expense figure. 

 What will be the effect of different judgements concerning the appropriate amount 
of bad debts expense and allowances for trade receivables expense on the profit for a 
particular period and on the total profit reported over the life of the business?  

  The judgement concerning whether to write off a debt as bad will affect the expenses for the 
period and, therefore, the reported profit. over the life of the business, however, total 
reported profit would not be affected, as incorrect judgements made in one period will be 
adjusted for in a later period. 

 suppose that a debt of    £100    was written off in a period and that, in a later period, the 
amount owing was actually received. The increase in expenses of    £100    in the period in which 
the bad debt was written off would be compensated for by an increase in revenue of    £100    
when the amount outstanding was finally received (bad debt recovered). If, on the other hand, 
the amount owing of    £100    was never written off in the first place, the profit for the two periods 
would not be affected by the bad debt adjustment and would, therefore, be different – but 
the total profit for the two periods would be the same. 

 a similar situation would apply where there are differences in judgements concerning 
 allowances for trade receivables.   

 activity 3.20 

activity 3.19 continued

    Income statement (extract) for the year ended 31 March 2015 

      £    
 allowances for trade receivables written back (revenue)  15,000 

  ( Note:  This figure will usually be netted off against any allowances for trade 
receivables created in respect of 2015.)  

    Statement of financial position (extract) as at 31 March 2014 

      £    
 Trade receivables  830,000 
 allowances for trade receivables   (60,000 ) 
    770,000  

  Uses and usefulness of the income statement 

 The income statement may help in providing information on: 

   ●	    How eff ective the business has been in generating wealth.  Since wealth generation is the 
primary reason for most businesses to exist, assessing how much wealth has been cre-
ated is an important issue. The income statement reveals the profi t for the period, or 
 bottom line  as it is sometimes called. This provides a measure of the wealth created for 

Uses and usefulness of the income statement 
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TT and Co. is a new business that started trading on 1 January 2014. The following is a 
summary of transactions that occurred during the first year of trading:

 1 The owners introduced £50,000 of equity, which was paid into a bank account opened 
in the name of the business.

 2 Premises were rented from 1 January 2014 at an annual rental of £20,000. during the 
year, rent of £25,000 was paid to the owner of the premises.

 3 rates (a tax on business premises) were paid during the year as follows:

For the period 1 January 2014 to 31 march 2014 £500
For the period 1 april 2014 to 31 march 2015 £1,200

 4 a delivery van was bought on 1 January 2014 for £12,000. This is expected to be used 
in the business for four years and then to be sold for £2,000.

 5 Wages totalling £33,500 were paid during the year. at the end of the year, the business 
owed £630 of wages for the last week of the year.

 6 electricity bills for the first three quarters of the year were paid totalling £1,650. after 
31 december 2014, but before the financial statements had been finalised for the year, 
the bill for the last quarter arrived showing a charge of £620.

 7 Inventories totalling £143,000 were bought on credit.
 8 Inventories totalling £12,000 were bought for cash.
 9 sales revenue on credit totalled £152,000 (cost of sales £74,000).
10 Cash sales revenue totalled £35,000 (cost of sales £16,000).
11 receipts from trade receivables totalled £132,000.
12 Payments of trade payables totalled £121,000.
13 van running expenses paid totalled £9,400.

at the end of the year it was clear that a credit customer who owed £400 would not be 
able to pay any part of the debt. all of the other trade receivables were expected to be 
settled in full.

The business uses the straight-line method for depreciating non-current assets.

Required:
Prepare a statement of financial position as at 31 december 2014 and an income 
 statement for the year to that date.

The solution to this question can be found in Appendix C.

Self-assessment question 3.1

the owners. Gross profit and operating profit are also useful measures of wealth 
creation.

●	 How profit was derived. In addition to providing various measures of profit, the 
income statement provides other information needed for a proper understanding of 
business performance. It reveals the level of sales revenue and the nature and 
amount of expenses incurred, which can help in understanding how profit was 
derived. The analysis of financial performance will be considered in detail in 
Chapter 7.
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The main points of this chapter may be summarised as follows:

The income statement (profit and loss account)

●	 The income statement reveals how much profit (or loss) has been generated over a 
period and links the statements of financial position at the beginning and end of a 
reporting period.

●	 Profit (or loss) is the difference between total revenue and total expenses for a period.

●	 There are three main measures of profit.
–	 gross profit – which is calculated by deducting the cost of sales from the sales 

revenue;
–	 operating profit – which is calculated by deducting overheads from the gross profit;
–	 profit for the period – which is calculated by adding non-operating income and 

deducting finance costs from the operating profit.

Expenses and revenue

●	 Cost of sales may be identified by matching the cost of each sale to the particular sale 
or by adjusting the goods bought during a period by the opening and closing 
inventories.

●	 Classifying expenses is often a matter of judgement, although there are rules for busi-
nesses that trade as limited companies.

●	 Revenue is recognised when the amount of revenue can be measured reliably and it is 
probable that the economic benefits will be received.

●	 Where there is a sale of goods, there is an additional criterion that ownership and 
control must pass to the buyer before revenue can be recognised.

●	 Revenue can be recognised after partial completion provided that the outcome from 
the contract can be measured reliably.

●	 The matching convention states that expenses should be matched to the revenue that 
they help generate.

●	 A particular expense reported in the income statement may not be the same as the 
cash paid. This will result in accruals or prepayments appearing in the statement of 
financial position.

●	 The materiality convention states that where the amounts are immaterial, we should 
consider only what is expedient.

●	 The accruals convention states that profit = revenue - expenses (not cash receipts – 
cash payments).

Depreciation of non-current assets

●	 Depreciation requires a consideration of the cost (or fair value), useful life and residual 
value of an asset. It also requires a consideration of the method of depreciation.

●	 The straight-line method of depreciation allocates the amount to be depreciated 
evenly over the useful life of the asset.

●	 The reducing-balance method applies a fixed percentage rate of depreciation to the 
carrying amount of an asset each year.

●	 The depreciation method chosen should reflect the pattern of consumption of eco-
nomic benefits of an asset.

Summary

M03_MCLA8297_08_SE_C03.indd   114 24/09/15   3:54 pm



115Key Terms

●	 Depreciation allocates the cost (or fair value), less the residual value, of an asset over 
its useful life. It does not provide funds for replacement of the asset.

Costing inventories

●	 The way in which we derive the cost of inventories is important in the calculation of 
profit and the presentation of financial position.

●	 The first in, first out (FIFO) assumption is that the earliest inventories held are the first 
to be used.

●	 The last in, first out (LIFO) assumption is that the latest inventories are the first to be 
used.

●	 The weighted average cost (AVCO) assumption applies an average cost to all 
 inventories used.

●	 When prices are rising, FIFO gives the lowest cost of sales figure and highest closing 
inventories figure and for LIFO it is the other way around. AVCO gives figures for cost 
of sales and closing inventories that lie between FIFO and LIFO.

●	 When prices are falling, the positions of FIFO and LIFO are reversed.

●	 Inventories are shown at the lower of cost and net realisable value.

●	 When a particular method of accounting, such as a depreciation method, is selected, 
it should be applied consistently over time.

Bad debts

●	 Where it is reasonably certain that a credit customer will not pay, the debt is regarded 
as ‘bad’ and written off.

●	 Where it is doubtful that a credit customer will pay, an allowance for trade receivables 
expense should be created.

Uses of the income statement

●	 It provides measures of profit generated during a period.

●	 It provides information on how the profit was derived.

Key terms

profit p. 78
revenue p. 78
expense p. 79
gross profit p. 81
operating profit p. 81
profit for the period p. 81
cost of sales p. 82
matching convention p. 88
accrued expense p. 89
prepaid expense p. 92
materiality convention p. 92
accruals convention p. 93
accruals accounting p. 93
depreciation p. 94

amortisation p. 94
residual value p. 96
straight-line method p. 96
carrying amount p. 97
written-down value p. 97
net book value p. 97
reducing-balance method p. 97
first in, first out (FIFO) p. 103
last in, first out (LIFO) p. 103
weighted average cost (aVCO)  

p. 104
consistency convention p. 108
bad debt p. 108
allowance for trade receivables p. 110
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  Further reading 

 If you would like to explore the topics covered in this chapter in more depth, we recommend the 
following: 

 Alexander, D. and Nobes, C.,  Financial Accounting: An International Introduction,  5th edn, Pearson, 
2013,  Chapters   2   , 3,    9    and    10   . 

 Elliott, B. and Elliott, J.,  Financial Accounting and Reporting,  16th edn, Pearson, 2013,  Chapters   2   ,    8   , 
20 and 21. 

 International Accounting Standards Board,  2014 Guide through IFRS (green Book), 2014,  IAS 2 
  Inventories  and IAS 18  Revenue.  

 KPMG,  Insights into IFRS,  9th edn, Sweet and Maxwell, 2014/15,  Sections   3.2   ,    3.3   ,    3.8   ,    3.10    and    4.2    
(a summarised version of this is available free at  www.kpmg.com ).      

Further reading 
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Solutions to these questions can be found in appendix D.

 3.1 ‘although the income statement is a record of past achievement, the calculations required for 
certain expenses involve estimates of the future.’ What does this statement mean? Can you 
think of examples where estimates of the future are used?

 3.2 ‘depreciation is a process of allocation and not valuation.’ What do you think is meant by this 
statement?

 3.3 What is the convention of consistency? does this convention help users in making a more valid 
comparison between businesses?

 3.4 ‘an asset is similar to an expense.’ In what ways in this true or untrue?

review questions

exercises 3.1 to 3.3 are basic level, 3.4 and 3.5 are intermediate level and 3.6 and 3.7 are 
advanced level. Solutions to exercises with coloured numbers can be found in appendix e.

 3.1 you have heard the following statements made. Comment critically on them.
(a) ‘equity only increases or decreases as a result of the owners putting more cash into the 

business or taking some out.’
(b) ‘an accrued expense is one that relates to next year.’
(c) ‘unless we depreciate this asset we shall be unable to provide for its replacement.’
(d) ‘There is no point in depreciating the factory building. It is appreciating in value each year.’

 3.2 singh enterprises, which started business on 1 January 2012, has a reporting period to 31 
december and uses the straight-line method of depreciation. on 1 January 2012 the business 
bought a machine for £10,000. The machine had an expected useful life of four years and an 
estimated residual value of £2,000. on 1 January 2013 the business bought another machine 
for £15,000. This machine had an expected useful life of five years and an estimated residual 
value of £2,500. on 31 december 2014 the business sold the first machine bought for £3,000.

Required:
show the relevant income statement extracts and statement of financial position extracts for the 
years 2012, 2013 and 2014.

 3.3 The owner of a business is confused and comes to you for help. The financial statements for 
the business, prepared by an accountant, for the last reporting period revealed a profit of 
£50,000. however, during the reporting period the bank balance declined by £30,000. What 
reasons might explain this apparent discrepancy?

exercises
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 3.4 Fill in the values (a) to (f) in the following table on the assumption that there were no opening 
balances involved.

Relating to period At end of period

Paid/received Expense/revenue for 
period

Prepaid Accruals/deferred 
revenues

£ £ £ £

rent payable 10,000 (a) 1,000
rates and insurance  5,000 (b) 1,000
General expenses (c) 6,000 1,000
Interest payable on 
borrowings

 3,000 2,500 (d)

salaries (e) 9,000 3,000
rent receivable (f) 1,500 1,500

 3.5 spratley ltd is a builders’ merchant. on 1 september the business had, as part of its inventor-
ies, 20 tonnes of sand at a cost of £18 per tonne and, therefore, at a total cost of £360. during 
the first week in september, the business bought the following amounts of sand:

Tonnes Cost per tonne
£

2 september 48 20
4 september 15 24
6 september 10 25

on 7 september the business sold 60 tonnes of sand to a local builder.

Required:
Calculate the cost of goods sold and of the remaining inventories using the following costing 
methods:
(a) first in, first out
(b) last in, first out
(c) weighted average cost.
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 3.6 The following is the statement of financial position of TT and Co. (see self-assessment Ques-
tion 3.1 on page 113) at the end of its first year of trading:

Statement of financial position as at 31 December 2014

aSSetS £

Non-current assets
Property, plant and equipment
delivery van at cost 12,000
depreciation (2,500)

9,500
Current assets
Inventories 65,000
Trade receivables 19,600
prepaid expenses* 5,300
Cash 750

90,650
total assets 100,150
eQUItY aND LIaBILItIeS
equity
original 50,000
retained earnings 26,900

76,900
Current liabilities
Trade payables 22,000
accrued expenses†  1,250

23,250
total equity and liabilities 100,150

* The prepaid expenses consisted of rates (£300) and rent (£5,000).
† The accrued expenses consisted of wages (£630) and electricity (£620).

during 2015, the following transactions took place:

 1 The owners withdrew £20,000 of equity as cash.
 2 Premises continued to be rented at an annual rental of £20,000. during the year, rent of 

£15,000 was paid to the owner of the premises.
 3 rates on the premises £1,300 were paid for the period 1 april 2015 to 31 march 2016.
 4 a second delivery van was bought on 1 January 2015 for £13,000. This is expected to be 

used in the business for four years and then to be sold for £3,000.
 5 Wages totalling £36,700 were paid during the year. at the end of the year, the business owed 

£860 of wages for the last week of the year.
 6 electricity bills for the first three quarters of the year and £620 for the last quarter of the 

previous year were paid totalling £1,820. after 31 december 2015, but before the financial 
statements had been finalised for the year, the bill for the last quarter arrived showing a 
charge of £690.

 7 Inventories totalling £67,000 were bought on credit.
 8 Inventories totalling £8,000 were bought for cash.
 9 sales revenue on credit totalled £179,000 (cost £89,000).
10 Cash sales revenue totalled £54,000 (cost £25,000).
11 receipts from trade receivables totalled £178,000.
12 Payments to trade payables totalled £71,000.
13 van running expenses paid totalled £16,200.

The business uses the straight-line method for depreciating non-current assets.
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Required:
Prepare a statement of financial position as at 31 december 2015 and an income statement for 
the year to that date.

 3.7 The following is the income statement for nikov and Co. for the year ended 31 december 2014, 
along with information relating to the preceding year.

Income statement for the year ended 31 December

2014
£000

2013
£000

sales revenue 420.2 382.5
Cost of sales (126.1) (114.8)
Gross profit 294.1 267.7
salaries and wages (92.6) (86.4)
selling and distribution costs (98.9) (75.4)
rent and rates (22.0) (22.0)
Bad debts written off (19.7) (4.0)
Telephone and postage (4.8) (4.4)
Insurance (2.9) (2.8)
motor vehicle expenses (10.3) (8.6)
depreciation – delivery van (3.1) (3.3)
        – fixtures and fittings (4.3) (4.5)
Operating profit 35.5 56.3
loan interest (4.6) (5.4)
profit for the year 30.9 50.9

Required:
analyse the performance of the business for the year to 31 december 2014 in so far as the 
information allows.
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Most businesses in the UK, from the very largest to some of the very smallest, operate 
in the form of limited companies. More than two and a half million limited companies 

now exist, accounting for the majority of business activity and employment. The economic 
significance of this type of business is not confined to the UK; it can be seen in many of the 
world’s developed countries.

In this chapter we shall consider the nature of limited companies and how they differ from 
sole-proprietorship businesses and partnerships. This expands on the discussion of various 
business forms that we met in Chapter 1. The nature of limited companies leads to a need 
to distinguish between various aspects of equity finance, according to how that aspect 
arose. This distinction is in contrast to other forms of business (sole proprietorships and 
partnerships). We shall examine the various aspects of equity finance that a limited company 
may have and the restrictions that owners face when seeking to withdraw part of their equity.

The financial statements prepared for limited companies reflect some key features of 
this type of business. We shall consider how the financial statements that we met in the 
previous two chapters are adapted to accommodate these features. We shall see that 
these adaptations relate to matters of detail rather than of underlying principle. Many large 
businesses operate as a group of companies rather than as a single company. We shall 
end the chapter by discussing the reasons for this and by describing the main features of 
financial statements prepared for groups of companies.

Introduction

Accounting for limited 
companies (1)

ChApter 4

Learning outcomes

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

●	 discuss the nature and financing of a limited company;

●	 describe the main features of the equity in a limited company and the 
restrictions placed on owners seeking to withdraw part of their equity;
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     the main features of limited companies 

  Legal nature 

 Let us begin our examination of limited companies by discussing their legal nature. 
A  limited company  has been described as an artifi cial person that has been created by law. 
This means that a company has many of the rights and obligations that ‘real’ people 
have. It can, for example, enter into contracts in its own name. It can also sue other peo-
ple (real or corporate) and it can be sued by them. This contrasts sharply with other types 
of businesses, such as sole proprietorships and partnerships (that is, unincorporated 
businesses), where it is the owner(s) rather than the business that must enter into con-
tracts, sue and so on. This is because those businesses have no separate legal identity. 

 With the rare exceptions of those that are created by Act of Parliament or by Royal 
Charter, all UK companies are created (or  incorporated ) by registration. To create a com-
pany the person or persons wishing to create it (usually known as  promoters ) fi ll in a few 
simple forms and pay a modest registration fee. After having ensured that the necessary 
formalities have been met, the Registrar of Companies, a UK government offi  cial, enters 
the name of the new company on the Registry of Companies. Thus, in the UK,  companies 
can be formed very easily and cheaply (for about    £100   ). 

 A limited company may be owned by just one person, but most have more than one 
owner and some have many owners. The owners are usually known as  members  or  share-
holders.  The ownership of a company is normally divided into a number of shares, each 
of equal size. Each owner, or shareholder, owns one or more shares in the company. 
Large companies typically have a very large number of shareholders. For example, at 31 
March 2014, BT Group plc, the telecommunications business, had 934,000 diff erent 
shareholders. These shareholders owned more than 8 million shares between them. 

 Since a limited company has its own legal identity, it is regarded as being quite separ-
ate from those that own and manage it. It is worth emphasising that this legal separate-
ness of owners and the company has no connection with the business entity convention 
discussed in  Chapter   2   . This accounting convention applies equally well to all business 
types, including sole proprietorships and partnerships where there is certainly no legal 
distinction between the owner(s) and the business. 

 The legal separateness of the limited company and its shareholders leads to two 
important features of the limited company: perpetual life and limited liability. These are 
now explained.  

  perpetual life 

 A company is normally granted a perpetual existence and so will continue even where 
an owner of some, or even all, of the shares in the company dies. The shares of the 

the main features of limited companies 

  ●	   explain how the income statement and statement of financial position of a 
limited company differ in detail from those of sole proprietorships and 
partnerships;  

  ●	   discuss the reasons for the formation of groups of companies and the main 
features of financial statements prepared for groups of companies.     
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deceased person will simply pass to the beneficiary of his or her estate. The granting of 
perpetual existence means that the life of a company is quite separate from the lives of 
those individuals who own or manage it. It is not, therefore, affected by changes in own-
ership that arise when individuals buy and sell shares in the company.

Though a company may be granted a perpetual existence when it is first formed, it is 
possible for either the shareholders or the courts to bring this existence to an end. When 
this is done, the assets of the company are usually sold to generate cash to meet the out-
standing liabilities. Any surplus arising after all liabilities have been met will then be 
divided between the shareholders, in proportion to the number of shares owned by each 
one. Shareholders may agree to end the life of a company where it has achieved the pur-
pose for which it was formed or where they feel that the company has no real future. The 
courts may bring the life of a company to an end where creditors (those owed money by 
the company) have applied to the courts for this to be done because they have not been 
paid.

Where shareholders agree to end the life of a company, it is referred to as a ‘voluntary 
liquidation’. real World 4.1 describes the demise of one company by this method.

Monotub Industries in a spin as founder 
gets Titan for £1
Monotub Industries, maker of the Titan washing machine, yesterday passed into corpor
ate history with very little ceremony and with only a whimper of protest from minority 
shareholders.

At an extraordinary meeting held in a basement room of the group’s West End headquar
ters, shareholders voted to put the company into voluntary liquidation and sell its assets 
and intellectual property to founder Martin Myerscough for £1. [The shares in the com
pany were at one time worth 650p each.]

The only significant opposition came from Giuliano Gnagnatti who, along with other 
shareholders, has seen his investment shrink faster than a wool twinset on a boil wash.

The notsoproud owner of 100,000 Monotub shares, Mr Gnagnatti, the managing director 
of an online retailer, described the sale of Monotub as a ‘free gift’ to Mr Myerscough. This 
assessment was denied by Ian Green, the chairman of Monotub, who said the closest the 
beleaguered company had come to a sale was an offer for £60,000 that gave no guaran
tees against liabilities, which are thought to amount to £750,000.

The quiet passing of the washing machine, eventually dubbed the Titanic, was in strong 
contrast to its performance in many kitchens.

Originally touted as the ‘great white goods hope’ of the washing machine industry with 
its larger capacity and removable drum, the Titan ran into problems when it kept stop
ping during the spin cycle, causing it to emit a loud bang and leap into the air.

Summing up the demise of the Titan, Mr Green said: ‘Clearly the machine had some revo
lutionary aspects, but you can’t get away from the fact that the machine was faulty and 
should not have been launched with those defects.’

The usuallyvocal Mr Myerscough, who has promised to pump £250,000 into the com
pany and give Monotub shareholders £4 for every machine sold, refused to comment on 
his plans for the Titan or reveal who his backers were. But . . . he did say that he intended 
to ‘take the Titan forward’.

Source: Urquhart L. (2003) Monotub Industries in a spin as founder gets Titan for £1, Financial Times, 
23 January. © The Financial Times Limited 2012. All Rights Reserved.

real World 4.1
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Limited liability

Since the company is a legal person in its own right, it must take responsibility for its own 
debts and losses. This means that, once the shareholders have paid what they have agreed 
to pay for the shares, their obligation to the company, and to the company’s creditors, is 
satisfied. Thus shareholders can limit their losses to the amount that they have paid, or 
agreed to pay, for their shares. This is of great practical importance to potential sharehold-
ers since they know that what they can lose, as part owners of the business, is limited.

Contrast this with the position of sole proprietors or partners. They cannot ‘ring-
fence’ assets that they do not want to put into the business. If a sole-proprietorship or 
partnership business finds itself in a position where liabilities exceed the business assets, 
the law gives unsatisfied creditors the right to demand payment out of what the sole 
proprietor or partner may have regarded as ‘non-business’ assets. Thus the sole proprie-
tor or partner could lose everything – house, car, the lot. This is because the law sees Jill, 
the sole proprietor, as being the same as Jill the private individual.

real World  4.2 gives an example of a well-known case where the shareholders of a 
particular company were able to avoid any liability to those that had lost money as a 
result of dealing with the company.

Carlton and granada 1 – nationwide football league 0
Two television broadcasting companies, Carlton and granada, each owned 50 per cent of 
a separate company, ITV digital (formerly on digital). ITV digital signed a contract to pay 
the nationwide football league (in effect the three divisions of english football below the 
premiership) more than £89 million on both 1 august 2002 and 1 august 2003 for the 
rights to broadcast football matches over three seasons. ITV digital was unable to sell 
enough subscriptions for the broadcasts and so collapsed because it was unable to meet 
its liabilities. The nationwide football league tried to force Carlton and granada (ITV digi-
tal’s only two shareholders) to meet ITV digital’s contractual obligations. It was unable to 
do so because the shareholders could not be held legally liable for the amounts owing.

Carlton and granada subsequently merged into one business, but at the time of ITV 
digital were two independent companies.

real World 4.2

the fact that shareholders can limit their losses to that which they have paid, or have 
agreed to pay, for their shares is of great practical importance to potential shareholders.

Can you think of any practical benefit to a private-sector economy, in general, of 
this ability of shareholders to limit losses?

Business is a risky venture – in some cases very risky. people will usually be happier to invest 
money when they know the limit of their liability. If investors are given limited liability, new 
businesses are more likely to be formed and existing ones are likely to find it easier to raise 
more finance. This is good for the private-sector economy and may ultimately lead to the 
generation of greater wealth for society as a whole.

Activity 4.1
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Although limited liability has this advantage to the providers of equity finance (the 
shareholders), it is not necessarily to the advantage of all of the others who have a stake 
in the business, as we saw in the case of the Nationwide Football League clubs in 
Real World 4.2. Limited liability is attractive to shareholders because they can, in effect, 
walk away from the unpaid debts of the company if their committed contribution has 
not been sufficient to meet those debts. This is likely to make any individual, or another 
business, wary of entering into a contract with a limited company. This can be a real 
problem for smaller, less established companies. Suppliers may insist on cash payment 
before delivery of goods or the rendering of a service. Alternatively, they may require a 
personal guarantee from a major shareholder that the debt will be paid before allowing 
trade credit. In the latter case, the supplier circumvents the company’s limited liability 
status by demanding the personal liability of an individual. Larger, more established 
companies, on the other hand, find it easier to gain the confidence of suppliers.

Legal safeguards

Various safeguards exist to protect individuals and businesses contemplating dealing 
with a limited company. These include the requirement to indicate limited liability sta-
tus in the name of the company. By doing so, a warning is issued to prospective suppliers 
and lenders.

A further safeguard is the restrictions placed on the ability of shareholders to with-
draw their equity from the company.

Can you think why these restrictions on the withdrawal of equity are imposed?

They are designed to prevent shareholders from protecting their own investment and, as a 
result, leaving lenders and suppliers in an exposed position.

Activity 4.2

We shall consider this point in more detail later in the chapter.
Finally, limited companies are required to produce annual financial statements 

(income statements, statements of financial position and statements of cash flows) and 
make these publicly available. This means that anyone interested can gain an impression 
of the financial performance and position of the company. The form and content of the 
first two of these statements are considered in some detail later in the chapter and in 
Chapter 5. The statement of cash flows is considered in Chapter 6.

public and private companies

When a company is registered with the Registrar of Companies, it must be registered 
either as a public or as a private company. The main practical difference between these is 
that a public limited company can offer its shares for sale to the general public, but a 
private limited company is restricted from doing so. A public limited company must 
signal its status to all interested parties by having the words ‘public limited company’, or 
its abbreviation ‘plc’, in its name. For a private limited company, the word ‘limited’ or 
‘Ltd’ must appear as part of its name.

Private limited companies tend to be smaller businesses where the ownership is divided 
among relatively few shareholders who are usually fairly close to one another – for 
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There was a rise in the number of private limited companies over the period. over the same 
period there has been a decline in the number of public limited companies.

Source: Based on information in Companies register activities 2014, statistical Tables on Companies registration activities 2013/14, 
analysis of the Companies register Table a2, www.companieshouse.gov.uk.

Numbers of public and private limited companies in the UK, 
2009/10 to 2013/14Figure 4.1

example, a family company. Numerically, there are vastly more private limited com-
panies in the UK than there are public ones. Of the nearly 3 million UK limited companies 
now in existence, only around 6,700 (representing 0.2 per cent of the total) are public 
limited companies. Figure  4.1 shows the trend in the numbers of public and private 
 limited companies in recent years.
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Since individual public companies tend to be larger, they are often economically more 
important. In some industry sectors, such as banking, insurance, oil refining and grocery 
retailing, they are completely dominant. Although some private limited companies are 
large, many are little more than the vehicle through which one-person businesses operate.

real World  4.3 shows the extent of the market dominance of public limited com-
panies in one particular business sector.

a big slice of the market
The grocery sector is dominated by four large players: Tesco, sainsbury, Morrison and 
asda. The first three are public limited companies and the fourth, asda, is owned by a 
large Us public company, Wal-Mart Inc. figure 4.2 shows the share of the grocery market 
of each during the twelve-week period to 14 september 2014.

real World 4.3

Tesco had by far the largest market share and the four largest grocery companies, when taken 
together, had almost 75 per cent of the total market during the period.

Source: ‘Tesco sales down 4.5%’, Kantar World panel, uk.kantar.com, 23 september 2014.

Market share of the four largest grocery companies, 
12 weeks to 14 September 2014Figure 4.2

Other
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taxation

Another consequence of the legal separation of the limited company from its owners is 
that companies must be accountable to the tax authorities for tax on their profits and 
gains. This leads to the reporting of tax in the financial statements of limited companies. 
The charge for tax is shown in the income statement. The tax charge for a particular year 
is based on that year’s profit. For many companies, only 50 per cent of the tax liability is 
due for payment during the year concerned, so the other 50 per cent will appear on the 
end-of-year statement of financial position as a current liability. This will be illustrated a 
little later in the chapter.

Companies are charged corporation tax on their profits and gains. It is levied on the 
company’s taxable profit, which may differ from the profit shown on the income state-
ment. This is because tax law does not follow normal accounting rules in every respect. 
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Generally, however, taxable profi t and accounting profi t are pretty close to one another. 
The percentage rate of corporation tax tends to vary over time. For 2014, the rates are 21 
per cent for larger companies and 20 per cent for smaller ones. (‘Larger’ and ‘smaller’, in 
this context, relate to the size of the profi t.) 

 The tax position of companies contrasts with that of sole proprietorships and partner-
ships, where tax is levied not on the business but on the owner(s). This means that tax 
will not be reported in the fi nancial statements of unincorporated businesses as it is a 
matter between the owner(s) and the tax authorities. There can be tax advantages to 
trading as a limited company, rather than as a sole proprietor or partner. This may partly 
explain the rise in popularity of private limited companies over recent years.  

  the role of the Stock exchange 

 The London  Stock exchange  acts as both an important  primary  and  secondary  capital 
market for companies. As a primary market, its function is to enable companies to raise 
new fi nance. As a secondary market its function is to enable investors to sell their secur-
ities (including shares and loan notes) with ease. We have already seen that shares in a 
company may be transferred from one owner to another. The wish of some investors to 
sell their shares, coupled with the wish of others to buy those shares, has led to the crea-
tion of a formal market in which shares are bought and sold. 

 Only the shares of certain companies ( listed  companies) may be traded on the London 
Stock Exchange. Just over 900 UK companies are listed. This represents only about 1 in 
3,200 of all UK companies (public and private) and roughly 1 in 7 public limited com-
panies. However, many of these listed companies are massive. Nearly all of the UK busi-
nesses that are ‘household names’ (for example, Tesco, Next, BT, Vodafone, BP and so 
on) are listed companies.  

   If, as mentioned earlier, the change in ownership of shares does not directly affect a 
particular company, why do many public companies seek to have their shares traded 
in a recognised Stock Exchange?  

  Investors are generally reluctant to pledge their money unless they can see some way of 
 turning their investment back into cash. The shares of a particular company may be valuable 
because it has bright prospects. Unless this value can be turned into cash, however, the bene-
fit to investors is dubious. after all, we cannot spend shares; we normally need cash. Thus, 
investors are more likely to buy new shares from a company where they can liquidate their 
investment (turn it into cash) as and when they wish. stock exchanges provide the means of 
liquidation and, by so doing, make it easier for a company to raise new share capital.   

 Activity 4.3 

 We shall consider the role of the Stock Exchange in rather more detail in  Chapter   15   .   

  Managing a company 

 A limited company may have a legal personality, but it is not a human being capable of 
making decisions and plans about the business and exercising control over it. People 
must undertake these management tasks. The most senior level of management of a 
company is the board of directors. 

Managing a company 
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 The shareholders elect  directors  to manage the company on a day-to-day basis on 
behalf of those shareholders. By law there must be at least one director for a private lim-
ited company and two for a public limited company. In a small company, the board may 
be the only level of management and consist of all of the shareholders. In larger com-
panies, the board may consist of ten or so directors out of many thousands of sharehold-
ers. (The directors are normally shareholders although they do not have to be.) Below the 
board of directors of the typical large company could be several layers of management 
comprising many thousands of people.  

  Financing limited companies 

  equity (the owners’ claim) 

 The equity of a sole proprietorship is normally encompassed in one fi gure on the state-
ment of fi nancial position. With companies, this is usually a little more complicated, 
although in essence the same broad principles apply. With a company, equity is divided 
between shares (for example, the original investment), on the one hand, and  reserves  
(that is, profi ts and gains subsequently made), on the other. There is also the possibility 
that there will be more than one type of shares and of reserves. Thus, within the basic 
divisions of share capital and reserves, there will usually be further subdivisions. This 
might seem quite complicated, but we shall shortly consider the reasons for these subdi-
visions and all should become clearer.  

  the basic division 

 When a company is fi rst formed, those who take steps to form it (the promoters) will 
decide how much needs to be raised from potential shareholders to set the company up 
with the necessary assets to operate.  Example   4.1    illustrates this.  

Financing limited companies 

 Some friends decide to form a company to operate an offi  ce cleaning business. They 
estimate that the company will need    £50,000    to obtain the necessary assets. 
Between them, they raise the cash, which they use to buy shares in the company, 
on 31 March 2014, with a  nominal value  (or  par value ) of    £1    each. 

 At this point the statement of fi nancial position of the company would be: 

    Statement of financial position as at 31 March 2014 

      £    
  Net assets  (all in cash)   50,000  

  equity    
 share capital   
  50,000 shares of    £1    each   50,000  

 The company now buys the necessary non-current assets (vacuum cleaners and 
so on) and inventories (cleaning materials) and starts to trade. During the fi rst year, 

 example 4.1 

➔
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The initial financial requirement for a new company is £50,000. There are to be two 
equal shareholders. Would you advise them to issue two shares of £25,000 each? Why?

such large-denomination shares tend to be unwieldy and difficult to sell. If one of the share-
holders wished to liquidate her shareholding, she would have to find a single buyer. Where, 

Activity 4.4

the company makes a profit of £10,000. This, by definition, means that the equity 
expands by £10,000. During the year, the shareholders (owners) make no drawings 
of their equity, so at the end of the year the summarised statement of financial posi-
tion looks like this:

Statement of financial position as at 31 March 2015

£
Net assets (various assets less liabilities*) 60,000
equity
share capital
 50,000 shares of £1 each 50,000
 reserves (revenue reserve) 10,000
total equity 60,000

* We saw in Chapter 2 that assets = equity + liabilities. We also saw that 
this can be rearranged so that assets - liabilities = equity.

example 4.1 continued

The profit is shown as a reserve, known as a revenue reserve, because it arises from 
generating revenue (making sales). Note that we do not simply merge the profit with the 
share capital: we must keep the two amounts separate (to satisfy company law). The rea-
son for this is that there is a legal restriction on the maximum drawings of their equity 
(for example, as a dividend) that the shareholders can make. This is defined by the 
amount of revenue reserves and so it is helpful to show these separately. We shall look at 
why there is this restriction, and how it works, a little later in the chapter.

Share capital

Ordinary shares
Ordinary shares represent the basic units of ownership of a business. They are issued by 
all companies and are often known as equities. Ordinary shareholders are the primary 
risk takers as they share in the profits of the company only after other claims have been 
satisfied. There are no upper limits, however, on the amount by which they may benefit. 
The potential rewards available to ordinary shareholders reflect the risks that they are 
prepared to take. Since ordinary shareholders take most of the risks, power normally 
rests in their hands. Usually, only the ordinary shareholders are able to vote on issues 
that affect the company, such as the appointment of directors.

The nominal value of such shares is at the discretion of the people who start up the 
company. For example, if the initial share capital is to be £50,000, this could be two 
shares of £25,000 each, 5 million shares of one penny each or any other combination 
that gives a total of £50,000. All shares must have equal value.
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In practice, £1 is the normal maximum nominal value for shares. Shares of 25 pence 
each and 50 pence each are probably the most common. BT’s shares, which we men-
tioned earlier, have a nominal value of 5 pence each (though their market value at 
6 November 2014 was £3.71 per share).

preference shares
In addition to ordinary shares, some companies issue preference shares. These shares 
guarantee that if a dividend is paid, the preference shareholders will be entitled to the first 
part of it up to a maximum value. This maximum is normally defined as a fixed percent-
age of the nominal value of the preference shares. If, for example, a company issues one 
million preference shares of £1 each with a dividend rate of 6 per cent, this means that 
the preference shareholders are entitled to receive the first £60,000 (that is, 6 per cent of 
£1 million) of any dividend that is paid by the company for a particular year. The excess 
over £60,000 goes to the ordinary shareholders.

It is open to the company to issue shares of various classes – perhaps with some having 
unusual conditions – but in practice it is rare to find other than straightforward ordinary 
and preference shares. Even preference shares are not very common. Although a com-
pany may have different classes of shares whose holders have different rights, within 
each class all shares must be treated equally. The rights of the various classes of share-
holders, as well as other matters relating to a particular company, are contained in that 
company’s set of rules, known as the memorandum and articles of association. A copy of 
these rules must be lodged with the Registrar of Companies, who makes it available for 
inspection by the general public.

Altering the nominal value of shares
As we have already seen, the promoters of a new company may make their own choice 
of the nominal (par) value of the shares. This value need not be permanent. At a later 
date the shareholders can decide to change it.

Suppose that a company has 1 million ordinary shares of £1 each and a decision is 
made to change the nominal value of the shares from £1 to £0.50, in other words to 
halve the value. This would lead the company to issue each shareholder exactly twice as 
many shares, each with half the nominal value. The result would be that each share-
holder retains a holding of the same total nominal value. This process is known, not 
surprisingly, as splitting the shares. The opposite, reducing the number of shares and 
increasing their nominal value per share to compensate, is known as consolidating. 
Since each shareholder would be left, after a split or consolidation, with exactly the same 
proportion of ownership of the company’s assets as before, the process should not 
increase the total value of the shares held.

Splitting is fairly common whereas consolidating is relatively rare. Both may be used 
to help make the shares more marketable. Splitting may help avoid share prices becom-
ing too high and consolidating may help avoid share prices becoming too low. It seems 
that investors do not like either extreme. In addition, some Stock Exchanges do not 
allow shares to be traded at too low a price.

however, the shareholding consisted of shares of smaller denomination, the price per share 
would be lower and the whole shareholding could probably be sold more easily to various 
potential buyers. It would also be possible for the original shareholder to sell just part of the 
shareholding and retain a part.
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real World 4.4 provides an example of a share consolidation by one business.

Are reserves amounts of cash? Can you think of a reason why this is an odd question?

To deal with the second point first, it is an odd question because reserves are a claim, or part 
of one, on the assets of the company, whereas cash is an asset. so reserves cannot be cash.

Activity 4.5

Consolidating
pure Wafer plc, which enables semiconductor manufactures to re-use silicon test wafers, 
recently undertook a share consolidation. In a letter to shareholders, the chairman of the 
company explained the reasons for the consolidation as follows:

The share price levels at which the Company’s ordinary shares of 2 pence each are currently trad-
ing means that small absolute movements in the share price represent large percentage move-
ments, resulting in share price volatility. The directors of the Company (the directors) also note that 
the bid offer spread at these price levels can be disproportionate, to the detriment of the sharehold-
ers of the Company (the shareholders).

In addition, the directors wish to create a more significant individual share price and a greater 
disparity between the share price and the nominal value of each share, to enable greater flexibility 
to set issue price levels (as a percentage of market price) in the context of any proposed future 
share issues.

accordingly, the directors are proposing that every 10 existing ordinary shares of 2 pence each 
be consolidated into one ordinary share of 20 pence.

Source: pure Wafer plc, letter from the chairman, 30 october 2013.

real World 4.4

reserves

The shareholders’ equity consists of share capital and reserves. As mentioned earlier, 
reserves are profits and gains that a company has made and which still form part of the 
shareholders’ equity. One reason that past profits and gains may no longer continue to 
be part of equity is that they have been paid out to shareholders (as dividends and so on). 
Another reason is that reserves will be reduced by the amount of any losses that the com-
pany might suffer. In the same way that profits increase equity, losses reduce it.

Reserves are classified as either revenue reserves or capital reserves. In Example 4.1 
we came across a revenue reserve. This reserve represents the company’s retained trading 
profits as well as gains on the disposal of non-current assets. Retained earnings, as they 
are most often called, represent overwhelmingly the largest source of new finance for UK 
companies. Capital reserves arise for two main reasons:

●	 issuing shares at above their nominal value (for example, issuing £1 shares at £1.50);
●	 revaluing (upwards) non-current assets.

Where a company issues shares at above their nominal value, UK law requires that the 
excess of the issue price over the nominal value be shown separately.
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Example 4.2 shows how this works.

Can you think why shares might be issued at above their nominal value? (Hint: This 
would not usually happen when a company is first formed and the initial shares are 
being issued.)

once a company has traded and has been successful, the shares would normally be worth 
more than the nominal value at which they were issued. If additional shares are to be issued 
to new shareholders to raise finance for further expansion, unless they are issued at a value 
higher than the nominal value, the new shareholders will be gaining at the expense of the 
original ones.

Activity 4.6

Based on future prospects, the net assets of a company are worth £1.5 million. 
There are currently 1 million ordinary shares in the company, each with a nominal 
value of £1. The company wishes to raise an additional £0.6 million of cash for 
expansion and has decided to raise it by issuing new shares. If the shares are issued 
for £1 each (that is 600,000 shares), the total number of shares will be

1.0 m + 0.6 m = 1.6 m

and their total value will be the value of the existing net assets plus the new injec-
tion of cash:

£1.5 m + £0.6 m = £2.1 m.

This means that the value of each share after the new issue will be

£2.1 m/1.6 m = £1.3125.

The current value of each share is

£1.5 m/1.0 m = £1.50

so the original shareholders will lose

£1.50 - £1.3125 = £0.1875 a share

and the new shareholders will gain

£1.3125 - £1.0 = £0.3125 a share.

The new shareholders will, no doubt, be delighted with this outcome; the original 
ones will not.

example 4.2

Things could be made fair between the two sets of shareholders described in Exam-
ple 4.2 by issuing the new shares at £1.50 each. In this case it would be necessary to issue 
400,000 shares to raise the necessary £0.6 million. £1 a share of the £1.50 is the nominal 
value and will be included with share capital in the statement of financial position 
(£400,000 in total). The remaining £0.50 is a share premium, which will be shown as a 
capital reserve known as the share premium account (£200,000 in total).
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It is not clear why UK company law insists on the distinction between nominal share 
values and the premium. In some other countries (for example, the United States) with 
similar laws governing the corporate sector, there is not this distinction. Instead, the 
total value at which shares are issued is shown as one comprehensive figure on the com-
pany’s statement of financial position.

real World 4.5 shows the equity of one very well-known business.

flying funds
ryanair holdings plc, the no-frills airline, had the following share capital and reserves as 
at 31 March 2014:

: million
share capital (10p ordinary shares) 8.8
share premium 704.2
retained earnings 2,465.1
other reserves  107.7
total equity 3,285.8

note how the nominal share capital figure is only a small fraction of the share premium 
account figure. This implies that ryanair has issued shares at much higher prices than the 
10p a share nominal value. This reflects its trading success since the company was first 
formed. In 2014, retained earnings (profits) made up 75 per cent of the total shareholder 
equity.

Source: ryanair holdings plc, annual report 2014, p. 146.

real World 4.5

The summary statement of financial position of a company at a particular point in 
time is as follows:

Statement of financial position

£
Net assets (various assets less liabilities) 128,000
equity

share capital
50,000 shares of £1 each 50,000

reserves  78,000
total equity 128,000

example 4.3

Bonus shares

It is always open to a company to take reserves of any kind (irrespective of whether they are 
capital or revenue) and turn them into share capital. This will involve transferring the 
desired amount from the reserve concerned to share capital and then distributing the appro-
priate number of new shares to the existing shareholders. New shares arising from such a 
conversion are known as bonus shares. Example 4.3 illustrates how bonus issues work.
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A bonus issue simply takes one part of the equity (a reserve) and puts it into another 
part (share capital). The transaction has no effect on the company’s assets or liabilities, 
so there is no effect on shareholders’ wealth. Issues of bonus shares have become less 
common in recent years, probably because of the lack of business profitability during the 
current economic climate.

Note that a bonus issue is not the same as a share split. A split does not affect the reserves.

The directors decide that the company will issue existing shareholders with one 
new share for every share currently owned by each shareholder. The statement of 
financial position immediately following this will appear as follows:

Statement of financial position

£
Net assets (various assets less liabilities) 128,000
equity

share capital
100,000 shares of £1 each (50,000 + 50,000) 100,000

reserves (78,000 - 50,000)  28,000
Total equity 128,000

We can see that the reserves have decreased by £50,000 and share capital has 
increased by the same amount. Share certificates for the new 50,000 ordinary shares 
of £1 each, which have been created from reserves, will be issued to the existing 
shareholders to complete the transaction.

A shareholder of the company in Example  4.3 owned 100 shares before the bonus 
issue. How will things change for this shareholder as regards the number of shares 
owned and the value of the shareholding?

The answer should be that the number of shares would double, from 100 to 200. now the 
shareholder owns one five-hundredth of the company (that is, 200/100,000). Before the 
bonus issue, the shareholder also owned one five-hundredth of the company (that is, 
100/50,000). The company’s assets and liabilities have not changed as a result of the bonus 
issue and so, logically, one five-hundredth of the value of the company should be identical to 
what it was before. Thus, each share is worth half as much as it used to be.

Activity 4.7

Can you think of any reasons why a company might want to make a bonus issue if it 
has no economic consequence? Try to think of at least one reason.

We think that there are three possible reasons:

●	 Share price. To lower the value of each share without reducing the shareholders’ 
 collective or individual wealth. This has a similar effect to share splitting.

Activity 4.8

➔
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real World 4.6 provides an example of a bonus share issue, where it seemed that the 
main motive was to make the share price more manageable. The ‘feel-good’ factor, how-
ever, also seems to be playing a part.

Is it really a bonus?
Medusa Mining is a gold producer that is listed on various international stock markets. In 
2010, it announced a one-for-ten bonus issue of shares to all shareholders of the 
company.

In a statement, the company said that it had achieved several significant milestones in 
the last calendar year and that the bonus issue was in recognition of the invaluable support 
the company had received from its shareholders. The bonus issue was also designed to 
encourage greater liquidity in Medusa shares.

geoff davis, managing director of Medusa, said: ‘The board is extremely pleased to be 
in a position to reward shareholders as a result of the company having rapidly expanded 
its production over the last 12 months and having met all targets on time.’

Source: adapted from ‘Medusa Mining’, www.proactiveinvestors.co.uk, 8 March 2010.

real World 4.6

Activity 4.8 continued

●	 Shareholder confidence. To provide the shareholders with a ‘feel-good factor’. It is 
believed that shareholders like bonus issues because they seem to make them better 
off, although in practice they should not affect their wealth.

●	 Lender confidence. Where reserves arising from operating profits and/or realised gains 
on the sale of non-current assets (revenue reserves) are used to make the bonus issue, 
it has the effect of taking part of that portion of the shareholders’ equity that could be 
withdrawn by the shareholders, and locking it up. The amount transferred becomes part 
of the permanent equity base of the company. (We shall see a little later in this chapter 
that there are severe restrictions on the extent to which shareholders may make draw-
ings from their equity.) an individual or business contemplating lending money to the 
company may insist that the extent that shareholders can withdraw their funds is 
restricted as a condition of making the loan. This point will be explained shortly.

Share capital jargon

Before leaving our detailed discussion of share capital, it might be helpful to clarify some 
of the jargon relating to shares that is used in company financial statements.

Share capital that has been issued to shareholders is known as the issued share cap-
ital (or allotted share capital). Sometimes, but not very often, a company may not 
require shareholders to pay the whole amount that is due to be paid for the shares at the 
time of issue. This may happen where the company does not need the money all at once. 
Some money would normally be paid at the time of issue and the company would ‘call’ 
for further instalments until the shares were fully paid shares. That part of the total issue 
price that has been called is known as the called-up share capital. That part that has 
been called and paid is known as the paid-up share capital.
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   What is the essential difference in status within a company between ordinary share-
holders and a loan notes holders?  

  ordinary shareholders are the owners of the company who share in the profits and losses of 
the company. We saw earlier that they are the main risk takers and are given voting rights. 
holders of loan notes are simply lenders that receive interest on their investment. They have 
no ownership stake in the company.   

 Activity 4.9 

  Borrowings 

 Most larger companies borrow money to supplement that raised from share issues and 
ploughed-back profi ts. Company borrowing is often on a long-term basis, perhaps on a ten-
year contract. The contract, which is legally binding, will specify the rate of interest, the interest 
payments date and the repayment date for the amount borrowed. Lenders may be banks and 
other professional providers of loan fi nance, such as pension funds and insurance companies. 

 Some companies borrow in such a way that individual investors are able to lend only part 
of the total amount required. This is particularly the case with the larger, Stock Exchange listed, 
companies and involves them making an issue of  loan notes . Although such an issue may be 
large in total, it can be taken up in small slices by individual investors, both private individuals 
and investing institutions. In some cases, these slices of loans can be bought and sold through 
the Stock Exchange. This means that investors do not have to wait the full term of their loan 
to obtain repayment. They can sell their slice of the loan to another would-be lender at inter-
mediate points during the loan term. This fl exibility can make loan notes an attractive invest-
ment to certain investors. Loan notes are often known as  loan stock  or  debentures . 

 Some of the features of fi nancing by loan notes, particularly the possibility that the 
loan notes may be traded on the Stock Exchange, can lead to confusing loan notes with 
shares. We should be clear, however, that shares and loan notes are not the same thing.  

  Borrowings 

  Companies derive their long-term finance from three sources: new share issues, retained earn-
ings and long-term borrowings. for a typical company, the sum of the first two (jointly known 
as ‘equity finance’) exceeds the third. retained earnings usually exceed either of the other two 
in terms of the amount of finance raised in most years.  

        Sources of long-term finance for a typical limited company    Figure 4.3

 Usually, long-term loans are secured on assets of the company. This would give the 
lender the right, if the company fails to make the contractual payments, to seize the assets 
concerned, sell them and use the cash to rectify this failure. A mortgage granted to a private 
individual buying a house or an apartment is a very common example of a secured loan. 

 Long-term fi nancing of companies can be depicted as in  Figure   4.3   .  
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 It is important to the prosperity and stability of a company that it strikes a suitable 
balance between fi nance provided by the shareholders (equity) and from borrowing. 
This topic will be explored later in the text (see  Chapter   7   ). 

   real World    4.7     shows the long-term borrowings of Rolls-Royce Holdings plc, the 
engine-building business, at 31 December 2014.  

 Borrowing at rolls-royce 
 The following extract from the annual financial statements of rolls-royce plc sets out the 
sources of the company’s long-term borrowings (non-current liabilities) as at 31 december 
2014. 

      £m    
 Unsecured   

 Bank loans  392 
 7.375% notes 2016  200 
 6.75% notes 2019  547 
 2.125% notes 2021  615 
 3.375% notes 2026  395 

  Secured    
 obligations under finance leases payable after five years    44  

    2,193  

  Source : rolls-royce holdings plc annual report and accounts 2014 p. 128, note 15. 

 real World 4.7 

 Note the large number of sources of the company borrowings. This is typical of most 
large companies and probably refl ects a desire to exploit all available means of raising 
fi nance, each of which may have advantages and disadvantages. ‘Secured’ in this context 
means that the lender would have the right, should Rolls-Royce fail to meet its interest and/
or capital repayment obligations, to seize a specifi ed asset of the business (probably some 
land) and use it to raise the sums involved. Normally, a lender would accept a lower rate of 
interest where the loan is secured as there is less risk involved. It should be said that whether 
a loan to a company like Rolls-Royce is secured or unsecured is usually pretty academic. It is 
unlikely that such a large and profi table company would fail to meet its obligations.  

  raising share capital 

 Once the company has made its initial share issue to start trading (usually soon after the 
company is fi rst formed) it may decide to raise additional funds by making further issues 
of new shares. A business may issue shares in a number of ways. These may be: 

   ●	   rights issues     – issues made to existing shareholders, in proportion to their existing 
shareholding;  

  ●	   public issues     – issues made to the general investing public; or  
  ●	   private placings     – issues made to selected individuals who are usually approached and 

asked if they would be interested in taking up new shares.   

 During its lifetime a company may use all three of these approaches to raising funds through 
issuing new shares (although only public companies can make appeals to the general public). 

 These approaches will be discussed in detail later in the text (see  Chapter   15   ).  
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  Withdrawing equity 

 In the statement of fi nancial position, companies, as we have seen, are legally obliged to 
distinguish between that part of the shareholders’ equity that may be withdrawn and 
that part which may not. The withdrawable part consists of profi ts arising from trading 
and from the disposal of non-current assets. It is represented in the statement of fi nan-
cial position by  revenue reserves.  The company paying dividends to all of its shareholders 
is the most usual way of enabling shareholders to withdraw part of their equity. 

 An alternative is for the company to buy its own shares from those shareholders wish-
ing to sell them. This is usually known as a ‘share repurchase’. The company would then 
normally cancel the shares concerned. Share repurchases usually involve only a small 
proportion of the shareholders, unlike a dividend which involves them all. 

 The total of revenue reserves appearing in the statement of fi nancial position is rarely 
the total of all trading profi ts and profi ts on disposals of non-current assets generated by 
the company since it was fi rst formed. This total will normally have been reduced by at 
least one of the following three factors: 

   ●	   corporation tax paid on those profi ts;  
  ●	   any dividends paid or amounts paid to purchase the company’s own shares; and  
  ●	   any losses from trading and the disposal of non-current assets.   

 The non-withdrawable part consists of share capital plus profi ts arising from share-
holders buying shares in the company and from upward revaluations of assets still held. 
It is represented in the statement of fi nancial position by  share capital  and  capital reserves.  

  Figure   4.4    shows the important division between the part of the shareholders’ equity 
that can be withdrawn and the part that cannot.  

  Withdrawing equity 

  Total equity finance of limited companies consists of share capital, capital reserves and revenue 
reserves. only the revenue reserves (which arise from realised profits and gains) can be used 
to fund a dividend or a share repurchase. In other words, the maximum legal withdrawal is the 
amount of the revenue reserves.  

        Availability for withdrawal of various parts of the shareholders’ 
equity    Figure 4.4
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The law does not specify how large the non-withdrawable part of a particular com-
pany’s shareholders’ equity should be. However, when seeking to impress prospective 
lenders and credit suppliers, the larger this part, the better. Those considering doing 
business with the company must be able to see from the company’s statement of finan-
cial position how large it is.

real World  4.8 describes how one company contravened the rules concerning the 
withdrawal of equity.

Why are limited companies required to distinguish different parts of their shareholders’ 
equity, whereas sole-proprietorship and partnership businesses are not?

The reason stems from the limited liability that company shareholders enjoy but which own-
ers of unincorporated businesses do not. If a sole proprietor or partner withdraws all of the 
equity, or even an amount in excess of this, the position of the lenders and credit suppliers 
of the business is not weakened since they can legally enforce their claims against the sole 
proprietor or partner as an individual. With a limited company, however, the business and the 
owners are legally separated and so such a right to enforce claims against individuals does 
not exist. To protect the company’s lenders and credit suppliers, however, the law insists that 
the shareholders cannot normally withdraw a specific part of their equity.

Activity 4.10

Ooops!
Betfair returned £80m to investors in violation of accounting rules, the gambling com
pany has admitted. The embarrassing breach – which occurred in 2011, 2012 and 2013 
before being noticed – consisted of Betfair paying out more in dividends and share buy
backs than it was legally permitted to.

Betfair announced its first dividend as a public company in June 2011, partly to reassure 
investors who had seen the company’s shares halve since its flotation six months earlier. 
It paid out £30m in relation to the 2011, 2012 and 2013 financial years, and also bought 
back £50m in shares. However, the payments did not comply with a rule change on how 
a company’s realised profits and distributable reserves are defined.

Betfair said in its latest annual report that, ‘as a result of certain changes to the technical 
guidance issued by the Institute of Chartered Accountants in England and Wales in 
October 2010, the Company did not have sufficient distributable reserves to make those 
distributions and so they should not have been paid by the Company to its 
shareholders.’

Deed polls have now been used to ensure that investors do not have to repay the divi
dends, and the company’s annual general meeting in September will be asked to approve 
the cancellation of ordinary shares affected by the buyback.

Source: Mance, H. (2014) Betfair admits to £80m payouts mistake, ft.com, 3 August.

real World 4.8

Let us now look at an example that illustrates how this protection of creditors works.
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The summary statement of financial position of a company at a particular date is as 
follows:

Statement of financial position

£
total assets 43,000
equity

share capital
20,000 shares of £1 each 20,000

reserves (revenue) 23,000
total equity 43,000

A bank has been asked to make a £25,000 long-term loan to the company. If the 
loan were to be granted, the statement of financial position immediately following 
would appear as follows:

Statement of financial position (after the loan)

£
total assets (£43,000 + £25,000) 68,000
equity

share capital
20,000 shares of £1 each 20,000

reserves (revenue) 23,000
43,000

Non-current liability
Borrowings – loan 25,000

total equity and liabilities 68,000

As things stand, there are assets with a total carrying amount of £68,000 to meet 
the bank’s claim of £25,000. It would be possible and perfectly legal, however, for 
the company to withdraw part of the shareholders’ equity (through a dividend or 
share repurchase) equal to the total revenue reserves (£23,000). The statement of 
financial position would then appear as follows:

Statement of financial position

£
total assets (£68,000 - £23,000) 45,000
equity

share capital
20,000 shares of £1 each 20,000

reserves [revenue (£23,000 - £23,000)]  –
20,000

Non-current liabilities
Borrowings – bank loan 25,000

total equity and liabilities 45,000

This leaves the bank in a very much weaker position, in that there are now total 
assets with a carrying amount of £45,000 to meet a claim of £25,000. Note that the 

example 4.4

➔
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diff erence between the amount of the borrowings (bank loan) and the total assets 
equals the equity (share capital and reserves) total. Thus, the equity represents a 
margin of safety for lenders and suppliers. The larger the amount of the equity 
withdrawable by the shareholders, the smaller is the potential margin of safety for 
lenders and suppliers. 

example 4.4 continued

   Can you recall the circumstances in which the non-withdrawable part of a company’s 
capital could be reduced, without contravening the law? This was mentioned earlier in 
the chapter.  

  It can be reduced as a result of the company sustaining trading losses, or losses on disposal 
of non-current assets, which exceed the withdrawable amount of shareholders’ equity. It 
cannot legally be reduced by shareholders making withdrawals.   

 Activity 4.11 

  the main financial statements 

 As we might expect, the fi nancial statements of a limited company are, in essence, the 
same as those of a sole proprietor or partnership. There are, however, some diff erences of 
detail. We shall now consider these.  Example    4.5    sets out the income statement and 
statement of fi nancial position of a limited company.  

  the main financial statements 

 Da Silva plc 
 Income statement for the year ended 31 December 2014 

      £m    
 revenue  840 
 Cost of sales  ( 520 ) 
  Gross profit   320 
 Wages and salaries  (98) 
 heat and light  (18) 
 rent and rates  (24) 
 Motor vehicle expenses  (20) 
 Insurance  (4) 
 printing and stationery  (12) 
 depreciation  (45) 
 audit fee    (4 ) 
  Operating profit   95 
 Interest payable  ( 10 ) 
  profit before taxation   85 
 Taxation  ( 24 ) 
  profit for the year    61  

 example 4.5 
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Let us now go through these statements and pick up those aspects that are unique to 
limited companies.

the income statement

The main points for consideration in the income statement are as follows:

profit
We can see that, following the calculation of operating profit, two further measures of 
profit are shown.

●	 The first of these is the profit before taxation. Interest charges are deducted from the 
operating profit to derive this figure. In the case of a sole proprietor or partnership busi-
ness, the income statement would end here.

●	 The second measure of profit is the profit for the reporting period (usually a year). As 
the company is a separate legal entity, it is liable to pay tax (known as corporation tax) 
on the profits generated. This measure of profit represents the amount that is available 
for the shareholders.

Statement of financial position as at 31 December 2014

£m
ASSetS
Non-current assets
property, plant and equipment 203
Intangible assets 100

303
Current assets
Inventories 65
Trade receivables 112
Cash  36

213
total assets 516
eQUItY AND LIABILItIeS
equity
ordinary shares of £0.50 each 200
share premium account 30
other reserves 50
retained earnings  25

305
Non-current liabilities
Borrowings 100
Current liabilities
Trade payables 99
Taxation  12

111
total equity and liabilities 516
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Audit fee
Companies beyond a certain size are required to have their financial statements audited 
by an independent firm of accountants, for which a fee is charged. As we shall see in 
Chapter  5, the purpose of the audit is to lend credibility to the financial statements. 
Although it is also open to sole proprietorships and partnerships to have their financial 
statements audited, relatively few do so. Audit fee is, therefore, an expense that is most 
often seen in the income statement of a company.

Figure 4.5 shows an outline of the income statement for a limited company.

the layout of the income statement for a limited companyFigure 4.5
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  the statement of financial position 

 The main points for consideration in the statement of fi nancial position are as follows: 

  taxation 
 The amount that appears as part of the current liabilities represents 50 per cent of the tax 
on the profi t for the year 2014. It is, therefore, 50 per cent    (£12 million)    of the charge 
that appears in the income statement    (£24 million);    the other 50 per cent    (£12 million)    
will already have been paid. The unpaid 50 per cent will be paid shortly after the state-
ment of fi nancial position date. These payment dates are set down by law.  

  Other reserves 
 This will include any reserves that are not separately identifi ed on the face of the state-
ment of fi nancial position. It may include a  general reserve,  which normally consists of 
trading profi ts that have been transferred to this separate reserve for reinvestment 
(‘ploughing back’) into the operations of the company. It is not at all necessary to set up 
a separate reserve for this purpose. The trading profi ts could remain unallocated and still 
swell the retained earnings of the company. It is not entirely clear why directors decide 
to make transfers to general reserves, since the profi ts concerned remain part of the rev-
enue reserves, and as such they still remain available for dividend.  

   Can you think of a reason why the directors may wish to make a transfer to general 
reserves from retained earnings?  

  The most plausible explanation seems to be that directors feel that placing profits in a separ-
ate reserve indicates an intention to invest the funds, represented by the reserve, perman-
ently in the company and, therefore, not to use them to pay a dividend or to fund a share 
repurchase.   

 Activity 4.12 

 Of course, the retained earnings appearing on the statement of fi nancial position are 
also a reserve, but that fact is not indicated in its title.    

  Dividends 

 Although most companies pay dividends to shareholders, they are under no legal obliga-
tion to do so. The decision whether to pay dividends will be infl uenced by commercial 
factors such as the fi nancial resources of the company, future commitments and share-
holder expectations. It must also take account of the legal restraints on the withdrawal 
of equity, as discussed earlier. 
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 Dividends are paid out of the revenue reserves and should be deducted from these 
reserves (usually retained earnings) when preparing the statement of fi nancial posi-
tion. Shareholders are often paid an annual dividend, perhaps in two parts. An 
‘interim’ dividend may be paid part way through the year and a ‘fi nal’ dividend shortly 
after the year end. 

 Dividends declared by the directors during the year but still unpaid at the year end 
 may  appear as a liability in the statement of fi nancial position. To be recognised as a lia-
bility, however, they must be properly authorised before the year-end date. This nor-
mally means that the shareholders must approve the dividend by that date. 

 Large companies tend to have a clear and consistent policy towards the payment of 
dividends. Any change in the policy provokes considerable interest and is usually 
interpreted by shareholders as a signal of the directors’ views concerning the future. 
For example, an increase in dividends may be taken as a signal from the directors that 
future prospects are bright: a higher dividend is seen as tangible evidence of their 
confi dence. 

   real World    4.9     provides an example of one well-known business that increased its 
dividend after reporting good results.   

 Driven by success 
 GoAhead is proposing to increase its dividend for the fi rst time in six years after secur
ing Britain’s biggest rail franchise and reporting robust growth in its bus business. The 
FTSE 250 bus and rail operator on Thursday recommended raising its fullyear divi
dend 4.3 per cent to 84.5p per share – a decision helped by it securing in May the con
tract to run Thameslink, which covers rail lines from London to Brighton, Bedford and 
Cambridge. ‘This was a particularly busy and exciting year for GoAhead in which we 
made excellent progress towards our strategic objectives,’ said David Brown, chief 
executive. 

 Shares in GoAhead were up 3.3 per cent to    £23.47    on Thursday, and have risen nearly 
60 per cent in the past year. ‘The reinstatement of dividend growth is great news for 
shareholders,’ said John Lawson, analyst at Investec. ‘Shareholders can look forward to 
a progressively growing dividend, supported by a very strong bus business and a 
healthy rail business, particularly now they have certainty over the Thameslink 
franchise.’ 

  Source : Wild, J. (2014) Go-Ahead dividend driven up by rail franchise and bus successes,  ft.com , 4 
September. 

 real World 4.9 

  Accounting for groups of companies 

 Most large businesses, including nearly all of the well-known ones, operate not as a sin-
gle company but as a group of companies. In these circumstances, one company (the 
 parent company  (or ‘parent’) or  holding company ) is able to control various subsidiary 
companies, normally as a result of owning more than 50 per cent of their shares. Many 
larger businesses have numerous subsidiary companies, with each subsidiary operating 

  Accounting for groups of companies 
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some aspect of the group’s activities. The reasons why many businesses operate in the 
form of groups include:

●	 a desire for each part of the business to have its own limited liability, so that financial 
problems in one part of a business cannot have an adverse effect on other parts; and

●	 an attempt to make each part of the business have some sense of independence and 
autonomy and, perhaps, to create or perpetuate a market image of a smaller independ-
ent business.

Each company within a group will prepare its own individual annual financial state-
ments. The law also requires, however, that the parent company prepares group finan-
cial statements, also known as consolidated financial statements. These group 
financial statements amalgamate the financial statements of all of the group members. 
Thus, the group income statement includes the total revenue figure for all group com-
panies to customers who are not members of the same group, the statement of financial 
position includes the property, plant and equipment for all group companies and so on. 
This means that the group financial statements will look like the financial statements of 
the parent company, had it owned and operated all of the assets of the business directly, 
instead of through subsidiary companies.

In view of what we have just seen, it may not be possible to detect whether the busi-
ness operates through a single company or through a large number of subsidiaries, sim-
ply by looking at a set of group financial statements. Only by referring to the heading at 
the top of each statement, which should mention the word ‘consolidated’ or ‘group’, 
might we find this out. In many cases, however, one or two items will be reported that 
are peculiar to group financial statements. These items are:

●	 Goodwill arising on consolidation. This occurs when a parent acquires a subsidiary 
from previous owners and pays more for the subsidiary than the subsidiary’s indi-
vidual assets (net of liabilities) appear to be worth. This excess may represent such 
things as the value of a good reputation that the new subsidiary already has in the 
market, or the value of its having a loyal and skilled workforce. Goodwill arising on 
consolidation will appear as an intangible non-current asset on the group statement 
of financial position.

●	 Non-controlling interests (NCI). One of the principles followed when preparing group 
financial statements is that all of the revenue, expenses, assets, liabilities and cash 
flows of each subsidiary are reflected to their full extent in the group financial state-
ments. This is true whether or not the parent owns all of the shares in each subsidiary, 
provided that the parent has control. Control normally means owning more than 50 
per cent of the subsidiary’s ordinary shares. Where not all of the shares are owned by 
the parent, the investment of those shareholders in the subsidiary, other than the par-
ent company, appears as part of the shareholders’ equity in the group statement of 
financial position. This shows that, although the net assets of the group are being 
financed mainly by the parent company’s shareholders, ‘outside’ shareholders also 
finance a part. Similarly, the group income statement reflects the fact that not all of 
the profit of the group is attributable to the shareholders of the parent company; a 
part of it is attributable to the ‘outside’ shareholders. The interests, or claims, of out-
side shareholders are known as non-controlling interests (formerly known as minor-
ity interests).

Example 4.6 shows how the statement of financial position of Major plc and its sub-
sidiary is drawn up. Note that the group statement of financial position closely resembles 
that of an individual company.
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Major plc has just bought, from the previous shareholders, 45 million (out of 60 
million) ordinary shares in Minor plc, paying £75 million for them. The remaining 
15 million Minor plc shares are owned by other shareholders. These shareholders 
are now referred to by Major plc as the non-controlling interests. Minor plc is now 
a subsidiary of Major plc and, as is clear from Major plc’s statement of financial 
position, its only subsidiary company.

The statements of financial position of the two companies immediately follow-
ing the takeover (that is, the acquisition of control) of Minor plc by Major plc were 
as follows:

Statements of financial position

Major plc Minor plc
£m £m

ASSetS
Non-current assets

property, plant and equipment 63 67
Intangible – 45 million shares in Minor plc  75  –

138 67
Current assets

Inventories 37 21
Trade receivables 22 12
Cash  16  2

 75  35
total assets 213 102
eQUItY AND LIABILItIeS
equity

ordinary shares of £1 each 100 60
reserves  60  20

160 80
Non-current liabilities

Borrowings – loan notes 35 13
Current liabilities

Trade payables  18  9
total equity and liabilities 213 102

As would be normal practice, the statement of financial position of the subsid-
iary (Minor plc) has been revised so that the values of the individual assets are based 
on fair values, rather than what Minor plc originally paid for them. Fair values are 
those that would be agreed as the selling price between a buyer and a seller, both of 
whom are knowledgeable and willing. In this context, they probably equate to the 
values that Major plc would have placed on the individual tangible assets when 
assessing Minor plc’s value.

If a statement of financial position for the group were to be drawn up immedi-
ately following the takeover, it would be as follows:

example 4.6
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Statements of financial position of Major plc and its subsidiary

£m
ASSetS
Non-current assets

property, plant and equipment (63 + 67) 130
Intangible – goodwill (75 - (45�60 * 80))  15

145
Current assets

Inventories (37 + 21) 58
Trade receivables (22 + 12) 34
Cash (16 + 2)  18

110
total assets 255
eQUItY AND LIABILItIeS
equity

ordinary shares of £1 each 100
reserves  60
equity attributable to equity holders of the parent 160
non-controlling interests (15�60 * 80)  20
Total equity 180

Non-current liabilities
Borrowings – loan notes (35 + 13) 48

Current liabilities
Trade payables (18 + 9)  27

total equity and liabilities 255

Note that all of the items, except two, in the group statement of financial position are 
simply the figures for the item concerned, in each of the two statements, added together. 
This is despite the fact that Major plc owns only three-quarters of the shares of Minor plc. 
The logic of group financial statements is that if the parent owns enough shares to con-
trol its subsidiary, all of the subsidiary’s assets and claims should be reflected on the 
group statement of financial position.

As we have seen, there are two exceptions to this approach: goodwill and non-controlling 
interests. Goodwill is simply the excess of what Major paid for the shares over their fair 
value. Major plc bought 45 million of 60 million shares, paying £75 million. According to 
Minor plc’s statement of financial position, there were net assets (non-current and current 
assets, less current and non-current liabilities) of £80 million.

Can you figure out how much Major plc paid for goodwill?

Major plc paid £75 million for £60 million (that is, 45�60 * £80 million) of net assets – an excess 
of £15 million This is the goodwill amount.

Activity 4.13

The excess represents the goodwill element and is usually referred to as ‘goodwill aris-
ing on consolidation’. This asset is seen as being the value of a loyal workforce, a regular 
and profitable customer base and so on, that a new business setting up would not have. 
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The relevant International Financial Reporting Standard (IFRS 3) demands that goodwill 
be reviewed at least annually: if its value has been impaired, it must be written down to 
the lower value.

The non-controlling interests (NCI) take account of the fact that, although Major plc 
may control all of the assets and liabilities of Minor plc, it only provides the equity 
finance for three-quarters of them. The other quarter, £20 million (that is, 
15�60 * £80 million), is still provided by shareholders in Minor plc, other than Major plc. 
(Note that IFRS 3 allows an alternative method of calculating goodwill on consolidation 
and NCI for reporting purposes, but this is beyond the scope of this chapter.)

Example 4.7 shows the income statement of Major plc and its subsidiary (Minor plc) 
for the first year following the takeover. As with the statement of financial position, the 
various revenue and expense figures are simply the individual figures for each company 
added together. The non-controlling interests figure (£2 million) represents 15�60 of the 
after-tax profit of Minor plc, which is assumed to be £8 million.

Income statement for the first year

£m
revenue 123
Cost of sales (56)
Gross profit 67
administration expenses (28)
distribution expenses  (9)
profit before tax 30
Taxation (12)
profit for the year  18
attributable to:
equity holders of the parent 16
non-controlling interests  2

 18

example 4.7

The summarised statement of financial position of dev ltd at a particular point in time is 
as follows:

Statement of financial position

£
Net assets (various assets less liabilities) 235,000
equity

share capital: 100,000 shares of £1 each 100,000
share premium account 30,000
revaluation reserve 37,000
retained earnings 68,000

total equity 235,000

Self-assessment question  4.1

M04_MCLA8297_08_SE_C04.indd   150 24/09/15   4:49 pm



151sUMMary

Required:
(a) Without any other transactions occurring at the same time, the company made a one-

for-five rights share issue at £2 per share payable in cash. This means that each 
shareholder was offered one share for every five already held. all shareholders took 
up their rights. Immediately afterwards, the company made a one-for-two bonus 
issue. show the statement of financial position immediately following the bonus issue, 
assuming that the directors wanted to retain the maximum dividend payment potential 
for the future.

(b) explain what external influence might cause the directors to choose not to retain the 
maximum dividend payment possibilities.

(c) show the statement of financial position immediately following the bonus issue, 
assuming that the directors wanted to retain the minimum dividend payment potential 
for the future.

(d) What is the maximum dividend that could be paid before and after the events 
described in (a) if the minimum dividend payment potential is achieved?

(e) lee owns 100 shares in dev ltd before the events described in (a). assuming that the 
net assets of the company have a value equal to their carrying amount on the state-
ment of financial position, show how these events will affect lee’s wealth.

(f) looking at the original statement of financial position of dev ltd, shown above, what 
four things do we know about the company’s status and history that are not specific-
ally stated on the statement of financial position?

the solution to this question can be found in Appendix C.

Summary

The main points of this chapter may be summarised as follows:

Main features of a limited company

●	 It is an artificial person that has been created by law.

●	 It has a separate life to its owners and is granted a perpetual existence.

●	 It must take responsibility for its own debts and losses but its owners are granted lim-
ited liability.

●	 To safeguard those dealing with a limited company, limited liability status is included 
as part of the business name, restrictions are placed on the ability of owners to with-
draw equity and annual financial statements are made publicly available.

●	 A public company can offer its shares for sale to the public; a private company 
cannot.

●	 A limited company is governed by a board of directors elected by the shareholders.

Financing the limited company

●	 The share capital of a company can be of two main types: ordinary shares and prefer-
ence shares.

●	 Holders of ordinary shares (equities) are the main risk takers and are given voting 
rights; they form the backbone of the company.

●	 Holders of preference shares are given a right to a fixed dividend before ordinary 
shareholders receive a dividend.
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●	 Reserves are profits and gains made by the company and form part of the ordinary 
shareholders’ claim.

●	 Borrowings provide another major source of finance.

Share issues

●	 Bonus shares are issued to existing shareholders when part of the reserves of the com-
pany is converted into share capital. No funds are raised.

●	 Shares may be issued for cash through a rights issue, a public issue or a public placing.

●	 The shares of a public company may be traded on the London Stock Exchange.

Withdrawing equity

●	 Reserves are of two types: revenue reserves and capital reserves.

●	 Revenue reserves arise from trading profits and from realised profits on the sale of 
non-current assets.

●	 Capital reserves arise from the issue of shares above their nominal value or from the 
upward revaluation of non-current assets.

●	 Revenue reserves can be withdrawn as dividends by the shareholders whereas capital 
reserves normally cannot.

Financial statements of limited companies

●	 The financial statements of limited companies are based on the same principles as 
those of sole-proprietorship and partnership businesses. However, there are some dif-
ferences in detail.

●	 The income statement has three measures of profit displayed after the gross profit 
figure: operating profit, profit before taxation and profit for the year.

●	 The income statement also shows audit fees and tax on profits for the year.

●	 The statement of financial position will show any unpaid tax and any unpaid, but 
authorised, dividends as current liabilities.

●	 The share capital plus the reserves make up ‘equity’.

Groups of companies

●	 Parent companies are required to produce group financial statements incorporating 
the results of all companies controlled by the parent.

●	 A group statement of financial position is prepared by adding like items of assets and 
liabilities based on ‘fair values’ together, as if all of the trading is undertaken through 
the parent company.

●	 A ‘goodwill arising on consolidation’ figure often emerges in the group statement of 
financial position.

●	 Where the parent does not own all of the shares of each subsidiary, a non-controlling 
interests (NCI) figure will appear in the statement of financial position, representing 
the outside shareholders’ investment.

●	 A group income statement is drawn up following similar logic to that applied to the 
group statement of financial position.

●	 The group income statement will contain a non-controlling interests figure if not all 
subsidiaries are fully owned by the parent, which represents the outside shareholders’ 
share of the group profit.
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  Further reading 

 If you would like to explore the topics covered in this chapter in more depth, we recommend the 
following: 

 Elliott, B. and Elliott, J.,  Financial Accounting and Reporting,  16th edn, Pearson, 2013,  Chapters   12   , 
22 and 23 

 Alexander, D., Britton, A., Jorissen, A., Hoogendorn, M. and Van Mourik, C.  International Financial 
Reporting and Analysis,  6th edn, Cengage Learning EMEA, 2014,  Chapter   10   . 

 Melville, A.,  International Financial Reporting: A Practical Guide,  3rd edn, Financial Times Prentice 
Hall, 2014, Chapter 18. 

 Thomas, A. and Ward, A. M.,  Introduction to Financial Accounting,  7th edn, McGraw-Hill, 2012, 
Chapters 30 and 31.      

 Key terms 

     limited liability  p.  125    
    public limited company  p.  125    
    private limited company  p.  125    
    corporation tax  p.  127    
    Stock exchange  p.  128    
    director  p.  129    
    reserve  p.  129    
    nominal value  p.  129    
    par value  p.  129    
    revenue reserve  p.  130    
    dividend  p.  130    
    ordinary share  p.  130    
    preference share  p.  131    
    splitting  p.  131    
    consolidating  p.  131    
    capital reserve  p.  132    
    share premium account  p.  133    

    bonus share  p.  134    
    issued share capital  p.  136    
    allotted share capital  p.  136    
    fully paid share  p.  136    
    called-up share capital  p.  136    
    paid-up share capital  p.  136    
    loan note  p.  137    
    loan stock  p.  137    
    debenture  p.  137    
    profit before taxation  p.  143    
    parent company  p.  146    
    holding company  p.  146    
    group financial statement  p.  147    
    consolidated financial statement 

 p.  147    
    non-controlling interest  p.  147    
    takeover  p.  148     

  Further reading 

M04_MCLA8297_08_SE_C04.indd   153 24/09/15   4:49 pm



ChApter 4  aCCoUnTIng for lIMITed CoMpanIes (1)154

Solutions to these questions can be found in Appendix D.

4.1 how does the liability of a limited company differ from the liability of a real person, in respect of 
amounts owed to others?

4.2 some people are about to form a company, as a vehicle through which to run a new business. 
What are the advantages to them of forming a private limited company rather than a public one?

4.3 What is a reserve? distinguish between a revenue reserve and a capital reserve.

4.4 What is a preference share? Compare the main features of a preference share with those of

(a) an ordinary share; and
(b) loan notes.

review questions

exercises 4.1 to 4.3 are basic level, 4.4 and 4.5 are intermediate level and 4.6 and 4.7 are 
advanced level. Solutions to exercises with coloured numbers can be found in Appendix e.

4.1 Comment on the following quote:

‘limited companies can set a limit on the amount of debts that they will meet. They tend to have 
reserves of cash as well as share capital, and they can use these reserves to pay dividends to 
the shareholders. Many companies have preference shares as well as ordinary shares. The 
preference shares give a guaranteed dividend. The shares of many companies can be bought 
and sold on the stock exchange. shareholders selling their shares can represent a useful source 
of new finance to the company.’

4.2 Comment on the following quotes:

(a) ‘Bonus shares increase the shareholders’ wealth because, after the issue, they have more 
shares, but each one of the same nominal value as they had before.’

(b) ‘By law, once shares have been issued at a particular nominal value, they must always be 
issued at that value in any future share issues.’

(c) ‘By law, companies can pay as much as they like by way of dividends on their shares, pro-
vided that they have sufficient cash to do so.’

(d) ‘Companies do not have to pay tax on their profits because the shareholders have to pay 
tax on their dividends.’

4.3 Briefly explain each of the following expressions that you have seen in the financial statements 
of a limited company:

(a) dividend
(b) audit fee
(c) share premium account.

exercises
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4.4 Iqbal ltd started trading on 1 July 2010. during the first five years of trading, the following 
occurred:

Year ended  
30 June

Trading  
profit/(loss)

Profit/(loss) on sale  
of non-current assets

Upward revaluation  
of non-current assets

£ £ £

2011 (15,000) – –
2012 8,000 – 10,000
2013 15,000 5,000 –
2014 20,000 (6,000) –
2015 22,000 – –

Required:
assume that the company paid the maximum legal dividend each year. Under normal circum-
stances, how much would each year’s dividend be?

4.5 hudson plc’s outline statement of financial position as at a particular date was as follows:

£m
Net assets (assets less liabilities) 72
equity

£1 ordinary shares 40
general reserve 32

total equity 72

The directors made a one-for-four bonus issue, immediately followed by a one-for-four rights 
issue at a price of £1.80 per share.

Required:
show the statement of financial position of hudson plc immediately following the two share 
issues.

4.6 The following is a draft set of simplified financial statements for pear limited for the year ended 
30 september 2015.

Income statement for the year ended 30 September 2015

£000
revenue 1,456
Cost of sales (768)
Gross profit 688
salaries (220)
depreciation (249)
other operating costs (131)
Operating profit 88
Interest payable  (15)
profit before taxation 73
Taxation at 30%  (22)
profit for the year  51
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Statement of financial position as at 30 September 2015

£000
ASSetS
Non-current assets
Property, plant and equipment
Cost 1,570
depreciation (690)

880
Current assets
Inventories 207
Trade receivables 182
Cash at bank  21

410
total assets 1,290
eQUItY AND LIABILItIeS
equity
share capital 300
share premium account 300
retained earnings at beginning of year 104
profit for year  51

755
Non-current liabilities
Borrowings (10% loan notes repayable 2018)  300
Current liabilities
Trade payables 88
other payables 20
Taxation 22
Borrowings (bank overdraft)  105

 235
total equity and liabilities 1,290

The following information is available:

1 depreciation has not been charged on office equipment with a carrying amount of £100,000. 
This class of assets is depreciated at 12 per cent a year using the reducing-balance method.

2 a new machine was purchased, on credit, for £30,000 and delivered on 29 september 2015 
but has not been included in the financial statements. (Ignore depreciation.)

3 a sales invoice to the value of £18,000 for september 2015 has been omitted from the finan-
cial statements. (The cost of sales figure is stated correctly.)

4 a dividend of £25,000 had been approved by the shareholders before 30 september 2015, 
but was unpaid at that date. This is not reflected in the financial statements.

5 The interest payable on the loan notes for the second half-year was not paid until 1 october 
2015 and has not been included in the financial statements.

6 an allowance for trade receivables is to be made at the level of 2 per cent of trade receivables.
7 an invoice for electricity to the value of £2,000 for the quarter ended 30 september 2015 

arrived on 4 october and has not been included in the financial statements.
8 The charge for taxation will have to be revised to take account of any amendments to the 

taxable profit arising from items 1 to 7. Make the simplifying assumption that tax is payable 
shortly after the end of the year, at the rate of 30 per cent of the profit before tax.

Required:
prepare a revised set of financial statements for the year ended 30 september 2015 incorporat-
ing the additional information in 1 to 8 above. (Work to the nearest £1,000.)
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4.7 rose limited operates a small chain of retail shops that sell high-quality teas and coffees. 
approximately half of sales are on credit. abbreviated and unaudited financial statements are 
as follows:

rose Limited
Income statement for the year ended 31 March 2015

£000
revenue 12,080
Cost of sales (6,282)
Gross profit 5,798
labour costs (2,658)
depreciation (625)
other operating costs (1,003)
Operating profit 1,512
Interest payable  (66)
profit before taxation 1,446
Taxation  (434)
profit for the year  1,012

Statement of financial position as at 31 March 2015

£000
ASSetS
Non-current assets 2,728
Current assets
Inventories 1,583
Trade receivables 996
Cash  26

2,605
total assets 5,333
eQUItY AND LIABILItIeS
equity
share capital (50p shares, fully paid) 750
share premium 250
retained earnings 1,468

2,468
Non-current liabilities
Borrowings – secured loan notes (2018)  300
Current liabilities
Trade payables 1,118
other payables 417
Tax 434
Borrowings – overdraft  596

2,565
total equity and liabilities 5,333

since the unaudited financial statements for rose limited were prepared, the following informa-
tion has become available:

1 an additional £74,000 of depreciation should have been charged on fixtures and fittings.
2 Invoices for credit sales on 31 March 2015 amounting to £34,000 have not been included; 

cost of sales is not affected.
3 Trade receivables totalling £21,000 are recognised as having gone bad, but they have not 

yet been written off.
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4 Inventories which had been purchased for £2,000 have been damaged and are unsaleable. 
This is not reflected in the financial statements.

5 fixtures and fittings to the value of £16,000 were delivered just before 31 March 2015, but 
these assets were not included in the financial statements and the purchase invoice had not 
been processed.

6 Wages for saturday-only staff, amounting to £1,000, have not been paid for the final saturday 
of the year. This is not reflected in the financial statements.

7 Tax is payable at 30 per cent of profit before taxation. assume that it is payable shortly after 
the year end.

Required:
prepare revised financial statements for rose limited for the year ended 31 March 2015, 
 incorporating the information in 1 to 7 above. (Work to the nearest £1,000.)
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Over the years the published annual financial reports of companies have greatly increased 
in scope. To provide a framework for an examination of their content, we begin the chapter 

by identifying their core components. We then go on to discuss the main sources of accounting 
rules governing published financial statements. Although a detailed consideration of all of these 
accounting rules is beyond the scope of this book, the key rules that shape the form and con-
tent of the published financial statements are discussed. We also consider the efforts being 
made to ensure that these rules are underpinned by a coherent conceptual framework.

Corporate governance, which concerns the way in which companies are directed and 
controlled, has become an important issue. Strenuous efforts have been made in recent 
years to improve standards of corporate governance, particularly for large listed companies. 
In this chapter, we consider the framework of rules that has been created to try to protect the 
interests of shareholders. We also consider how corporate governance issues are reported.

In recent years, there has been increased emphasis on the need for directors to com-
ment, and to provide supplementary information, on the performance and position of the 
company. As a result, UK law requires the inclusion of a directors’ report and a strategic 
report in the published annual financial report. In this chapter we examine the nature and 
content of both reports.

Despite the proliferation of accounting rules and the increasing supply of financial 
 information to users of financial reports, concerns have been expressed over the quality of 
some published reports. We end the chapter by looking at some well-publicised  accounting 
scandals and the problem of creative accounting.

Introduction

Accounting for limited 
companies (2)

ChApter 5

Learning outcomes

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

●	 discuss both the framework of regulation and the conceptual framework that 
help to shape the form and content of annual financial statements;

●	 prepare a statement of financial position, statement of comprehensive 
income and statement of changes in equity in accordance with International 
Financial Reporting Standards;

➔
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     the framework of annual financial reports 

 Over the years, there has been a trend towards greater disclosure of information in the 
published annual fi nancial reports of limited companies. Various reasons can be sug-
gested for this trend. They include the increasing complexity of business, the increasing 
sophistication of users and an increasing recognition that other groups, apart from 
shareholders, have a stake in the success of a business. The annual fi nancial reports of 
companies now go way beyond simply presenting the main fi nancial statements. They 
cover a very wide range of information and their boundaries are becoming ever more 
diffi  cult to establish. 

 In addition to fi nancial information, annual fi nancial reports often contain informa-
tion relating to social matters (such as community involvement) and to environmental 
matters (such as carbon emissions). This has led to a growing debate as to whether such 
information should be included. The key questions raised include: ‘Does this informa-
tion really fi t with the objectives of fi nancial reporting? Should more appropriate forms 
of reporting be devised to convey this information?’ 

 Whatever the outcome of this debate, its very existence has exposed the need for a 
more coherent reporting framework. A useful starting point in the search for such a 
framework is to try to identify the core components of fi nancial reports. It has been sug-
gested that three of these core components have evolved in practice (see reference 1 at 
the end of the chapter). These are set out in  Figure   5.1   .  

the framework of annual financial reports 

 the core components of financial reports           Figure 5.1 

  ●	   explain the principles upon which corporate governance rules are based and 
describe the main features of the corporate governance statement;  

  ●	   describe the role and content of the directors’ report and the strategic 
report;  

  ●	   discuss the threat posed by creative accounting and describe the main 
methods used to distort the fair presentation of position and performance.     

➔
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 In the sections that follow, we consider each of these three components in turn. 
We  should bear in mind, however, that these are not clearly distinguished in the 
 fi nancial reports. In practice, information is often poorly organised and overlaps occur.  

  the directors’ duty to account 

 For most large companies, it is not possible for all shareholders to be involved in the 
management of the company. Instead, they appoint directors to act on their behalf. This 
separation of ownership from day-to-day control creates a need for directors to be 
accountable for their stewardship (management) of the company’s assets. To fulfi l this 
need, the directors must prepare fi nancial statements that provide a fair representation 
of the fi nancial position and performance of the business. This means that they must 
select appropriate accounting policies, make reasonable accounting estimates and 
adhere to all relevant accounting rules when preparing the statements. To avoid mis-
statements in the fi nancial statements, whether from fraud or error, the directors must 
also maintain appropriate internal control systems. 

 Each of the company’s shareholders has the right to be sent a copy of the fi nancial 
statements produced by the directors. These statements must also be made available to 
the general public. This is achieved by the company submitting a copy to the Registrar 
of Companies, which then allows anyone to inspect them. A London Stock Exchange 
listed company must also publish its fi nancial statements on its website.   

the directors’ duty to account 

   It can be argued that the publication of financial statements is vital to a well-functioning 
private sector. Why might this be the case?  

  There are at least two reasons: 

   ●	   Unless shareholders receive regular information about the performance and position of 
a business they will have problems in appraising their investment. Under these circum-
stances, they would probably be reluctant to invest.  

  ●	   Suppliers of labour, goods, services and finance, particularly those supplying credit 
(loans) or goods and services on credit, need information about the financial health of 
a business. They would be reluctant to engage in commercial relationships where a 
company does not provide information. The fact that a company has limited liability 
increases the risks involved in dealing with it.   

 In both cases, the functioning of the private sector of the economy will be adversely affected 
by the absence of financial statements.   

 Activity 5.1 

  the need for accounting rules 

 If we accept the need for directors to prepare and publish fi nancial statements, we should 
also accept the need for a framework of rules concerning how these statements are pre-
pared and presented. Without rules, there is a much greater risk that unscrupulous 
direct ors will adopt accounting policies and practices that portray an unrealistic view of 

the need for accounting rules 
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financial health. There is also a much greater risk that the financial statements will not 
be comparable over time or with those of other businesses. Accounting rules can narrow 
areas of differences and reduce the variety of accounting methods. This should help 
ensure that businesses treat similar transactions in a similar way.

Example  5.1 illustrates the problems that may arise where businesses can exercise 
choice over the accounting policies used.

Rila plc and Pirin plc are both wholesalers of electrical goods. Both commenced 
trading on 1 March 2014 with an identical share capital. Both acquired identical 
property, plant and equipment on 1 March and both achieved identical trading 
results during the first year of trading. The following financial information relating 
to both businesses is available:

£m
Ordinary £1 shares fully paid on 1 march 2014 60
non-current assets (at cost) acquired on 1 march 2014 40
Revenue for the year to 28 February 2015 100
purchases of inventories during the year to 28 February 2015 70
expenses for the year to 28 February 2015 (excluding depreciation) 20
Trade receivables as at 28 February 2015 37
Trade payables as at 28 February 2015 12
Cash as at 28 February 2015 5

The non-current assets held by both businesses are leasehold buildings that have 
five years left to run on the lease. Inventories for both businesses have been valued 
at the year end at £16 million on a FIFO basis and £12 million on a LIFO basis.

When preparing their financial statements for the first year of trading,

●	 Rila plc decided to write off the cost of the leasehold premises at the end of the 
lease period. Pirin plc adopted the straight-line basis of depreciation for the 
leasehold buildings.

●	 Rila plc adopted the FIFO method of inventories valuation and Pirin plc adopted 
the LIFO method.

The income statements and the statements of financial position for the two 
 businesses, ignoring taxation, will be as follows:

Income statements for the year to 28 February 2015

Rila plc Pirin plc
£m £m

Revenue 100 100
Cost of sales
 Rila plc (£70m - £16m) (54)
 pirin plc (£70m - £12m) (58)
Gross profit 46 42
expenses (excluding depreciation) (20) (20)
Depreciation
 Rila plc (- )
 pirin plc (£40m/5)  (8)
profit for the year  26  14

example 5.1
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Statements of financial position as at 28 February 2015

Rila plc Pirin plc
£m £m

ASSetS
Non-current assets
property, plant and equipment at cost 40 40
Accumulated depreciation (- )  (8)

40 32
Current assets
Inventories 16 12
Trade receivables 37 37
Cash  5  5

 58  54
total assets 98 86
eQUItY AND LIABILItIeS
equity
Share capital 60 60
Retained earnings 26 14

86 74
Current liabilities
Trade payables 12 12
total equity and liabilities 98 86

Although the two businesses are identical in terms of funding and underlying trad-
ing performance, the financial statements create an impression that the financial 
health of each business is quite different. The accounting policies selected by Rila 
plc help to portray a much rosier picture. We can see that Rila plc reports a signifi-
cantly higher profit for the year and higher assets at the year end.

Depreciation and inventories valuation are not the only areas where choices 
might be exercised. Nevertheless, they illustrate the potential impact of different 
accounting choices over the short term.

Accounting rules should help to provide greater confidence in the integrity of finan-
cial statements. This, in turn, may help a business to raise funds and to build stronger 
relationships with customers and suppliers. Users must be realistic, however, about what 
can be achieved through regulation. Problems of manipulation and of concealment can 
still occur even within a highly regulated environment and examples of both will be 
considered later in the chapter. The scale of these problems, however, should be reduced 
where there is a practical set of rules.

Even with a set of rules, problems of comparability can also still arise because account-
ing is not a precise science. Judgements and estimates must be made when preparing 
financial statements and these may hinder comparisons. Furthermore, no two  businesses 
are identical (unlike the companies in Example 5.1) and accounting policies may vary 
between businesses for valid reasons.
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  Sources of accounting rules 

 In recent years, there have been increasing trends towards the internationalisation of 
business and the integration of fi nancial markets. These trends have helped to strengthen 
the case for the international harmonisation of accounting rules. By adopting a com-
mon set of rules, users of fi nancial statements should be better placed to compare the 
fi nancial health of companies based in diff erent countries. It should also relieve inter-
national companies of some of the burden of preparing fi nancial statements. Diff erent 
fi nancial statements will no longer have to be prepared to comply with the rules of the 
various countries in which a particular company operates. 

 The International Accounting Standards Board (IASB) is an independent body that 
is at the forefront of the move towards harmonisation. The Board, which is based in 
the UK, is dedicated to developing a single set of high-quality, global accounting 
rules. These are designed to provide transparent and comparable information in 
fi nancial statements. The rules, which are known as  International Accounting 
 Standards  (IASs) or  International Financial reporting Standards  (IFRSs), deal with 
key issues such as: 

   ●	   what information should be disclosed;  
  ●	   how information should be presented;  
  ●	   how assets should be valued; and  
  ●	   how profi t should be measured.    

Sources of accounting rules 

   We have already come across some IASs and IFRSs in earlier chapters. Try to recall at 
least two topics where financial reporting standards were mentioned.  

  We came across financial reporting standards when considering: 

   ●	   the valuation and impairment of assets ( Chapter   2   );  
  ●	   depreciation and impairment of non-current assets ( Chapter   3   ); and  
  ●	   the valuation of inventories ( Chapter   3   ).     

 Activity 5.2 

  the growing authority of the IASB 

 Several important developments have greatly increased the authority of the IASB in 
recent years. The fi rst major boost came when the European Commission required 
nearly all companies listed on the stock exchanges of EU member states to adopt IFRSs 
for reporting periods commencing on or after 1 January 2005. As a result, nearly 7,000 
companies in 25 diff erent countries switched to IFRSs. This was followed in 2006 by the 
IASB and the US Financial Accounting Standards Board agreeing a roadmap for conver-
gence between IFRSs and US accounting rules. Since these landmark developments, the 
authority of the IASB has gone from strength to strength. A recent survey of 130 coun-
tries revealed that more than 100 countries, or 81 per cent of those surveyed, now require 
the use of IFRSs for all, or most, public companies. (See reference 2 at the end of 
the chapter.) 
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Non-listed UK companies are not required to adopt IFRSs but have the option to do so. 
It is possible, however, that IFRSs will eventually become a requirement for all UK 
companies.

Adopting IFrSs

The EU requirement to adopt IFRSs, mentioned earlier, overrides any laws in force in 
member states that could either hinder or restrict compliance with them. The ultimate 
aim is to achieve a single framework of accounting rules for companies from all member 
states. The EU recognises that this will be achieved only if individual governments do 
not add to the requirements imposed by the various IFRSs. Thus, it seems that account-
ing rules developed within individual EU member countries will eventually disappear. 
For the time being, however, the EU accepts that the governments of member states may 
need to impose additional disclosures for some corporate governance matters and regu-
latory requirements.

In the UK, company law requires disclosure relating to various corporate governance 
issues. There is, for example, a requirement to disclose details of directors’ remuneration 
in the published financial statements, which goes beyond anything required by IFRSs. 
Furthermore, the Financial Conduct Authority (FCA), in its role as the UK listing author-
ity, imposes rules on Stock Exchange listed companies. These include the requirement to 
publish a condensed set of interim (half-yearly) financial statements in addition to the 
annual financial statements. (Interim statements are not required by the IASB, although 
if they are prepared, there is an appropriate standard.)

Figure  5.2 sets out the main sources of accounting rules for Stock Exchange listed 
companies.

International Financial Reporting Standards provide the basic framework of accounting rules for 
nearly all Stock exchange listed companies. These rules are augmented by company law and 
by the Financial Conduct Authority (FCA) in its role as the UK listing authority.

Sources of external accounting rules for a UK public limited 
company listed on the London Stock exchangeFigure 5.2

real World 5.1 provides a list of IASB standards that were in force as at 1 March 2015. 
It gives some idea of the range of topics that are covered. The IASB has an ambitious 
agenda and so significant changes to this list are likely to occur in the future.
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International standards
The following is a list of the International Accounting Standards (IASs) and International 
Financial Reporting Standards (IFRSs) in issue as at 1 march 2015. (The latter term is used 
for standards issued from 2003 onwards.) Several standards have been issued and sub-
sequently withdrawn, which explains the gaps in the numerical sequence. In addition, 
several have been revised and reissued.

IAS 1 Presentation of Financial Statements
IAS 2 Inventories
IAS 7 Statement of Cash Flows
IAS 8 Accounting Policies, Changes in Accounting Estimates and Errors
IAS 10 Events after the Reporting Period
IAS 11 Construction Contracts
IAS 12 Income Taxes
IAS 16 Property, Plant and Equipment
IAS 17 Leases
IAS 18 Revenue
IAS 19 Employee Benefits
IAS 20 Accounting for Government Grants and Disclosure of Government Assistance
IAS 21 The Effects of Changes in Foreign Exchange Rates
IAS 23 Borrowing Costs
IAS 24 Related Party Disclosures
IAS 26 Accounting and Reporting by Retirement Benefit Plans
IAS 27 Separate Financial Statements
IAS 28 Investments in Associates
IAS 29 Financial Reporting in Hyperinflationary Economies
IAS 32 Financial Instruments: Presentation
IAS 33 Earnings per Share
IAS 34 Interim Financial Reporting
IAS 36 Impairment of Assets
IAS 37 Provisions, Contingent Liabilities and Contingent Assets
IAS 38 Intangible Assets
IAS 39 Financial Instruments: Recognition and Measurement
IAS 40 Investment Property
IAS 41 Agriculture
IFRS 1 First-time Adoption of International Financial Reporting Standards
IFRS 2 Share-based Payment
IFRS 3 Business Combinations
IFRS 4 Insurance Contracts
IFRS 5 Non-current Assets Held for Sale and Discontinued Operations
IFRS 6 Exploration for and Evaluation of Mineral Resources
IFRS 7 Financial Instruments: Disclosures
IFRS 8 Operating Segments
IFRS 9 Financial Instruments
IFRS 10 Consolidated Financial Statements
IFRS 11 Joint Arrangements
IFRS 12 Disclosure of Interests in Other Entities
IFRS 13 Fair Value Measurement
IFRS 14 Regulatory Deferral Accounts
IFRS 15 Revenue from Contracts with Customers
Source: International Accounting Standards Board, www.ifrs.org.

real World 5.1
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  presenting the financial statements 

 Now that we have gained an impression of the sources of rules aff ecting limited com-
panies, let us turn our attention to the main rules to be followed in the presentation of 
fi nancial statements. We shall focus on the IASB rules and, in particular, those contained 
in IAS 1  Presentation of Financial Statements.  This standard is very important as it sets out 
the structure and content of fi nancial statements and the principles to be followed in 
preparing these statements. 

 It might be helpful to have a set of the most recent fi nancial statements of a Stock 
Exchange listed company available as you work through this section. They should all be 
available on the internet. Select a listed company that interests you and go to its 
website. 

 The fi nancial statements identifi ed in IAS 1 are as set out in  Figure   5.3   .  

presenting the financial statements 

  IAS 1  presentation of Financial Statements  requires the preparation of the five statements 
shown.  

 Financial statements required under IAS 1           Figure 5.3 

 The standard states that these fi nancial statements should normally cover a one-year 
period and should be accompanied by comparative information for the previous year. 
Thus, at the end of each reporting period companies should normally produce two of 
each of the statements, plus the related notes. In practice, virtually all companies satisfy 
this requirement by showing the equivalent fi gures for the previous year in a separate 
column in the current year’s statements. 

 Comparative narrative information should also be provided if needed for a better 
grasp of current period results – for example, as background to an ongoing legal dispute. 

  Fair representation 

 Before we consider the fi nancial statements in detail, it is important to emphasise that 
the standard requires that they provide a fair representation of a company’s fi nancial 
position, fi nancial performance and cash fl ows. There is a presumption that this will be 
achieved where they are drawn up in accordance with the various IASB standards that 
are currently in force. It is only in very rare circumstances that compliance with a stand-
ard would not result in a fair representation of the fi nancial health of a company. Where 
the fi nancial statements have been prepared in accordance with IASB standards, this 
should be clearly stated in the notes.  
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Let us now consider each of the financial statements in turn.

Statement of financial position

IAS 1 does not prescribe the format (or layout) for this financial statement but does set 
out the minimum information that should be presented on the face of the statement of 
financial position. This includes the following:

●	 property, plant and equipment
●	 investment property
●	 intangible assets
●	 financial assets (such as shares and loan notes of other companies held as assets)
●	 inventories
●	 trade and other receivables
●	 cash and cash equivalents
●	 trade and other payables
●	 provisions (a provision is a liability that is of uncertain timing or amount – such as a 

possible obligation arising from a legal case against the company that has yet to be 
determined)

●	 financial liabilities (other than payables and provisions shown above)
●	 tax liabilities
●	 issued share capital and reserves (equity).

Additional information should be also shown where it is relevant to an understanding of 
the financial position of the business.

The standard requires that, on the statement of financial position, a distinction is 
normally made between current assets and non-current assets and between current lia-
bilities and non-current liabilities. However, for certain types of business, such as finan-
cial institutions, the standard accepts that it may be more appropriate to order items 
according to their liquidity (that is, their nearness to cash).

Some of the assets and claims listed above may have to be sub-classified to comply 
with particular standards or because of their size or nature. Thus, sub-classifications are 

IAS 1 says that the financial statements are required to show a ‘fair representation’ of 
financial health. It does not say that the statements should show a ‘correct’ or an 
‘accur ate’ representation of financial health. Why, in your opinion, does it not use those 
words? (Hint: Think of depreciation of non-current assets.)

Accounting can never really be said to be ‘correct’ or ‘accurate’ as these words imply that 
there is a precise value that an asset, claim, revenue or expense could have. This is simply 
not true in many, if not most, cases.

Depreciation provides a good example of where ‘correct’ or ‘accurate’ would not be 
appropriate. The annual depreciation expense is based on judgements about the future 
concerning the expected useful life and residual value of an asset. If all relevant factors are 
taken into account and reasonable judgements are applied, it may be possible to achieve 
a fair representation of the amount of the cost or fair value of the asset that is consumed 
for a particular period. however, a uniquely correct figure for depreciation for a period 
cannot be achieved.

Activity 5.3
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required for assets such as property, plant and equipment, trade receivables and inven-
tories as well as for claims such as provisions and reserves. Certain details relating to 
share capital, such as the number of issued shares and their nominal value, must also be 
shown. To avoid cluttering up the statement of financial position, however, this addi-
tional information can be shown in the notes. In practice, most companies use notes for 
this purpose.

Statement of comprehensive income

This statement extends the conventional income statement to include certain other 
gains and losses that affect shareholders’ equity. It may be presented either in the form 
of a single statement or as two separate statements, comprising an income statement and 
a statement of comprehensive income. This choice of presentation, however, seems to 
be a transitional arrangement as the IASB’s clear preference is for a single statement.

Again the format of the statement of comprehensive income is not prescribed, but 
IAS 1 sets out the minimum information to be presented on the face of the statement. 
This includes:

●	 revenue
●	 finance costs
●	 profits or losses arising from discontinued operations
●	 tax expense
●	 profit or loss
●	 each component of other comprehensive income classified by its nature
●	 any share of the comprehensive income of associates or joint ventures
●	 total comprehensive income.

The standard makes it clear that further items should be shown on the face of the income 
statement where they are relevant to an understanding of performance. If, for example, 
a business is badly affected by flooding and inventories are destroyed as a result, the cost 
of the flood damage should be shown as a separate item in the statement.

As a further aid to understanding, all material expenses should be separately disclosed. 
However, they need not be shown on the face of the income statement: they can appear 
in the notes to the financial statements. The kind of material items that may require 
separate disclosure include:

●	 write-down of inventories to net realisable value
●	 write-down of property, plant and equipment
●	 disposals of investments
●	 restructuring costs
●	 discontinued operations
●	 litigation settlements.

This is not an exhaustive list and, in practice, other material expenses may require separ-
ate disclosure.

The standard suggests two possible ways in which expenses can be presented on the 
face of the income statement. Expenses can be presented either:

●	 according to their nature, for example as depreciation, employee expenses and so on; or
●	 according to business functions, such as administrative activities and distribution 

(where, for example, depreciation of delivery lorries will be included in distribution 
expenses).
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The choice between the two possible ways of presenting expenses will depend on 
which one the directors believe will provide the more relevant and reliable 
information.

To understand what other information must be presented in this statement, apart 
from that already contained in a conventional income statement, we should remember 
that, broadly, the conventional income statement shows all realised gains and losses for 
the period. It also includes some unrealised losses (that is, losses relating to assets still 
held). However, unrealised gains, and some unrealised losses, do not pass through the 
income statement, but go directly to a reserve. We saw, in an earlier chapter, an example 
of an unrealised gain (which, therefore, would not have passed through the conven-
tional income statement).

Can you think of this example?

The example that we met earlier is where a business revalues its land and buildings. The 
gain arising is not shown in the conventional income statement, but is transferred to a 
revaluation reserve, which forms part of the equity. (We met this example in Activity 2.15 on 
pages 66–7.)

land and buildings are not the only assets to which this rule relates, but these types of 
asset, in practice, provide the most common examples of unrealised gains.

Activity 5.4

An example of an unrealised gain, or loss, that has not been mentioned so far, arises 
from exchange differences when the results of foreign operations are translated into UK 
currency. Any gain, or loss, usually bypasses the income statement and is taken directly 
to a currency translation reserve.

A weakness of conventional accounting is that there is no robust principle that we can 
apply to determine precisely what should, and what should not, be included in the 
income statement. For example, losses arising from the impairment of non-current 
assets normally appear in the income statement. On the other hand, losses arising from 
translating the carrying amount of assets expressed in an overseas currency (because 
they are owned by an overseas branch) do not. There is no real difference in principle 
between the two types of loss, but the difference in treatment is ingrained in  conventional 
accounting practice.

The statement of comprehensive income includes all gains and losses for a period 
and so will also take into account unrealised gains and any remaining unrealised 
losses. It extends the conventional income statement by including these items imme-
diately beneath the measure of profit for the year. An illustration of this statement is 
shown in Example  5.2. Here, expenses are presented according to business function 
and comparative figures for the previous year are shown alongside the figures for the 
current year.

M05_MCLA8297_08_SE_C05.indd   170 24/09/15   4:27 pm



pReSenTIng The FInAnCIAl STATemenTS 171

This example adopts a single-statement approach to presenting comprehensive 
income. The alternative two-statement approach simply divides the information shown 
into two separate parts. The income statement, which is the first statement, begins with 
the revenue and ends with the profit for the reporting period. The statement of compre-
hensive income, which is the second statement, begins with the profit for the reporting 
period and ends with the total comprehensive income.

Statement of changes in equity

The statement of changes in equity aims to help users to understand the changes in 
share capital and reserves that took place during the reporting period. It reconciles the 
figures for these items at the beginning of the period with those at the end. This is 
achieved by showing the effect on the share capital and reserves of total comprehensive 
income as well as the effect of share issues and purchases during the period. The effect of 
dividends during the period may also be shown in this statement, although dividends 
can be shown in the notes instead.

To see how a statement of changes in equity may be prepared, let us consider 
Example 5.3.

Malik plc
Statement of comprehensive income for the year ended 30 June 2015

2015 2014
£m £m

Revenue 100.6 97.2
Cost of sales  (60.4) (59.1)
Gross profit 40.2 38.1
Other income 4.0 3.5
Distribution expenses (18.2) (16.5)
Administration expenses (10.3) (11.2)
Other expenses (2.1)  (2.4)
Operating profit 13.6 11.5
Finance charges  (2.0)  (1.8)
profit before tax 11.6 9.7
Tax  (2.9)  (2.4)
profit for the year  8.7  7.3
Other comprehensive income
Revaluation of property, plant and equipment 20.3 6.6
Foreign currency translation differences for foreign operations 12.5 4.0
Tax on other comprehensive income  (6.0)  (2.6)
Other comprehensive income for the year, net of tax 26.8  8.0
total comprehensive income for the year 35.5 15.3

example 5.2
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At 1 January 2014 Miro plc had the following equity:

Miro plc

£m
Share capital (£1 ordinary shares) 100
Revaluation reserve 20
Translation reserve 40
Retained earnings 150
total equity 310

During 2014, the company made a profit for the year from normal business 
operations of £42 million and reported an upward revaluation of property, plant 
and equipment of £120 million (net of any tax that would be payable were the 
unrealised gains to be realised). A loss on exchange differences on translating the 
results of foreign operations of £10 million was also reported. To strengthen its 
financial position, the company issued 50 million ordinary shares during the year 
at a premium of £0.40. Dividends for the year were £27 million.

This information for 2014 can be set out in a statement of changes in equity as 
follows:

Statement of changes in equity for the year ended 31 December 2014

Share 
capital

£m

Share 
premium

£m

Revaluation 
reserve

£m

Translation 
reserve

£m

Retained 
earnings

£m

Total

£m

Balance as at 1 January 2014 100 – 20 40 150 310
Changes in equity for 2014
 Issue of ordinary shares1 50 20 – – – 70
 Dividends2 – – – – (27) (27)
 Total comprehensive income  

for the year3 – – 120 (10)  42 152
 Balance at 31 December 2014 150 20 140 30 165 505

1 The premium on the share price is transferred to a specific reserve.
2  We have chosen to show dividends in the statement of changes in equity rather than in the notes. 

They represent an appropriation of equity and are deducted from retained earnings.
3  The effect of each component of comprehensive income on the various elements of shareholders’ 

equity must be separately disclosed. The revaluation gain and the loss on translating foreign 
operations are each allocated to a specific reserve. The profit for the year is added to retained 
earnings.

example 5.3

Statement of cash flows

The statement of cash flows should help users to assess the ability of a company to gener-
ate cash and to assess the company’s need for cash. The presentation requirements for 
this statement are set out in IAS 7 Statement of Cash Flows, which we shall consider in 
some detail in the next chapter.
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  Notes 

 The notes play an important role in helping users to understand the fi nancial state-
ments. They will normally contain the following information: 

   ●	   a confi rmation that the fi nancial statements comply with relevant IFRSs;  
  ●	   a summary of the measurement bases used and other signifi cant accounting policies 

applied (for example, the basis of inventories valuation);  
  ●	   supporting information relating to items appearing on the statement of fi nancial 

position, the statement of comprehensive income, the statement of changes in equity 
and the statement of cash fl ows; and  

  ●	   other signifi cant disclosures such as future contractual commitments that have not 
been recognised and fi nancial risk management objectives and policies.    

  General points 

 The standard provides support for three key accounting conventions when preparing 
the fi nancial statements. These are: 

   ●	   the going concern convention;  
  ●	   the accruals convention (except for the statement of cash fl ows); and  
  ●	   the consistency convention.   

 These conventions were discussed in  Chapters   2    and    3   . 
 Finally, to improve the transparency of fi nancial statements, the standard states that: 

   ●	   off setting liabilities against assets, or expenses against income, is not allowed. Thus it is 
not acceptable, for example, to off set a bank overdraft against a positive bank balance 
(where a company has both); and  

  ●	   material items must be shown separately.     

  the need for a conceptual framework 

 In  Chapters    2    and    3    we came across various accounting conventions such as the 
 prudence, historic cost and going concern conventions. These were developed as a prac-
tical response to particular problems that were confronted when preparing fi nancial 
statements. They have stood the test of time and are still of value to preparers today. 
 However, they do not provide, and were never designed to provide, a  conceptual 
 framework,  or framework of principles, to guide the development of fi nancial state-
ments. As we grapple with increasingly complex fi nancial reporting problems, the need 
to have a sound understanding of  why  we account for things in a particular way becomes 
more pressing. Knowing  why  we account, rather than simply  how  we account, is vital if 
we are to improve the quality of fi nancial statements. 

 In recent years, much eff ort has been expended in various countries, including the 
UK, to develop a clear conceptual framework that will guide us in the development of 
accounting. Such a framework should provide clear answers to such fundamental 
 questions as: 

   ●	   Who are the main users of fi nancial statements?  
  ●	   What is the purpose of fi nancial statements?  

the need for a conceptual framework 
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●	 What qualities should financial information possess?
●	 What are the main elements of financial statements?
●	 How should these elements be defined, recognised and measured?

If these questions can be answered, accounting rule makers, such as the IASB, will be in 
a stronger position to identify best practice and to develop more coherent rules. This 
should, in turn, increase the credibility of financial reports in the eyes of users. It may 
even help reduce the possible number of rules.

Can you think how it may help reduce the number of rules required?

Some issues may be resolved by reference to the application of general principles rather than 
by the generation of further rules.

Activity 5.5

the IASB framework

The quest for a conceptual framework began in earnest in the 1970s when the Financial 
Accounting Standards Board (FASB) in the US devoted a large amount of time and 
resources to this task. It resulted in a broad framework, which other rule-making bod-
ies, including the IASB, then drew upon to develop their own frameworks. The IASB 
Framework for the Preparation and Presentation of Financial Statements was produced 
in 1989 and has since provided guidance for the development of International Finan-
cial Reporting Standards. Many of the standards that pre-dated the framework have 
now been replaced or revised. The IASB framework is itself, however, currently being 
revised.

The IASB and FASB have embarked on a joint project to produce a common concep-
tual framework that will underpin the financial reporting standards of both bodies. 
This project, which is ongoing, represents a major step towards convergence that will 
eventually lead to the replacement of the existing IASB framework. In 2010, the IASB 
and FASB announced completion of the first phase of the project, which deals with the 
objective and qualitative characteristics of financial reporting. Following this announce-
ment, the IASB issued a document Conceptual Framework for Financial Reporting 2010, 
followed by its 2011 counterpart, which incorporate these revisions into its existing 
framework.

The revised IASB framework asserts that the objective of general purpose financial 
reporting is ‘to provide financial information about the reporting entity that is useful to 
existing and potential investors, lenders and other creditors in making decisions about 
providing resources to the entity’. Note that it is the providers of finance that are seen as 
the primary users of general-purpose financial reports. This is because investors, lenders 
and other creditors largely rely on these reports to make their investment decisions. 
Although other users may find general-purpose financial reports useful, the reports are 
not aimed at them.

The IASB framework also sets out the qualitative characteristics that make financial 
statements useful. These are the same as those we considered in Chapter 1.
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 The framework acknowledges that producing fi nancial information incurs costs, 
which must be justifi ed by the benefi ts provided. 

 The IASB framework identifi es two important accounting conventions: going concern 
and accruals. It states that fi nancial statements should normally be prepared on the 
assumption that a business is a going concern. If this assumption cannot be applied, a 
diff erent basis of reporting will be required. This will aff ect the valuation of assets held. 
The framework supports the accruals convention, which is seen as a better means of 
assessing past and future performance than reliance on cash receipts and payments. 
Nevertheless, information on cash fl ows is also considered useful for assessing fi nancing 
and investing activities, liquidity and solvency. 

 The IASB framework goes on to identify the main elements of fi nancial statements. Those 
relating to the measurement of fi nancial position are assets, liabilities and equity. Those relat-
ing to the measurement of performance are income and expense. Each of these elements is 
defi ned and the defi nitions provided are similar to those discussed in  Chapters   2    and    3   . 

 The IASB framework identifi es diff erent measurement bases, such as historic cost, cur-
rent cost, and realisable value. There is no attempt, however, to support a particular 
measurement basis. The framework simply notes that historic cost is the most widely 
used basis but that it is often used in conjunction with other measurement bases. To 
determine which measurement bases should be used for a particular situation, relevant 
fi nancial reporting standards must be consulted. 

 The IASB framework does not have the same legal status as the IASB standards. Never-
theless, it off ers guidance for dealing with accounting issues, particularly where no rele-
vant fi nancial reporting standard exists. Managers are required to consider the framework 
when dealing with issues that fall outside the scope of existing standards. 

 Overall, the IASB framework has provoked little controversy and the principles that it 
contains appear to enjoy widespread acceptance. There has been some criticism, mainly 
from academics, that the framework is really a descriptive document and does not pro-
vide theoretical underpinning to the fi nancial statements. It has also been suggested that 
the framework is too broad in nature to provide useful guidance for developing fi nancial 
reporting standards or to deal with emerging accounting issues. These criticisms have 
not, however, sparked any major debates.   

  the auditors’ role 

 Shareholders are required to elect a qualifi ed and independent person or, more usually, 
a fi rm to act as  auditors.  The auditors’ main duty is to report whether, in their opinion, 
the fi nancial statements do what they are supposed to do, namely to show a true and fair 

the auditors’ role 

   Can you recall what they are?  

  The fundamental characteristics identified are relevance and faithful representation: it is these 
characteristics that make information useful. Characteristics that enhance the quality of finan-
cial reports are comparability, timeliness, verifiability and understandability. These are 
regarded as desirable, but not critical, characteristics. In the absence of relevance and faithful 
representation, they cannot make information useful.   

 Activity 5.6 
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view of the fi nancial performance, position and cash fl ows of the company. To form 
such an opinion, auditors must carefully scrutinise the fi nancial statements and the 
underlying evidence upon which they are based. In particular, they will examine the 
accounting principles followed, the accounting estimates made and the robustness of 
the company’s internal control systems. The auditors’ opinion must be included with 
the fi nancial statements sent to the shareholders and to the Registrar of Companies. 

 The relationship between the shareholders, the directors and the auditors is illustrated 
in  Figure   5.4   . This shows that the shareholders elect the directors to act on their behalf, 
in the day-to-day running of the company. The directors are then required to ‘account’ 
to the shareholders on the performance, position and cash fl ows of the company, on an 
annual basis. The shareholders also elect auditors, whose role it is to give the sharehold-
ers an independent view of the truth and fairness of the fi nancial statements prepared by 
the directors.   

  The directors are appointed by the shareholders to manage the company on the shareholders’ 
behalf. The directors are required to report each year to the shareholders, principally by means 
of financial statements, on the company’s performance, position and cash flows. To give 
greater confidence in the statements, the shareholders also appoint auditors to investigate the 
reports and to express an opinion on their reliability.  

the relationship between the shareholders, the directors 
and the auditors           Figure 5.4  

  Segmental financial reports 

 Most large businesses are engaged in a number of diff erent operations, with each having 
its own levels of risk, growth and profi tability. Information relating to each type of busi-
ness operation, however, is normally added together (aggregated) in the fi nancial state-
ments so as to provide an overall picture of the fi nancial performance and position of the 
business as a whole. For example, the revenue fi gure at the top of the income statement 
represents all of the business’s revenues added together. This will be true even where the 
revenues come from quite diff erent activities. Although this aggregation of information 
can help to provide a clearer broad picture, it can make it diffi  cult to undertake compari-
sons over time or between businesses. Some idea of the range and scale of the various 
types of operation must be gained for a proper assessment of fi nancial health. Thus, to 

Segmental financial reports 
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undertake any meaningful analysis of financial performance and position, it is usually 
necessary to disaggregate the information contained within the financial statements. 
This disaggregated information is disclosed in segmental financial reports.

By breaking down the financial information according to each type of business oper-
ation, or operating segment, we can evaluate the relative risks and profitability of each 
segment and make useful comparisons with other businesses or other operating seg-
ments. We can also see the trend of performance for each operating segment over time 
and so determine more accurately the likely growth prospects for the business as a 
whole. We should also be able to assess more easily the impact on the overall business of 
changes in market conditions relating to particular operating segments.

Disclosure of information relating to the performance of each segment may also help 
to improve the efficiency of the business by keeping managers on their toes. Operating 
segments that are performing poorly will be revealed and this should put pressure on 
managers to take corrective action. Finally, where an operating segment has been sold, 
the shareholders will be better placed to assess the wisdom of the managers’ decision to 
sell it.

Segmental reporting rules

An IASB standard (IFRS 8 Operating Segments) requires listed companies to disclose infor-
mation about their various operating segments. Defining an operating segment, how-
ever, can be a tricky business. The IASB has opted for a ‘management approach’, which 
means that an operating segment is defined by reference to how management has seg-
mented the business for internal reporting and monitoring purposes. Thus, how the 
business is divided into segments, for the purposes of managing them, defines a seg-
ment, under the standard, for that particular business. An operating segment is, there-
fore, defined as a part of the business that:

●	 generates revenues and expenses;
●	 has its own separate financial statements; and
●	 has its results regularly reviewed for resource-allocation and assessment purposes.

Not all parts of the business will meet the criteria identified. The headquarters of the 
business (‘head office’), for example, is unlikely to do so.

What do you think are the main advantages of adopting the management approach?

Under the management approach, shareholders will receive reports that are similar to the 
internal reports produced for management. This means that they can assess business 
performance from the same viewpoint as management. It should also mean that busi-
nesses will avoid additional, perhaps heavy, reporting costs as the information will already 
have been produced.

Activity 5.7

There are, of course, other ways of identifying an operating segment. One approach 
would be to define a segment according to the industry to which it relates. This, how-
ever, may lead to endless definition and classification problems.

To be reported separately, an operating segment must be of significant size. This nor-
mally means that it must account for 10 per cent or more of the combined revenue, 
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profits or assets of all operating segments. A segment that does not meet this size thresh-
old may be combined with other similar segments to produce a reportable segment, or 
separately reported despite its size, at the directors’ discretion. If neither of these options 
is chosen, it should be reported with other segments under a separate category of ‘all 
other segments’.

Segmental disclosure

Financial information to be disclosed includes some profit (/loss) measure (for example, 
operating profit) for each segment, along with the following income statement items, 
provided that they are regularly reported to management:

●	 revenue, distinguishing between revenue from external customers and revenue from 
other segments of the business;

●	 interest revenue and interest expense;
●	 depreciation and other material non-cash items;
●	 material items of income and expense;
●	 any profit (loss) from associate companies or joint ventures;
●	 corporation tax (where it is separately reported for a segment).

The business must also disclose the total assets for each segment and, if they are reported 
to management, the total liabilities. Any additions to non-current assets during the 
period must also be reported. Where these items are not regularly reported to manage-
ment, they need not be included in the segmental report that appears in the business’s 
annual report.

Example 5.4 provides an illustrative segmental financial report for a business.

Goya plc
Segmental report for the year ended 31 May 2015

Publishing
£m

Film-making
£m

All other
£m

Totals
£m

Revenue from external customers 150 200 25 375
Inter-segment revenue 20 10 – 30
Interest revenue 10 – – 10
Interest expense – 15 – 15
Depreciation 40 20 5 65
Reportable segment profit 15 19 4 38
Other material non-cash items: 

Impairment of assets – 10 – 10
Reportable segment assets 60 80 12 152
expenditures for reportable segment 

non-current assets 12 18 2 32
Reportable segment liabilities 25 32 4 61

example 5.4

We can see that information relating to each segment as well as a combined total for 
all operating segments is shown.

Key items, which include revenues, profits, assets, and liabilities, must be reconciled 
with the corresponding amounts for the business as a whole. For example, Goya plc’s 
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income statement should show revenue of £375 million for the business as a whole. 
When carrying out a reconciliation, we should bear in mind that:

●	 inter-segment revenues should be eliminated as no transaction with external parties 
occurs – only sales to customers outside the business are deemed to be sales of the busi-
ness as a whole;

●	 any profit arising from inter-segment transfers should also be eliminated;
●	 assets and liabilities that have not been allocated to a particular segment should be 

taken into account.

The last item normally refers to assets and liabilities relating to business-wide activities. 
Thus, head office buildings may provide an example of unallocated assets and staff pen-
sion liabilities may provide an example of unallocated liabilities.

IFRS 8 requires certain non-financial information concerning segments to be dis-
closed, including the basis for identifying operating segments and the types of products 
and services that each segment provides. It also requires disclosure of business-wide 
information such as geographical areas of operations and reliance on major customers.

Segmental reporting problems

When preparing segmental reports, various problems can arise, not least of which is that of 
identifying a segment. We have already seen that the relevant IFRS identifies operating seg-
ments according to the internal reporting and monitoring procedures of the business. 
While this may be the most practical course of action, comparisons between segments in 
other businesses may be impossible because of the different ways in which they are defined.

Another problem may arise where there is a significant amount of sales between oper-
ating segments. Where this occurs, the transfer price of the goods or services between 
segments can have a substantial impact on the reported profits of each segment. (The 
transfer price is the price at which sales are made between different segments of the busi-
ness.) A potential risk is that revenues and profits will be manipulated for each segment 
through the use of particular transfer pricing policies.

Why might a business wish to do this?

Where a business operates in different countries, it may try to report high profits in a country 
that has low tax rates and to report low profits (or even losses) in a country with high tax rates.

Activity 5.8

Try googling ‘transfer pricing’
The French tax authorities have embarked on a ;1 billion (830 million) tax claim against 
google following an investigation of the search engine’s offices in paris.

real World 5.2

real World 5.2 reveals how tax authorities around the world are taking an increas-
ingly hard line towards the transfer pricing policies that businesses adopt.

➔
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 IFRS 8 recognises the impact of transfer pricing policies on segmental revenues and 
profi t by stating that the basis for accounting for transactions between segments must be 
disclosed. 

 A third problem is that some expenses and assets may relate to more than one operat-
ing segment and their allocation between segments may vary between businesses. 
Again, this may hinder comparisons of segmental profi ts and profi tability between 
businesses.   

  Corporate governance 

 In recent years, the issue of  corporate governance  has generated much debate. The term 
is used to describe the ways in which companies are directed and controlled. The issue of 
corporate governance is important because, with larger companies, those who own the 
company (that is, the shareholders) are usually divorced from the day-to-day control of 
the business. The shareholders employ directors to manage the company for them. 
Given this position, it may seem reasonable to assume that the best interests of share-
holders will guide the directors’ decisions. In practice, however, this is not always the 
case. The directors may be more concerned with pursuing their own interests, such as 
increasing their pay and ‘perks’ (such as expensive motor cars, overseas visits and so on) 
and improving their job security and status. As a result, a confl ict can occur between the 
interests of shareholders and the interests of directors. 

 Where directors pursue their own interests at the expense of the shareholders, there is 
clearly a problem for the shareholders. It may also be a problem, however, for society as 
a whole.  

Corporate governance 

   Can you think of a reason why directors pursuing their own interests may be a problem 
for society as a whole?  

  If shareholders feel that their funds are likely to be mismanaged, they will be reluctant to 
invest. This can have severe economic repercussions.   

 Activity 5.9 

real World 5.2 continued

 It drove down its French liabilities by diverting revenue through a Dutch-registered 
 intermediary and then a Bermuda-registered subsidiary, google Ireland ltd, before report-
ing it in Ireland, the  Daily Mail  reports. 

 France, under its Socialist government, is one of the highest-taxed nations on earth, 
with the top rate of income tax standing at 75 per cent. 

 The AFp news agency reports that google France generated    ;192.9 million    revenue in 
2012, paying    ;6.5 million    on    ;8.3 million    profit. 

 google has been in the firing line over its tax affairs in the UK too, with public Accounts 
Committee chair margaret hodge attacking the company for shifting its profit to its 
 european headquarters in Dublin. 

  Source : extract from Fuller C. (2014), google hit with ;1 billion French tax bill,  Accountancy Age,  7 February. 
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A shortage of funds will mean that companies can make fewer investments. It may 
also mean an increase in the costs of finance as businesses compete for what little funds 
are available. Thus, a lack of concern for shareholders can have a profound effect on the 
performance of individual companies and, with this, the health of the economy.

To avoid these problems, most competitive market economies have a framework of 
rules to help monitor and control the behaviour of directors. These rules are usually 
based around three guiding principles:

●	 Disclosure. This lies at the heart of good corporate governance. Adequate and timely dis-
closure can help shareholders to judge the performance of the directors. Where perform-
ance is considered unsatisfactory this will be reflected in the price of shares. Changes 
should then be made to ensure the directors regain the confidence of shareholders.

●	 Accountability. This involves setting out the duties of the directors and establishing an 
adequate monitoring process. In the UK, company law requires that the directors act 
in the best interests of the shareholders. This means, among other things, that they 
must not try to use their position and knowledge to make gains at the expense of the 
shareholders. The law also requires larger companies to have their annual financial 
statements independently audited. The purpose of an independent audit is to lend 
credibility to the financial statements prepared by the directors. We shall consider this 
point in more detail later in the chapter.

●	 Fairness. Directors should not be able to benefit from access to ‘inside’ information 
that is not available to shareholders. As a result, both the law and the Stock Exchange 
place restrictions on the ability of directors to buy and sell the shares of the company. 
This means, for example, that the directors cannot buy or sell shares immediately 
before the announcement of the annual profits or before the announcement of a 
 significant event such as a planned merger.

These principles are set out in Figure 5.5.

The three principles identified should guide rule makers in their work.

principles underpinning a framework of rulesFigure 5.5

Strengthening the framework of rules

The number of rules designed to safeguard shareholders has increased considerably over 
the years. This has been in response to weaknesses in corporate governance procedures, 
which have been exposed through well-publicised business failures and frauds, excessive 
pay increases to directors and evidence that some financial reports were being  ‘massaged’ 
so as to mislead shareholders.
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Many believe, however, that the shareholders must shoulder some of the blame for 
any weaknesses. Not all shareholders in large companies are private individuals owning 
just a few shares each. In fact, ownership, by market value, of the shares listed on the 
London Stock Exchange is dominated by investing institutions such as insurance busi-
nesses, banks and pension funds, as we shall see later in the text (see Chapter 15). These 
are often massive operations, owning large quantities of the shares of the companies in 
which they invest. These institutional investors employ specialist staff to manage their 
portfolios of shares in various companies. It has been argued that the large institutional 
shareholders, despite their size and relative expertise, have not been very active in corpor-
ate governance matters. As a result there has been little monitoring of directors. However, 
things seem to be changing. There is increasing evidence that institutional investors are 
becoming more proactive in relation to the companies in which they hold shares.

the UK Corporate Governance Code

In recent years there has been a real effort to address the problems of poor corporate 
governance. This has resulted in a code of best practice, known as the UK Corporate 
Governance Code (formerly known as the Combined Code). The UK Code sets out a 
number of principles underpinning its approach. real World  5.3 provides an outline 
of these.

The UK Corporate governance Code
Key principles of the UK Code are as follows:

Leadership

●	 every listed company should have a board of directors that is collectively responsible 
for its long-term success.

●	 There should be a clear division of responsibilities between the chairman, who leads the 
board, and the chief executive officer, who runs the the company. no single person 
should have unbridled power.

●	 As part of their role as board members, non-executive directors should constructively 
challenge and help develop proposals on strategy.

Effectiveness

●	 There should be an appropriate balance of skills, experience, independence and know-
ledge to enable the board to carry out its duties effectively.

●	 Appointments to the board should be the subject of rigorous, formal and transparent 
procedures.

●	 All directors should allocate sufficient time to discharge their responsibilities.
●	 All board members should refresh their skills regularly and new board members should 

receive induction.
●	 The board should receive timely information that is of sufficient quality to enable it to 

carry out its duties.
●	 The board should undertake a formal and rigorous examination of its own performance 

each year, which will include its committees and individual directors.
●	 All directors should submit themselves for re-election at regular intervals, subject to 

satisfactory performance.

real World 5.3
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Accountability

●	 The board should present a balanced and understandable assessment of the com-
pany’s position and future prospects.

●	 The board should define the company’s risk appetite and tolerance and should main-
tain sound risk management and internal control systems.

●	 The board should establish formal and transparent arrangements for corporate report-
ing, risk management and internal control and for maintaining an appropriate relation-
ship with the company’s auditors.

Remuneration

●	 Remuneration levels should be designed to promote the long-term success of the com-
pany. performance related elements should be transparent, stretching and rigorously 
applied.

●	 There should be formal and transparent procedures for developing policy on directors’ 
remuneration. no director should determine his or her own level of remuneration.

Relations with shareholders

●	 The board as a whole has a responsibility for ensuring a satisfactory dialogue with 
shareholders.

●	 The board should use general meetings to communicate with investors and to 
 encourage their participation.

Source: Adapted from the UK Corporate governance Code, Financial Reporting Council, September 2014, pages 5 and 6,  
www.frc.org.uk.

Why might this be an important sanction against a non-compliant company?

A major advantage of a Stock exchange listing is that it enables investors to sell their shares 
whenever they wish. A company that is suspended from listing would find it hard and, there-
fore, expensive to raise funds from investors because there would be no ready market for 
the shares.

Activity 5.10

The Code has the backing of the London Stock Exchange. This means that companies 
listed on the London Stock Exchange are expected to comply with the requirements of 
the Code or must give their shareholders good reason why they do not (that is, comply 
or explain). Failure to do one or other of these can lead to the company’s shares being 
suspended from listing.

reporting requirements
In addition to the ‘comply or explain’ requirement, there are specific annual reporting 
requirements which must be met in order to comply with the UK Code. The more 
import ant of these include:

●	 a statement of how the board operates;
●	 names of senior directors, including the chairman, deputy chairman and chief execu-

tive as well as names of independent, non-executive directors;
●	 a description of the work of key board committees – the audit committee, remuner-

ation committee and nominations committee;
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  ●	   a statement of how performance evaluation of the board, board committees and indi-
vidual directors was carried out;  

  ●	   a report that the board has reviewed the eff ectiveness of the company’s risk manage-
ment and internal controls systems;  

  ●	   steps taken to ensure that directors understand the views of major shareholders;  
  ●	   an explanation from the directors of their responsibility for preparing the accounts; and  
  ●	   a statement from the directors that the business is a going concern.   

 Normally, this information is incorporated within a  corporate governance statement,  
which forms part of the annual fi nancial reports. 

 The existence of the Code has improved the quality of information available to share-
holders. It has also resulted in better checks on the powers of directors, and provided 
greater transparency in corporate aff airs. However, rules can only be a partial answer. 
A  balance must be struck between the need to protect shareholders and the need to 
encourage the entrepreneurial spirit of directors, which could be stifl ed under a welter of 
rules. This implies that rules should not be too tight and that means that unscrupulous 
directors may fi nd ways around them.    

  Management commentary 

 A business, particularly a large business, may have very complex organisational struc-
tures, fi nancing methods and operating systems. The fi nancial statements must refl ect 
these complexities if they are to provide a faithful portrayal of position and perform-
ance. As a result, they can often be lengthy, detailed and diffi  cult to understand. To pro-
vide a clearer picture, a management commentary may be included. This can review the 
results and provide further information that is relevant to an understanding of 
 performance and position.  

Management commentary 

   What do you think are the main qualitative characteristics that information contained in 
a management commentary should possess? ( Hint : Think back to  Chapter   1   .)  

  To be useful, the information should exhibit the characteristics for accounting information in 
general, which we identified in  Chapter    1   . Thus the information should be relevant, faithfully 
represented, comparable, verifiable, timely and understandable. The fact that we are often deal-
ing with narrative information does not alter the need for these characteristics to be present.   

 Activity 5.11 

 In the UK, a management commentary has become an established part of the fi nan-
cial reporting landscape. 

 We shall now go on to consider two reports, the directors’ report and the strategic 
report, which both supplement and complement the main fi nancial statements.  

  Directors’ report 

 For many years the directors have been required to prepare a report to shareholders relat-
ing to each fi nancial period. The content of the  directors’ report  is prescribed by law and 
includes assorted topics such as current year’s performance and position, future 

Directors’ report 
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prospects of the business and social aspects. For companies of any size, the report must 
cover, among other things, the following matters: 

   ●	   the names of those who were directors during the reporting period;  
  ●	   any recommended dividend;  
  ●	   the acquisition by a public limited company of its own shares;  
  ●	   the involvement of employees in the aff airs of the company;  
  ●	   the employment and training of disabled persons;  
  ●	   important events aff ecting the company since the year end;  
  ●	   likely future developments in the business; and  
  ●	   research and development activities.   

 In addition to disclosing the information mentioned above, the directors’ report must 
contain a declaration that the directors are not aware of any other information that the 
auditors might need in preparing their audit report. There must also be a declaration that 
the directors have taken steps to ensure that the auditors are aware of all relevant infor-
mation. The auditors do not carry out an audit of the directors’ report. However, they do 
check to see that the information in the report is consistent with that contained in the 
audited fi nancial statements. 

 While the directors’ report provides useful information, there is a strong case for revis-
ing its role, form and content. It contains a disjointed collection of items that lacks an 
underlying theme. It has become little more than a repository for miscellaneous items. 
The structure and presentation of the report is not tightly prescribed and so, in practice, 
comparisons between companies can be diffi  cult. Furthermore, its relationship with the 
strategic report, which also provides additional information about the business and 
which we shall now discuss, is not clear.  

  Strategic report 

 Until recently, an important element of the directors’ report was the  business review.  This 
provided largely narrative information to help assess the performance and position of 
the business. To give greater prominence to this element, it has been separated out and 
is now contained within a  strategic report.  The overall aim of the report is to help share-
holders understand how well the directors have performed in promoting the success of 
the company. Thus, directors of all but the smallest companies are legally obliged to 
produce a  balanced  and  comprehensive  analysis of development and performance during 
the year as well as the position of the company’s business at the year end.  

Strategic report 

   What do you think is meant by the terms ‘balanced’ and ‘comprehensive’ in this context?  

  The term ‘balanced’ means that both positive and negative aspects of company perfor-
mance and position should be addressed and that shareholders should not be misled by 
the way in which the information is presented. Furthermore, there should be no omissions 
of important information. 

 The term ‘comprehensive‘ means that  all  information needed for a proper understand-
ing of the development, performance and position of the company should be included.   

 Activity 5.12 
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The directors must also describe the principal risks and uncertainties facing the 
company.

The strategic reports prepared by Stock Exchange listed companies must disclose more 
than those of other companies. Figure 5.6 summarises their main features.

Strategic management

How the entity intends to 
generate and preserve value

Strategy and objectives

Business model

Business performance

How the entity has
developed and performed

and its position at the year end

Analysis of performance
and position

Key performance indicators
(KPIs)

Employee gender diversity

Business environment

The internal and external
environment in which

the entity operates

Trends and factors

Principal risks and uncertainties

Environmental,
employee, social,

community and human
rights matters

We can see that the report covers three broad areas. These are interrelated and should not be treated 
in isolation.

Source: guidance in Strategic Report, Financial Reporting Council, June 2014, p. 20.

the main features of the strategic reportFigure 5.6

real World 5.4 sets out the strategy, business model and key performance indicators 
as reported by one large business.

Showing at a cinema near you
Strategy
Cineworld group plc is one of the UK’s largest cinema operators. Its stated aim is to 
become the favourite cinema chain and its strategy to achieve this is as follows:

– putting customers at the heart of everything we do in our business;
– to deliver a great cinema experience for all cinema goers every time;
– to nurture and develop our teams and create a culture that is passionate about the 

experience, film and customers;
– to continue to expand our estate and look for profitable opportunities to grow.

real World 5.4
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  Business model 
 Its business model is summed up as follows: 

  High quality film offer   The key driver of our business is customers visiting 
our cinemas to see feature films 

  High quality of venue with 
excellent operational delivery  

 We aim to promote customer admissions by offering 
clean, comfortable, well-run facilities in well-sited 
locations, which makes cinema going a pleasurable 
experience 

  Generation of other revenues   Admissions drive two other main income sources for 
the group: retail sales and screen advertising 

  A great cinema experience 
drives repeat visits  

 We aim to offer ‘A great Cinema experience’ by 
ensuring we deliver a broad range of films, a high 
quality venue and retail offering to suit our 
customers’ tastes. This, along with membership 
schemes and initiatives, helps drive repeat visits. 

  Key performance indicators (KPIs) 
 To monitor performance, it employs the following KpIs: 

   – Admissions (number of customer visits)  
  – Box office revenue  
  – Average ticket price  
  – Retail spend per customer  
  – profit before interest, tax, depreciation and amortisation.      

  Source : Adapted from Cineworld group plc Annual Report and Accounts 2013, pages 6, 8 and 34. 

   Why do you think Stock Exchange listed companies are required to disclose more 
information about their business than other companies?  

  various arguments can be made in favour of greater accountability from such companies. 
As their shares are frequently traded, greater transparency concerning their business 
operations should help investors to make more informed decisions. Share prices may, 
therefore, be set in a more efficient manner, which can contribute towards the smooth 
functioning of capital markets. In addition, Stock exchange listed companies tend to be 
larger, have more economic power and have more stakeholders than other companies. 
Their impact on the economy and society as a whole, therefore, tends to be greater. This, 
in turn, creates an obligation for them to account more fully for their operations and actions.   

 Activity 5.13 

  Creative accounting 

 Despite the proliferation of accounting rules and the independent checks that are 
imposed, concerns over the quality of published fi nancial statements surface from time 
to time. There are occasions when directors apply particular accounting policies, or 
structure particular transactions, in such a way as to portray a picture of fi nancial health 

Creative accounting 
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Creative accounting methods

There are many ways in which unscrupulous directors can manipulate the financial 
statements. They usually involve adopting novel or unorthodox practices for reporting 
key elements of the financial statements, such as revenue, expenses, assets and liabilities. 
They may also involve the use of complicated or obscure transactions in an attempt to 
hide the underlying economic reality. The manipulation carried out may be designed 
either to bend the rules or to break them.

We shall now consider some of the more important ways in which rules may be bent 
or broken.

Misstating revenue
Some creative accounting methods are designed to overstate the revenue for a period. 
These methods often involve the early recognition of sales revenue or the reporting of 
sales transactions that have no real substance. real World 5.5 provides examples of both 
types of revenue manipulation.

Why might the directors of a company engage in creative accounting? Try to think of 
at least two reasons.

There are many reasons including:

●	 to get around restrictions (for example, to report sufficient profit to pay a dividend);
●	 to avoid government action (for example, the taxation of profits);
●	 to hide poor management decisions;
●	 to achieve sales revenue or profit targets, thereby ensuring that performance bonuses 

are paid to the directors;
●	 to attract new share capital or long-term borrowing by showing an apparently healthy 

financial position; and
●	 to satisfy the demands of major investors concerning levels of return.

Activity 5.14

that is in line with what they want users to see, rather than what is a true and fair view of 
financial position and performance. Misrepresenting the performance and position of a 
business in this way is often called creative accounting and it poses a major problem for 
accounting rule makers and for society generally.

Overstating revenue
Types of revenue manipulation include:

●	 Early recognition of revenue. A business may report the sale of goods as soon as an order 
has been placed, rather than when the goods are delivered to, and accepted by, the cus-
tomer. This will boost current revenues and profits and is known as ‘pre-dispatching’.

real World 5.5
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The manipulation of revenue has been at the heart of many of the accounting scandals 
recently exposed. Given its critical role in the measurement of performance, this is, per-
haps, not surprising. real World 5.6 discusses how the reported revenues of one UK soft-
ware business have been hotly disputed. It was acquired by a US computer giant, which 
concluded that, as a result of this and other alleged irregularities, the price paid was far 
too much. It, therefore, reported a huge impairment charge soon after the acquisition.

● Passing goods to distributors. A business may force its distributors to accept more 
goods that they can sell. This will again boost current revenues and profits and is 
known as ‘channel stuffing’ or ‘trade loading’.

● Artificial trading. This involves businesses in the same industry selling the same 
items between themselves to boost sales revenue. One example is where telecoms 
businesses sell unused fibre optic capacity to each other. This is known as ‘hollow 
swaps’. Another example is where energy businesses sell energy between themselves 
for the same price and at the same time. This is known as ‘round tripping’ or ‘in and 
out trading’.

Note that artificial trading between similar businesses will inflate the sales revenue for 
a period but will not inflate reported profits. Nevertheless, this may still benefit the busi-
ness. Sales revenue growth has become an important yardstick of performance for some 
 investors and can affect the value they place on the business.

Source: Based on information in ‘Dirty laundry: how companies fudge the numbers’, The Times, 
Business Section, 22 September 2002, nisyndication.com.

Recomputing the numbers
Autonomy, the UK software company at the centre of massive fraud allegations, booked 
revenues from uncompleted transactions at the end of a number of quarters to meet sales 
targets, according to claims levelled in a document from the US Air Force.

The accusations, made against Autonomy founder Mike Lynch and five other former 
executives, contain the first details of the alleged accounting irregularities that US com-
puter group Hewlett-Packard has said forced it to take an $8.8 billion write-off in 2012, a 
year after buying the UK company. Also named in the letter are two US government 
contractors, MicroTech and Capax Global, that acted as resellers of Autonomy’s software 
and played a role in the disputed transactions. A representative for Mr Lynch responded 
that Autonomy’s accounting had been in compliance with international accounting 
standards.

The allegations, which were first reported by the Washington Post, detail three transac-
tions that had not been completed when Autonomy recorded revenues on them. One of 
the deals later fell through, while another was completed for less than the amount 
Autonomy recorded.

Under one of the contracts, Autonomy was said to have booked $11 milion in revenue at 
the end of March 2010 on a transaction involving MicroTech and an unnamed end cus-
tomer. The final sale failed to materialise, with Autonomy only receiving $500,000 on the 
contract. After an auditor queried the large uncollected debt from MicroTech at the end 
of the year, according to the claims, Autonomy made a payment of $9.6 million to the 
contractor under the heading “Advanced technology innovation centre” and MicroTech 
wired back the same amount to cover some of the money it owed Autonomy.

real World 5.6
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Massaging expenses
Some creative accounting methods focus on the manipulation of expenses. Those 
expenses that rely on directors’ estimates of the future or their choice of accounting 
policy are particularly vulnerable to manipulation.

Can you identify the kind of expenses where the directors make estimates or choices 
in the ways described? Think back to Chapter 3 and try to identify at least two.

These include certain expenses that we discussed in Chapter 3, such as:

●	 depreciation of property, plant and equipment;
●	 amortisation of intangible assets, such as goodwill;
●	 inventories (cost of sales); and
●	 allowances for trade receivables.

Activity 5.15

What would be the effect on the profits and total assets of a business of incorrectly 
capitalising expenses?

Both would be artificially inflated. Reported profits would increase because expenses would 
be reduced. Total assets would be increased because the expenses would be incorrectly 
treated as non-current assets.

Activity 5.16

By changing estimates about the future (for example, the useful life or residual value 
of an asset), or by changing accounting policies (for example, switching from FIFO to 
AVCO), it may be possible to derive an expense figure and, consequently, a profit figure 
that suits the directors.

The incorrect ‘capitalisation’ of expenses may also be used as a means of manipula-
tion. This involves treating expenses as if they were amounts incurred to acquire or 
develop non-current assets, rather than amounts consumed during the period. The net 
effect of this is that the expenses will be unfairly understated and profit will, therefore, 
be unfairly boosted. Businesses that build their own assets are often best placed to under-
take this form of malpractice.

Autonomy booked a further $15.7 million of revenue in two instalments on the final days 
of March and June the following year on a separate deal involving Capax, even though 
the ultimate sales transactions had not been completed, according to the Air Force docu-
ment. The deal was later completed for $14.1 million.

In the third case, a $1.95 million sale was booked in December 2010, six months before it 
was finalised.

Source: Waters, R. (2014) ‘Autonomy beset by revenues allegation’, ft.com, 5 January.
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real World 5.7 provides an example of one business that capitalised expenses on a 
huge scale.

Concealing ‘bad news’
Some creative accounting methods focus on the concealment of losses or liabilities. The 
financial statements can look much healthier if these can somehow be eliminated. One 
way of doing this is to create a ‘separate’ entity that will take over the losses or 
liabilities.

real World 5.8 describes how one large business concealed losses and liabilities.

For a very special purpose
perhaps the most well-known case of concealment of losses and liabilities concerned the 
enron Corporation. This was a large US energy business that used ‘special purpose enti-
ties’ (Spes) as a means of concealment. Spes were used by enron to rid itself of problem 
assets that were falling in value, such as its broadband operations. In addition, liabilities 
were transferred to these entities to help enron’s statement of financial position look 
healthier. The company had to keep its gearing ratios (the relationship between borrowing 
and equity) within particular limits to satisfy credit-rating agencies and Spes were used to 
achieve this. The Spes used for concealment purposes were not independent of the com-
pany and should have been consolidated in the statement of financial position of enron, 
along with their losses and liabilities.

When these, and other accounting irregularities, were discovered in 2001, there was a 
restatement of enron’s financial performance and position to reflect the consolidation of 
the Spes, which had previously been omitted. As a result of this restatement, the company 
recognised $591 million in losses over the preceding four years and an additional 
$628 million worth of liabilities at the end of 2000.

The company collapsed at the end of 2001.

Source: William Thomas, C. (2002) ‘The rise and fall of enron’, Journal of Accountancy, vol. 194, no. 3. This article represents the 
opinions of the author, which are not necessarily those of the Texas Society of Certified public Accountants.

real World 5.8

Sorry – wrong numbers
One particularly notorious case of capitalising expenses is alleged to have occurred in 
the financial statements of WorldCom (now renamed MCI). This company, which is a 
large US telecommunications business, is alleged to have overstated profits by treating 
certain operating expenses, such as basic network maintenance, as capital expenditure. 
This happened over a fifteen-month period during 2001 and 2002. To correct for this over-
statement, profits had to be reduced by a massive $3.8 billion.

Source: Based on two personal views on WorldCom posted on the ft.com site, 27 June 2002.  
© The Financial Times Limited 2012. All Rights Reserved.

real World 5.7
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Misstating assets
There are various ways in which assets may be misstated. These include:

●	 using asset values that are higher than the assets’ fair market values;
●	 capitalising costs that should have been written off as expenses, as described earlier; and
●	 recording assets that are not owned or which do not exist.

real World 5.9 describes how one large business is alleged to have overstated a key asset 
and to have misrepresented business relationships.

Banking on a loan
Anglo Irish Bank chairman Sean Fitzpatrick dramatically resigned last night, admitting he 
had hidden a massive ;87 million in loans from the bank. mr Fitzpatrick’s personal borrow-
ings from the bank were more than twice the amount shown for loans to all thirteen 

real World 5.10

Counting the cash
China Media Express, a supplier of television advertising services on buses, became part 
of a growing list of Chinese companies accused of fraudulently misleading investors 
about its financial condition. The company, which is quoted on a US stock exchange has 
been accused by the Securities and Exchange Commission (SEC) of falsely reporting 
significant increases in its business operations, financial condition, and profits almost 
immediately upon becoming a publicly-traded company. In addition to grossly overstat-
ing its cash balances, China Media Express is also accused of falsely stating that two 
multi-national corporations were its advertising clients when, in fact, they were not.

The SEC alleges that, beginning in at least November 2009 and continuing thereafter, 
China Media materially overstated its cash balances by a range of approximately 452% 
to over 40,000%. For example, on March 31, 2010, China Media reported $57 million in cash 
on hand for the fiscal year ended December 31, 2009 when it actually had a cash balance 
of only $141,000. On November 9, 2010, the company issued a press release announcing a 
cash balance of $170 million for the period ended September 30, 2010 when it actually had 
a cash balance of merely $10 million.

In addition to massively overstating its cash balances, China Media is alleged to have 
materially misrepresented the nature of its business relationships with two multi-national 
corporations, claiming they were its advertising clients when, in fact, they were not.

China Media’s falsely reported increases in its cash balances allowed the company to 
attract investors and raise money from share sales. Between January 2010 and December 
2010, a hedge fund paid China Media $53 million to purchase millions of shares in the 
company.

Source: Adapted from Kwan Yuk, P. (2013) ‘Another Chinese company gets charged with fraud’  
ft.com 20 June.

real World 5.9

Inadequate disclosure
Directors may misrepresent or try to conceal certain information. This may relate to 
commitments made, key changes in accounting policies or estimates, significant events 
and so on. The information may also relate to financial transactions between the direct-
ors and the business. real World 5.10 provides such an example.
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Figure 5.7 summarises the main methods of creative accounting.

directors in last year’s annual accounts. Another high-profile director, lar Bradshaw, until 
recently chairman of Dublin Docklands Development Authority, also resigned from the 
board. Anglo Irish Bank said that a loan mr Bradshaw held jointly with mr Fitzpatrick was 
temporarily transferred to another bank prior to a year-end audit. ‘While mr Bradshaw was 
unaware that this transfer took place, he believed that it was in the bank’s best interest 
that he should resign’, Anglo said.

As required under accounting rules, company figures showed that directors had loans 
of €41 million from Anglo Irish. Analysts were shocked to learn last night that the true 
figure of directors’ borrowings at present is actually €150 million. mr Fitzpatrick’s 
€87 million makes up more than half of this. A statement from the bank said mr Fitzpatrick 
would move his loans to another bank, understood to be Irish nationwide, before the end 
of each financial year, so that they would not be recorded by the auditors. The loans were 
then moved back to Anglo Irish in a practice which continued for eight years.

Source: ‘Anglo Irish bank chief quits over hiding ;87m loan’, www.belfasttelegraph.co.uk, 19 December 2008.

There are five main methods of creative accounting.

the main methods of creative accountingFigure 5.7

Checking for creative accounting

When the financial statements of a business are being examined, a number of checks 
may be carried out on the financial statements to help gain a feel for their reliability. 
These can include checks to see whether:

●	 the reported profits are significantly higher than the operating cash flows for the period 
(as shown in the business’s statement of cash flows), which may suggest that profits 
have been overstated;

●	 the tax charge is low in relation to reported profits, which may suggest, again, that 
profits are overstated, although there may be other, more innocent, explanations;

●	 the valuation methods used for assets held are based on historic cost or fair values, 
and, if the latter approach has been used, why and how the fair values were 
determined;
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●	 there have been changes in accounting policies over the period, particularly in key 
areas such as revenue recognition, inventories valuation and depreciation;

●	 the accounting policies adopted are in line with those adopted by the rest of the 
industry;

●	 the auditors’ report gives a ‘clean bill of health’ to the financial statements; and
●	 the ‘small print’ (that is the notes to the financial statements) is being used to hide 

significant events or changes.

real World 5.11 describes the emphasis that one analyst places on this last check.

Checks may also be carried out to provide confirmation of positive financial health. 
These may include checks to see whether:

●	 the business is paying increased dividends; and/or
●	 the directors are buying shares in the business.

Although the various checks described are useful, they cannot be used to guarantee the 
reliability of the financial statements. Some creative accounting practices may be very 
deeply seated and may go undetected for years.

Creative accounting and economic growth

Some years ago there was a wave of creative accounting scandals, particularly in the US 
but also in Europe; however, it seems that this wave has now subsided. The quality of 
financial reporting is improving and, it is to be hoped, trust among investors and others 
is being restored. As a result of the actions taken by various regulatory bodies, and by 
accounting rule makers, creative accounting has become a more risky and difficult pro-
cess for those who attempt it. However, it will never disappear completely and a further 
wave of creative accounting scandals may occur in the future.

The recent wave coincided with a period of strong economic growth and, during good 
economic times, investors and auditors become less vigilant, so that it becomes easier to 
manipulate the figures. We must not, therefore, become too complacent. Things may 
change again when we next experience a period of strong growth.

Taking note
Alistair Hodgson, investment manager at private client stockbroker Pilling and Co, says 
‘I almost look at the notes more than I look at the main figures at first. The notes tend to 
hold the key to anything that looks strange. I look to pick out things that the auditor has 
told the company to declare – the kind of thing they might not want to declare, but they 
have got to do so in order to make the accounts honest.’

Source: ‘It pays to read between the lines’, Financial Times, 17 September 2005. © The Financial 
Times Limited 2012. All Rights Reserved.

real World 5.11
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(a) you have overheard the following statements:
 1  ‘Dividends announced between the end of the reporting period and the date at 

which the financial reports are authorised for publication, which relate to the 
reporting period just ended, should be treated as a liability in the statement of 
financial position at the end of that period.’

 2  ‘IAS 1 provides support for three key accounting conventions – accruals, historic 
cost and consistency.’

 3  ‘IAS 1 permits bank overdrafts to be offset against positive bank balances when 
preparing the statement of financial position.’

Critically comment on each of the statements.
(b) Segmental information relating to Dali plc for the year to 31 may 2015 is:

Car parts Aircraft parts Boat parts Total
£m £m £m £m

Revenues from external customers 360 210 85 655
Inter-segment revenues 95 40 – 135
Interest revenue 34 – – 34
Interest expense – 28 8 36
Depreciation 80 55 15 150
Reportable segment profit 20 24 18 62
Other material non-cash items: 

Impairment of assets – 39 – 39
Reportable segment assets 170 125 44 339
expenditures for reportable segment 

non-current assets 28 23 26 77
Reportable segment liabilities 85 67 22 174

Required:
Analyse the performance of each of the three main business segments of Dali plc for the 
year and comment on your results.

the solution to this question can be found in Appendix C.

Self-assessment question  5.1

Summary

The main points of this chapter may be summarised as follows:

Financial reporting framework

●	 Company reports have three core components: the main financial statements, 
corpor ate governance and management commentary.

Directors’ duty

●	 Separation of ownership from day-to-day control creates a need for directors to be 
accountable.

●	 To fulfil this need, the directors have a duty to prepare and publish financial 
statements.
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●	 These financial statements must provide a fair representation of the financial health 
of the business.

The need for accounting rules

●	 Accounting rules are necessary in order to avoid unacceptable accounting practices 
and to improve the comparability of financial statements.

●	 This should give greater confidence in the integrity of financial statements.

Accounting rules

●	 The International Accounting Standards Board (IASB) has become an important 
source of rules.

●	 Company law and the London Stock Exchange are also sources of rules for UK 
companies.

Presenting financial statements

●	 IAS 1 sets out the structure and content of financial statements.

●	 It requires preparation of a statement of financial position, a statement of comprehen-
sive income, a statement of changes in equity and a statement of cash flows. In addi-
tion, explanatory notes are required.

●	 The financial statements must provide a fair representation of the financial health of 
a company and this will only normally be achieved by adherence to relevant IASB 
standards.

●	 IAS 1 sets out information to be shown in the various financial statements and some of 
the accounting conventions and principles to be followed in preparing the statements.

Conceptual framework

●	 This helps to underpin financial reporting standards.

●	 The IASB framework sets out the objective and primary users of general purpose finan-
cial reports, the qualitative characteristics and elements of financial statements and 
the different measurement bases that may be used.

The role of auditors

●	 Auditors are required to report to shareholders whether, in their opinion, the financial 
statements provide a true and fair view of the financial health of a business.

●	 They are elected by the shareholders.

Segmental reports

●	 Segmental reports disaggregate information on the financial statements to help users 
to achieve a better understanding of financial health.

●	 An operating segment is defined by the IASB using the ‘management approach’.

●	 IFRS 8 requires certain information relating to each segment to be shown.

Corporate governance

●	 Corporate governance issues arise because of the separation of ownership from con-
trol of the company.

●	 Corporate governance rules are based around the principles of disclosure, account-
ability and fairness.
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  ●	   The UK Corporate Governance Code, which applies to UK Stock Exchange listed 
 companies, adopts a ‘comply or explain’ approach.  

  ●	   To comply with the UK Code, companies must fulfi l specifi c annual reporting require-
ments concerning matters such as names of directors, description of the work of key 
committees, how board performance was evaluated and confi rmation that the board 
has reviewed the eff ectiveness of management controls.    

  Management commentary 

   ●	   Management commentary is designed to review the fi nancial results as well as to com-
plement and supplement the fi nancial statements.  

  ●	   The directors’ report contains information of a fi nancial and non-fi nancial nature. It 
includes such diverse matters as any recommended dividend, the involvement of 
employees in company aff airs and important events since the year end. It is rather 
disjointed and lacks an underlying theme.  

  ●	   The strategic report should provide a balanced and comprehensive analysis of the 
development and performance of the company during the year, and the position at 
the year end. It should also describe the principal risks and uncertainties faced by the 
business.  

  ●	   The strategic report of Stock Exchange listed companies must provide additional 
information, including the strategy business model adopted.    

  Creative accounting 

   ●	   This involves using accounting practices to show what the directors would like users 
to see rather than what is a fair representation of reality.  

  ●	   The main forms of creative accounting involve misstating revenues, massaging 
expenses, concealing bad news, misstating assets and inadequate disclosure.    

 Key terms 
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    statement of comprehensive 
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  Further reading 

 If you would like to explore the topics covered in this chapter in more depth, we recommend the 
following: 

 Alexander, D., Britton, A., Jorissen, A., Hoogendoorn, M. and Van Mourik, C.,  International  Financial 
Reporting and Analysis,  6th edn, Cengage Learning EMEA, 2014,  Chapters   2   ,    3   ,    9    and    11   . 

 Elliott, B. and Elliott, J.,  Financial Accounting and Reporting,  16th edn, Pearson, 2013,  Chapters   9   ,    10    
and 31. 

 International Accounting Standards Board,  Conceptual Framework for Financial Reporting  (September 
2010). 

 International Accounting Standards Board,  2014 A Guide through IFRS (Green Book),  IAS 1 
  Presentation of Financial Statements, IFRS Operating Segments,  2014.                   

Further reading 
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Solutions to these questions can be found in Appendix D.

 5.1 ‘Searching for an agreed conceptual framework for accounting rules is likely to be a journey 
without an ending.’ Discuss.

 5.2 What problems does a user of segmental statements face when seeking to make comparisons 
between businesses?

 5.3 Why do we need accounting rules?

 5.4 What are the main methods of creative accounting?

review questions

exercises 5.1 and 5.2 are basic level, 5.3 and 5.4 are intermediate level and 5.5 to 5.7 are 
advanced level. Solutions to exercises with coloured numbers can be found in Appendix e.

 5.1 The size of annual financial reports published by limited companies has increased steadily over 
the years. Can you think of any reasons, apart from the increasing volume of accounting regula-
tion, why this has occurred?

 5.2 It has been suggested that too much information may be as bad as too little information for 
users of annual reports. explain.

 5.3 The following information was extracted from the financial statements of I. Ching (Booksellers) 
plc for the year to 31 may 2015:

£000
Finance charges 40
Cost of sales 460
Distribution expenses 110
Revenue 943
Administrative expenses 212
Other expenses 25
gain on revaluation of property, plant and equipment 20
loss on foreign currency translations on foreign operations 15
Tax on profit for the year 24
Tax on other components of comprehensive income 1

Required:
prepare a statement of comprehensive income for the year ended 31 may 2015 that is set out 
in accordance with the requirements of IAS 1 Presentation of Financial Statements.

exercises
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 5.4 manet plc had the following share capital and reserves as at 1 June 2014:

£m
Share capital (£0.25 ordinary shares) 250
Share premium account 50
Revaluation reserve 120
Currency translation reserve 15
Retained earnings 380
total equity 815

During the year to 31 may 2015, the company revalued property, plant and equipment 
upwards by £30 million and made a loss on foreign exchange translation of foreign operations 
of £5 million. The company made a profit from normal operations of £160 million during the year 
and the dividend was £80 million.

Required:
prepare a statement of changes in equity for the year ended 31 may 2015 in accordance with 
the requirements of IAS 1 Presentation of Financial Statements.

 5.5 (a)   ‘The UK system of corporate governance for Stock exchange listed companies adopts a 
“comply or explain” approach.’ What does this mean? Set out one advantage and one dis-
advantage of this approach.

(b) ‘The strategic report should be prepared by the company’s auditors and not the directors.’ 
Do you agree? Discuss.

 5.6 you have overheard the following statements:
(a) ‘The role of independent auditors is to prepare the financial statements of the company.’
(b) ‘International Accounting Standards (IASs) apply to all UK companies, but london Stock 

exchange listed companies must also adhere to International Financial Reporting Standards 
(IFRSs).’

(c) ‘All listed companies in the european Union states must follow IASs and IFRSs.’
(d) ‘According to IAS 1, companies’ financial statements must show an “accurate representa-

tion” of what they purport to show.’
(e) ‘IAS 1 leaves it to individual companies to decide the format that they use in the statement 

of financial position.’
(f) ‘The statement of changes in equity deals with unrealised profits and gains, for example an 

upward revaluation of a non-current asset.’
(g) ‘If a majority of the shareholders of a listed company agree, the company need not produce 

a full set of financial statements, but can just produce summary financial statements.’
Critically comment on each of these statements.

 5.7 Segmental information relating to Turner plc for the year to 30 April 2015 is:

Software Electronics Engineering Total
£m £m £m £m

Revenues from external customers 250 230 52 532
Inter-segment revenues 45 25 – 70
Interest revenue 18 – – 18
Interest expense – 25 – 25
Depreciation 60 35 10 105
Reportable segment profit 10 34 12 56
Other material non-cash items:

Impairment of assets – 5 – 5
Reportable segment assets 140 90 34 264
expenditures for reportable segment  

non-current assets 22 12 10 44
Reportable segment liabilities 55 38 4 97

Required:
Analyse the performance of each of the three main business segments for the year and com-
ment on your results.
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This chapter is devoted to the third major financial statement identified in Chapter 2: the 
statement of cash flows. This statement reports the movements of cash over a period 

and the effect of these movements on the cash position of the business. It is an important 
financial statement because cash is vital to the survival of a business. Without cash, a busi-
ness cannot operate.

In this chapter, we shall see how the statement of cash flows is prepared and how the 
information that it contains may be interpreted. We shall also see why the deficiencies of 
the income statement with regard to identifying and explaining cash flows make a separate 
statement necessary.

The statement of cash flows is being considered after the chapters on limited companies 
because the format of the statement requires an understanding of this type of business. 
Most limited companies are required to provide a statement of cash flows for shareholders 
and other users as part of their annual financial reports.

Introduction

Measuring and reporting  
cash flows

Chapter 6

Learning outcomes

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

●	 discuss the crucial importance of cash to a business;

●	 explain the nature of the statement of cash flows and discuss how it can be 
helpful in identifying cash flow problems;

●	 prepare a statement of cash flows;

●	 interpret a statement of cash flows.
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     the statement of cash flows 

 The statement of cash fl ows is a fairly late addition to the annual published fi nancial 
statements. At one time, companies were only required to publish an income statement 
and a statement of fi nancial position. It seems the prevailing view was that all the fi nan-
cial information needed by users would be contained within these two statements. This 
view may have been based partly on the assumption that, if a business were profi table, it 
would also have plenty of cash. While in the long run this is likely to be true, it is not 
necessarily true in the short to medium term. 

 We saw in  Chapter   3    that the income statement sets out the revenue and expenses for 
the period, rather than the cash infl ows and outfl ows. This means that the profi t (or 
loss), which represents the diff erence between the revenue and expenses for the period, 
may be quite diff erent from the cash generated for the period. 

 To illustrate this point, let us take the example of a business making a sale (generating 
revenue). This may well lead to an increase in wealth that will be refl ected in the income 
statement. However, if the sale is made on credit, no cash changes hands – at least not at 
the time of the sale. Instead, the increase in wealth is refl ected in another asset: an 
increase in trade receivables. Furthermore, if an item of inventories is the subject of the 
sale, wealth is lost to the business through the reduction in inventories. This means that 
an expense is incurred in making the sale; this expense will also be shown in the income 
statement. Once again, however, no cash changes hands at the time of sale. For such 
reasons, the profi t and the cash generated during a period rarely go hand in hand. 

  Activity   6.1    helps to underline how particular transactions and events can aff ect profi t 
and cash for a period diff erently.  

   The following is a list of business/accounting events. In each case, state the immediate 
effect (increase, decrease or none) on both profit and cash: 

    Effect  
    on profit    on cash  
  1 repayment of borrowings    ________    ________  
  2 Making a profitable sale on credit    ________    ________  
  3 Buying a current asset on credit    ________    ________  
  4 receiving cash from a credit customer (trade receivable)    ________    ________  
  5 depreciating a non-current asset    ________    ________  
  6 Buying some inventories for cash    ________    ________  
  7 Making a share issue for cash    ________    ________  

  You should have come up with the following: 

    Effect  
    on profit    on cash  

 1 repayment of borrowings  none  decrease 
 2 Making a profitable sale on credit  increase  none 
 3 Buying a non-current asset on credit  none  none 
 4 receiving cash from a credit customer (trade receivable)  none  increase 
 5 depreciating a non-current asset  decrease  none 
 6 Buying some inventories for cash  none  decrease 
 7 Making a share issue for cash  none  increase 

 activity 6.1 

     the statement of cash flows 
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 From what we have seen so far, it is clear that, if we are to gain insights about cash 
movements over time, the income statement is not the place to look. Instead we need a 
separate fi nancial statement.  

  Why is cash so important? 

 It is worth asking why cash is so important. In one sense, it is just another asset that the 
business needs to enable it to function. Hence, it is no diff erent from inventories or non-
current assets. 

 The importance of cash lies in the fact that people will only normally accept cash 
in settlement of their claims. If a business wants to employ people, it must pay them 
in cash. If it wants to buy a new non-current asset, it must normally pay the seller in 
cash (perhaps after a short period of credit). When businesses fail, it is the lack of cash 
to pay amounts owed that really pushes them under. Cash generation is vital for busi-
nesses to survive and to be able to take advantage of commercial opportunities. These 
are the things that make cash the pre-eminent business asset. During an economic 
downturn, the ability to generate cash takes on even greater importance. Banks 
become more cautious in their lending and businesses with weak cash fl ows often fi nd 
it diffi  cult to obtain fi nance. 

   real World   6.1     is taken from an article by Luke Johnson, who is a ‘serial entrepreneur’. 
Among other things, he was closely involved with taking Pizza Express from a business 
that owned just 12 restaurants to over 250 and, at the same time, increasing its share 
price from    £0.40    to over    £9.    In the article, he highlights the importance of cash fl ow in 
managing a business.  

 The reasons for these answers are as follows: 

   1   repaying borrowings requires that cash be paid to the lender. This means that two 
figures in the statement of financial position will be affected, but none in the income 
statement.  

  2   Making a profitable sale on credit will increase the sales revenue and profit figures. no 
cash will change hands at this point, however.  

  3   Buying a non-current asset on credit affects neither the cash balance nor the profit 
figure.  

  4   receiving cash from a credit customer increases the cash balance and reduces the 
credit customer’s balance. Both of these figures are in the statement of financial posi-
tion. The income statement is unaffected.  

  5   depreciating a non-current asset means that an expense is recognised. This causes a 
decrease in profit. no cash is paid or received.  

  6   Buying some inventories for cash means that the value of the inventories will increase 
and the cash balance will decrease by a similar amount. profit is not affected.  

  7   Making a share issue for cash increases the shareholders’ equity and increases the 
cash balance; profit is unaffected.     

  Why is cash so important? 
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real World 6.2 is taken from a column written by John Timpson, which appeared in 
the Daily Telegraph. He is the chief executive of the successful, high street shoe repairing 
and key cutting business that bears his name. In the column he highlights the import-
ance of cash reporting in managing the business.

Cash flow is king
Wise entrepreneurs learn that profits are not necessarily cash. But many founders never 
understand this essential accounting truth. A cash flow projection is a much more 
important document than a profit and loss statement (income statement). A lack of 
liquidity can kill you; whereas a company can make paper losses for years and still sur-
vive if it has sufficient cash. It is amazing how financial journalists, fund managers, 
analysts, bankers and company directors can still focus on the wrong numbers in the 
accounts – despite so many high-profile disasters over the years.

Inevitably, there are a multitude of other lapses that can lead to catastrophe. But for me 
the above are probably the most frequent and dangerous. Of course knowing about them 
isn’t quite the same as avoiding them.

Source: L. Johnson ‘The most dangerous unforced errors’, ft.com, 9 July 2013.

real World 6.1

Cash is key
I look at our cash balance every day (not saturdays and sundays). It is the best way to 
test the financial temperature of our business. The trick is to compare with the same day 
last year, thus showing cash flow for the past 12 months.

It is not a perfect system (never forget that your finance department may secretly mas-
sage the cash by paying suppliers sooner or later than you anticipate) but a glance at the 
daily cash is more transparent than management accounts that are full of provisions and 
only appear once a month.

finance and IT take a delight in producing a deluge of data. But being in possession of 
too many statistics is counterproductive. This daily cash report helps to clear the clutter 
created by computers – it’s a simple report that helps you pose the right questions.

Why have things suddenly got worse? are we in danger of breaking our bank borrowing 
limit? Why does the cash flow look so much better than in the management accounts? 
This cash report can also give you an early warning of changing financial circumstances.

It came to my rescue in 2004 when, through a major acquisition, the business doubled 
in size overnight and was going through a great deal of change. our financial control suf-
fered but I didn’t realise how bad things were until I was waiting to board a plane to go on 
a Caribbean holiday. a quick look at my Blackberry (when my wife wasn’t looking) showed 
an unexpected £500,000 deterioration in our overdraft. It wasn’t a great start to the holiday 
and my wife was upset when I spent the first day on the telephone. however, we were able 
to tackle the problem six weeks before it would have been revealed in the management 
accounts.

Source: John Timpson, The management column, Daily Telegraph, Business, 14 June 2010.

real World 6.2
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  the main features of the statement of cash flows 

 The statement of cash fl ows summarises the infl ows and outfl ows of cash (and cash 
equivalents) for a business over a period. To aid user understanding, these cash fl ows are 
divided into categories (for example, those relating to investments in non-current 
assets). Cash infl ows and outfl ows falling within each category are added together to 
provide a total for that category. These totals are shown on the statement of cash fl ows 
and, when added together, reveal the net increase or decrease in cash (and cash equiva-
lents) over the period. 

 When describing in detail how this statement is prepared and presented, we shall 
follow the requirements of International Accounting Standard (IAS) 7  Statement of 
Cash Flows.   

  a definition of cash and cash equivalents 

 IAS 7 defi nes cash as notes and coins in hand and deposits in banks and similar institu-
tions that are accessible to the business on demand. Cash equivalents are short-term, 
highly liquid investments that can be readily convertible to known amounts of cash. 
They are also subject to an insignifi cant risk of changes of value.  Figure   6.1    sets out this 
defi nition of cash equivalents in the form of a decision chart.  

  Activity    6.2    should clarify the types of items that fall within the defi nition of ‘cash 
equivalents’.   

   At the end of its reporting period, Zeneb plc’s statement of financial position included 
the following items: 

   1   A bank deposit account where one month’s notice of withdrawal is required.  
  2   Ordinary shares in Jones plc (a Stock Exchange listed business).  
  3   A high-interest bank deposit account that requires six months’ notice of 

withdrawal.  
  4   An overdraft on the business’s bank current account.   

 Which (if any) of these four items would be included in the figure for cash and cash 
equivalents?  

  Your response should have been as follows: 

   1   a cash equivalent. It is readily withdrawable.  
  2   not a cash equivalent. It can be converted into cash because it is stock exchange 

listed. There is, however, a significant risk that the amount expected (hoped for!) when 
the shares are sold may not actually be forthcoming.  

  3   not a cash equivalent because it is not readily convertible into liquid cash.  
  4   This is cash itself, though a negative amount of it. The only exception to this classifica-

tion would be where the business is financed in the longer term by an overdraft, when 
it would be part of the financing of the business, rather than negative cash.     

 activity 6.2 

  the main features of the statement of cash flows 

  a definition of cash and cash equivalents 
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  the relationship between the main financial statements 

 The statement of cash fl ows is, along with the income statement and the statement of 
fi nancial position, a major fi nancial statement. The relationship between the three state-
ments is shown in  Figure    6.2   . The statement of fi nancial position shows the various 
assets (including cash) and claims (including the shareholders’ equity) of the business  at 
a particular point in time.  The statement of cash fl ows and the income statement explain 
the  changes over a period  to two of the items in the statement of fi nancial position. The 
statement of cash fl ows explains the changes to cash. The income statement explains 
changes to equity, arising from trading operations.   

  the relationship between the main financial statements 

  an item must possess each of the three characteristics identified to be regarded as a cash 
equivalent.  

  Decision chart for identifying cash equivalents          Figure 6.1
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  the layout of the statement of cash flows 

 As mentioned earlier, the cash fl ows of a business are divided into categories. The various 
categories and the way in which they are presented in the statement of cash fl ows are 
shown in  Figure   6.3   .  

 Let us now consider each of the categories that have been identifi ed. 

  Cash flows from operating activities 

 These represent the cash infl ows and outfl ows arising from normal day-to-day trading 
activities, after taking account of the tax paid and fi nancing costs (equity and borrow-
ings) relating to these activities. The cash infl ows for the period are the amounts received 
from trade receivables (credit customers settling their accounts) and from cash sales for 
the period. The cash outfl ows for the period are the amounts paid for inventories, operat-
ing expenses (such as rent and wages), tax, interest and dividends. 

 Note that it is the cash infl ows and outfl ows during a period that appear in the state-
ment of cash fl ows, not revenue and expenses for that period. Similarly, tax and divi-
dends that appear in the statement of cash fl ows are those actually paid during the period. 
Many companies pay tax on their annual profi ts in four equal instalments. Two of these 
are paid during the year concerned and the other two are paid during the following year. 

  the layout of the statement of cash flows 

  The statement of financial position shows the relationship, at a particular point in time, between 
the business’s assets and claims. The income statement explains how, over a period between 
two statements of financial position, the equity figure in the first statement of financial position has 
altered as a result of trading operations. The statement of cash flows also looks at changes over 
the reporting period, but this statement explains the alteration in the cash (and cash equivalent) 
balances from the first to the second of the two consecutive statements of financial position.  

  the relationship between the statement of financial position, the 
income statement and the statement of cash flows          Figure 6.2
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Thus, by the end of each year, half of the tax will have been paid and the remaining 
half will still be outstanding, to be paid during the following year. This means that the 
tax payment during a year is normally equal to half of the previous year’s tax charge and 
half of that of the current year.

Cash flows from investing activities

These include cash outflows to acquire non-current assets and cash inflows from their 
disposal. In addition to items such as property, plant and equipment, non-current assets 
might include financial investments made in loans or shares in another company.

These cash flows also include cash inflows arising from financial investments (loans 
and shares).

This presentation for the statement of cash flows is in accordance with Ias 7 Statement of 
Cash Flows.

Standard presentation for the statement of cash flowsFigure 6.3

What might be included as cash inflows from financial investments?

The main forms of cash inflows are normally interest received on loans made by the business 
and dividends received from shares held in other companies.

activity 6.3

Cash flows from financing activities

These represent cash inflows and outflows relating to the long-term financing of the 
business.
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 Under IAS 7, it is permissible to include dividend payments made by the business here, 
as an alternative to including them in ‘Cash fl ows from operating activities’ (see above).  

  Net increase or decrease in cash and cash equivalents 

 The fi nal total shown on the statement will be the net increase or decrease in cash and 
cash equivalents over the period. It will be deduced from the totals from each of the three 
categories mentioned above.   

  the normal direction of cash flows 

 The eff ect on a business’s cash and cash equivalents of activities relating to each category 
is shown in  Figure   6.4   . The arrows show the  normal  direction of cash fl ow for the typical, 
profi table, business in a typical reporting period.  

  the normal direction of cash flows 

   What might be included as cash inflows from financing activities?  

  These will include cash movements relating to the raising and redemption of long-term 
 borrowings and to shares.   

 activity 6.4 

  Various activities of the business each have their own effect on the total of the cash and cash 
equivalents, either positive (increasing the total) or negative (reducing it). The net increase or 
decrease in the cash and cash equivalents over a period will be the sum of these individual 
effects, taking account of the direction (cash in or cash out) of each activity. 
 note that the direction of the arrow shows the  normal  direction of the cash flow in respect of 
each activity. In certain circumstances, each of these arrows could be reversed in direction.  

  Diagrammatical representation of the statement of cash flows          Figure 6.4

 Normally, ‘operating activities’ provide positive cash fl ows and, therefore, increase 
the business’s cash resources. For most UK businesses, cash generated from day-to-day 
trading, even after deducting tax, interest and dividends, is by far the most important 
source of new fi nance.  
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Investing activities typically cause net negative cash flows. This is because many non-
current assets either wear out or become obsolete and need to be replaced. Businesses 
may also expand their asset base. Non-current assets may, of course, be sold, which 
would give rise to positive cash flows. In net terms, however, the cash flows are nor-
mally negative with cash spent on new assets far outweighing that received from the 
sale of old ones.

Financing can go in either direction, depending on the financing strategy at the time. 
Since businesses seek to expand, there is a general tendency for this area to lead to cash 
coming into the business rather than leaving it.

real World  6.3 provides a summarised statement of cash flows of the UK-based 
 supermarket business Tesco plc.

Last year’s statement of cash flows for Angus plc showed a negative cash flow from 
operating activities. What could be the reasons for this and should the business’s man-
agement be concerned? (Hint: We think that there are two broad possible reasons for 
a negative cash flow.)

The two reasons are:

1 The business is unprofitable. This leads to more cash being paid out to employees, to 
suppliers of goods and services and so on than is received from trade receivables. This 
should be of concern since a major expense for most businesses is depreciation. 
depreciation does not lead to a cash outflow and so is not considered in ‘net cash flows 
from operating activities’. a negative cash flow might well, therefore, indicate a much 
larger trading loss – in other words, a significant loss of the business’s wealth.

2 The business is expanding its activities (level of sales revenue). although the business 
may be profitable, it may be spending more cash than is being generated from sales. 
Cash will be spent on acquiring more assets, current and non-current, to accommodate 
increased demand. for example, a business may need to have inventories in place 
before additional sales can be made. similarly, staff will have to be employed and paid. 
even when additional sales are made, they would normally be made on credit, with the 
cash flow lagging behind the sales. This means there would be no immediate cash 
benefit.

expansion often causes cash flow strains for new businesses, which will be expand-
ing inventories and other assets from zero. They will also need to employ and pay staff. 
To add to this problem a focus on profits may lead to a sense of optimism, leading to 
a lack of attention being paid to cash.

activity 6.5

Cashing in
The statement of cash flows for Tesco plc for the year ended 22 february 2014, has been 
summarised to reveal the cash flows of the business under each of the headings described 
above.

real World 6.3
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 As we shall see shortly, more detailed information under each of the main headings is 
provided in the statement of cash fl ows presented to shareholders and other users.  

  preparing the statement of cash flows 

  Deducing net cash flows from operating activities 

 It was mentioned earlier that the fi rst category within the statement of cash fl ows is the 
‘cash fl ows from operating activities’. There are two approaches that can be taken to 
deriving this fi gure: the direct method and the indirect method. 

  the direct method 
 The  direct method  involves an analysis of the cash records of the business for the period, 
identifying all payments and receipts relating to operating activities. These are summar-
ised to give the total fi gures for inclusion in the statement of cash fl ows. When a com-
puter is used, this is a simple matter, though hardly any businesses adopt the direct 
method.  

  the indirect method 
 The  indirect method  is very much the more popular method. It relies on the fact that, 
sooner or later, sales revenue gives rise to cash infl ows and expenses give rise to outfl ows. 
This means that the fi gure for profi t for the period will be linked to the net cash fl ows 
from operating activities. Since businesses have to produce an income statement in any 
case, information from it can be used as a starting point to deduce the cash fl ows from 
operating activities. 

 When sales are made on credit, the cash receipt occurs some time after the sale. This 
means that sales revenues made towards the end of a reporting period will be included 
in that reporting period’s income statement. However, most of the cash from those sales 
will fl ow into the business in the following period. That cash should, therefore, be 
included in the statement of cash fl ows of the following period. Of course, profi t for the 
period will not normally equal the net cash infl ows from operating activities. Fortu-
nately it is easy to deduce the cash infl ows from sales if we have the relevant income 
statement and statements of fi nancial position, as we shall see in  Activity   6.6   .   

    Summary group statement of cash flows 
 Year ended 25 February 2014 

      £m    
 Cash generated from operations  4,316 
 Interest paid  (496) 
 Corporation tax paid    (635 ) 
  Net cash generated from operating activities    3,185  
  Net cash from (used in) investing activities   ( 2,854 ) 
  Net cash from financing activities      56  
  Net increase in cash and cash equivalents     387  

  Source:  adapted from Tesco plc annual report and financial statements 2014, p. 73,  www.tescocorporate.com . 

  preparing the statement of cash flows 
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The same general point is true in respect of nearly all of the other items that are taken 
into account in deducing the operating profit figure. The main exception is depreciation. 
The depreciation expense for a reporting period is not necessarily associated with any 
movement in cash during that same period.

All of this means that we can take the profit before taxation (that is, the profit after 
interest but before taxation) for the year, add back the depreciation and interest expense 
charged in arriving at that profit, and adjust this total by movements in inventories, 
trade (and other) receivables and payables. If we then go on to deduct payments made 
during the reporting period for taxation, interest on borrowings and dividends, we have 
the net cash from operating activities.

How can we deduce the cash inflows from sales using the income statement and state-
ment of financial position for the business?

The statement of financial position will tell us how much was owed in respect of credit sales 
at the beginning and end of the reporting period (trade receivables). The income statement 
tells us the sales revenue figure. If we adjust the sales revenue figure by the increase or 
decrease in trade receivables over the period, we deduce the cash from sales for the period.

activity 6.6

The sales revenue figure for a business for the year was £34 million. The trade 
receivables totalled £4 million at the beginning of the year, but had increased to 
£5 million by the end of the year.

Basically, the trade receivables figure is dictated by sales revenue and cash 
receipts. It is increased when a sale is made and decreased when cash is received 
from a credit customer. If, over the year, the sales revenue and the cash receipts had 
been equal, the beginning-of-year and end-of-year trade receivables figures would 
have been equal. Since the trade receivables figure increased, it must mean that less 
cash was received than sales revenues were made. In fact, the cash receipts from 
sales must have been £33 million (that is, (34 - (5 - 4) million)).

Put slightly differently, we can say that as a result of sales, assets of £34 million 
flowed into the business. If £1 million of this went to increasing the asset of trade 
receivables, this leaves only £33 million that went to increase cash.

example 6.1

The relevant information from the financial statements of Dido plc for last year is 
as follows:

£m
profit before taxation (after interest) 122
depreciation charged in arriving at profit before taxation 34
Interest expense 6
at the beginning of the year:
 Inventories 15
 Trade receivables 24
 Trade payables 18

example 6.2
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In deriving the cash generated from operations, we add the depreciation expense for the 
period to the profit before taxation. Does this mean that depreciation is a source of cash?

no, it does not mean that depreciation is a source of cash. The periodic depreciation expense is 
irrelevant to cash flow. since the profit before taxation is derived after deducting the depreciation 
expense for the period, we need to eliminate the impact of depreciation by adding it back to the 
profit figure. This will give us the profit before tax and before depreciation, which is what we need.

activity 6.7

£m
at the end of the year:
 Inventories 17
 Trade receivables 21
 Trade payables 19

The following further information is available about payments during last year:

£m
Taxation paid 32
Interest paid 5
dividends paid 9

The cash flow from operating activities is derived as follows:

£m
profit before taxation (after interest) 122
depreciation 34
Interest expense 6
Increase in inventories (17 - 15) (2)
decrease in trade receivables (21 - 24) 3
Increase in trade payables (19 - 18)  1
Cash generated from operations 164
Interest paid (5)
Taxation paid (32)
dividends paid  (9)
net cash from operating activities 118

As we can see, the net increase in working capital* (that is, current assets less 
 current liabilities) as a result of trading was £162 million (that is, (122 + 34 + 6) 
million). Of this, £2 million went into increased inventories. More cash was 
received from trade receivables than sales revenue was made. Similarly, less cash 
was paid to trade payables than purchases of goods and services on credit. Both of 
these had a favourable effect on cash. Over the year, therefore, cash increased by 
£164 million. When account was taken of the payments for interest, tax and divi-
dends, the net cash flow from operating activities was £118 million (inflow).

Note that we needed to adjust the profit before taxation (after interest) by the 
depreciation and interest expenses to derive the profit before depreciation, interest 
and taxation.

* Working capital is a term widely used in accounting and finance, not just in the context of the 
statement of cash flows. We shall encounter it several times in later chapters.
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We should be clear why we add back an amount for interest at the start of the deriva-
tion of cash flow from operating activities only to deduct an amount for interest further 
down. The reason is that the first is the interest expense for the reporting period, whereas 
the second is the amount of cash paid out for interest during that period. These may well 
be different amounts, as was the case in Example 6.2.

The indirect method of deducing the net cash flow from operating activities is sum-
marised in Figure 6.5.

determining the net cash from operating activities firstly involves adding back the depreciation 
and the interest expense to the profit before taxation. next, adjustment is made for increases 
or decreases in inventories, receivables and payables. lastly, cash paid for interest, taxation 
and dividends is deducted.

* note that dividends could alternatively be included under the heading ‘Cash flows from financing activities’.

the indirect method of deducing the net cash flows from 
operating activitiesFigure 6.5
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The relevant information from the financial statements of Pluto plc for last year is as 
follows:

£m
profit before taxation (after interest) 165
depreciation charged in arriving at operating profit 41
Interest expense 21
at the beginning of the year:
 Inventories 22
 Trade receivables 18
 Trade payables 15
at the end of the year:
 Inventories 23
 Trade receivables 21
 Trade payables 17

The following further information is available about payments during last year:

£m
Taxation paid 49
Interest paid 25
dividends paid 28

What figure should appear in the statement of cash flows for ‘Cash flows from operat-
ing activities’?

net cash inflows from operating activities:

£m
profit before taxation (after interest) 165
depreciation 41
Interest expense 21
Increase in inventories (23 - 22) (1)
Increase in trade receivables (21 - 18) (3)
Increase in trade payables (17 - 15)  2
Cash generated from operations 225
Interest paid (25)
Taxation paid (49)
dividends paid (28)
Net cash from operating activities 123

activity 6.8

real World 6.4 explains how one well-known business uses operating cash flow as a 
performance target.
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Deducing the other areas of the statement of cash flows

The other areas of the statement are much easier to deal with than ‘cash flows from oper-
ating activities’. We can now go on to take a look at the preparation of a complete state-
ment of cash flows through Example 6.3.

Torbryan plc’s income statement for the year ended 31 December 2015 and the 
statements of financial position as at 31 December 2014 and 2015 are as follows:

Income statement for the year ended 31 December 2015

£m
revenue 576
Cost of sales (307)
Gross profit 269
distribution expenses (65)
administrative expenses (26)

178
other operating income  21
Operating profit 199
Interest receivable 17

216
Interest payable  (23)
profit before taxation 193
Taxation  (46)
profit for the year 147

Statements of financial position as at 31 December 2014 and 2015

2014 2015
£m £m

aSSetS
Non-current assets
Property, plant and equipment
land and buildings 241 241
plant and machinery 309 325

550 566
Current assets
Inventories 44 41
Trade receivables 121 139

165 180
total assets 715 746

example 6.3

shelling out the cash
royal dutch shell plc, the energy business, frames one of its performance targets in terms 
of operating cash flows. for the calendar year 2012, the target was $46 billion. for 2015, 
it is set to rise to $50 billion, though doubt has been cast on shell’s ability to achieve this.

Source: Information taken from lex column, shell: white noise, ft.com, 1 august 2013.

real World 6.4
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2014 2015
£m £m

eQUItY aND LIaBILItIeS
equity
Called-up ordinary share capital 150 200
share premium account – 40
retained earnings 26 123

176 363
Non-current liabilities
Borrowings – loan notes 400 250
Current liabilities
Borrowings (all bank overdraft) 68 56
Trade payables 55 54
Taxation 16 23

139 133
total equity and liabilities 715 746

During 2015, the business spent £95 million on additional plant and machinery. 
There were no other non-current-asset acquisitions or disposals. A dividend of 
£50 million was paid on ordinary shares during the year. The interest receivable revenue 
and the interest payable expense for the year were equal to the cash inflow and outflow 
respectively. £150 million of loan notes were redeemed at their nominal (par) value.

The statement of cash flows would be:

torbryan plc
Statement of cash flows for the year ended 31 December 2015

£m
Cash flows from operating activities
profit before taxation (after interest) (see note 1 below) 193
adjustments for:
depreciation (note 2) 79
Interest receivable (note 3) (17)
Interest payable (note 4) 23
Increase in trade receivables (139 - 121) (18)
decrease in trade payables (55 - 54) (1)
decrease in inventories (44 - 41)  3
Cash generated from operations 262
Interest paid (23)
Taxation paid (note 5) (39)
dividend paid  (50)
Net cash from operating activities 150
Cash flows from investing activities
payments to acquire tangible non-current assets (95)
Interest received (note 3) 17
Net cash used in investing activities  (78)
Cash flows from financing activities
repayments of loan notes (150)
Issue of ordinary shares (note 6) 90
Net cash used in financing activities  (60)
Net increase in cash and cash equivalents 12
Cash and cash equivalents at 1 January 2015 (note 7)  (68)
Cash and cash equivalents at 31 December 2015 (56)

➔
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To see how this relates to the cash of the business at the beginning and end of the 
year it can be useful to provide a reconciliation as follows:

analysis of cash and cash equivalents during the year  
ended 31 December 2015

£m
overdraft balance at 1 January 2015 (68)
net cash inflow 12
overdraft balance at 31 december 2015 (56)

notes:
1 This is simply taken from the income statement for the year.
2 since there were no disposals, the depreciation charges must be the difference between the 

start and end of the year’s plant and machinery (non-current assets) values, adjusted by the cost 
of any additions.

£m
Carrying amount at 1 January 2015 309
additions 95

404
depreciation (balancing figure) (79)
Carrying amount at 31 december 2015 325

3 Interest receivable must be deducted to work towards what the profit would have been before it 
was added in the income statement, because it is not part of operations but of investing 
activities. The cash inflow from this source appears under the ‘Cash flows from investing 
activities’ heading.

4 The interest payable expense must be taken out, by adding it back to the profit figure. We 
subsequently deduct the cash paid for interest payable during the year. In this case the two 
figures are identical.

5 Taxation is paid by companies 50 per cent during their reporting year and 50 per cent in the 
following year. as a result the 2015 payment would have been half the tax on the 2014 profit 
(that is, the figure that appeared in the current liabilities at the end of 2014), plus half of the 2015 
taxation charge (that is, 39(16 + (1�2 * 46))). probably the easiest way to deduce the amount 
paid during the year to 31 december 2015 is by following this approach:

£m
Taxation owed at start of the year (from the statement of financial position as at  

31 december 2014)
16

Taxation charge for the year (from the income statement) 46
62

Taxation owed at the end of the year (from the statement of financial position as at  
31 december 2015)

(23)

Taxation paid during the year 39

This follows the logic that if we start with what the business owed at the beginning of the year, add 
what was owed as a result of the current year’s taxation charge and then deduct what was owed 
at the end, the resulting figure must be what was paid during the year.

6 The share issue raised £90 million, of which £50 million went into the share capital total on the 
statement of financial position and £40 million into share premium. This can be deduced by 
comparing the two statements of financial position.

7 There were no ‘cash equivalents’, just cash (though negative).

example 6.3 continued
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  reconciliation of liabilities from financing activities 

 A recent amendment to IAS 7 requires businesses to reconcile amounts relating to ‘cash 
fl ows from fi nancing activities’, but excluding equity, which appear in the statements of 
fi nancial position, at the beginning and end of a reporting period. The reconciliation 
should reveal how liabilities, such as long-term borrowings and lease liabilities, changed 
over the reporting period. A separate reconciliation is required for each type of liability. 

 This note to the statement of cash fl ows should help users gain a better understanding 
of the liabilities of a business and the movements that take place.  Example   6.4    illustrates 
how a reconciliation may be presented.    

  reconciliation of liabilities from financing activities 

 Based on the information set out in the fi nancial statements of Torbryan plc for the 
fi nancial years ended 31 December 2014 and 2015 (see  Example   6.3   ), the following 
reconciliation of liabilities from fi nancing activities for the beginning and end of 
the year to 31 December 2015 can be provided: 

    reconciliation of liabilities from financing activities for the year 
to 31 December 2015 

      £m    
 loan notes outstanding at 1 January 2015  400 
 Cash paid to redeem loan notes  ( 150 ) 
 loan notes outstanding at 31 december 2015   250  

 example 6.4 

   IAS 7 requires a reconciliation of movements in liabilities, for the reporting period, but 
not one requiring a reconciliation of movements in equity. Can you suggest why this 
may be?  

  a statement (statement of changes in equity) is already required under Ias 1,  Presentation of 
financial statements  (as we saw in  Chapter   5   ).   

 activity 6.9 

  What does the statement of cash flows tell us? 

 The statement of cash fl ows tells us how the business has generated cash during the 
period and where that cash has gone. This is potentially very useful information. Track-
ing the sources and uses of cash over several years could show fi nancing trends that a 
reader of the statements could use to help to make judgements about the likely future 
behaviour of the business. 

What does the statement of cash flows tell us? 
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Looking specifically at the statement of cash flows for Torbryan plc in Example 6.3, we 
can see the following:

●	 Net cash flow from operations seems strong, much larger than the profit for the year, 
after taking account of the dividend paid. This might be expected as depreciation is 
deducted in arriving at profit. Working capital has absorbed some cash, which may 
indicate an expansion of activity (sales revenue) over the year. As we have only one 
year’s income statement, however, we cannot tell whether this has occurred.

●	 There were net outflows of cash for investing activities, but this would not be unusual. 
Many types of non-current assets have limited lives and need to be replaced. Expend-
iture during the year was not out of line with the depreciation expense for the year, 
which is to be expected for a business with a regular replacement programme for its 
non-current assets.

●	 There was a major outflow of cash to redeem borrowings, which was partly offset by 
the proceeds of a share issue. This may well represent a change of financing strategy. 
These financing changes, together with the retained earnings for the year, have led to 
a significant shift in the equity/borrowings balance.

real World 6.5 identifies the important changes in the cash flows of Ryanair plc dur-
ing the year ended 31 March 2014.

flying high
ryanair’s summarised cash flow statement for the year ended 31 March 2014

;m
net cash provided by operating activities 1,044.6
net cash from (used in) investing activities 300.7
net cash used in financing activities (856.1)
net increase in cash and cash equivalents 489.2

We can see that the business generated a healthy cash flow during the year. There was a 
net increase in cash and cash equivalents of €489.2 million. This meant the business 
increased its cash and cash equivalents from €1,240.9 million at 31 March 2013 to 
€1,730.1 million at 31 March 2014. These are large balances and represent 14 per cent 
and 20 per cent respectively of total assets held.

The net cash inflows from operating activities during the year to 31 March 2014 were 
€1,044.6 million. These were slightly higher than the previous year of €1,023.5 million. The 
increase was due to a number of factors including an increase in accrued expenses, par-
ticularly amounts received from customers in advance of flights.

The net cash flow from investing activities during the year totalled €300.7 million. The 
positive inflow was largely due to the decreased investment of financial assets in the form 
of cash with a maturity of more than three months, totalling €795.1 million. This was partly 
offset, however, by an outlay for property, plant and equipment of €505.8 million: the most 
significant element being pre-delivery payments for new Boeing 737-800 aircraft and 
spare engines.

net cash used in financing activities were €856.1 million. This largely reflected an outlay 
of €481.7 million to buy back 69.5 million ordinary shares and the repayment of long-term 
borrowings of €390.8 million.

Source: Information taken from ryanair plc annual report 2014, pages 100, 101 and 151.

real World 6.5
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real World 6.6 is an article that discusses the usefulness of the statement of cash flows.

using the statement of cash flows
The City cheered results from oil majors Bp and royal dutch shell this week, despite a 
slump in profitability. It’s all down to cash – or, rather, better cash management. This is 
the ultimate test of a company’s ability to create real value out of its assets.

for investors, cash really is king. Keeping an eye on what a business is doing with its money 
can give you a good handle on its prospects. so, it is vital investors are comfortable looking at 
how a company uses its cash – and use this information to inform their investment decisions.

Many ignore cash flow and focus on profits and revenues alone. This is a mistake. The 
cash flow statement is just as important as the balance sheet or income statement in a 
company’s accounts.

With the majority of investors owning shares in oil companies for their income, good 
cash management is vital to keep the dividend pipe flowing. free cash flow is very import-
ant as it is from this pot that dividends are paid.

a quick and easy way of working out an approximate free cash flow figure is to take the 
operating cash flow number from the cash flow statement and subtract capital expend-
itures. You will then have a figure which is roughly the cash generated by the company 
after it has invested in maintaining and growing its business.

following a profit warning in January, shell’s new chief executive Ben van Beurden 
unveiled a strategy that aimed to boost its cash by managing its business better, by mak-
ing investments and disposing of non-core assets.

The group’s cash flow hit $14 billion (£8.3bn) in the first quarter, up 21 per cent from a 
year ago and more than double the $6 billion seen in the fourth quarter of 2013. This was 
ahead of market expectations. Bp also said it was on track to meet its target of $30 
 billion–$31 billion in operating cash flow for the year, compared with $22 billion in 2013. 
Both these statements cheered City analysts.

Investors had been critical of the returns both companies have generated from their 
invested capital over the last few years. a similar situation has been seen in mining – a sec-
tor arguably ahead of the game when compared with oil majors. Bhp reported a £7.8 billion 
increase in free cash flow at the interim stage, by employing a similar strategy to Bp and 
shell. But the oil groups’ cash strategy could end up having more of an impact, because 
oil prices have held up significantly better than the price of metals in the last few years.

looking at cash flows can also identify companies where the dividend outlook is negative. 
for example, rail and bus operator firstgroup is expected to have negative free cash flow for 
a number of years. Morgan stanley is forecasting a negative free cash flow of £82.3 million 
this year, rising to £90.5 million in 2015. The company cancelled its dividend last year, as it 
needs to use its cash to service its debt pile. It did not make an interim payment but hinted 
that it may make a payment alongside its final results, due to be issued on May 21.

firstgroup’s board “expects to propose a final dividend of up to £50 million for the year 
to 31 March 2014, as a transition to a progressive dividend policy thereafter”, it said in 
november. however, some in the City think that, given the state of its free cash flow, it 
should reconsider making any payment until it becomes cash generative.

“a significant part of firstgroup’s cash flow pressure comes from servicing debt,” bro-
ker Jefferies said last month. “for us, dividends look inappropriate for now.”

of course, it is too simplistic to say that a fall in free cash flow is always a bad thing. a 
company may be making large investments that will provide a significant return in the 
future. a good recent example of this is deutsche Telekom, which slashed its guidance for 
2015 free cash flow in March. Management lowered its target of €6 billion (£4.9bn) of free 
cash flow next year to €4.2 billion, down from €4.6 billion in 2013.

real World 6.6
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 “We could achieve our original ambition level for 2015 if we were to slam the door in 
the face of the customer rush in the us. That’s not what we want,” said Thomas dannen-
feldt, deutsche Telekom’s chief financial officer. “The market is offering us the opportunity 
to achieve a different ambition: value-driven customer growth in the us that translates into 
an increase in the value of the company.” 

 and if a company is stopping investment in its business merely to make cash flows look 
better this could store up problems further down the line. There is always a judgment call 
for an investor to make when looking at cash movements and the market has judged that 
Bp and shell are now spending their money much more wisely. 

 Both Bp and shell – the most significant dividend payers in the fTse 100 – appear to 
be taking steps in the right direction to return to sustainable dividend growth. But one 
swallow does not a summer make. This needs to be sustained – for the sake of income 
seekers across the uK and beyond. 

  Source:  White, g. (2014), Cash flow is king when judging a company’s prospects,  Sunday Telegraph,  Business, 4 May. 

real World 6.6 continued

  problems with IaS 7 

 IAS 7  Statement of Cash Flows  does not enjoy universal acclaim. Its critics argue that the 
standard is too permissive in the description and classifi cation of important items. 

 Some believe that the standard would inspire greater confi dence among users if it 
insisted that only the direct method be used to calculate cash fl ows from operating activ-
ities. Supporters of the direct method argue that, being cash-based, it provides greater clar-
ity by setting out operating cash receipts and payments. No accrual-based adjustments are 
made, which means that it is less susceptible to manipulation than the indirect approach, 
which has been described as ‘a gift to dodgy companies’ (see reference 1 at the end of the 
chapter). In its defence, however, it should be said that the indirect approach may help to 
shed light on the quality of reported profi ts by reconciling profi t with the net cash from 
operating activities for a period. A business must demonstrate an ability to convert profi ts 
into cash and so revealing the link between profi ts and cash is important.         

problems with IaS 7 

 Touchstone plc’s income statements for the years ended 31 december 2014 and 2015 
and statements of financial position as at 31 december 2014 and 2015 are as follows: 

    Income statements for the years ended 2014 and 2015 

    2014    2015  
      £m        £m    

 revenue  173  207 
 Cost of sales   (96 )  ( 101 ) 
  Gross profit   77  106 
 distribution expenses  (18)  (20) 
 administrative expenses  (24)  (26) 
 other operating income   3    4  
  Operating profit   38  64 
 Interest payable   (2)    (4)  
  profit before taxation   36  60 
 Taxation   (8 )   (16 ) 

 Self-assessment question 6.1 
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2014 2015
£m £m

profit for the year 28 44

Statements of financial position as at 31 December 2014 and 2015

2014 2015
£m £m

aSSetS
Non-current assets
property, plant and equipment
 land and buildings 94 110
 plant and machinery  53  62

147 172
Current assets
Inventories 25 24
Treasury bills (short-term investments) – 15
Trade receivables 16 26
Cash at bank and in hand  4  4

 45  69
total assets 192 241
eQUItY aND LIaBILItIeS
equity
 Called-up ordinary share capital 100 100
 retained earnings  30  56

130 156
Non-current liabilities
 Borrowings – loan notes (10%)  20  40
Current liabilities
 Trade payables 38 37
Taxation  4  8

 42  45
total equity and liabilities 192 241

Included in ‘cost of sales’, ‘distribution expenses’ and ‘administrative expenses’, depre-
ciation was as follows:

2014 2015
£m £m

land and buildings 5 6
plant and machinery 6 10

There were no non-current asset disposals in either year.
The interest payable expense equalled the cash payment made during each of the years.
The business paid dividends on ordinary shares of £14 million during 2014 and £18 million 
during 2015.
The Treasury bills represent a short-term investment of funds that will be used shortly in 
operations. There is insignificant risk that this investment will lose value.

Required:
prepare a statement of cash flows for the business for 2015.

the solution to this question can be found in appendix C.
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Summary

The main points of this chapter may be summarised as follows:

The need for a statement of cash flows

●	 Cash is important because no business can operate without it.

●	 The statement of cash flows is specifically designed to reveal movements in cash over 
a period.

●	 Cash movements cannot be readily detected from the income statement, which 
focuses on revenue and expenses rather than on cash inflows and outflows.

●	 Profit (or loss) and cash generated for the period are rarely equal.

●	 The statement of cash flows is a major financial statement, along with the income 
statement and the statement of financial position.

Preparing the statement of cash flows

●	 The statement of cash flows has three major categories of cash flows: cash flows from 
operating activities, cash flows from investing activities and cash flows from financing 
activities.

●	 The total of the cash movements under these three categories will provide the net 
increase or decrease in cash and cash equivalents for the period.

●	 A reconciliation can be undertaken to check that the opening balance of cash and cash 
equivalents plus the net increase (or decrease) for the period equals the closing balance.

Calculating the cash generated from operations

●	 The net cash flows from operating activities can be derived by either the direct method 
or the indirect method.

●	 The direct method is based on an analysis of the cash records for the period, whereas 
the indirect method uses information contained within the income statement and 
statements of financial position.

●	 The indirect method takes the operating profit for the period, adds back any deprecia-
tion charge and then adjusts for changes in inventories, receivables and payables dur-
ing the period.

Interpreting the statement of cash flows

●	 The statement of cash flows shows the main sources and uses of cash.

●	 Tracking the cash movements over several periods may reveal financing and investing 
patterns and may help predict future management action.

Reconciliation of liabilities from financing activities

●	 IAS 7 requires businesses to reconcile amounts relating to ‘cash flows from financing 
activities’, but excluding equity, appearing in the statements of financial position at 
the start and end of the reporting period.

●	 The reconciliation explains how long-term borrowings, lease liabilities and so on have 
changed over the reporting period. Each type of liability must be separately reconciled.

Problems with IAS 7

●	 IAS 7 has been criticised for being too permissive over the description and classifica-
tion of important items and for allowing businesses to adopt the indirect method for 
determining net cash from operating activities.
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Solutions to these questions can be found in appendix D.

6.1 The typical business outside the service sector has about 50 per cent more of its resources tied 
up in inventories than in cash, yet there is no call for a ‘statement of inventories flows’ to be 
prepared. Why is cash regarded as more important than inventories?

6.2 What is the difference between the direct and indirect methods of deducing cash generated 
from operations?

6.3 Taking each of the categories of the statement of cash flows in turn, in which direction would 
you normally expect the cash flow to be? explain your answer.

(a) Cash flows from operating activities
(b) Cash flows from investing activities
(c) Cash flows from financing activities.

6.4 What causes the profit for the reporting period not to equal the net cash inflow?

review questions

exercises 6.1 and 6.2 are basic level, 6.3 to 6.5 are intermediate level and 6.6 and 6.7 
are advanced level. Solutions to exercises with coloured numbers can be found in 
appendix e.

6.1 how will each of the following events ultimately affect the amount of cash?

(a) an increase in the level of inventories
(b) a rights issue of ordinary shares
(c) a bonus issue of ordinary shares
(d) Writing off part of the value of some inventories
(e) The disposal of a large number of the business’s shares by a major shareholder
(f) depreciating a non-current asset.

6.2 The following information has been taken from the financial statements of Juno plc for last year 
and the year before last:

Year before last Last year
£m £m

operating profit 156 187
depreciation charged in arriving at operating profit 47 55
Inventories held at end of year 27 31
Trade receivables at end of year 24 23
Trade payables at end of year 15 17

Required:
What is the figure for cash generated from the operations for Juno plc for last year?

exercises
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6.3 Torrent plc’s income statement for the year ended 31 december 2014 and the statements of 
financial position as at 31 december 2013 and 2014 are as follows:

Income statement for the year ended 31 December 2014

£m
revenue 623
Cost of sales (353)
Gross profit 270
distribution expenses (71)
administrative expenses (30)
rental income  27
Operating profit 196
Interest payable  (26)
profit before taxation 170
Taxation  (36)
profit for the year 134

Statements of financial position as at 31 December 2013 and 2014

2013 2014
£m £m

aSSetS
Non-current assets
property, plant and equipment
land and buildings 310 310
plant and machinery 325 314

635 624
Current assets
Inventories 41 35
Trade receivables 139 145

180 180
total assets 815 804
eQUItY aND LIaBILItIeS
equity
Called-up ordinary share capital 200 300
share premium account 40 –
revaluation reserve 69 9
retained earnings 123 197

432 506
Non-current liabilities
Borrowings – loan notes 250 150
Current liabilities
Borrowings (all bank overdraft) 56 89
Trade payables 54 41
Taxation 23 18

133 148
total equity and liabilities 815 804

during 2014, the business spent £67 million on additional plant and machinery. There were 
no other non-current asset acquisitions or disposals.

There was no share issue for cash during the year. The interest payable expense was equal 
in amount to the cash outflow. a dividend of £60 million was paid.

Required:
prepare the statement of cash flows for Torrent plc for the year ended 31 december 2014.
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6.4 Chen plc’s income statements for the years ended 31 december 2014 and 2015 and the state-
ments of financial position as at 31 december 2014 and 2015 are as follows:

Income statements for the years ended 31 December 2014 and 2015

2014 2015
£m £m

revenue 207 153
Cost of sales (101) (76)
Gross profit 106 77
distribution expenses (22) (20)
administrative expenses  (20) (28)
Operating profit 64 29
Interest payable  (4) (4)
profit before taxation 60 25
Taxation  (16) (6)
profit for the year  44 19

Statements of financial position as at 31 December 2014 and 2015

2014 2015
£m £m

aSSetS
Non-current assets
Property, plant and equipment
land and buildings 110 130
plant and machinery  62 56

172 186
Current assets
Inventories 24 25
Trade receivables 26 25
Cash at bank and in hand  19  –

 69 50
total assets 241 236
eQUItY aND LIaBILItIeS
equity
Called-up ordinary share capital 100 100
retained earnings  56  57

156 157
Non-current liabilities
Borrowings – loan notes (10%)  40  40
Current liabilities
Borrowings (all bank overdraft) – 2
Trade payables 37 34
Taxation  8 3

 45 39
total equity and liabilities 241 236

Included in ‘cost of sales’, ‘distribution expenses’ and ‘administrative expenses’, depreciation 
was as follows:

2014 2015
£m £m

land and buildings 6 10
plant and machinery 10 12
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There were no non-current asset disposals in either year. The amount of cash paid for interest 
equalled the expense in each year. dividends were paid totalling £18 million in each year.

Required:
prepare a statement of cash flows for the business for 2015.

6.5 The following are the financial statements for nailsea plc for the years ended 30 June 2014 
and 2015:

Income statement for years ended 30 June

2014 2015
£m £m

revenue 1,230 2,280
operating expenses (722) (1,618)
depreciation (270) (320)
Operating profit 238 342
Interest payable  – (27)
profit before taxation 238 315
Taxation (110) (140)
profit for the year 128 175

Statements of financial position as at 30 June

2014 2015
£m £m

aSSetS
Non-current assets
Property, plant and equipment (at carrying amount)
land and buildings 1,500 1,900
plant and machinery 810 740

2,310 2,640
Current assets
Inventories 275 450
Trade receivables 100 250
Bank – 118

375 818
total assets 2,685 3,458
eQUItY aND LIaBILItIeS
equity
share capital (fully paid £1 shares) 1,400 1,600
share premium account 200 300
retained earnings  828 958

2,428 2,858
Non-current liabilities
Borrowings - 9% loan notes (repayable 2019) – 300
Current liabilities
Borrowings (all bank overdraft) 32 –
Trade payables 170 230
Taxation 55 70

257 300
total equity and liabilities 2,685 3,458
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There were no disposals of non-current assets in either year. dividends were paid in 2014 and 
2015 of £40 million and £45 million respectively.

Required:
prepare a statement of cash flows for nailsea plc for the year ended 30 June 2015.

6.6 The following financial statements for Blackstone plc are a slightly simplified set of published 
accounts. Blackstone plc is an engineering business that developed a new range of products in 
2011. These products now account for 60 per cent of its sales revenue.

Income statement for the years ended 31 March

2014 2015
Notes £m £m

revenue 7,003 11,205
Cost of sales (3,748) (5,809)
Gross profit 3,255 5,396
operating expenses (2,205) (3,087)
Operating profit 1,050 2,309
Interest payable 1  (216)  (456)
profit before taxation 834 1,853
Taxation  (210)  (390)
profit for the year  624 1,463

Statements of financial position as at 31 March

2014 2015
Notes £m £m

aSSetS
Non-current assets
property, plant and equipment 2 4,300 7,535
Intangible assets 3  –  700

4,300 8,235
Current assets
Inventories 1,209 2,410
Trade receivables 641 1,173
Cash at bank  123  –

1,973 3,583
total assets 6,273 11,818
eQUItY aND LIaBILItIeS
equity
share capital 1,800 1,800
share premium 600 600
Capital reserves 352 352
retained earnings  685 1,748

3,437 4,500
Non-current liabilities
Borrowings – bank loan (repayable 2018) 1,800 3,800
Current liabilities
Trade payables 931 1,507
Taxation 105 195
Borrowings (all bank overdraft)  –  1,816

1,036 3,518
total equity and liabilities 6,273 11,818
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notes:

1 The expense and the cash outflow for interest payable are equal for each year.
2 The movements in property, plant and equipment during the year are:

Land and 
buildings

Plant and 
machinery

Fixtures  
and fittings

Total

£m £m £m £m
Cost
at 1 april 2014 4,500 3,850 2,120 10,470
additions – 2,970 1,608 4,578
disposals – (365) (216) (581)
at 31 March 2015 4,500 6,455 3,512 14,467
Depreciation
at 1 april 2014 1,275 3,080 1,815 6,170
Charge for year 225 745 281 1,251
disposals – (305) (184) (489)
at 31 March 2015 1,500 3,520 1,912 6,932
Carrying amount
at 31 March 2015 3,000 2,935 1,600 7,535

3 Intangible assets represent the amounts paid for the goodwill of another engineering 
 business acquired during the year.

4 proceeds from the sale of non-current assets in the year ended 31 March 2015 amounted to 
£54 million.

5 £300 million was paid in dividends on ordinary shares in 2014, and £400 million in 2015.

Required:
prepare a statement of cash flows for Blackstone plc for the year ended 31 March 2015. (Hint: 
a loss (deficit) on disposal of non-current assets is simply an additional amount of depreciation 
and should be dealt with as such in preparing the statement of cash flows.)

6.7 simplified financial statements for York plc are:

Income statement for the year ended 30 September 2015

£m
revenue 290.0
Cost of sales (215.0)
Gross profit 75.0
operating expenses (note 1) (62.0)
operating profit 13.0
Interest payable (note 2) (3.0)
profit before taxation 10.0
Taxation (2.6)
profit for the year 7.4
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Statement of financial position as at 30 September

2014 2015
£m £m

aSSetS
Non-current assets (note 4) 80.0 85.0
Current assets
Inventories and trade receivables 119.8 122.1
Cash at bank  9.2  16.6

129.0 138.7
total assets 209.0 223.7
eQUItY aND LIaBILItIeS
equity
share capital 35.0 40.0
share premium account 30.0 30.0
reserves 31.0 34.9

 96.0  104.9
Non-current liabilities
Borrowings  32.0  35.0
Current liabilities
Trade payables 80.0 82.5
Taxation  1.0  1.3

 81.0  83.8
total equity and liabilities 209.0 223.7

notes:
1 operating expenses include depreciation of £13 million and a surplus of £3.2 million on the 

sale of non-current assets.
2 The expense and the cash outflow for interest payable are equal.
3 a dividend of £3.5 million was paid during 2015.
4 non-current asset costs and depreciation:

Cost Accumulated depreciation Carrying amount
£m £m £m

at 1 october 2014 120.0 40.0 80.0
disposals (10.0) (8.0) (2.0)
additions 20.0 – 20.0
depreciation  – 13.0 (13.0)
at 30 september 2015 130.0 45.0 85.0

Required:
prepare a statement of cash flows for York plc for the year ended 30 september 2015.
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In this chapter we consider the analysis and interpretation of the financial statements 
 discussed in Chapters 2, 3 and 6. We shall see how the use of financial (or accounting) 

ratios can help to assess the financial performance and position of a business. We shall also 
take a look at the problems encountered when applying financial ratios.

Financial ratios can be used to examine various aspects of financial health and are 
widely employed by external users, such as shareholders and lenders, and by managers. 
They can be very helpful to managers in a wide variety of decision areas, such as profit 
planning, pricing, working capital management and financial structure.

Introduction

Analysing and interpreting 
financial statements

ChApter 7

Learning outcomes

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

●	 identify the major categories of ratios that can be used for analysing financial 
statements;

●	 calculate key ratios for assessing the financial performance and position 
of a business and explain their significance;

●	 discuss the use of ratios in helping to predict financial failure;

●	 discuss the limitations of ratios as a tool of financial analysis.
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     Financial ratios 

 Financial ratios provide a quick and relatively simple means of assessing the fi nancial 
health of a business. A ratio simply relates one fi gure appearing in the fi nancial state-
ments to another fi gure appearing there (for example operating profi t in relation to sales 
revenue) or, perhaps, to some resource of the business (for example, operating profi t per 
employee). 

 Ratios can be very helpful when comparing the fi nancial health of diff erent busi-
nesses. Diff erences may exist between businesses in the scale of operations. As a result, a 
direct comparison of, say, the operating profi t generated by each business may be mis-
leading. By expressing operating profi t in relation to some other measure (for example, 
capital employed), the problem of scale is eliminated. This means that a business with an 
operating profi t of    £10,000    and capital employed of    £100,000    can be compared with a 
much larger business with an operating profi t of    £80,000    and capital employed of 
   £1,000,000    by the use of a simple ratio. The operating profi t to capital employed ratio for 
the smaller business is 10 per cent (that is,    (10,000/100,000) * 100%   ) and the same ratio 
for the larger business is 8 per cent (that is,    (80,000/1,000,000) * 100%   ). These ratios 
can be directly compared, whereas a comparison of the absolute operating profi t fi gures 
might be much less meaningful. The need to eliminate diff erences in scale through the 
use of ratios can also apply when comparing the performance of the same business from 
one time period to another. 

 By calculating a small number of ratios it is often possible to build up a revealing pic-
ture of the position and performance of a business. It is not surprising, therefore, that 
ratios are widely used by those who have an interest in businesses and business perform-
ance. Ratios are not diffi  cult to calculate but they can be diffi  cult to interpret. 

 Ratios help us to identify which questions to ask, rather than provide the answers. 
They help to highlight the fi nancial strengths and weaknesses of a business, but cannot 
explain why those strengths or weaknesses exist or why certain changes have occurred. 
They provide a starting point for further analysis. Only a detailed investigation will 
reveal the underlying reasons. 

 Ratios can be expressed in various forms, for example as a percentage or as a propor-
tion. The way that a particular ratio is presented will depend on the needs of those who 
will use the information. Although it is possible to calculate a large number of ratios, 
only a few, based on key relationships, tend to be helpful to a particular user. Many ratios 
that could be calculated from the fi nancial statements (for example, rent payable in rela-
tion to current assets) may not be considered because there is not usually any clear or 
meaningful relationship between the two items. 

 There is no generally accepted list of ratios that can be applied to the fi nancial state-
ments, nor is there a standard method of calculating many ratios. Variations in both the 
choice of ratios and their calculation will be found in practice. It is important, therefore, 
to be consistent in the way in which ratios are calculated for comparison purposes. The 
ratios that we shall discuss are very popular – presumably because they are seen as useful 
for decision-making purposes.  

  Financial ratio classifications 

 Ratios can be grouped into categories, with each category relating to a particular aspect 
of fi nancial performance or position. The following broad categories provide a useful 

     Financial ratios 

  Financial ratio classifications 
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basis for explaining the nature of the financial ratios to be dealt with. There are five of 
them:

●	 Profitability. Businesses generally exist with the primary purpose of creating wealth for 
their owners. Profitability ratios provide some indication of the degree of success in 
achieving this purpose. They normally express the profit made in relation to other key 
figures in the financial statements or to some business resource.

●	 Efficiency. Ratios may be used to measure the efficiency with which particular 
resources, such as inventories or employees, have been used within the business. 
These ratios are also referred to as activity ratios.

●	 Liquidity. It is vital to the survival of a business that there are sufficient liquid resources 
available to meet maturing obligations (that is, amounts owing that must be paid in 
the near future). Liquidity ratios examine the relationship between liquid resources, 
or cash generated, and amounts due for payment in the near future.

●	 Financial gearing. This is the relationship between the contribution to financing a busi-
ness made by the owners and the contribution made by others, in the form of loans. 
This relationship is important because the level of gearing has an important effect on 
the level of risk associated with a business. Gearing ratios help to reveal the extent to 
which loan finance is utilised and the consequent effect on the level of risk borne by 
a business.

●	 Investment. Certain ratios are concerned with assessing the returns and performance 
of shares in a particular business from the perspective of shareholders who are not 
involved with the management of the business.

These five key aspects of financial health that ratios seek to examine are summarised in 
Figure 7.1.

ratios can be used to examine each of the areas that we have discussed.

the key aspects of financial healthFigure 7.1

The analyst must be clear who the target users are and why they need the information. 
Different users of financial information are likely to have different information needs. 
This will, in turn, determine the ratios that they find useful. Shareholders, for example, 
are likely to be interested in their returns in relation to the level of risk associated with 
their investment. Profitability, investment and gearing ratios should, therefore, be of 
particular interest. Long-term lenders are likely to be concerned with the long-term via-
bility of the business and, to assess this, profitability and gearing ratios should be of 
interest. Short-term lenders, such as suppliers of goods and services on credit, are likely 
to be interested in the ability of the business to repay the amounts owing in the short 
term. Liquidity ratios should, therefore, be of particular interest.
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  the need for comparison 

 Merely calculating a ratio will not tell us very much about the position or performance 
of a business. For example, if a ratio revealed that a retail business was generating    £100    
in sales revenue per square metre of fl oor space, it would not be possible to deduce from 
this information alone whether this particular level of performance was good, bad or 
indiff erent. It is only when we compare this ratio with some ‘benchmark’ that the infor-
mation can be interpreted and evaluated.  

  the need for comparison 

   Can you think of any bases that could be used to compare a ratio that you have calcu-
lated from the financial statements of your business for a particular period? ( Hint:  There 
are three main possibilities.)  

  you may have thought of the following bases: 

   ●	   past periods for the same business;  
  ●	   similar businesses for the same or past periods; and/or  
  ●	   planned performance for the business.     

 Activity 7.1 

 We shall now take a closer look at these three in turn. 

  past periods 

 By comparing the ratio that we have calculated with the same ratio, but for a previous 
period, it is possible to detect whether there has been an improvement or deterioration 
in performance. Indeed, it is often useful to track particular ratios over time (say, fi ve or 
ten years) to see whether it is possible to detect trends. The comparison of ratios from 
diff erent periods brings certain problems, however. In particular, there is always the pos-
sibility that trading conditions were quite diff erent in the periods being compared. 
There is the further problem that, when comparing the performance of a single business 
over time, operating ineffi  ciencies may not be clearly exposed. For example, the fact that 
sales revenue per employee has risen by 10 per cent over the previous period may at fi rst 
sight appear to be satisfactory. This may not be the case, however, if similar businesses 
have shown an improvement of 50 per cent for the same period or had much better sales 
revenue per employee ratios to start with. Finally, there is the problem that infl ation 
may have distorted the fi gures on which the ratios are based. Infl ation can lead to an 
overstatement of profi t and an understatement of asset values, as will be discussed later 
in the chapter.  
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  Similar businesses 

 In a competitive environment, a business must consider its performance in relation to 
that of other businesses operating in the same industry. Survival may depend on its 
ability to achieve comparable levels of performance. A useful basis for comparing a 
particular ratio, therefore, is the ratio achieved by similar businesses during the same 
period. This basis is not, however, without its problems. Competitors may have diff er-
ent year ends and so trading conditions may not be identical. They may also have dif-
ferent accounting policies, which can have a signifi cant eff ect on reported profi ts and 
asset values (for example, diff erent methods of calculating depreciation or valuing 
inventories). Finally, it may be diffi  cult to obtain the fi nancial statements of competitor 
businesses. Sole proprietorships and partnerships, for example, are not obliged to make 
their fi nancial statements available to the public. In the case of limited companies, 
there is a legal obligation to do so. However, a diversifi ed business may not provide a 
breakdown of activities that is suffi  ciently detailed to enable comparisons with other 
businesses.  

  planned performance 

 Ratios may be compared with targets that management developed before the start of the 
period under review. The comparison of actual performance with planned performance 
can be a useful way of assessing the level of achievement attained. Indeed, planned per-
formance often provides the most valuable benchmark against which managers may 
assess their own business. However, planned performance must be based on realistic 
assumptions if it is to be worthwhile for comparison purposes. 

 Planned, or target, ratios may be prepared for each aspect of the business’s activities. 
When developing these ratios, account will normally be taken of past performance and 
the performance of other businesses. This does not mean, however, that the business 
should seek to achieve either of these levels of performance. Neither may provide an 
appropriate target. 

 We should bear in mind that those outside the business do not normally have access 
to the business’s plans. For such people, past performance and the performances of 
other, similar, businesses may provide the only practical benchmarks.   

  Calculating the ratios 

 Probably the best way to explain fi nancial ratios is through an example.  Example    7.1    
provides a set of fi nancial statements from which we can calculate important ratios.   

  Calculating the ratios 
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The following financial statements relate to Alexis plc, which operates a wholesale 
carpet business:

Statements of financial position (balance sheets) as at 31 March

2014 2015
ASSetS £m £m
Non-current assets
property, plant and equipment (at cost less depreciation)
  land and buildings 381 427
  Fixtures and fittings 129 160

510 587
Current assets
Inventories 300 406
Trade receivables 240 273
Cash at bank  4  –

544 679
total assets 1,054 1,266
eQUItY AND LIABILItIeS
equity
£0.50 ordinary shares (note 1) 300 300
retained earnings 263 234

563 534
Non-current liabilities
Borrowings – 9% loan notes (secured) 200 300
Current liabilities
Trade payables 261 354
Taxation 30 2
short-term borrowings (all bank overdraft)  –  76

291 432
total equity and liabilities 1,054 1,266

Income statements for the year ended 31 March

2014 2015
£m £m

revenue (note 2) 2,240 2,681
Cost of sales (note 3) (1,745) (2,272)
Gross profit 495 409
operating expenses (252) (362)
Operating profit 243 47
Interest payable  (18)  (32)
profit before taxation 225 15
Taxation  (60)  (4)
profit for the year 165  11

example 7.1
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Statement of cash flows for the year ended 31 March

2014 2015
£m £m

Cash flows from operating activities
profit, after interest, before taxation 225 15
 adjustments for:
 depreciation 26 33
 Interest expense 18 32

269 80
 Increase in inventories (59) (106)
 Increase in trade receivables (17) (33)
 Increase in trade payables 58 93
Cash generated from operations 251 34
Interest paid (18) (32)
Taxation paid (63) (32)
dividend paid (40) (40)
Net cash from/(used in) operating activities 130 (70)
Cash flows from investing activities
payments to acquire property, plant and equipment (77) (110)
Net cash used in investing activities (77) (110)
Cash flows from financing activities
Issue of loan notes  – 100
Net cash from financing activities  – 100
Net increase in cash and cash equivalents 53 (80)
Cash and cash equivalents at start of year
Cash/(overdraft) (49) 4
Cash and cash equivalents at end of year
Cash/(overdraft) 4 (76)

notes:
1  The market value of the shares of the business at the end of the reporting period was £2.50 for 

2014 and £1.50 for 2015.
2 all sales and purchases are made on credit.
3 The cost of sales figure can be analysed as follows:

2014 2015
£m £m

opening inventories 241 300
purchases (note 2) 1,804 2,378

2,045 2,678
Closing inventories (300) (406)
Cost of sales 1,745 2,272

4 at 31 march 2013, the trade receivables stood at £223 million and the trade payables at 
£183 million.

5 a dividend of £40 million had been paid to the shareholders in respect of each of the years.
6 The business employed 13,995 staff at 31 march 2014 and 18,623 at 31 march 2015.
7 The business expanded its capacity during 2015 by setting up a new warehouse and distribution 

centre.
8 at 1 april 2013, the total of equity stood at £438 million and the total of equity and  non-current 

liabilities stood at £638 million.
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  A brief overview 

 Before we start our detailed look at the ratios for Alexis plc (see  Example   7.1   ), it is helpful 
to take a quick look at what information is obvious from the fi nancial statements. This 
will usually pick up some issues that ratios may not be able to identify. It may also high-
light some points that could help us in our interpretation of the ratios. Starting at the top 
of the statement of fi nancial position, the following points can be noted: 

   ●	    Expansion of non-current assets.  These have increased by about 15 per cent (from 
   £510 million    to    £587 million   ). Note 7 mentions a new warehouse and distribution 
centre, which may account for much of the additional investment in non-current 
assets. We are not told when this new facility was established, but it is quite possible that 
it was well into the year. This could mean that not much benefi t was refl ected in terms 
of additional sales revenue or cost saving during 2015. Sales revenue, in fact, expanded 
by about 20 per cent (from    £2,240 million    to    £2,681 million   ); this is greater than the 
expansion in non-current assets.  

  ●	    Major expansion in the elements of working capital.  Inventories increased by about 35 per 
cent, trade receivables by about 14 per cent and trade payables by about 36 per cent 
between 2014 and 2015. These are major increases, particularly in inventories and 
payables (which are linked because the inventories are all bought on credit – see 
Note 2).  

  ●	    Reduction in the cash balance.  The cash balance fell from    £4 million    (in funds) to a 
   £76 million    overdraft between 2014 and 2015. The bank may be putting the business 
under pressure to reverse this, which could create diffi  culties.  

  ●	    Apparent debt capacity.  Comparing the non-current assets with the long-term borrow-
ings implies that the business may well be able to off er security on further borrowing. 
This is because potential lenders usually look at the value of assets that can be off ered 
as security when assessing loan requests. Lenders seem particularly attracted to land 
and buildings as security. For example, at 31 March 2015, non-current assets had a 
carrying amount (the value at which they appeared in the statement of fi nancial posi-
tion) of    £587 million,    but long-term borrowing was only    £300 million    (though there 
was also an overdraft of    £76 million   ). Carrying amounts are not normally, of course, 
market values. On the other hand, land and buildings tend to have a market value 
higher than their value as shown on the statement of fi nancial position due to a 
 general tendency to infl ation in property values.  

  ●	    Lower operating profi t.  Though sales revenue expanded by 20 per cent between 2014 
and 2015, both cost of sales and operating expenses rose by a greater percentage, 
leaving both gross profi t and, particularly, operating profi t massively reduced. The 
level of staffi  ng, which increased by about 33 per cent (from 13,995 to 18,623 
employees – see Note 6), may have greatly aff ected the operating expenses. 
 (Without knowing when the additional employees were recruited during 2015, we 
cannot be sure of the eff ect on operating expenses.) Increasing staffi  ng by 33 per 
cent must put an enormous strain on management, at least in the short term. It is 
not surprising, therefore, that 2015 was not successful for the business – not, at 
least, in profi t terms.   

 Having had a quick look at what is fairly obvious, without calculating any fi nancial 
ratios, we shall now go on to calculate and interpret those relating to profi tability, 
 effi  ciency, liquidity, gearing and investment.  

  A brief overview   A brief overview   A
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  profitability 

 The following ratios may be used to evaluate the profi tability of the business: 

   ●	   return on ordinary shareholders’ funds  
  ●	   return on capital employed  
  ●	   operating profi t margin  
  ●	   gross profi t margin.   

 We shall now look at each of these in turn. 

  return on ordinary shareholders’ funds (rOSF) 

 The  return on ordinary shareholders’ funds ratio  compares the amount of profi t for the 
period available to owners with their average investment in the business during that 
same period. The ratio (which is normally expressed in percentage terms) is as follows: 

   ROSF =
Profit for the year (less any preference dividend)

Ordinary share capital + Reserves
: 100

    The profi t for the year (less any preference dividend) is used in calculating the ratio, 
because this fi gure represents the amount of profi t that is attributable to the owners. 

 In the case of Alexis plc, the ratio for the year ended 31 March 2014 is: 

   ROSF =
165

(438 + 563)/2
* 100 = 33.0%   

 Note that, when calculating the ROSF, the average of the fi gures for ordinary sharehold-
ers’ funds as at the beginning and at the end of the year has been used. This is because an 
average fi gure is normally more representative. The amount of shareholders’ funds was 
not constant throughout the year, yet we want to compare it with the profi t earned dur-
ing the whole period. We know, from Note 8, that the amount of shareholders’ funds at 
1 April 2013 was    £438 million.    By a year later, however, it had risen to    £563 million,    
according to the statement of fi nancial position as at 31 March 2014. 

 The easiest approach to calculating the average amount of shareholders’ funds is to 
take a simple average based on the opening and closing fi gures for the year. This is often 
the only information available, as is the case with  Example    7.1   . Averaging is normally 
appropriate for all ratios that combine a fi gure for a period (such as profi t for the year) 
with one taken at a point in time (such as shareholders’ funds). 

 Where not even the beginning-of-year fi gure is available, it will be necessary to rely on 
just the year-end fi gure. This is not ideal but, when this approach is consistently applied, 
it can still produce useful ratios.  

  profitability 

ROSF =
Profifif t fofof r the year (less any prefefef rence dividend)

Ordinary share capital + Reserves
: 100

   Calculate the ROSF for Alexis plc for the year to 31 March 2015.  

  The ratio for 2015 is: 

   
rosF =

11
(563 + 534)/2

* 100 = 2.0%
     

 Activity 7.2 
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 Broadly, businesses seek to generate as high a value as possible for this ratio. This is 
provided that it is not achieved at the expense of jeopardising future returns by, for 
example, taking on more risky activities. In view of this, the 2015 ratio is very poor by 
any standards; a bank deposit account will normally yield a better return. We need to 
fi nd out why things went so badly wrong in 2015. As we look at other ratios, we should 
fi nd some clues.  

  return on capital employed (rOCe) 

 The  return on capital employed ratio  is a fundamental measure of business perform-
ance. This ratio expresses the relationship between the operating profi t generated during 
a period and the average long-term capital invested in the business. 

 The ratio is expressed in percentage terms and is as follows: 

   ROCE =
Operating profit

Share capital + Reserves + Non@current liabilities
: 100

    Note, in this case, that the profi t fi gure used is the operating profi t (that is, the profi t 
 before  interest and taxation), because the ratio attempts to measure the returns to all sup-
pliers of long-term fi nance before any deductions for interest payable on borrowings, or 
payments of dividends to shareholders, are made. 

 For the year to 31 March 2014, the ratio for Alexis plc is: 

   ROCE =
243

(638 + 763)/2
* 100 = 34.7%   

 (The capital employed fi gure, which is the total equity plus non-current liabilities, at 
1 April 2013 is given in Note 8). 

 ROCE is considered by many to be a primary measure of profi tability. It compares 
inputs (capital invested) with outputs (operating profi t) so as to reveal the eff ectiveness 
with which funds have been deployed. Once again, an average fi gure for capital 
employed should be used where the information is available.  

ROCE =
Operating profifif t

Share capital + Reserves + Non@current liabilities
: 100

   Calculate the ROCE for Alexis plc for the year to 31 March 2015.  

  The ratio for 2015 is: 

   
roCe =

47
(763 + 834)/2

* 100 = 5.9%
     

 Activity 7.3 

 This ratio tells much the same story as ROSF; namely a poor performance, with the 
return on the assets being less than the rate that the business pays for most of its 
 borrowed funds (that is, 9 per cent for the loan notes). 

   Real World   7.1     shows how fi nancial ratios are used by businesses as a basis for setting 
profi tability targets.  

M07_MCLA8297_08_SE_C07.indd   242 22/09/15   10:22 pm



proFITaBIlITy 243

Real World  7.2 provides some indication of the levels of ROCE achieved by UK 
businesses.

Targeting profitability
The roCe ratio is widely used by businesses when establishing targets for profitability. 
These targets are sometimes made public and here are some examples:

●	 Barratt developments plc, the builder, has a target return on capital employed of 18 per cent.
●	 Firstgroup plc, the passenger transport business has a medium-term target roCe of 

10 to 12%.
●	 national express group plc, the passenger transport business, has a minimum target 

roCe of 12 per cent for investments.
●	 rexam plc, the beverage can maker, has a target roCe of 15 per cent.
●	 anglo american plc, the mining business, has a target roCe of 16 per cent for 2016.

Sources: Information taken from ‘Interim management statement’, Barratt developments plc, 8 may 2014 www.barrattdevelopments.
com; Firstgroup plc ‘preliminary results for the year ended 31 march 2014; 21 may 2014 www.firstgroupplc.com; national express 
group plc, group director’s review, 2013 in review, www.national expressgroup.com; ‘rexam warns on currency volatility’,  
ft.com, 20 February 2014; miners: If you’re in a hole; ft.com, 6 January 2014.

real World 7.1

achieving profitability
roCe ratios for uK manufacturing and service companies for each of the six years ending 
in 2013 are shown in Figure 7.2.

roCe of manufacturing businesses has been consistently lower than that of service com-
panies over the period. according to the office of national statistics, the difference in roCe 
between the two sectors is accounted for by the higher capital intensity of manufacturing.

Source: Figure compiled from information taken from office of national statistics, ‘profitability of uK companies Q1 2014’,  
www.statistics.gov.uk, 9 July 2014.

real World 7.2

the rOCe of UK companiesFigure 7.2
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  Operating profit margin 

 The  operating profit margin ratio  relates the operating profi t for the period to the sales 
revenue. The ratio is expressed as follows: 

   Operating profit margin =
Operating profit

Sales revenue
: 100   

 Operating profi t (that is, profi t before interest and taxation) is used in this ratio as it rep-
resents the profi t from trading operations before interest payable is taken into account. 
It is normally the most appropriate measure of operational performance, when making 
comparisons. This is because diff erences arising from the way in which the business is 
fi nanced will not infl uence the measure. 

 For the year ended 31 March 2014, Alexis plc’s operating profi t margin ratio is: 

   Operating profit margin =
243

2,240
* 100 = 10.8%   

 This ratio compares one output of the business (operating profi t) with another output 
(sales revenue). The ratio can vary considerably between types of business. Supermar-
kets, for example, tend to operate on low prices and, therefore, low operating profi t 
margins. This is done in an attempt to stimulate sales and thereby increase the total 
amount of operating profi t generated. Jewellers, on the other hand, tend to have high 
operating profi t margins but have much lower levels of sales volume. Factors such as the 
degree of competition, the type of customer, the economic climate and industry charac-
teristics (such as the level of risk) will infl uence the operating profi t margin of a business. 
This point is picked up again later in the chapter.  

Operating profifif t margin =
Operating profifif t

Sales revenue
: 100

   Calculate the operating profit margin for Alexis plc for the year to 31 March 2015.  

  The ratio for 2015 is: 

   
operating profit margin =

47
2,681

* 100 = 1.8%
     

 Activity 7.4 

 Once again, this indicates a very weak performance compared with that of 2014. In 
2014 for every    £1    of sales revenue an average of 10.8p (that is, 10.8 per cent) was left as 
operating profi t, after paying the cost of the carpets sold and other expenses of operating 
the business. By 2015, however, this had fallen to only 1.8p for every    £1.    The reason for 
the poor ROSF and ROCE ratios appears to have been partially, if not wholly, due to a 
high level of other expenses relative to sales revenue. The next ratio should provide us 
with a clue as to how the sharp decline in this ratio occurred. 

   Real World   7.3     sets out the target operating profi t margins for some well-known car 
manufacturers.   
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  Gross profit margin 

 The  gross profit margin ratio  relates the gross profi t of the business to the sales revenue 
generated for the same period. Gross profi t represents the diff erence between sales 
 revenue and the cost of sales. The ratio is therefore a measure of profi tability in buying 
(or producing) and selling goods or services before any other expenses are taken into 
account. As cost of sales represents a major expense for many businesses, a change in this 
ratio can have a signifi cant eff ect on the ‘bottom line’ (that is, the profi t for the year). The 
gross profi t margin ratio is calculated as follows: 

   Gross profit margin =
Gross profit

Sales revenue
: 100   

 For the year to 31 March 2014, the ratio for Alexis plc is: 

   Gross profit margin =
495

2,240
* 100 = 22.1%    

Gross profifif t margin =
Gross profifif t

Sales revenue
: 100

 profit driven 
   ●	   BmW has a target operating profit margin of between 8 and 10 per cent.  
  ●	   renault has set a target profit margin of 6 per cent.  
  ●	   volvo has a target operating profit margin of 8 per cent by 2020.  
  ●	   nissan has a target operating profit margin of 8 per cent and a target global market 

share of 8 per cent to be achieved by 2017.  
  ●	   Toyota announced a medium-term target operating profit margin of 5 per cent in 

march 2011.  
  ●	   Ford announced a target profit margin of 8 to 9 per cent in 2013.   

 premium car manufacturers, such as BmW and mercedes, appear to have higher targets 
for their operating profit margin than mass-market car manufacturers, although the target 
periods often differ. 

  Source : Bryant, C.,‘BmW warns of stagnating profits’  ft.com , 19 march 2013; reed, J., ‘skoda shifts up a gear into the fast lane’,  ft.
com , 4 march 2012; ‘volvo pins hopes on its ‘all-in’car’,  ft.com , 17 august 2014; ‘nissan: more China please’, 27 June 2011,  ft.com ; 
‘nissan    £Q3    operating profit sneaks up 3.5%’,  www.just-auto.com ; muller, J.,‘If only Ford could get its business firing on all 
cylinders,‘17 Forbes,  www.forbes.com , 29 october 2013. 

 real World 7.3 

   Calculate the gross profit margin for Alexis plc for the year to 31 March 2015.  

  The ratio for 2015 is: 

   
gross profit margin =

409
2,681

* 100 = 15.3%
     

 Activity 7.5 
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The decline in this ratio means that gross profit was lower relative to sales revenue in 
2015 than it had been in 2014. Bearing in mind that

Gross profit = Sales revenue - Cost of sales (or cost of goods sold)

this means that cost of sales was higher relative to sales revenue in 2015 than in 2014. 
This could mean that sales prices were lower and/or that the purchase price of carpets 
had increased. It is possible that both sales prices and purchase prices had reduced, but 
the former at a greater rate than the latter. Similarly they may both have increased, but 
with sales prices having increased at a lesser rate than purchase prices.

Clearly, part of the decline in the operating profit margin ratio is linked to the dra-
matic decline in the gross profit margin ratio. Whereas, after paying for the carpets sold, 
for each £1 of sales revenue, 22.1p was left to cover other operating expenses in 2014, 
this was only 15.3p in 2015.

The profitability ratios for the business over the two years can be set out as follows:

2014 2015
% %

rosF 33.0  2.0
roCe 34.7  5.9
operating profit margin 10.8  1.8
gross profit margin 22.1 15.3

What do you deduce from a comparison of the declines in the operating profit 
and gross profit margin ratios?

We can see that the difference in the operating profit margin was 9 per cent (that is, 
10.8 per cent to 1.8 per cent), whereas that of the gross profit margin was only 6.8 per cent 
(that is, from 22.1 per cent to 15.3 per cent). This can only mean that operating expenses 
were greater compared with sales revenue in 2015 than they had been in 2014. The decline 
in both rosF and roCe was caused partly, therefore, by the business incurring higher inven-
tories purchasing costs relative to sales revenue and partly through higher operating 
expenses compared with sales revenue. We need to compare each of these ratios with their 
planned levels, however, before we can usefully assess the business’s success.

Activity 7.6

An investigation is needed to discover what caused the increases in both cost of sales 
and operating expenses, relative to sales revenue, from 2014 to 2015. This will involve 
checking on what has happened with sales and inventories prices over the two years. 
Similarly, it will involve looking at each of the individual areas that make up operating 
expenses to discover which ones were responsible for the increase, relative to sales reve-
nue. Here, further ratios, for example staff expenses (wages and salaries) to sales revenue, 
could be calculated in an attempt to isolate the cause of the change from 2014 to 2015. 
As mentioned earlier, the increase in staffing may well account for most of the increase 
in operating expenses.

Real World  7.4 discusses how some operating costs can be controlled by unusual 
means.
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  efficiency 

 Effi  ciency ratios are used to try to assess how successfully the various resources of the 
business are managed. The following ratios consider some of the more important aspects 
of resource management: 

   ●	   average inventories turnover period  
  ●	   average settlement period for trade receivables  
  ●	   average settlement period for trade payables  
  ●	   sales revenue to capital employed  
  ●	   sales revenue per employee.   

 We shall now look at each of these in turn. 

  Average inventories turnover period 

 Inventories often represent a signifi cant investment for a business. For some types of 
business (for example, manufacturers and certain retailers), inventories may account for 
a substantial proportion of the total assets held (see  Real World   16.1    on page  656 ). The 
 average inventories turnover period ratio  measures the average period for which inven-
tories are being held. The ratio is calculated as follows: 

   Average inventories turnover period =
Average inventories held

Cost of sales
: 365   

 The average inventories for the period can be calculated as a simple average of the 
opening and closing inventories levels for the year. In the case of a highly seasonal 
business, however, where inventories levels vary considerably over the year, a monthly 
average would be more appropriate. Such information may not, however, be available. 
This point concerning monthly averaging is equally relevant to any asset or claim that 
varies over the reporting period and would include trade receivables and trade 
payables. 

  efficiency 

Average inventories turnover period =
Average inventories held

Cost of sales
: 365

 Flying more slowly 
 ryanair’s profits dropped sharply in the first quarter of its financial year largely because of 
rising fuel costs. europe’s largest low-cost carrier by revenue said profit after tax fell 
21 per cent to    €78 million,    in line with its forecasts. Fuel costs rose 6 per cent compared 
with the same period last year to make up 47 per cent of its total operating costs. 

 howard millar, chief financial officer, said the airline had looked at how to save fuel and 
as a result was flying its aircraft more slowly, adding about two minutes to an hour of flying 
time. “We’re flying slightly slower, but what we’re seeing is we’re burning less fuel,” 
mr millar said. “Fuel is our single biggest cost, so we have a proportionally bigger problem 
than everybody else from these higher fuel prices.” 

  Source : extract from Wild, J., ‘ryanair sees sharp fall in profits due to higher fuel costs’,  ft.com , 29 July 2013. 

 real World 7.4 
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 In the case of Alexis plc, the inventories turnover period for the year ended 31 March 
2014 is: 

   Average inventories turnover period =
(241 + 300)/2

1,745
* 365 = 56.6 days   

 (The opening inventories fi gure was taken from Note 3 to the fi nancial statements.) 
 This means that, on average, the inventories held are being ‘turned over’ every 56.6 

days. So, a carpet bought by the business on a particular day would, on average, have 
been sold about eight weeks later. A business will normally prefer a short inventories 
turnover period to a long one, because holding inventories has costs, for example the 
opportunity cost of the funds tied up. When judging the amount of inventories to carry, 
the business must consider such things as the likely demand for them, the possibility of 
supply shortages, the likelihood of price rises, the amount of storage space available and 
their perishability and susceptibility to obsolescence. 

 This ratio is sometimes expressed in terms of weeks or months rather than days: mul-
tiplying by 52 or 12, rather than 365, will achieve this.  

   Calculate the average inventories turnover period for Alexis plc for the year ended 
31 March 2015.  

  The ratio for 2015 is: 

   average inventories turnover period =
(300 + 406)/2

2,272
* 365 = 56.7 days     

 Activity 7.7 

 The inventories turnover period is virtually the same in both years.  

  Average settlement period for trade receivables 

 Selling on credit is the norm for most businesses, except for retailers. Trade receivables 
are a necessary evil. A business will naturally be concerned with the amount of funds tied 
up in trade receivables and try to keep this to a minimum. The speed of payment can 
have a signifi cant eff ect on the business’s cash fl ow. The  average settlement period for 
trade receivables ratio  indicates how long, on average, credit customers take to pay the 
amounts that they owe to the business. The ratio is as follows: 

   
Average settlement period

for trade receivables
=

Average trade receivables
Credit sales revenue

: 365   

 A business will normally prefer a shorter average settlement period to a longer one as, 
once again, funds are being tied up that may be used for more profi table purposes. 
Although this ratio can be useful, it is important to remember that it produces an  aver-
age  fi gure for the number of days for which debts are outstanding. This average may be 
badly distorted by, for example, a few large customers who are very slow or very fast 
payers. 

Average settlement period
fofof r trade receivables

=
Average trade receivables

Credit sales revenue
: 365
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 Since all sales made by Alexis plc are on credit, the average settlement period for trade 
receivables for the year ended 31 March 2014 is: 

   Average settlement period for trade receivables =
(223 + 240)/2

2,240
* 365 = 37.7 days   

 (The opening trade receivables fi gure was taken from Note 4 to the fi nancial 
statements.)  

   Calculate the average settlement period for Alexis plc’s trade receivables for the year 
ended 31 March 2015.  

  The ratio for 2015 is: 

   average settlement period for trade receivables =
(240 + 273)/2

2,681
* 365 = 34.9 days     

 Activity 7.8 

 On the face of it, this reduction in the settlement period is welcome. It means that less 
cash was tied up in trade receivables for each    £1    of sales revenue in 2015 than in 2014. 
Only if the reduction were achieved at the expense of customer goodwill or through 
high out-of-pocket cost might its desirability be questioned. For example, the reduction 
may have been due to chasing customers too vigorously or by giving large discounts to 
customers for prompt payment.  

  Average settlement period for trade payables 

 The  average settlement period for trade payables ratio  measures how long, on average, 
the business takes to pay those who have supplied goods and services on credit. The ratio 
is calculated as follows: 

   Average settlement period for trade payables =
Average trade payables

Credit purchases
: 365   

 This ratio provides an average fi gure, which, like the average settlement period for trade 
receivables ratio, can be distorted by the payment period for one or two large 
suppliers. 

 As trade payables provide a free source of fi nance for the business, it is perhaps not 
surprising that some businesses attempt to increase their average settlement period for 
trade payables. Such a policy can be taken too far, however, and can result in a loss of 
goodwill of suppliers. 

 For the year ended 31 March 2014, Alexis plc’s average settlement period for trade 
payables is: 

   Average settlement period for trade payables =
(183 + 261)/2

1,804
* 365 = 44.9 days   

 (The opening trade payables fi gure was taken from Note 4 to the fi nancial statements 
and the purchases fi gure from Note 3.)  

Average settlement period fofof r trade payables =
Average trade payables

Credit purchases
: 365
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There was an increase between 2014 and 2015 in the average length of time that 
elapsed between buying goods and services and paying for them. On the face of it, this is 
beneficial because the business is using free finance provided by suppliers. This may not 
be so, however, where it results in a loss of supplier goodwill and Alexis plc suffers 
adverse consequences.

Real World 7.5 reveals that paying promptly may also be desirable in order to keep 
small suppliers in business.

Calculate the average settlement period for trade payables for Alexis plc for the year 
ended 31 March 2015.

The ratio for 2015 is:

average settlement period for trade payables =
(261 + 354)/2

2,378
* 365 = 47.2 days

Activity 7.9

Feeling the squeeze
large companies are increasingly monitoring the creditworthiness of their suppliers for 
fear that some of the smaller businesses may be at risk of collapse, according to experian, 
the credit rating agency. Its claim, based on data and client feedback, suggests that large 
companies, previously criticised for unfairly squeezing smaller businesses by delaying 
payment to them, may now be realising that it is in their interests to look after these often 
vital elements of their supply chain.
This view is backed up by experian’s latest late payment figures, published on Thursday. 
They show that the time companies took to settle supplier bills in the fourth quarter of 
2012 shrank slightly compared with the previous three months despite the economy tak-
ing a turn for the worse. on average, companies took 25.84 days beyond the agreed date 
set out in their terms to pay their suppliers, compared with 26.17 in the third quarter of 
2012, with the biggest improvements coming from the largest companies. This runs coun-
ter to previous experience, when economic downturns have led to companies stretching 
out the time they take to pay suppliers in order to preserve some of the cash in their 
coffers.
phil mcCabe, FpB spokesman, said:

perhaps large companies are finally waking up to the fact that paying their suppliers late or 
 imposing unfair changes to payment terms is damaging to their own businesses as well as small 
firms and the economy. late payment forces businesses to close. Clearly, a smaller supplier base 
means less choice for these companies and, ultimately, their customers. embracing prompt 
 payment is simple commercial common sense.

The improving payment times are not solely down to improved behaviour among large 
companies, because smaller businesses are also better at getting money owed to them in 
on time, according to gareth rumsey, research director at experian. ‘It is easy to bash the 
larger businesses that are paying late, but you cannot ignore the need for smaller 
 businesses to get their own house in order’, he said.

Source: moules, J. (2012) Companies monitor companies credit scores, ft.com, 26 January. © The Financial Times limited 2012. 
all rights reserved.

real World 7.5
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  Sales revenue to capital employed ratio 

 The  sales revenue to capital employed ratio  (or net asset turnover ratio) examines how 
eff ectively the assets of the business are being used to generate sales revenue. It is calcu-
lated as follows: 

   
Sales revenue to

capital employed ratio
=

Sales revenue
Share capital + Reserves + Non@current liabilities

   

 Generally speaking, a higher sales revenue to capital employed ratio is preferred to a 
lower one. A higher ratio will normally suggest that assets are being used more product-
ively in the generation of revenue. However, a very high ratio may suggest that the busi-
ness is ‘overtrading’ on its assets. In other words, it has insuffi  cient assets to sustain the 
level of sales revenue achieved. We shall take a closer look at overtrading later in the 
chapter. 

 When comparing the sales revenue to capital employed ratio for diff erent businesses, 
factors such as the age and condition of assets held, the valuation bases for assets and 
whether assets are leased or owned outright can complicate interpretation. 

 A variation of this formula is to use the total assets less current liabilities (which is 
equivalent to long-term capital employed) in the denominator (lower part of the frac-
tion). The same result is obtained. 

 For the year ended 31 March 2014 this ratio for Alexis plc is: 

   Sales revenue to capital employed =
2,240

(638 + 763)/2
= 3.20 times    

Sales revenue to
capital employed ratio

=
Sales revenue

Share capital + Reserves + Non@current liabilities

   Calculate the sales revenue to capital employed ratio for Alexis plc for the year ended 
31 March 2015.  

  The ratio for 2015 is: 

   
sales revenue to capital employed =

2,681
(763 + 834)/2

= 3.36 times
     

 Activity 7.10 

 This seems to be an improvement, since, in 2015, more sales revenue was being gener-
ated for each    £1    of capital employed    (£3.36)    than was the case in 2014    (£3.20).    Provided 
that overtrading is not an issue, and that the additional sales are generating an accept-
able profi t, this is to be welcomed.  

  Sales revenue per employee 

 The  sales revenue per employee ratio  relates sales revenue generated during a reporting 
period to a particular business resource – labour. It provides a measure of the productiv-
ity of the workforce. The ratio is: 

   Sales revenue per employee =
Sales revenue

Number of employees
   Sales revenue per employee =

Sales revenue
Number of employees
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Generally, businesses would prefer a high value for this ratio, implying that they are 
deploying their staff efficiently.

For the year ended 31 March 2014, the ratio for Alexis plc is:

Sales revenue per employee =
£2,240m

13,995
= £160,057

Calculate the sales revenue per employee for Alexis plc for the year ended 31 March 
2015.

The ratio for 2015 is:

sales revenue per employee =
£2,681m
18,623

= £143,962

Activity 7.11

This represents a fairly significant decline, which merits further investigation. 
As  already mentioned, the number of employees increased quite notably (by about 
33 per cent) during 2015. We need to know why this had not generated additional sales 
revenue sufficient to maintain the ratio at its 2014 level. It may be because the extra 
employees were not appointed until late in the year ended 31 March 2015.

The efficiency, or activity, ratios may be summarised as follows:

2014 2015

average inventories turnover period 56.6 days 56.7 days
average settlement period for trade receivables 37.7 days 34.9 days
average settlement period for trade payables 44.9 days 47.2 days
sales revenue to capital employed (net asset turnover) 3.20 times 3.36 times
sales revenue per employee £160,057 £143,962

What do you deduce from a comparison of the efficiency ratios over the two years?

maintaining the inventories turnover period at the 2014 level may be reasonable, though to 
assess whether this is a satisfactory period we need to know the planned inventories turnover 
period. The inventories turnover period for other businesses operating in carpet retailing, par-
ticularly those regarded as the market leaders, may have been helpful in formulating the plans. 
on the face of things, a shorter trade receivables settlement period and a longer trade 
 payables settlement period are both desirable. These may, however, have been achieved at 
the cost of a loss of the goodwill of customers and suppliers respectively. The increased sales 
revenue to capital employed ratio seems beneficial, provided the business can manage this 
increase. The decline in the sales revenue per employee ratio is undesirable but is probably 
related to the dramatic increase in the number of employees. as with the inventories turnover 
period, these other ratios need to be compared with planned, or target, ratios.

Activity 7.12
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  relationship between profitability and efficiency 

 In our earlier discussions concerning profi tability ratios, we saw that return on capital 
employed (ROCE) is regarded as a key ratio by many businesses. The ratio is: 

   ROCE =
Operating profit

Long@term capital employed
: 100   

 where long-term capital comprises share capital plus reserves plus long-term borrowings. 
This ratio can be broken down into two elements, as shown in  Figure   7.3   . The fi rst ratio 
is the operating profi t margin ratio and the second is the sales revenue to capital 
employed (net asset turnover) ratio, both of which we discussed earlier. By breaking 
down the ROCE ratio in this manner, we highlight the fact that the overall return on 
funds employed within the business will be determined both by the profi tability of sales 
and by effi  ciency in the use of capital.   

  relationship between profitability and efficiency 

ROCE =
Operating profifif t

Long@term capital employed
: 100

  The roCe ratio can be divided into two elements: operating profit to sales revenue and sales 
revenue to capital employed. By analysing roCe in this way, we can see the influence of both 
profitability and efficiency on this important ratio.  

the main elements of the rOCe ratio           Figure 7.3  

 Consider the following information, for last year, concerning two diff erent 
 businesses operating in the same industry: 

    Antler plc  
    £m    

  Baker plc  
    £m    

 operating profit  20  15 
 average long-term capital employed  100  75 
 sales revenue  200  300 

 example 7.2 
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  Example    7.2    demonstrates that a relatively high sales revenue to capital employed 
ratio can compensate for a relatively low operating profi t margin. Similarly, a relatively 
low sales revenue to capital employed ratio can be overcome by a relatively high operat-
ing profi t margin. In many areas of retail and distribution (for example, supermarkets 
and delivery services), operating profi t margins are quite low, but the ROCE can be high, 
provided that assets are used productively (that is, low margin, high sales revenue to 
capital employed).   

   Show how the ROCE ratio for Alexis plc can be analysed into the two elements for each 
of the years 2014 and 2015. What conclusions can you draw from your figures?  

    ROCE      =       Operating profit 
margin  

    *       Sales revenue to 
capital employed  

 2014  34.7%    10.8%    3.20 
 2015  5.9%    1.8%    3.36 

 as we can see, the relationship between the three ratios holds for alexis plc for both years. 
The small apparent differences arise because the three ratios are stated here only to one or 
two decimal places. 

 In 2015, the business was more effective at generating sales revenue (sales revenue to capital 
employed ratio increased). however, it fell well below the level needed to compensate for the 
sharp decline in the profitability of sales (operating profit margin). as a result, the 2015 roCe 
was well below the 2014 value.   

 Activity 7.13 

 The ROCE for each business is identical (20 per cent). However, the manner in 
which that return was achieved by each business is quite diff erent. In the case of 
Antler plc, the operating profi t margin is 10 per cent and the sales revenue to capital 
employed ratio is 2 times (so,    ROCE = 10% * 2 = 20%   ). In the case of Baker plc, 
the operating profi t margin is 5 per cent and the sales revenue to capital employed 
ratio is 4 times (and so,    ROCE = 5% * 4 = 20%   ). 

example 7.2 continued

  Liquidity 

 Liquidity ratios are concerned with the ability of the business to meet its short-term 
fi nancial obligations. The following ratios are widely used: 

   ●	   current ratio  
  ●	   acid test ratio  
  ●	   cash generated from operations to maturing obligations ratio.   

 These ratios will now be considered. 

  Liquidity 
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  Current ratio 

 The  current ratio  compares the ‘liquid’ assets (that is, cash and those assets held that will 
soon be turned into cash) of the business with the current liabilities. The ratio is calcu-
lated as follows: 

   Current ratio =
Current assets

Current liabilities
   

 It seems to be believed by some that there is an ‘ideal’ current ratio (usually 2 times or 
2:1) for all businesses. However, this is not the case. Diff erent types of business require 
diff erent current ratios. A manufacturing business, for example, will normally have a 
relatively high current ratio because it will hold inventories of fi nished goods, raw mater-
ials and work in progress. It will also sell goods on credit, thereby giving rise to trade 
receivables. A supermarket chain, on the other hand, will have a relatively low ratio, as 
it will hold only fast-moving inventories of fi nished goods and its sales will be for cash 
rather than on credit. (See  Real World   16.1    on page  656 ). 

 The higher the current ratio, the more liquid the business is considered to be. 
As liquidity is vital to the survival of a business, a higher current ratio might be thought 
to be preferable to a lower one. If a business has a very high ratio, however, it may be that 
excessive funds are tied up in cash or other liquid assets and are not, therefore, being 
used as productively as they might otherwise be. 

 As at 31 March 2014, the current ratio of Alexis plc is: 

   Current ratio =
544
291

= 1.9 times (or 1.9:1)    

Current ratio =
Current assets

Current liabilities

   Calculate the current ratio for Alexis plc as at 31 March 2015.  

  The ratio as at 31 march 2015 is: 

   
Current ratio =

679
432

= 1.6 times (or 1.6:1)
     

 Activity 7.14 

 Although this is a decline from 2014 to 2015, it may not be a matter for concern. The 
next ratio may provide a clue as to whether there seems to be a problem.  

  Acid test ratio 

 The  acid test ratio  is similar to the current ratio, but represents a more stringent test of 
liquidity. For many businesses, inventories cannot be converted into cash quickly. (Note 
that, in the case of Alexis plc, the inventories turnover period was about 57 days in both 
years (see page  248 ).) As a result, there is a good case for excluding this particular asset. 

 The acid test ratio is calculated as follows: 

   Acid test ratio =
Current assets (excluding inventories)

Current liabilities
   Acid test ratio =

Current assets (excluding inventories)
Current liabilities
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 The acid test ratio for Alexis plc as at 31 March 2014 is: 

   Acid test ratio =
544 - 300

291
= 0.8 times (or 0.8:1)   

 We can see that the ‘liquid’ current assets do not quite cover the current liabilities, so the 
business may be experiencing some liquidity problems. 

 The minimum level for this ratio is often stated as 1.0 times (or 1:1; that is, current 
assets (excluding inventories) equal current liabilities). However, for many highly suc-
cessful businesses, it is not unusual for the acid test ratio to be below 1.0 without causing 
liquidity problems.  

   Calculate the acid test ratio for Alexis plc as at 31 March 2015.  

  The ratio as at 31 march 2015 is: 

   acid test ratio =
679 - 406

432
= 0.6 times     

 Activity 7.15 

 The 2015 ratio is signifi cantly below that for 2014. The 2015 level may well be a cause 
for concern. The rapid decline in this ratio should lead to steps being taken, at least, to 
investigate the reason for this and, perhaps, to stop it falling further.  

  Cash generated from operations to maturing obligations ratio 

 The  cash generated from operations to maturing obligations ratio  compares the cash 
generated from operations (taken from the statement of cash fl ows) with the current 
liabilities of the business. It provides a further indication of the ability of the business to 
meet its maturing obligations. The ratio is expressed as: 

   
Cash generated from operations

to maturing obligations ratio
=

Cash generated from operations
Current liabilities

   

 The higher this ratio is, the better the liquidity of the business. This ratio has the 
advantage over the current ratio that the operating cash fl ows for a period usually pro-
vide a more reliable guide to the liquidity of a business than current assets held at the 
statement of fi nancial position date. Alexis plc’s ratio for the year ended 31 March 
2014 is: 

   Cash generated from operations to maturing obligations ratio =
251
291

= 0.9 times   

 This indicates that the operating cash fl ows for the year are not quite suffi  cient to 
cover the current liabilities at the end of the year.  

Cash generated frfrf om operations
to maturing obligations ratio

=
Cash generated frfrf om operations

Current liabilities
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 This shows an alarming decline in the ability of the business to meet its maturing 
obligations from its operating cash fl ows. This confi rms that liquidity is a real cause for 
concern. 

 The liquidity ratios for the two-year period may be summarised as follows: 

    2014    2015  
 Current ratio  1.9  1.6 
 acid test ratio  0.8  0.6 
 Cash generated from operations to maturing obligations ratio  0.9  0.1 

   Calculate the cash generated from operations to maturing obligations ratio for Alexis 
plc for the year ended 31 March 2015.  

  The ratio for 2015 is: 

   
Cash generated from operations to maturing obligations ratio =

34
432

= 0.1 times
     

 Activity 7.16 

   What do you deduce from these liquidity ratios?  

  There has clearly been a decline in liquidity from 2014 to 2015. This is indicated by all three 
ratios. The most worrying is the decline in the last ratio as it reveals the ability to generate 
cash from trading operations has declined significantly in relation to short-term obligations. 
The apparent liquidity problem may, however, be planned, short-term and linked to the 
increase in non-current assets and number of employees. When the benefits of the expansion 
come on stream, liquidity may improve. on the other hand, short-term lenders and suppliers 
may become anxious by the decline in liquidity. This could lead them to press for payment, 
which could well cause further problems.   

 Activity 7.17 

  Financial gearing 

  Financial gearing  occurs when a business is fi nanced, at least in part, by borrowing 
rather than by owners’ equity. The extent to which a business is geared (that is, fi nanced 
from borrowing) is an important factor in assessing risk. Borrowing involves taking on a 
commitment to pay interest charges and to make capital repayments. Where the bor-
rowing is heavy, this can be a signifi cant fi nancial burden; it can increase the risk of the 
business becoming insolvent. Nevertheless, most businesses are geared to some extent. 
(Costain Group plc, the builders and construction business, is a rare example of a UK 
business with no borrowings.) 

 Given the risks involved, we may wonder why a business would want to take on gear-
ing. One reason is that the owners have insuffi  cient funds, so the only way to fi nance the 
business adequately is to borrow. Another reason is that gearing can be used to increase 

  Financial gearing 
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the returns to owners. This is possible provided the returns generated from borrowed 
funds exceed the cost of paying interest. Example 7.3 illustrates this point.

The long-term capital structures of two new businesses, Lee Ltd and Nova Ltd, are 
as follows:

Lee Ltd Nova Ltd
£ £

£1 ordinary shares 100,000 200,000
10% loan notes 200,000 100,000

300,000 300,000

In their first year of operations, they each make an operating profit (that is, profit 
before interest and taxation) of £50,000. The tax rate is 30 per cent of the profit 
before taxation but after interest.

Lee Ltd would probably be considered relatively highly geared, as it has a high 
proportion of borrowed funds in its long-term capital structure. Nova Ltd is much 
less highly geared. The profit available to the shareholders of each business in the 
first year of operations will be:

Lee Ltd Nova Ltd
£ £

operating profit 50,000 50,000
Interest payable (20,000) (10,000)
profit before taxation 30,000 40,000
Taxation (30%) (9,000) (12,000)
profit for the year (available to ordinary shareholders) 21,000 28,000

The return on ordinary shareholders’ funds (ROSF) for each business will be:

Lee Ltd Nova Ltd
21,000
100,000

* 100 = 21%
28,000
200,000

* 100 = 14%

We can see that Lee Ltd, the more highly geared business, has generated a better 
ROSF than Nova Ltd. This is despite the fact that the ROCE (return on capital 
employed) is identical for both businesses (that is, (£50,000/£300,000) * 100 =  
16.7%).

Note that at the £50,000 level of operating profit, the shareholders of both busi-
nesses have generated higher returns as a result of gearing. If both businesses were 
totally financed by equity, the profit for the year (that is, after taxation) would be 
£35,000 (that is, £50,000 less 30 per cent taxation), giving an ROSF of 11.7 per cent 
(that is, £35,000/£300,000).

example 7.3

An effect of gearing is that returns to shareholders become more sensitive to changes 
in operating profits. For a highly geared business, a change in operating profits will lead 
to a proportionately greater change in the ROSF ratio.
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Assume that the operating profit was 20 per cent higher for each business than stated 
above (that is, an operating profit of £60,000). What would be the effect of this on 
ROSF?

The revised profit available to the shareholders of each business in the first year of operations 
will be:

Lee Ltd Nova Ltd
£ £

operating profit 60,000 60,000
Interest payable (20,000) (10,000)
profit before taxation 40,000 50,000
Taxation (30%) (12,000) (15,000)
profit for the year (available to ordinary shareholders) 28,000 35,000

The rosF for each business will now be:

Lee Ltd Nova Ltd

28,000
100,000

* 100 = 28%
35,000
200,000

* 100 = 17.5%

Activity 7.18

We can see that for Lee Ltd, the higher-geared business, the returns to shareholders 
have increased by a third (from 21 per cent to 28 per cent), whereas for the lower-geared 
business, Nova Ltd, the benefits of gearing are less pronounced, increasing by only a 
quarter (from 14 per cent to 17.5 per cent). The effect of gearing can, of course, work in 
both directions. So, for a highly geared business, a small decline in operating profit will 
bring about a much greater decline in the returns to shareholders.

The reason that gearing seems to be beneficial to shareholders is that interest rates for 
borrowings are low by comparison with the returns that the typical business can earn. 
On top of this, interest expenses are tax-deductible, in the way shown in Example 7.3 
and Activity 7.18. This makes the effective cost of borrowing quite cheap. It is debatable, 
however, whether low interest rates really are beneficial to shareholders. Since borrow-
ing increases the risk to shareholders, there is a hidden cost involved. Many argue that 
this cost is precisely compensated by the higher returns, giving no net benefit to share-
holders. In other words, the apparent benefits of higher returns from gearing are illu-
sory. What are not illusory, however, are the benefits to shareholders from the 
tax- deductibility of interest payments. (We shall discuss this point in a little more detail 
in Chapter 15.)

If shareholders gain from the tax-deductibility of interest on borrowings, who loses?

The losers are the tax authority (ultimately the government) and, therefore, other taxpayers.

Activity 7.19
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 The eff ect of gearing is like that of two intermeshing cogwheels of unequal size (see 
 Figure    7.4   ). The movement in the larger cog (operating profi t) causes a more than 
 proportionate movement in the smaller cog (returns to ordinary shareholders).  

  The two wheels are linked by the cogs, so that a small circular movement in the large wheel 
(operating profit) leads to a relatively large circular movement in the small wheel (returns to 
ordinary shareholders).  

the effect of financial gearing           Figure 7.4  

 Two ratios are widely used to assess gearing: 

   ●	   gearing ratio  
  ●	   interest cover ratio.   

  Gearing ratio 

 The  gearing ratio  measures the contribution of long-term lenders to the long-term 
 capital structure of a business: 

   Gearing ratio =
Long@term (non@current) liabilities

Share capital + Reserves
+ Long@term (non@current) liabilities

: 100   

 The gearing ratio for Alexis plc, as at 31 March 2014, is: 

   Gearing ratio =
200

(563 + 200)
* 100 = 26.2%   

Gearing ratio =
Long@term (non@current) liabilities

Share capital + Reserves
+ Long@term (non@current) liabilities

: 100
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 This is a substantial increase in the level of gearing over the year.  

  Interest cover ratio 

 The  interest cover ratio  measures the amount of operating profi t available to cover 
interest payable. The ratio may be calculated as follows: 

   Interest cover ratio =
Operating profit
Interest payable

   

 The ratio for Alexis plc for the year ended 31 March 2014 is: 

   Interest cover ratio =
243
18

= 13.5 times   

 This ratio shows that the level of operating profi t is considerably higher than the level 
of interest payable. This means that a large fall in operating profi t could occur before 
operating profi t levels failed to cover interest payable. The lower the level of operating 
profi t coverage, the greater the risk to lenders that interest payments will not be met. 
There will also be a greater risk to the shareholders that the lenders will take action 
against the business to recover the interest due.  

Interest cover ratio =
Operating profifif t
Interest payable

   Calculate the gearing ratio of Alexis plc as at 31 March 2015.  

  The ratio as at 31 march 2015 is: 

   gearing ratio =
300

(534 + 300)
* 100 = 36.0%     

 Activity 7.20 

   Calculate the interest cover ratio of Alexis plc for the year ended 31 March 2015.  

  The ratio for the year ended 31 march 2015 is: 

   Interest cover ratio =
47
32

= 1.5 times     

 Activity 7.21 

 Alexis plc’s gearing ratios are: 

    2014    2015  
 gearing ratio  26.2%  36.0% 
 Interest cover ratio  13.5 times  1.5 times 

 This is a level of gearing that would not normally be considered to be very high.  
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  Investment ratios 

 There are various ratios available that are designed to help shareholders assess the 
returns on their investment. The following are widely used: 

   ●	   dividend payout ratio  
  ●	   dividend yield ratio  
  ●	   earnings per share  
  ●	   cash generated from operations per share  
  ●	   price/earnings ratio.   

  Dividend payout ratio 

 The  dividend payout ratio  measures the proportion of earnings that is paid out to share-
holders in the form of dividends. The ratio is calculated as follows: 

   Dividend payout ratio =
Dividends announced for the year

Earnings for the year available for dividends
: 100   

 In the case of ordinary shares, the earnings available for dividends will normally be the 
profi t for the year (that is, the profi t after taxation) less any preference dividends relating 
to the year. This ratio is normally expressed as a percentage. 

 The dividend payout ratio for Alexis plc for the year ended 31 March 2014 is: 

   Dividend payout ratio =
40

165
* 100 = 24.2%    

  Investment ratios 

Dividend payout ratio =
Dividends announced fofof r the year

Earnings fofof r the year available fofof r dividends
: 100

   What do you deduce from a comparison of Alexis plc’s gearing ratios over the two years?  

  The gearing ratio has changed significantly. This is mainly due to the substantial increase in 
the contribution of long-term lenders to financing the business. The gearing ratio at 31 march 
2015 would not be considered very high for a business that is trading successfully. It is the 
low profitability that is the problem. The interest cover ratio has declined dramatically from 
13.5 times in 2014 to 1.5 times in 2015. This was partly caused by the increase in borrowings 
in 2015, but mainly caused by the dramatic decline in profitability in that year. The situation 
in 2015 looks hazardous. only a small decline in future operating profits would result in the 
profit being unable to cover interest payments. 

 Without knowledge of the planned ratios, it is not possible to reach a valid conclusion 
on alexis plc’s gearing.   

 Activity 7.22 

   Calculate the dividend payout ratio of Alexis plc for the year ended 31 March 2015.  

  The ratio for 2015 is: 

   
dividend payout ratio =

40
11

* 100 = 363.6%
     

 Activity 7.23 
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This would normally be considered to be a very alarming increase in the ratio over the 
two years. Paying a dividend of £40 million in 2015 would probably be widely regarded 
as very imprudent.

The information provided by the above ratio is often expressed slightly differently as 
the dividend cover ratio. Here the calculation is:

For 2014, the ratio for Alexis plc would be 165/40 = 4.1 times. That is to say, the earn-
ings available for dividend cover the actual dividend paid by just over four times. For 
2015, the ratio is 11/40 = 0.3 times.

Dividend yield ratio

The dividend yield ratio relates the cash return from a share to its current market value. 
This can help investors to assess the cash return on their investment in the business. The 
ratio, expressed as a percentage, is:

where t is the ‘dividend tax credit’ rate of income tax. This requires some explanation. In 
the UK, investors who receive a dividend from a business also receive a tax credit. As this 
tax credit can be offset against any tax liability arising from the dividends received, the 
dividends are effectively issued net of income tax, at the dividend tax credit rate.

Investors may wish to compare the returns from shares with the returns from other 
forms of investment (say, a building society account). As these other forms of invest-
ment are usually quoted on a ‘gross’ (that is, pre-tax) basis it is useful to ‘gross up’ the 
dividend to make comparison easier. We can achieve this by dividing the dividend per 
share by (1 - t), where t is the ‘dividend tax credit’ rate of income tax.

Using the current dividend tax credit rate of 10 per cent, the dividend yield for Alexis 
plc for the year ended 31 March 2014 is:

Dividend yield =
0.067*/(1 - 0.10)

2.50
* 100 = 3.0%

The shares’ market value is given in Note 1 to Example 7.1 (page 238).
*Dividend proposed/number of shares = 40/(300 * 2) = £0.067 dividend per share (the 300 is 
multiplied by 2 because they are £0.50 shares).

Dividend cover ratio =
Earnings for the year available for dividend

Dividends announced for the year

Dividend yield =
Dividend per share/(1 - t)

Market value per share
* 100

Calculate the dividend yield for Alexis plc for the year ended 31 March 2015.

The ratio for 2015 is:

dividend yield =
0.067*/1 - 0.10)

1.50
* 100 = 5.0%

* 40/(300 * 2) = £0.067.

Activity 7.24
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earnings per share

The earnings per share (epS) ratio relates the earnings generated by the business, and 
available to shareholders, during a period to the number of shares in issue. For equity 
(ordinary) shareholders, the amount available will be represented by the profit for the 
year (profit after taxation) less any preference dividend, where applicable. The ratio for 
equity shareholders is calculated as follows:

In the case of Alexis plc, the earnings per share for the year ended 31 March 2014 is:

EPS =
£165m
600m

= 27.5p

Many investment analysts regard the EPS ratio as a fundamental measure of share 
performance. The trend in earnings per share over time is used to help assess the invest-
ment potential of a business’s shares. Although it is possible to make total profit increase 
through ordinary shareholders investing more in the business, this will not necessarily 
lead to an increase in the profitability per share.

real World 7.6 points out the danger of placing too much emphasis on this ratio. The 
equity fund manager, Terry Smith, argues that, had more attention been paid to ROCE 
rather than EPS, investors would have spotted that all was not well with Tesco plc, the 
supermarket giant. He also takes to task Warren Buffet, the legendary investor, for ignor-
ing his own advice and investing heavily in the business.

Earnings per share =
Earnings available to ordinary shareholders

Number of ordinary shares in issue

A trolley load of problems
In his 1979 letter to shareholders, Mr Buffett stated: “The primary test of managerial 
economic performance is the achievement of a high earnings rate on equity capital 
employed (without undue leverage, accounting gimmickry, etc) and not the achievement 
of consistent gains in earnings per share.”

This makes it all the more surprising to me that both Mr Buffett and the many acolytes 
who have seemingly followed him to the gates of hell in Tesco, ignored this chart:
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Source: company

real World 7.6
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It is not usually very helpful to compare the EPS of one business with that of another. 
Differences in financing arrangements (for example, in the nominal value of shares 
issued) can render any such comparison meaningless. However, it can be useful to moni-
tor the changes that occur in this ratio for a particular business over time.

This is not the first such chart that I have come across in which a company reports stead-
ily rising earnings per share (EPS), on which most analysts and “investors” focus. For 
them, the rise in EPS seems to have a mesmeric effect like Kaa the snake in The Jungle 
Book. But they ignore the point that more capital is being employed to generate those 
earnings at ever lower returns. Add in the fact that Tesco has changed its definition of 
return on capital employed (ROCE) eight times during those years, and there’s more 
than enough material to send investors running for cover – even those who have less 
aversion than I do to retailers.

Yet much of the commentary about what has gone wrong at Tesco focuses on Philip 
Clarke, who took over as chief executive from Sir Terry Leahy in 2011, as if everything 
was going swimmingly until then. Looking at the ROCE line in the chart it is clear that 
this was not the case.

Moreover, one thing to bear in mind is that if Tesco’s ROCE during the Leahy years fell 
from a very good 19 per cent to a less than adequate 10 per cent, this is an average of 
returns on capital employed, which includes both capital invested years ago and more 
recent commitments. To drag the average ROCE down so dramatically it is likely that 
returns on new investments in those years were not just inadequate, but in some cases 
negative – as the ill-starred US expansion proved to be.

Even if return on capital employed does not have the same importance for you as it does 
for me, or Mr Buffett (at least in 1979), consider this: in 14 of the past 18 years (taking us 
back to 1997 when Sir Terry became chief executive) Tesco’s free cash flow less its dividend 
(with free cash defined as operating cash flow less gross capital expenditure) was a nega-
tive number. In plain English, Tesco was not generating enough cash both to invest and to 
pay its dividend. In half of those 14 years, the proceeds of fixed asset disposals took the 
numbers back into the black, but that is not exactly a sustainable source of financing.

So guess what they did instead? Yes, they borrowed it. Tesco’s gross debt, which was 
£894 million when Sir Terry took over, peaked at nearly £15.9 billion in 2009. The com-
pany spent much of its free cash on fixed-asset investment and raised debt to help pay 
the dividend. This is neither healthy nor sustainable, as investors in Tesco have now 
come to realise.

The concept that this might not be sustainable hardly requires much thought. Neither 
does charting the ROCE versus the growth in EPS. Yet it is evident that many investors, 
including it seems Mr Buffet (who has been trimming his Tesco stake in recent years) 
either didn’t do this or ignored the results if they did. It makes me wonder what else they 
are ignoring.

Source: Smith, T. (2014) ‘How investors ignored the warning signs at Tesco’, ft.com, 5 September.

Calculate the earnings per share of Alexis plc for the year ended 31 March 2015.

The ratio for 2015 is:

eps =
£11m
600m

= 1.8p

Activity 7.25
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Cash generated from operations per share

In the short term at least, cash generated from operations (found in the statement of cash 
flows) can provide a good guide to the ability of a business to pay dividends and to 
undertake planned expenditures. Many see a cash generation measure as more useful in 
this context than the earnings per share figure. The cash generated from operations 
(CGO) per ordinary share ratio is calculated as follows:

The ratio for Alexis plc for the year ended 31 March 2014 is:

CGO per share =
£251m
600m

= 41.8p

Cash generated from
operations per share

=

Cash generated from operations
less preference dividend (if any)

Number of ordinary shares in issue

Calculate the CGO per ordinary share for Alexis plc for the year ended 31 March 2015.

The ratio for 2015 is:

Cgo per share =
£34m
600m

= 5.7p

Activity 7.26

There has been a dramatic decrease in this ratio over the two-year period.
Note that, for both years, the CGO per share for Alexis plc is higher than the earnings 

per share. This is not unusual. The effect of adding back depreciation to derive the CGO 
figures will often ensure that a higher figure is derived.

price/earnings (p/e) ratio

The price/earnings ratio relates the market value of a share to the earnings per share. 
This ratio can be calculated as follows:

The P/E ratio for Alexis plc as at 31 March 2014 is:

P/E ratio =
£2.50

27.5p*
= 9.1 times

*The EPS figure (27.5p) was calculated earlier (on page 264).

This ratio indicates that the market value of the share is 9.1 times the current level of 
earnings. It is a measure of market confidence in the future of a business. The higher the P/E 
ratio, the greater the confidence in the future earning power of the business and, conse-
quently, the more investors are prepared to pay in relation to that current earning power.

P/E ratio =
Market value per share

Earnings per share

M07_MCLA8297_08_SE_C07.indd   266 22/09/15   10:22 pm



InvesTmenT raTIos 267

As P/E ratios provide a useful guide to market confidence about the future, they can be 
helpful when comparing different businesses. However, differences in accounting poli-
cies between businesses can lead to different profit and earnings per share figures. This 
can distort comparisons.

The investment ratios for Alexis plc over the two-year period are as follows:

2014 2015
dividend payout ratio 24.2% 363.6%
dividend yield ratio 3.0% 5.0%
earnings per share 27.5p 1.8p
Cash generated from operations per share 41.8p 5.7p
p/e ratio 9.1 times 83.3 times

Calculate the P/E ratio of Alexis plc as at 31 March 2015.

The ratio for 2015 is:

p/e ratio =
£1.50
1.8p

= 83.3 times

Activity 7.27

What do you deduce from the investment ratios set out above? Can you offer an 
 explanation why the share price has not fallen as much as it might have done, bearing 
in mind the much poorer trading performance in 2015?

although the eps has fallen dramatically and the dividend payment for 2015 seems very 
imprudent, the share price has held up reasonably well (fallen from £2.50 to £1.50). more-
over, the dividend yield and p/e ratios have improved in 2015. This is an anomaly of these 
two ratios, which stems from using a forward-looking value (the share price) in conjunction 
with historic data (dividends and earnings). share prices are based on investors’ assess-
ments of the business’s future. It seems that the ‘market’ was less happy with alexis plc 
at the end of 2015 than at the end of 2014. This is evidenced by the fact that the share 
price had fallen by £1 a share. The decline in share price, however, was less dramatic than 
the decline in profit for the year. This suggests that investors believe the business will 
perform better in the future. perhaps they are confident that the large increase in assets 
and employee numbers occurring in 2015 will yield benefits in the future; benefits that the 
business was not able to generate in 2015.

Activity 7.28

real World 7.7 provides information about the share performance of a selection of 
large, well-known UK businesses. This type of information is provided on a daily basis by 
several newspapers, notably the Financial Times.
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real World  7.8 shows how investment ratios can vary between different industry 
sectors.

Market statistics for some well-known 
businesses
The following data were extracted from the Financial Times of 12 November 2014, relat-
ing to the previous day’s trading of the shares of some well-known businesses on the 
London Stock Exchange:

Share Price 
(pence)

Change 52-week 
high

52-week 
low

Yield P/E Volume 
(000s)

marks and spencer  476.20 -0.90  512 359.2 3.57 15.47 5,735.9
J d Wetherspoon  801.50 +3.50  905 674.94 1.50 24.42 86.6
national express  243.40 -1.10  309.27 213.40 4.11 25.61 391.7
Tesco  194.95 +2.05  368.75 164.00 7.57 18.47 28,924
unilever 2,568 +23 2,796.15 2,291.65 3.39 17.84 2,504.4
TuI Travel  418 +6.10   450.90 321.10 3.23 88.26 1,801.4

price mid-market price in pence (that is, the price midway between buying and 
selling price) of the shares at the end of trading on 11 november 2014

Change gain or loss in the mid-market price during 11 november 2014
high/low highest and lowest prices reached by the share during the 52 weeks ended 

on 11 november 2014
yield gross dividend yield, based on the most recent year’s dividend and the 

current share price
p/e price/earnings ratio, based on the most recent year’s (after-tax) profit for 

the year and the current share price
volume The number of shares (in thousands) that were bought/sold on 11 

november 2014

So, for example, for the retail business Marks and Spencer plc,

●	 the shares had a mid-market price of 476.20 each at the close of Stock Exchange trad-
ing on 11 November 2014;

●	 the shares had decreased in price by 0.90 pence during trading on 11 November 2014;
●	 the shares had highest and lowest prices during the previous 52 weeks of 512p and 

359.2p, respectively;
●	 the shares had a dividend yield, based on the 11 November 2014 price (and the dividend 

for the most recent year) of 3.57 per cent;
●	 the shares had a P/E ratio, based on the 11 November 2014 price (and the after-taxation 

earnings per share for the most recent year) of 15.47;
●	 during trading on 11 November 2014, 5,735,900 of the business’s shares had changed 

hands between buyers and sellers.

Source: Financial Times, 12 November 2014, p. 28.  
© The Financial Times Limited 2012. All Rights Reserved.

real World 7.7
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Yielding dividends
Investment ratios can vary significantly between businesses and between industries. To 
give some indication of the range of variations that occur, the average dividend yield 
ratios and average P/E ratios for listed businesses in twelve different industries are 
shown in Figures 7.5 and 7.6, respectively.

real World 7.8

Average dividend yield ratios for businesses in a range 
of industries

%

C
on

st
ru

ct
io

n
an

d 
m

at
er

ia
ls

C
he

m
ic

al
s

P
ha

rm
ac

eu
tic

al
s

&
 b

io
te

ch
no

lo
gy

T
ob

ac
co

Li
fe

 a
ss

ur
an

ce

M
ed

ia

T
ra

ve
l a

nd
 le

is
ur

e 

B
ev

er
ag

es

A
ve

ra
ge

 f
or

 a
ll 

S
E

lis
te

d 
bu

si
ne

ss
es

In
du

st
ri

al
 e

ng
in

ee
ri

ng

E
le

ct
ri

ci
ty

6

5

4

3

2

1

0

O
il 

an
d 

ga
s 

pr
od

uc
er

s

F
oo

d 
an

d 
dr

ug
 r

et
ai

le
rs

4.08
3.94

2.36
2.45

3.87
4.12

2.06

2.92

5.70

5.09

3.40

2.38

3.37

Figure 7.5

These dividend yield ratios are calculated from the current market value of the shares and 
the most recent year’s dividend paid.

Some industries tend to pay out lower dividends than others, leading to lower dividend 
yield ratios. The average for all Stock Exchange listed businesses was 3.37 per cent (as is 
shown in Figure 7.5), but there is a wide variation with, travel and leisure at 2.06 per cent 
and food and drug retailers at 5.70 per cent.

Some types of businesses tend to invest heavily in developing new products, hence their 
tendency to pay low dividends compared with their share prices. Some of the inter-
industry differences in the dividend yield ratio can be explained by the nature of the 
calculation of the ratio. The prices of shares at any given moment are based on expect-
ations of their economic futures; dividends are actual past events. A business that had a 
good trading year recently may have paid a dividend that, in the light of investors’ 
assessment of the business’s economic future, may be high (a high dividend yield).

➔
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  Financial ratios and the problem of overtrading 

  Overtrading  occurs where a business is operating at a level of activity that cannot be sup-
ported by the amount of fi nance that has been committed. This situation is often due to 
poor fi nancial control over the business by its managers. The underlying reasons for 
overtrading are varied. It may occur: 

  Financial ratios and the problem of overtrading 

 Businesses that have a high share price relative to their recent historic earnings have 
high P/E ratios. This may be because their future is regarded as economically bright, 
which may be the result of investing heavily in the future at the expense of recent profits 
(earnings). On the other hand, high P/Es also arise where businesses have recent low 
earnings, but investors believe that their future is brighter. The average P/E for all Stock 
Exchange listed businesses was 14.72 times, but the average for food and drug retailers 
was as low as 8.12 times and that for construction and materials as high as 76.25 times. 

  Source:  Both figures are constructed from data appearing in the  Financial Times,  8/9 November 
2014, p. 23. © The Financial Times Limited 2012. All Rights Reserved. 

  These p/e ratios are calculated from the current market value of the shares and the most 
recent year’s earnings per share (eps).  

  Average price/earnings ratios for businesses in a range of 
industries           Figure 7.6

real World 7.8 continued
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●	 in young, expanding businesses that fail to prepare adequately for the rapid increase in 
demand for their goods or services. This often leads to insufficient finance to fund the 
level of trade receivables and inventories needed to support the level of sales revenue 
generated;

●	 in businesses where the managers may have misjudged the level of expected sales 
demand or have failed to control escalating project costs;

●	 as a result of a fall in the value of money (inflation), causing more finance to have to 
be committed to inventories and trade receivables, even where there is no expansion 
in the real volume of trade; and

●	 where the owners are unable to inject further funds into the business themselves and/
or they cannot persuade others to invest in the business.

Whatever the reason, the problems that it brings must be dealt with if the business is 
to survive over the longer term.

Overtrading results in liquidity problems such as exceeding borrowing limits, or slow 
repayment of borrowings and trade payables. The last of these can result in suppliers with-
holding supplies, thereby making it difficult to meet customer needs. The managers of the 
business might be forced to direct all of their efforts to dealing with immediate and press-
ing problems, such as finding cash to meet interest charges due or paying wages. Longer-
term planning becomes difficult as managers spend their time going from crisis to crisis. 
Ultimately, the business may fail because it cannot meet its maturing obligations.

If a business is overtrading, do you think the following ratios would be higher or lower 
than normally expected?

1 Current ratio
2 Average inventories turnover period
3 Average settlement period for trade receivables
4 Average settlement period for trade payables

your answer should be as follows:

1 The current ratio would be lower than normally expected. This ratio is a measure of 
liquidity, and lack of liquidity is a typical symptom of overtrading.

2 The average inventories turnover period would be lower than normally expected. Where 
a business is overtrading, the level of inventories held will be low because of the prob-
lems of financing them. In the short term, sales revenue may not be badly affected by 
the low inventories levels, and therefore inventories will be turned over more quickly.

3 The average settlement period for trade receivables may be lower than normally 
expected. Where a business is suffering from liquidity problems it may chase credit 
customers more vigorously in an attempt to improve cash flows.

4 The average settlement period for trade payables may be higher than normally 
expected. The business may try to delay payments to its suppliers because of the 
liquidity problems arising.

Activity 7.29

To deal with the overtrading problem, a business must ensure that the finance avail-
able is consistent with the level of operations. Thus, if a business that is overtrading is 
unable to raise new finance, it should cut back its level of operations in line with the 
finance available. Although this may mean lost sales and lost profits in the short term, 
cutting back may be necessary to ensure survival over the longer term.
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  trend analysis 

 It is often helpful to see whether ratios are indicating trends. Key ratios can be plotted on 
a graph to provide a simple visual display of changes occurring over time. The trends 
occurring within a business may, for example, be plotted against trends for rival busi-
nesses or for the industry as a whole for comparison purposes. An example of trend 
analysis is shown in   real World   7.9   .    

  trend analysis 

 Trend setting 

 real World 7.9 

  The current ratio for three leading uK supermarket businesses is plotted for the financial 
years ended during 2004 to 2014. This enables comparison to be made regarding the 
ratio, both for each of the three businesses over time and between the businesses.  
  Source : ratios calculated from information in the annual reports of the three businesses for each of the years 2004 to 2014. 
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 Figure 7.7

 In  Figure   7.7   , the current ratio of three of the uK’s leading supermarket companies is plot-
ted over time. We can see that the current ratios of the three businesses have tended to 
move closer. Tesco’s ratio was lower than those of its main rivals until 2005; it then over-
took morrison and, in 2009, sainsbury. sainsbury’s current ratio shows a fairly consistent 
downward path until 2010. morrison has tended to maintain the lowest current ratio over 
time. With well-managed businesses like these, it is highly likely that any changes are the 
result of deliberate policy.  

  Source:  annual reports of the three businesses 2004 to 2014. 

  Using ratios to predict financial failure 

 Financial ratios, based on current or past performance, are often used to help predict the 
future. Normally, both the choice of ratios and the interpretation of results are depend-
ent on the judgement and opinion of the analyst. In recent years, however, attempts 

  Using ratios to predict financial failure 
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have been made to develop a more rigorous and systematic approach to the use of ratios 
for prediction purposes. In particular, researchers have shown an interest in the ability 
of ratios to predict the financial failure of a business.

By financial failure, we mean a business either being forced out of business or being 
severely adversely affected by its inability to meet its financial obligations. It is often 
referred to as ‘going bust’ or ‘going bankrupt’. This is, of course, a likely area of concern 
for all those connected with the business.

Using single ratios

Various ways of using ratios to predict future financial failure have been developed. 
Early research focused on seeing whether a single ratio was a good or bad predictor 
of financial failure. It involves tracking a particular ratio (for example, the current 
ratio) for a business over several years leading up to the date of failure. This was to 
see whether the ratio had shown a trend that could have been taken as a warning 
sign.

Beaver (see reference 1 at the end of the chapter) carried out the first research in this 
area. He identified 79 businesses that had failed. He then calculated the average 
(mean) of various ratios for these 79 businesses, going back over the financial state-
ments of each business for each of the ten years leading up to each business’s failure. 
Beaver then compared these average ratios with similarly derived ratios for a sample of 
79 businesses that did not fail over this period. (The research used a matched-pair 
design, where each failed business was matched with a non-failed business of similar 
size and industry type.) Beaver found that some ratios exhibited a marked difference 
between the failed and non-failed businesses for up to five years prior to failure. These 
ratios were:

●	 Cash flow/Total debt;
●	 Net income (profit)/Total assets;
●	 Total debt/Total assets;
●	 Working capital/Total assets;
●	 Current ratio: and
●	 No credit interval (that is, cash generated from operations to maturing obligations).

To illustrate Beaver’s findings, the average current ratio of failed businesses for five 
years prior to failure, along with the average current ratio of non-failed businesses for the 
same period, are shown in Figure 7.8.

Research by Zmijewski (see reference 2 at the end of the chapter), using a sample of 72 
failed and 3,573 non-failed businesses over a six-year period, found that businesses that 
ultimately went on to fail were characterised by lower rates of return, higher levels of 
gearing, lower levels of coverage for their fixed interest payments and more variable 
returns on shares. While we may not find these results very surprising, it is interesting to 
note that Zmijewski, like a number of other researchers in this area, did not find liquidity 
ratios particularly useful in predicting financial failure. Intuition might have led us 
(wrongly it seems) to believe that the liquidity ratios would have been particularly help-
ful in this context. By contrast, and as mentioned earlier, however, Beaver found the 
current ratio to be a useful predictor.

The approach adopted by Beaver and Zmijewski is referred to as univariate analysis 
because it looks at one ratio at a time. Although this approach can produce interesting 
results, there are practical problems associated with its use.
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A further problem arises where more than one ratio is used to predict failure. Let us 
say, for example, that past research has identified two ratios as being good predictors of 
financial failure. When applied to a particular business, however, it may be that one ratio 
predicts financial failure, whereas the other does not. Given these conflicting signals, 
how should the analyst interpret the results?

Using combinations of ratios

The weaknesses of univariate analysis have led researchers to develop models that com-
bine ratios in such a way as to produce a single index that can be interpreted more 
clearly. One approach to model development, much favoured by researchers, employs 

The vertical scale of the graph is the average value of the current ratio for each group of busi-
nesses (failed and non-failed). The horizontal axis is the number of years before failure. Thus, 
year 1 is the most recent year and year 5 the least recent year. We can see that a clear differ-
ence between the average for the failed and non-failed businesses can be detected five years 
prior to the failure of the former group.

Average (mean) current ratio of failed and non-failed businessesFigure 7.8

Let us assume that research indicates that a particular ratio is shown to be a good 
predictor of failure. Can you think of a practical problem that may arise when using this 
ratio to predict financial failure for a particular business?

Where a particular ratio for a business differs from the average value for that same ratio for 
non-failed businesses, the analyst must rely on judgement to interpret whether this difference 
is significant. There is no clear decision rule that can be applied. different analysts may, 
therefore, come to different conclusions about the likelihood of failure.

Activity 7.30
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multiple discriminate analysis (MDA). This is, in essence, a statistical technique that is 
similar to regression analysis and which can be used to draw a boundary between those 
businesses that fail and those businesses that do not. This boundary is referred to as the 
discriminate function. In this context, MDA attempts to identify those factors likely to 
influence financial failure. However, unlike regression analysis, MDA assumes that the 
observations come from two different populations (for example, failed and non-failed 
businesses) rather than from a single population.

To illustrate this approach, let us assume that we wish to test whether two ratios (say, 
the current ratio and the return on capital employed) can help to predict failure. To do 
this, we can calculate these ratios, first for a sample of failed businesses and then for a 
matched sample of non-failed ones. From these two sets of data we can produce a scatter 
diagram that plots each business according to these two ratios to produce a single coor-
dinate. Figure 7.9 illustrates this approach.

The distribution of failed and non-failed businesses is based on two ratios. The line represents 
a boundary between the samples of failed and non-failed businesses. although there is some 
crossing of the boundary, the boundary represents the line that minimises the problem of mis-
classifying particular businesses.

Scatter diagram showing the distribution of failed and non-failed 
businessesFigure 7.9

Using the observations plotted on the diagram, we try to identify the boundary 
between the failed and the non-failed businesses. This is the diagonal line in Figure 7.9.

We can see that those businesses that fall below and to the left of the line are 
 predominantly failed and those that fall to the right are predominantly non-failed ones. 
Note that there is some overlap between the two populations. In practice, the boundary 
produced is unlikely, therefore, to eliminate all errors. Some businesses that fail may fall 
on the non-failed businesses side of the boundary. The opposite also happens. However, 
the analysis will tend to minimise the misclassification errors.

The boundary shown in Figure 7.9 can be expressed in the form

Z = a + (b : Current ratio) + (c : ROCE)
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where a, b and c are all constants and b and c are weights to be attached to each ratio. A 
weighted average or total score (Z) is then derived. By ‘constants’ we mean that the same 
values are used for assessing each individual business. The values ascribed to these con-
stants are those that have been found in practice to provide a Z-score that most effect-
ively is able to differentiate between the failed and the non-failed businesses. Using this 
model to assess a particular business’s health, we would deduce the current and ROCE 
ratios for that business and use them in the equation above. If the resulting Z-score were 
to come out below a certain value, we should view that business as being at risk.

Note that this example, using the current and ROCE ratios, is purely hypothetical and 
only intended to illustrate the approach.

Z-score models

Altman (see reference 3 at the end of the chapter) was the first to develop a model (in 
1968), using financial ratios, that was able to predict financial failure in practice. In 2000 
he revised the model. In fact, the revisions necessary to make the model effective in more 
modern times were quite minor. Altman’s revised model, the Z-score model, is based on 
five financial ratios and is as follows:

Z = 0.717a + 0.847b + 3.107c + 0.420d + 0.998e

where a = Working capital/Total assets
b = Accumulated retained profits/Total assets
c = Operating profit/Total assets
d = Book (statement of financial position) value of ordinary and preference  
   shares/Total liabilities at book (statement of financial position) value
e = Sales revenue/Total assets

The weightings (or coefficients) in the above model are constants that reflect the 
importance to the Z-score of each of the ingredients (a to e).

In developing and revising this model, Altman carried out experiments using a paired 
sample of failed businesses and non-failed businesses and collected relevant data for 
each business for five years prior to failure. He found that the model represented by the 
formula above was able to predict failure for up to two years before it occurred. However, 
the predictive accuracy of the model became weaker the longer the time before the date 
of the actual failure.

The ratios used in this model were identified by Altman through a process of trial and 
error, as there is no underlying theory of financial failure to help guide researchers in 
their selection of appropriate ratios. According to Altman, those businesses with a Z-score 
of less than 1.23 tend to fail. The lower the score the greater is the probability of failure. 
Those with a Z-score greater than 4.14 tend not to fail. Those businesses with a Z-score 
between 1.23 and 4.14 occupied a ‘zone of ignorance’ and were difficult to classify. How-
ever, the model was able overall to classify 91 per cent of the businesses correctly; only 9 
per cent fell into the ‘zone of ignorance’. Altman based his model on US businesses.

In recent years, other models, using a similar approach, have been developed through-
out the world. In the UK, Taffler has developed separate Z-score models for different 
types of business. (See reference 4 at the end of the chapter for a discussion of the work 
of Taffler and others.)

The prediction of financial failure is not the only area where research into the predict-
ive ability of ratios has taken place. Researchers have also developed ratio-based models 
that claim to assess the vulnerability of a business to takeover by another. This is also an 
area that is of vital importance to all those connected with the business.
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real World 7.10 discusses some research that showed that investing in shares in busi-
nesses with very low Z-scores is unsuccessful compared with investing in businesses with 
higher Z-scores. This is what we might expect to happen and provides support for the use 
of Z-scores in assessing the health of businesses. The research did not show, however, 
that the higher the Z-score, the more successful the investment.

From A to Z
Investors looking to profit during a recession should be targeting stocks [shares] with 
strong fundamentals, according to research by Morgan Stanley. This ‘value investing’ 
approach – buying into companies where fundamental measures, such as book value and 
earnings, are not yet reflected in their share prices – is not new. But Morgan Stanley’s 
analysis has found that the ability of this approach to deliver returns in downturns 
depends on the financial strength of the companies – in particular, the importance 
attached to the balance sheet [statement of financial position] by investors. ‘If a stock’s 
balance sheet is weak, the valuation multiple will be of little importance at this stage in 
the economic cycle’, says Graham Secker, Morgan Stanley strategy analyst.

He ranked a basket of European companies by their Altman Z-score – a measure of finan-
cial strength devised by US academic Edward Altman. A Z-score can be calculated for all 
non-financial companies and the lower the score, the greater the risk of the company 
falling into financial distress. When Secker compared the companies’ Z-scores with their 
share price movements, he discovered that the companies with weaker balance sheets 
underperformed the market more than two-thirds of the time.

Morgan Stanley also found that a company with an Altman Z-score of less than 1 tends 
to underperform the wider market by more than 4 per cent over the year with an associ-
ated probability of 72 per cent. ‘Given the poor performance over the last year by stocks 
with a low Altman Z-score, the results of our backtest are now even more compelling 
than they were 12 months ago’, argues Secker. ‘We calculate that the median stock with 
an Altman Z-score of 1 or less has underperformed the wider market by 5–6 per cent per 
annum between 1990 and 2008.’

Secker sees this as logical. In a recession, companies with balance sheets that are per-
ceived to be weak are deemed a higher risk by lenders and face a higher cost of capital. 
This turns market sentiment against them and will generally lead to their share prices 
falling below their peers.

In 2008, the share price performance for stocks with an Altman Z-score of less than 1 was 
the worst since Morgan Stanley’s analysis began in 1991. Under the Morgan Stanley 
methodology, the 2008 score is calculated using 2007 company financials. Of all the com-
panies with a 2008 Z-score of less than 1, the median share price performance was a loss 
of 49 per cent, compared with a wider market fall of 42 per cent.

When compound annual growth rates since 1991 are analysed, the results are more dra-
matic. On average, companies with Z-scores of less than 1 saw their shares fall 4.4 per 
cent, compared with an average rise of 1.3 per cent for their peers. In only five of the last 
18 years has a stock with an Altman score of 1 or less outperformed the market. These 
were generally years of strong economic growth. However, companies with the highest 
Z-scores aren’t necessarily the best performers. During the bear market of 2000 to 2002, 
companies that had a Z-score above 3 fell almost twice as much as the market.

Analysts say the 2009 Z-scores, based on 2008 balance sheets, are far lower than in previ-
ous years as companies absorb the strain of the downturn in their accounts. ‘There’s 
been a lot of change between 2007 and 2008 [accounting years], tightening of credit and a 

real World 7.10

➔
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  Limitations of ratio analysis 

 Although ratios off er a quick and useful method of analysing the position and perform-
ance of a business, they are not without their problems and limitations. We shall now 
review some of their shortcomings. 

  Quality of financial statements 

 It must always be remembered that ratios are based on fi nancial statements. They will, 
therefore, inherit the limitations of the fi nancial statements on which they are based. In 
 Chapter   2    we saw that one important limitation of fi nancial statements is their failure to 
include all resources controlled by the business. Internally generated goodwill and 
brands, for example, are excluded from the statement of fi nancial position because they 
fail to meet the strict defi nition of an asset. This means that, even though these resources 
may be of considerable value, key ratios such as ROSF, ROCE and the gearing ratio will 
fail to acknowledge their presence.  

  Limitations of ratio analysis 

   Assume that a business has internally generated goodwill that had been created in 
earlier years. If this resource were introduced as a non-current asset with an indefinite 
life in the current statement of financial position, what would be the effect on ROSF, 
ROCE and the gearing ratio?  

 Activity 7.31 

vast deterioration in corporate balance sheets’, says Secker. ‘I’d expect 2009 [Z-scores] to 
be much worse.’ 

 Analysis by the  Financial Times  and Capital IQ, the data provider, corroborates this – 
showing that the 2009 scores have been badly affected by the crisis. Some 8 per cent of 
global companies with a market capitalisation of more than $500 million have Altman 
scores below 1 for 2009 – based on 2008 company financials. This is the highest percentage 
since 2002 and the largest annual increase since 2001 – showing the impact of the reces-
sion on the balance sheets of even the largest companies. If smaller companies were 
included, the results would be worse – as their earnings and market capitalisations have 
been affected far more. 

 European balance sheets were hit the hardest, with companies averaging a Z-score of 2.8, 
compared with 4.0 for Asia and the US, according to Capital IQ. This suggests the scores 
are not due to chance. A similar differential was recorded in 2001 during the last reces-
sion. On this evidence, US companies appear more resilient than their global peers in a 
downturn. 

 On a sector basis, healthcare and IT companies have the highest Z-scores. In 2008, their 
scores were more than three times higher than the average for the lowest-scoring sector: 
utilities. A similar pattern was found in 2001 – suggesting that investors may want to 
think twice before buying into ‘defensive’ utilities in a downturn.         

  Source:  Mathurin, P. (2009) New study re-writes the A to Z of value investing,  Financial Times,  
14 August. © The Financial Times Limited 2012. All Rights Reserved. 

real World 7.10 continued
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The quality of financial statements may also be undermined by deliberate attempts to 
make them misleading. We discussed this problem of creative accounting earlier in the 
text (see Chapter 5).

Inflation

A persistent, though recently less severe, problem, in most countries is that the financial 
results of businesses can be distorted as a result of inflation. One effect of inflation is that 
the reported value of assets that have been held for any length of time may bear little 
relation to current values. Generally speaking, the reported value of assets will be under-
stated in current terms during a period of inflation as they are usually reported at their 
original cost (less any amounts written off for depreciation). This means that compari-
sons, either between businesses or between periods, will be hindered. A difference in, 
say, ROCE may simply be owing to the fact that assets, shown in one of the statements 
of financial position being compared, were acquired more recently (ignoring the effect 
of depreciation on the asset values). Another effect of inflation is to distort the measure-
ment of profit. In the calculation of profit, sales revenue is often matched with costs 
incurred at an earlier time. This is because there is often a time lag between acquiring a 
particular resource and using it to help generate sales revenue. For example, inventories 
may well be acquired several months before they are sold. During a period of inflation, 
this will mean that the expense may not reflect prices that are current at the time of the 
sale. The cost of sales figure is usually based on the historic cost of the inventories con-
cerned. As a result, expenses will be understated in the income statement and this, in 
turn, means that profit will be overstated. One effect of this will be to distort the profit-
ability ratios discussed earlier.

the restricted view given by ratios

It is important not to rely exclusively on ratios, thereby losing sight of information con-
tained in the underlying financial statements. As we saw earlier in this chapter, some 
items reported in these statements can be vital in assessing position and performance. For 
example, the total sales revenue, capital employed and profit figures may be useful in 
assessing changes in absolute size that occur over time, or in assessing differences in scale 
between businesses. Ratios do not provide such information. When comparing one figure 
with another, ratios measure relative performance and position and, therefore, provide 
only part of the picture. When comparing two businesses, therefore, it will often be useful 
to assess the absolute size of profits, as well as the relative profitability of each business. 
For example, Business A may generate £1 million operating profit and have a ROCE of 15 
per cent and Business B may generate £100,000 operating profit and have a  ROCE of 
20 per cent. Although Business B has a higher level of profitability, as measured by ROCE, 
it generates lower total operating profits. This fact should not be overlooked.

The effect of introducing internally generated goodwill will be similar to that of an asset revalu-
ation, which we considered in Chapter  2. Total assets will increase and equity will also 
increase. an increase in equity will increase the denominator (lower part of the fraction) for all 
three ratios. This will, in turn, lead to lower ratios than would be the case if the goodwill were 
not introduced.
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the basis for comparison

We saw earlier that if ratios are to be useful they require a basis for comparison. More-
over, it is important that we compare like with like. Where the comparison is with 
another business, there can be difficulties. No two businesses are identical: the greater 
the differences between the businesses being compared, the greater are the limitations of 
ratio analysis. Furthermore, any differences in accounting policies, financing methods 
(gearing levels) and financial year ends will add to the problems of making comparisons 
between businesses.

Statement of financial position ratios

Because the statement of financial position is only a ‘snapshot’ of the business at a par-
ticular moment in time, any ratios based on statement of financial position figures, such 
as the liquidity ratios, may not be representative of the financial position of the business 
for the year as a whole. For example, it is common for a seasonal business to have a finan-
cial year end that coincides with a low point in business activity. As a result, inventories 
and trade receivables may be low at the year end. This means that the liquidity ratios 
may also be low. A more representative picture of liquidity can only really be gained by 
taking additional measurements at other points in the year.

real World 7.11 points out another way in which ratios are limited.

remember, it’s people that really count . . . 
lord Weinstock (1924–2002) was an influential industrialist whose management style and 
philosophy helped to shape management practice in many uK businesses. during his long 
and successful reign at geC plc, a major engineering business, lord Weinstock relied 
heavily on financial ratios to assess performance and to exercise control. In particular, he 
relied on ratios relating to sales revenue, expenses, trade receivables, profit margins and 
inventories turnover. however, he was keenly aware of the limitations of ratios and recog-
nised that, ultimately, people produce profits.

In a memo written to geC managers he pointed out that ratios are an aid to good man-
agement rather than a substitute for it. he wrote:

The operating ratios are of great value as measures of efficiency but they are only the measures and 
not efficiency itself. statistics will not design a product better, make it for a lower cost or increase 
sales. If ill-used, they may so guide action as to diminish resources for the sake of apparent but 
false signs of improvement.

management remains a matter of judgement, of knowledge of products and processes and of 
understanding and skill in dealing with people. The ratios will indicate how well all these things are 
being done and will show comparison with how they are done elsewhere. But they will tell us noth-
ing about how to do them. That is what you are meant to do.

Source: extract from stephen aris, Arnold Weinstock and the Making of GEC (aurum press, 1998), published in The Sunday Times, 
22 February 1998, p. 3.

real World 7.11
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Both ali plc and Bhaskar plc operate wholesale electrical stores throughout the uK. The 
financial statements of each business for the year ended 30 June 2015 are as follows:

Statements of financial position as at 30 June 2015

Ali plc Bhaskar plc
ASSetS £m £m
Non-current assets
Property, plant and equipment (cost less depreciation)
land and buildings 360.0 510.0
Fixtures and fittings  87.0  91.2

447.0 601.2
Current assets
Inventories 592.0 403.0
Trade receivables 176.4 321.9
Cash at bank  84.6  91.6

 853.0 816.5
total assets 1,300.0 1,417.7
eQUItY AND LIABILItIeS
equity
£1 ordinary shares 320.0 250.0
retained earnings  367.6  624.6

 687.6  874.6
Non-current liabilities
Borrowings – loan notes  190.0  250.0
Current liabilities
Trade payables 406.4 275.7
Taxation  16.0  17.4

 422.4  293.1
total equity and liabilities 1,300.0 1,417.7

Income statements for the year ended 30 June 2015

Ali plc Bhaskar plc
£m £m

revenue 1,478.1 1,790.4
Cost of sales (1,018.3) (1,214.9)
gross profit 459.8 575.5
operating expenses (308.5) (408.6)
operating profit 151.3 166.9
Interest payable  (19.4)  (27.5)
profit before taxation 131.9 139.4
Taxation  (32.0)  (34.8)
profit for the year  99.9  104.6

all purchases and sales were on credit. The market values of a share in ali plc and Bhaskar 
plc at the end of the year were £6.50 and £8.20 respectively.

Self-assessment question 7.1

➔

M07_MCLA8297_08_SE_C07.indd   281 22/09/15   10:22 pm



ChApter 7  analysIng and InTerpreTIng FInanCIal sTaTemenTs282

Required:
(a) For each business, calculate two ratios that are concerned with each of the following 

aspects:
●	 profitability
●	 efficiency
●	 liquidity
●	 gearing
●	 investment
	 (ten ratios in total).

What can you conclude from the ratios that you have calculated?
(b) Calculate the Z-scores for each business using the altman model.
(c) Comment on the Z-scores for each business and on the validity of applying the 

altman model to these particular businesses.

the solution to this question can be found in Appendix C.

Summary

The main points of this chapter may be summarised as follows:

Ratio analysis

●	 Compares two related figures, usually both from the same set of financial statements.

●	 Is an aid to understanding what the financial statements really mean.

●	 Is an inexact science so results must be interpreted cautiously.

●	 Usually requires the performance for past periods, similar businesses and/or planned 
performance as benchmark ratios.

●	 Can often benefit from a brief overview of the financial statements to provide insights 
that may not be revealed by ratios and/or may help in the interpretation of them.

Profitability ratios

●	 Are concerned with effectiveness at generating profit.

●	 Most commonly found in practice are the return on ordinary shareholders’ funds (ROSF), 
return on capital employed (ROCE), operating profit margin and gross profit margin.

Efficiency ratios

●	 Are concerned with efficiency of using assets/resources.

●	 Most commonly found in practice are the average inventories turnover period, aver-
age settlement period for trade receivables, average settlement period for trade pay-
ables, sales revenue to capital employed and sales revenue per employee.

Liquidity ratios

●	 Are concerned with the ability to meet short-term obligations.

●	 Most commonly found in practice are the current ratio, the acid test ratio and the cash 
generated to maturing obligations ratio.

Self-assessment question 7.1 continued
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Gearing ratios

●	 Are concerned with relationship between equity and debt financing.

●	 Most commonly found in practice are the gearing ratio and the interest cover ratio.

Investment ratios

●	 Are concerned with returns to shareholders.

●	 Most commonly found in practice are the dividend payout ratio, the dividend yield 
ratio, earnings per share (EPS), cash generated from operations per share, and the 
price/earnings ratio.

Uses of ratios

●	 Individual ratios can be tracked to detect trends, for example by plotting them on a 
graph.

●	 Ratios can be used to detect signs of overtrading.

●	 Ratios can be used to predict financial failure.

●	 Univariate analysis uses a single ratio at a time in an attempt to predict financial fail-
ure whereas multiple discriminate analysis combines various ratios within a model.

Limitations of ratio analysis

●	 Ratios are only as reliable as the financial statements from which they derive.

●	 Inflation can distort the information.

●	 Ratios give a restricted view.

●	 It can be difficult to find a suitable benchmark (for example, another business) to com-
pare with.

●	 Some ratios could mislead due to the ‘snapshot’ nature of the statement of financial 
position.

Key terms

return on ordinary shareholders’ funds 
ratio (rOSF)  p. 241

return on capital employed ratio 
(rOCe)  p. 242

operating profit margin ratio  p. 244
gross profit margin ratio  p. 245
average inventories turnover period 

ratio  p. 247
average settlement period for trade 

receivables ratio  p. 248
average settlement period for trade 

payables ratio  p. 249
sales revenue to capital employed 

ratio  p. 251
sales revenue per employee ratio   

p. 251
current ratio  p. 255
acid test ratio  p. 255

cash generated from operations to 
maturing obligations ratio  p. 256

financial gearing  p. 257
gearing ratio  p. 260
interest cover ratio  p. 261
dividend payout ratio  p. 262
dividend cover ratio  p. 263
dividend yield ratio  p. 263
dividend per share  p. 263
earnings per share (epS) ratio   

p. 264
cash generated from operations per 

ordinary share ratio  p. 266
price/earnings ratio  p. 266
overtrading  p. 270
univariate analysis  p. 273
multiple discriminate analysis  p. 275
discriminate function  p. 275
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 If you would like to explore the topics covered in this chapter in more depth, try the following: 

 Elliott, B. and Elliott, J.,  Financial Accounting and Reporting,  16th edn, Pearson, 2013, Chapters 28 
and 29. 

 Penman, S.,  Financial Statement Analysis and Security Valuation,  5th edn, McGraw-Hill Irwin, 2012, 
 Chapters   7    to    12   . 

 Schoenebeck, K. and Holtzman, M.,  Interpreting and Analyzing Financial Statements,  6th edn, 
Prentice Hall, 2012,  Chapters   2    to    5   . 

 Subramanyam, K. and Wild, J.,  Financial Statement Analysis,  11th edn, McGraw Hill Higher 
Education, 2014,  Chapters   6    and    8   .      
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Solutions to these questions can be found in Appendix D.

7.1 some businesses (for example, supermarket chains) operate on a low operating profit margin. 
does this mean that the return on capital employed from the business will also be low?

7.2 What potential problems arise particularly for the external analyst from the use of statement of 
financial position figures in the calculation of financial ratios?

7.3 Is it responsible to publish Z-scores of businesses that are in financial difficulties? What are the 
potential problems of doing this?

7.4 Identify and discuss three reasons why the p/e ratio of two businesses operating within the 
same industry may differ.

review questions

exercises 7.1 and 7.2 are basic level, 7.3 and 7.4 are intermediate level and 7.5 to 7.7 are 
advanced level. Solutions to exercises with coloured numbers can be found in  Appendix e. 

7.1 set out below are ratios relating to three different businesses. each business operates within a 
different industrial sector.

Ratio A plc B plc C plc

operating profit margin 3.6% 9.7% 6.8%
sales to capital employed 2.4 times 3.1 times 1.7 times
average inventories turnover period 18 days n/a 44 days
average settlement period for trade receivables 2 days 12 days 26 days
Current ratio 0.8 times 0.6 times 1.5 times

Required:
state, with reasons, which one of the three businesses is:
(a) a holiday tour operator
(b) a supermarket chain
(c) a food manufacturer.

exercises
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7.2 amsterdam ltd and Berlin ltd are both engaged in retailing, but they seem to take a different 
approach to it according to the following information:

Ratio Amsterdam Ltd Berlin Ltd

return on capital employed (roCe) 20% 17%
return on ordinary shareholders’ funds (rosF) 30% 18%
average settlement period for trade receivables 63 days 21 days
average settlement period for trade payables 50 days 45 days
gross profit margin 40% 15%
operating profit margin 10% 10%
average inventories turnover period 52 days 25 days

Required:
describe what this information indicates about the differences in approach between the two 
businesses. If one of them prides itself on personal service and one of them on competitive 
prices, which do you think is which and why?

7.3 The directors of helena Beauty products ltd have been presented with the following abridged 
financial statements:

helena Beauty products Ltd
Income statement for the year ended 30 September

2014 2015
£000 £000 £000 £000

sales revenue 3,600 3,840
Cost of sales
opening inventories 320 400
purchases 2,240 2,350

2,560 2,750
Closing inventories (400) (2,160) (500) (2,250)
gross profit 1,440 1,590
expenses (1,360) (1,500)
profit   80   90

Statement of financial position as at 30 September

2014 2015
£000 £000

ASSetS
Non-current assets
property, plant and equipment 1,900 1,860
Current assets
Inventories 400 500
Trade receivables 750 960
Cash at bank  8  4

1,158 1,464
total assets 3,058 3,324
eQUItY AND LIABILItIeS
equity
£1 ordinary shares 1,650 1,766
retained earnings 1,018 1,108

2,668 2,874
Current liabilities  390  450
total equity and liabilities 3,058 3,324
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Required:
using six ratios, comment on the profitability (three ratios) and efficiency (three ratios) of the 
business.

7.4 Conday and Co. ltd has been in operation for three years and produces antique reproduction 
furniture for the export market. The most recent set of financial statements for the business is 
set out as follows:

Statement of financial position as at 30 November

£000
ASSetS
Non-current assets
Property, plant and equipment (cost less depreciation)
land and buildings 228
plant and machinery  762

990
Current assets
Inventories 600
Trade receivables  820

1,420
total assets 2,410
eQUItY AND LIABILItIeS
equity
ordinary shares of £1 each 700
retained earnings  365

1,065
Non-current liabilities
Borrowings – 9% loan notes (note 1)  200
Current liabilities
Trade payables 665
Taxation 48
short-term borrowings (all bank overdraft)  432

1,145
total equity and liabilities 2,410

Income statement for the year ended 30 November

£000
revenue 2,600
Cost of sales (1,620)
Gross profit 980
selling and distribution expenses (note 2) (408)
administration expenses (194)
Operating profit 378
Finance expenses  (58)
profit before taxation 320
Taxation  (95)
profit for the year  225

notes:
1 The loan notes are secured on the land and buildings.
2 selling and distribution expenses include £170,000 in respect of bad debts.
3 a dividend of £160,000 was paid on the ordinary shares during the year.
4 The directors have invited an investor to take up a new issue of ordinary shares in the busi-

ness at £6.40 each making a total investment of £200,000. The directors wish to use the funds 
to finance a programme of further expansion.
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Required:
(a) analyse the financial position and performance of the business and comment on any fea-

tures that you consider significant.
(b) state, with reasons, whether or not the investor should invest in the business on the terms 

outlined.

7.5 Threads limited manufactures nuts and bolts, which are sold to industrial users. The abbrevi-
ated financial statements for 2014 and 2015 are as follows:

Income statements for the year ended 30 June

2014 2015
£000 £000

revenue 1,180 1,200
Cost of sales (680)  (750)
gross profit 500 450
operating expenses (200) (208)
depreciation (66)  (75)
operating profit 234 167
Interest  (–)  (8)
profit before taxation 234 159
Taxation  (80)  (48)
profit for the year  154  111

Statements of financial position as at 30 June

2014 2015
£000 £000

ASSetS
Non-current assets
property, plant and equipment 702 687
Current assets
Inventories 148 236
Trade receivables 102 156
Cash  3  4

253 396
total assets 955 1,083
eQUItY AND LIABILItIeS
equity
ordinary share capital (£1 shares, fully paid) 500 500
retained earnings 256  295

756  795
Non-current liabilities
Borrowings – bank loan  –  50
Current liabilities
Trade payables 60 76
other payables and accruals 18 16
Taxation 40 24
short-term borrowings (all bank overdraft) 81  122

199  238
total equity and liabilities 955 1,083

dividends were paid on ordinary shares of £70,000 and £72,000 in respect of 2014 and 2015 
respectively.
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Required:
(a) Calculate the following financial ratios for both 2014 and 2015 (using year-end figures for 

statement of financial position items):
1 return on capital employed
2 operating profit margin
3 gross profit margin
4 current ratio
5 acid test ratio
6 settlement period for trade receivables
7 settlement period for trade payables
8 inventories turnover period.

(b) Comment on the performance of Threads limited from the viewpoint of a business consider-
ing supplying a substantial amount of goods to Threads limited on usual trade credit terms.

7.6 genesis ltd was incorporated three years ago and has grown rapidly since then. The rapid rate 
of growth has created problems for the business, which the directors have found difficult to deal 
with. recently, a firm of management consultants has been asked to help the directors to over-
come these problems.

In a preliminary report to the board of directors, the management consultants state: ‘most of 
the difficulties faced by the business are symptoms of an underlying problem of overtrading.’

The most recent financial statements of the business are set out below.

Statement of financial position as at 31 October

ASSetS £000 £000
Non-current assets
Property, plant and equipment
land and buildings at cost 530
 accumulated depreciation (88) 442
 Fixtures and fittings at cost 168
 accumulated depreciation (52) 116
 motor vans at cost 118
 accumulated depreciation (54) 64

622
Current assets
Inventories 128
Trade receivables 104

232
total assets 854
eQUItY AND LIABILItIeS
equity
ordinary £0.50 shares 60
general reserve 50
retained earnings 74

184
Non-current liabilities
Borrowings – 10% loan notes (secured) 120
Current liabilities
Trade payables 184
Taxation 8
short-term borrowings (all bank overdraft) 358

550
total equity and liabilities 854
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Income statement for the year ended 31 October

£000 £000
revenue 1,640
Cost of sales
 opening inventories 116
 purchases 1,260

1,376
 Closing inventories (128) (1,248)
gross profit 392
selling and distribution expenses (204)
administration expenses (92)
operating profit 96
Interest payable (44)
profit before taxation 52
Taxation (16)
profit for the year 36

all purchases and sales were on credit.
a dividend was paid during the year on ordinary shares of £4,000.

Required:
(a) Calculate and discuss five financial ratios that might be used to establish whether the busi-

ness is overtrading. do these five ratios suggest that the business is overtrading?
(b) state the ways in which a business may overcome the problem of overtrading.

7.7 The financial statements for harridges ltd are given below for the two years ended 30 June 
2014 and 2015. harridges limited operates a department store in the centre of a small town.

Income statements for the years ended 30 June

2014 2015
£000 £000

sales revenue 2,600 3,500
Cost of sales (1,560) (2,350)
gross profit 1,040 1,150
Wages and salaries (320) (350)
overheads (260) (200)
depreciation (150) (250)
operating profit 310 350
Interest payable (50) (50)
profit before taxation 260 300
Taxation (105) (125)
profit for the year  155  175
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Statement of financial position as at 30 June

2014 2015
£000 £000

ASSetS
Non-current assets
property, plant and equipment 1,265 1,525
Current assets
Inventories 250 400
Trade receivables 105 145
Cash at bank 380 115

735 660
total assets 2,000 2,185
eQUItY AND LIABILItIeS
equity
share capital: £1 shares fully paid 490 490
share premium 260 260
retained earnings 350 450

1,100 1,200
Non-current liabilities
Borrowings – 10% loan notes  500  500
Current liabilities
Trade payables 300 375
other payables  100  110

 400  485
total equity and liabilities 2,000 2,185

dividends were paid on ordinary shares of £65,000 and £75,000 in respect of 2014 and 2015 
respectively.

Required:
(a) Choose and calculate eight ratios that would be helpful in assessing the performance of 

harridges ltd. use end-of-year values and calculate ratios for both 2014 and 2015.
(b) using the ratios calculated in (a) and any others you consider helpful, comment on the busi-

ness’s performance from the viewpoint of a prospective purchaser of a majority of shares.
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Part 2 deals with the area known as ‘management 
accounting’ or ‘managerial accounting’. This area is 
concerned with providing information to help managers to 
run the business in an efficient and effective way. The 
information provided should help them in making 
decisions, in planning for the future and in ensuring that 
plans are actually achieved.

It is difficult to overstate the extent to which management 
accounting, and the role of the management accountant, 
has changed over recent times. The advance of the 
computer has had an enormous influence. IT has released 
the management accountant from much of the routine 
work associated with preparation of management 
accounting reports and has provided the opportunity to 
take a more proactive role within the business. This has 
led to the management accountant becoming part of the 
management team and, therefore, directly involved in 
planning and decision making.

The role of the management accountant has also changed 
as a result of the increasingly turbulent economic 
environment. Businesses must now strive harder to gain 
competitive advantage. As mentioned in Chapter 1, they 
must now be more customer-focused, more outward-
looking and more orientated towards value creation in 
order to survive and prosper. This has meant that 
managers require a much broader range of information 
from the management accountant than in the past.

These new dimensions to the management accountant's 
role have implications for the kind of skills required to 
operate effectively. In particular, certain ‘soft’ skills are 
needed, such as interpersonal skills for working as part of 

 8 Making management 
decisions

 9 Cost–volume–profit 
analysis

10 Full costing 

11 Costing and performance 
evaluation in a 
competitive environment

12 Budgeting 

13 Accounting for control 

Management accounting

Part 2
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an effective team and communication skills to help influence the attitudes 
and behaviour of others.

Through working as part of a cross-functional team, the management 
accountant should gain a greater awareness of strategic and operational 
matters and an increased understanding of the information needs of 
managers. This is likely to have a positive effect on the design and 
development of management accounting systems. We should, therefore, 
see increasing evidence that management accounting systems are being 
designed to fit the particular structure and processes of the business rather 
than the other way round. By participating in planning, decision making and 
control of the business as well as providing management accounting 
information for these purposes, the management accountant plays a key 
role in achieving the objectives of the business. It is a role that should add 
value to the business and improve its competitive position.

Part 2 begins with a consideration of the basics of financial decision 
making. The first chapter in this part, Chapter 8, deals with how we identify 
information that is relevant to a particular decision. In practice, managers 
may be confronted with a large volume of financial information and must be 
able to discriminate between that which is relevant to a particular decision 
and that which can be ignored. Unless they can do this, there is a risk of 
making poor decisions. Chapter 9 continues our examination of basic 
concepts by considering the relationship between costs, volume of activity 
and profit. We shall see that an understanding of this relationship can be 
helpful in developing plans and in making a variety of decisions. This 
chapter incorporates an examination of break-even analysis, which is 
concerned with deducing the volume of activity at which the sales revenue 
equals the costs incurred so that neither profit nor loss is made by the 
activity. Knowledge of the break-even figure can be useful in assessing the 
degree of risk associated with business operations.

In Chapter 10 we look at how businesses have traditionally determined the 
full cost of each unit of their output. By ‘full cost’ we mean the figure that 
takes account of all of the costs of providing a product or service. This 
includes not simply those costs that are directly caused by the unit of 
output, but those like rent and administrative costs, which are indirectly 
involved. This topic is continued in Chapter 11, where we consider a more 
recent approach to determining the full cost of a product or service. In this 
chapter we also discuss the changes to the business environment that 
have occurred and the management accounting techniques developed to 
help businesses retain their competitiveness in this new environment.

Chapter 12 deals with the way in which businesses convert their objectives and 
long-term plans into workable short-term plans, or budgets. Budgets are an 
important feature of business life and so we consider the budgeting process in 
some detail. We shall examine the purpose of budgets and the way in which 
budgets are prepared. In Chapter 13 we shall see how, after the budget period, 
actual performance can be compared with budgeted performance. This is done 
to help assess performance and to identify reasons for any failure to meet 
budget targets. By finding out what went wrong, managers may be able to put 
things right for the future. The chapter concludes with a discussion of the 
impact of budgets on the attitudes and behaviour of managers.
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This chapter considers how management decisions should be made. The principles 
 outlined provide the basis for much of the rest of the book.

Management decisions should seek to promote the objectives of the business. When 
considering a proposed course of action, this involves weighing the benefits and associ-
ated costs. It is important to distinguish carefully between those benefits and costs that are 
relevant and those that are not. As we shall see, not all benefits and costs that can be 
identified may be relevant to the course of action.

When making management decisions, potential risks must also be considered. This 
involves assessing the likelihood and extent that actual benefits and costs relating to a 
proposed course of action will not turn out as predicted. Failure to carefully weigh relevant 
benefits and costs, along with the risks associated with each, is likely to result in poor deci-
sions being made.

Introduction

Making management 
decisions

ChaPter 8

Learning outcomes

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

●	 Define and distinguish between relevant costs, outlay costs and opportunity 
costs.

●	 Identify and quantify the costs and benefits that are relevant to a particular 
decision and reach a conclusion on the basis of them.

●	 Define risk and explain its importance to management decisions.

●	 Assess the riskiness of a particular decision
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     Cost–benefit analysis 

 Managers tend to spend much of their time making plans and decisions. As part of this 
process, they must try to assess the likely outcome from each course of action being con-
sidered. This involves a careful weighing of the prospective  benefits  against the  costs  
involved. Benefi ts are those outcomes, resulting from a course of action, that help a busi-
ness to achieve its objectives. Costs, on the other hand, represent the sacrifi ce of 
resources needed to achieve those benefi ts. For a proposed plan, or decision, to be worth-
while, the likely benefi ts should exceed the associated costs. 

   real World    8.1     provides an interesting example of where  cost-benefit analysis  was 
used to evaluate a possible course of action designed to solve a serious problem faced by 
many businesses.  

Cost–benefit analysis 

 To help weigh costs and benefi ts arising from a particular decision, it would be useful 
if both could be measured in monetary terms (as they were in the example discussed in 
 Real World    8.1   ). This would then provide a common denominator for cost–benefi t 
analysis. Some costs and benefi ts, however, may elude attempts to place a reliable mon-
etary value on them. Take, for example, the problems of valuing the cost of lost customer 
goodwill, incurred as a result of selling faulty products, or the benefi ts gained from pro-
viding staff  with better working conditions. To add to the valuation problems, the tim-
ing and duration of the costs and benefi ts may also be diffi  cult to estimate. 

 Stocktaking 
 Light-fi ngered employees are a problem for all employers, however the issue is particu-
larly severe in the retail trade. Tatiana Sandino, an associate professor in accounting and 
management at Harvard Business School and co-author Clara Xiaoling Chen, an assist-
ant professor of accountancy at the University of Illinois at Urbana-Champaign cite fi g-
ures from the National Retail Security survey in the US which says that employee theft 
of inventories contributed to a loss of $15.9 billion in 2008. 

 To try to discover what might dissuade employees from stealing, the two academics 
wondered if higher remuneration might help. They hypothesised that higher wages 
might encourage employees to feel more warmly towards their employers, that these 
employees – if they were paid more – would be less inclined to steal because they would 
not want to lose their jobs and paying a larger sum in the fi rst place would attract more 
honest employees. 

 Using two data sets and including factors such as workers’ diff erent socio-economic 
 environments and how many people the stores employed, the authors found that paying 
a larger salary caused a drop in employee theft and could, in certain circumstances, 
make fi scal sense. 

 A cost – benefi t analysis found that what an employer saved in cash and inventories theft 
covered about 39 per cent of the cost of the wage increase. “Our study suggests that an 
increase in wages will decrease theft, but won’t fully pay off ,” says Prof Sandino. The 
pair suggests that raising salaries might be the right course of action if other benefi ts – 
such as reduced employee turnover or higher employee productivity – account for at 
least 61 per cent of the wage increase. 

  Source:  Anderson, L., Something for the weekend,  ft.com , 16 November 2012. 

 real World 8.1 
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 Nevertheless, the costs and benefi ts just described can have a signifi cant eff ect on the 
achievement of business objectives. They should not, therefore, be ignored or given less 
weight when making decisions. There is always a risk that managers will take too narrow 
a view and act on the basis that ‘the things that count are the things that get counted’. 
That is, attention will be paid to those aspects where it is easy to assign a monetary value, 
but aspects that are diffi  cult to value will be ignored. We shall return to this point a little 
later in the chapter.  

  What is meant by ‘cost’? 

 The term ‘cost’ is a slippery concept. Although a very broad description was given earlier 
when discussing cost–benefi t analysis, it can be defi ned in diff erent ways. Managers 
therefore need to be clear what it means in the context of decision making. 

 Identifying and measuring cost may seem, at fi rst sight, to be pretty straightforward: 
it is simply the amount paid for the goods supplied or the service provided. When meas-
uring cost  for decision-making purposes,  however, things are not quite that simple. The 
following activity illustrates why this is the case.  

What is meant by ‘cost’? 

   You own a motor car, for which you paid a purchase price of    £5,000    – much below the 
current list price – at a recent car auction. You have just been offered    £6,000    for this 
car. 

 What is the cost to you of keeping the car for your own use?  Note:  Ignore running 
costs and so on; just consider the ‘capital’ cost of the car.  

  By retaining the car, you are forgoing a cash receipt of    £6,000.    Thus, the real sacrifice, or 
cost, incurred by keeping the car for your own use is    £6,000.      

 activity 8.1 

 Any decision that the car owner in  Activity   8.1    may make, with respect to the car’s 
future, should logically take account of the fi gure of    £6,000.    This is known as the 
 opportunity cost  since it is the value of the opportunity forgone in order to pursue the 
other course of action. (In this case, the other course of action is to retain the car.) 

 We can see that the cost of retaining the car is not the same as the purchase price. In one 
sense, of course, the cost of the car is    £5,000    because that is how much was paid for it. How-
ever, this cost, which for obvious reasons is known as the  historic cost,  is only of academic 
interest. It cannot logically ever be used to make a decision on the car’s future. If we disagree 
with this point, we should ask ourselves how we should assess an off er of    £5,500,    from 
another person, for the car. The answer is that we should compare the off er price of    £5,500    
with the opportunity cost of    £6,000.    This should lead us to reject the off er as it is less than 
the    £6,000    opportunity cost. In these circumstances, it would not be logical to accept the 
off er of    £5,500    on the basis that it was more than the    £5,000    that we originally paid. The 
only other fi gure that should concern us is the value to us, in terms of pleasure, usefulness 
and so on, of retaining the car. If we valued this more highly than the    £6,000    opportunity 
cost, we should reject both off ers. 

 We may still feel, however, that the    £5,000    is relevant here because it will help us in 
assessing the profi tability of the decision. If we sold the car, we should make a profi t of 
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either £500 (£5,500-£5,000) or £1,000 (£6,000-£5,000) depending on which offer we 
accept. Since we should seek to make the higher profit, the right decision is to sell the car 
for £6,000. However, we do not need to know the historic cost of the car to make the 
right decision. What decision should we make if the car cost us £4,000 to buy? Clearly 
we should still sell the car for £6,000 rather than for £5,500 as the important comparison 
is between the offer price and the opportunity cost. We should reach the same conclu-
sion whatever the historic cost of the car.

To emphasise the above point, let us assume that the car cost £10,000. Even in this 
case the historic cost would still be irrelevant. Had we just bought a car for £10,000 and 
found that shortly after it is only worth £6,000, we may well be fuming with rage at our 
mistake, but this does not make the £10,000 a relevant cost. The only relevant factors, 
in a decision on whether to sell the car or to keep it, are the £6,000 opportunity cost and 
the value of the benefits of keeping it. Thus, the historic cost can never be relevant to a 
future decision.

To say that historic cost is an irrelevant cost is not to say that the effects of having 
incurred that cost are always irrelevant. The fact that we own the car, and are thus in a 
position to exercise choice as to how to use it, is not irrelevant. It is highly relevant.

Opportunity costs are rarely taken into account in the routine accounting processes, 
such as recording revenues, expenses, assets and claims. This is because they do not 
involve any out-of-pocket expenditure. It seems that they are only calculated where they 
are relevant to a particular management decision. Historic costs, on the other hand, do 
involve out-of-pocket expenditure and are recorded. They are used in preparing the 
annual financial statements, such as the statement of financial position and the income 
statement. This is logical, however, since these statements are intended to be accounts of 
what has actually happened and are drawn up after the event.

real World 8.2 gives an example of how perceptions of the worth of an asset can alter 
as circumstances alter. When News Corp bought the social networking site MySpace, in 
2005, it judged that the benefits of ownership were worth $580 million. By 2011, this 
judgement had altered drastically. When the decision to sell for $35 million was being 
made, the fact that MySpace had a historic cost of $580 million was presumably ignored. 
Only the future benefits of ownership were weighed against the $35 million.

No space for MySpace
After a drawn-out sales process and a saga that Rupert Murdoch, its chairman, would 
probably rather forget, News Corp has found a buyer for MySpace, agreeing to sell the 
loss-making social network to Specific Media in a $35 million deal.

The move, first reported by News Corp’s All Things D website, brings to an end a turbu-
lent episode that initially reignited Mr Murdoch’s interest in the internet, with his com-
pany briefly capitalising on a website that, in its heyday, was one of the world’s hottest 
internet properties. But years of management mistakes, the rise of Facebook and clashes 
between the News Corp hierarchy and MySpace managers led to Mr Murdoch’s dream of 
a dominant global social network turning to dust.

Under the terms of the deal, News Corp will receive a small cash payment and a minority 
stake in Specific Media in return for MySpace, which it acquired in 2005 for $580 million. 
Specific Media, a California-based online advertising network founded by the Vander-
hook brothers, will control the company.

real World 8.2
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  relevant costs: opportunity and outlay costs 

 We have just seen that, when we are making decisions concerning the future,  past costs  
(that is, historic costs) are irrelevant. It is future opportunity costs and future  outlay 
costs  that are of concern. An opportunity cost can be defi ned as the value, in monetary 
terms, of being deprived of the next best opportunity in order to pursue the particular 
objective. An outlay cost is an amount of money that will have to be spent to achieve 
that objective. We shall shortly meet plenty of examples of both of these types of future 
cost. 

 To be relevant to a particular decision, a future outlay cost, or opportunity cost, must 
satisfy all three of the following criteria: 

   1   It must relate to the objectives of the business.     Most businesses have enhancing owners’ 
(shareholders’) wealth as their key strategic objective. That is to say, they are seeking to 
become richer (see  Chapter   1   ). Thus, to be relevant to a particular decision, a cost must 
have an eff ect on the wealth of the business.  

  2   It must be a future cost.     Past costs cannot be relevant to decisions being made about the 
future.  

  3   It must vary with the decision.     Only costs that diff er between outcomes should be used 
to distinguish between them. Take, for example, a road haulage business that has 
decided that it will buy a new, additional lorry and the decision lies between two 

relevant costs: opportunity and outlay costs 

 MySpace had been steadily losing money in the period leading up to the sale. The News 
Corp division including the site is expected to post close to $500 million in operating 
losses this fi scal year, according to people familiar with the situation. That did not deter 
Specifi c Media, which enlisted Justin Timberlake to back its bid. 

 At its peak, MySpace employed 1,400 people but that number has fallen to 400 through 
waves of cost cutting: about 200 will leave the company following the sale, according to 
a person close to the situation. Specifi c Media saw off  interest from Chris DeWolfe, a 
former MySpace chief executive, and private equity fi rms, including Golden Gate Capi-
tal. But the deal’s price represents a steep loss for News Corp. Its ownership of MySpace 
had started off  so promisingly in 2005. The purchase of a fast-growing company with 
genuine cachet among young internet users re-invented Mr Murdoch as a 21st century 
news media mogul. 

 Shortly after the acquisition, MySpace struck a $900 million three-year advertising deal 
with Google, which depended on strict traffi  c targets being met. MySpace revenues leapt 
from $1 million a month to $50 million a month, and Mr Murdoch confi dently predicted 
the site would generate $1 billion in advertising revenues by the end of 2008. But then 
things took a turn for the worse. MySpace became cluttered with unappealing ads, 
Mr  DeWolfe departed after clashes with News Corp management and users began to 
leave in droves. A move by MySpace and other News Corp digital businesses into the 
biggest new offi  ce development in Los Angeles was scrapped – after the $350 million, 
12-year lease had been signed – leaving the company paying more than $1 million a 
month for an empty building. 

 The site shed users while Facebook was adding them in their millions. MySpace then 
revealed it had missed its Google targets and the management turmoil continued with 
two other chief executives leaving. 

 Mr Murdoch’s frustration about the site’s performance was evident. Relaunches of 
 MySpace failed, culminating in the decision to seek a buyer. 

  Source:  Garrahan, M., Murdoch’s MySpace dream turns to dust,  ft.com , 30 June 2011. 
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different models. The load capacity, the fuel and maintenance costs are different for 
each lorry. The potential costs and benefits associated with these factors are relevant 
items. The lorry will require a driver, so the business will need to employ one, but a 
suitably qualified driver could drive either lorry equally well, for the same wage. The 
cost of employing the driver is thus irrelevant to the decision as to which lorry to buy. 
This is despite the fact that this cost is a future one.

What if the decision did not concern a choice between two models of lorry but rather 
whether to operate an additional lorry or not; would the cost of employing the additional 
driver be relevant?

Yes – because it would then be a cost that would vary with the decision.

activity 8.2

Figure 8.1 shows a decision flow diagram for deciding which costs are relevant.

To be relevant to a particular decision, a cost must satisfy all three criteria.

a decision flow diagram for identifying relevant costsFigure 8.1
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As with the costs, to be relevant to a particular decision, the benefits must also satisfy 
all three criteria mentioned. That is, they should relate to the objectives of the business, 
they should relate to the future and should vary with the decision.

A garage business has an old car that it bought several months ago. The car needs a 
replacement engine before it can be driven. It is possible to buy a reconditioned engine 
for £300. This would take seven hours to fit by a mechanic who is paid £15 an hour. At 
present the garage is short of work, but the owners are reluctant to lay off any mechan-
ics or even to cut down their basic working week because skilled labour is difficult to 
find and an upturn in repair work is expected soon.

The garage paid £3,000 to buy the car. Without the engine it could be sold for an 
estimated £3,500. What is the minimum price at which the garage should sell the car 
with a reconditioned engine fitted?

The minimum price is the amount required to cover the relevant costs of the job. At this price, 
the benefits will exactly equal the costs and so neither a profit nor loss is made. Any price 
that is lower than this amount will mean that the wealth of the business is reduced. Thus, the 
minimum price is:

£
opportunity cost of the car 3,500
Cost of the reconditioned engine 300
Total 3,800

The original cost of the car is irrelevant for reasons that have already been discussed. 
It is the opportunity cost of the car that concerns us. The cost of the new engine is relevant 
because, if the work is done, the garage will have to pay £300 for the engine; but will pay 
nothing if the job is not done. The £300 is an example of a future outlay cost.

The labour cost is irrelevant because the same cost will be incurred whether the 
mechanic undertakes the engine-replacement work or not. This is because the mechanic 
is being paid to do nothing if this job is not undertaken; thus the additional labour cost 
arising from this job is zero.

activity 8.3

Assume exactly the same circumstances as in Activity 8.3, except that the garage is 
quite busy at the moment. If a mechanic is to be put on the engine-replacement job, it 
will mean that other work that the mechanic could have done during the seven hours, 
all of which could be charged to a customer, will not be undertaken. The garage’s 
labour charge is £60 an hour, though the mechanic is only paid £15 an hour.

What is the minimum price at which the garage should sell the car, with a recondi-
tioned engine fitted, under these altered circumstances?

➔

activity 8.4

It should be emphasised that the garage, in Activity 8.3 will not seek to sell the car 
with its reconditioned engine for £3,800; it will attempt to charge as much as possible for 
it. Any price above the £3,800, however, will make the garage better off financially than 
it would be by not undertaking the engine replacement.
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activity 8.4 continued

The minimum price is:

£
opportunity cost of the car 3,500
Cost of the reconditioned engine 300
labour cost (7 * £60) 420
Total 4,220

The opportunity cost of the car and the cost of the engine are the same as in Activity 8.3, 
but now a charge for labour has been added to obtain the minimum price. The relevant 
labour cost here is that which the garage will have to sacrifice in making the time available 
to undertake the engine replacement job. During the time that the mechanic is working on 
this job, the garage is losing the opportunity to do work for which a customer would pay 
£420. note that the £15 an hour mechanic’s wage is still not relevant. The mechanic will 
be paid £15 an hour irrespective of whether it is the engine-replacement work or some 
other job that is undertaken.

A business is considering making a bid to undertake a contract. Fulfilment of the con-
tract will require the use of two types of raw material. Quantities of both of these mater-
ials are held by the business. If it chose to, the business could sell the raw materials in 
their present state. All of the inventories of these two raw materials will need to be used 
on the contract. Information on the raw materials concerned is as follows:

Inventories  
item

Quantity 
(units)

Historic cost 
(£/unit)

Sales value 
(£/unit)

Replacement  
cost (£/unit)

A1 500 5 3 6
B2 800 7 8 10

Inventories item A1 is in frequent use in the business on a variety of work.
The inventories of item B2 were bought a year ago for a contract that was aban-

doned. It has recently become obvious that there is no likelihood of ever using this raw 
material unless the contract currently being considered proceeds.

Management wishes to deduce the minimum price at which the business could 
undertake the contract without reducing its wealth as a result. (That is, the price at 
which the costs are exactly equal to the benefits.) This can be used as the baseline in 
deducing the bid price.

How much should be included in the minimum price in respect of the two inventories 
items detailed above?

The minimum price must cover the relevant costs. The costs to be covered by the minimum 
price are:

Inventories item: A1 £6 * 500 = £3,000
B2 £8 * 800 = £6,400

We are told that the item A1 is in frequent use and so, if it is used on the contract, it will 
need to be replaced. sooner or later, the business will have to buy 500 units (currently costing 

activity 8.5
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£6 a unit) additional to those which would have been required had the contract not been 
undertaken.

Item B2 will never be used by the business unless the contract is undertaken. Thus, if 
the contract is not undertaken, the only reasonable thing for the business to do is to sell 
the B2. This means that if the contract is undertaken and the B2 is used, it will have an 
opportunity cost equal to the potential proceeds from disposal, which is £8 a unit.

note that the historic cost information about both materials is irrelevant. This will always 
be the case.

HLA Ltd is in the process of preparing a quotation for a special job for a customer. The 
job will have the following material requirements:

Material Units 
required

Units currently held in inventories Replacement 
cost

(£/unit)
Quantity 

held (units)
Historic cost 

(£/unit)
Sales value 

(£/unit)

P 400 0 – – 40
Q 230 100 62 50 64
R 350 200 48 23 59
s 170 140 33 12 49
T 120 120 40 0 68

Material Q is used consistently by the business on various jobs.
The business holds Materials R, S and T as the result of previous overbuying. No 

other use (apart from this special job) can be found for Material R, but the 140 units of 
Material S could be used in another job as a substitute for 225 units of Material V that 
are about to be purchased at a price of £10 a unit. Material T has no other use, it is a 
dangerous material that is difficult to store and the business has been informed that it 
will cost £160 to dispose of the material currently held.

If it chose to, the business could sell the Materials Q, R and S, currently held, in 
their present state.

What is the relevant cost of the materials for the job specified above?

The relevant cost is as follows:

£
Material P
 This will have to be purchased at £40 a unit (400 * £40) 16,000
Material Q
 Those units already held will have to be replaced and the remaining 130 units 
will have to be purchased; therefore, the relevant price is (230 * £64)

 
14,720

Material R
 200 units of this are held and these could be sold. The relevant price of these is 
the sales revenue foregone (200 * £23)

 
4,600

 The remaining 150 units of Material R would have to be purchased (150 * £59) 8,850
➔

activity 8.6
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   real World   8.3     is based on a  Financial Times  article that discusses the fi nancial benefi t 
of having a university education. One of the factors in the analysis is a major  opportunity 
cost.   

activity 8.6 continued

      £    
    Material S    
  This could be sold or used as a substitute for Material v.   
   The existing inventories could be sold for    £1,680    (that is,    140 * £12   ); however, 

the saving on Material v is higher and therefore should be taken as the relevant 
amount    (225 * £10)     2,250 

   The remaining units of Material s must be purchased    (30 * £49)     1,470 
  Material T    
   A saving on disposal will be made if Material T is used   (160)  
  total relevant material cost    47,730  

 Is a university degree a good investment? 
 There is a considerable amount of conjecture and anxiety as to whether a university 
education represents good value for money. With tuition fees in the US having more 
than tripled, when adjusted for infl ation, since the 1970s, potential students and their 
parents are questioning the value of a degree. With tuition fees going in the same direc-
tion in the UK and in many other countries, this is now a key issue for very many people 
worldwide. 

 Things are not necessarily as gloomy as they look, according to a research study carried 
out by two US statisticians. The study concluded that the infl ation-adjusted value of a 
university education has remained close to its all time high, despite soaring tuition fees 
and the downturn in employment prospects following the economic depression that 
started in 2008. The study showed that a university degree is worth a net $300,000. This is 
calculated as the additional lifetime earning power of graduates over their non-graduate 
counterparts, less fees and other costs, including the opportunity cost of earning little or 
nothing during their student days, compared with their non-student equivalents. 

 As the FT article says: 

  While the political controversy focuses on tuition fees, by far the largest component of the 
cost of higher education is the opportunity cost of being out of the labour force for four 
years, and that has actually shrunk in real terms because of the decline in the earnings 
power of those without a degree.  

  Source:  Based on Foley, S., Is a university degree a good investment?,  ft.com , 7 September 2014. 

 real World 8.3 

  Sunk costs and committed costs 

 A  sunk cost  is simply another way of referring to a past cost and so the terms ‘sunk cost’ 
and ‘past cost’ can be used interchangeably. A  committed cost  arises where an irrevoc-
able decision has been made to incur the cost. This is often because a business has entered 

  Sunk costs and committed costs 
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into a legally-binding contract. A committed cost is effectively the same as a past cost, 
despite the fact that payment may not be due until some point in the future. Thus, as with 
a past cost, a committed cost can never be a relevant cost for decision-making purposes.

It is important to bear in mind that, to be relevant, a cost must vary according to the 
decision. Where a business is already committed to incurring a particular cost, it must be 
paid irrespective of the decision.

real World 8.4 consists of extracts from a Financial Times article that deals with the 
possible disposal by the UK government of its stake in a bank that went close to collapse 
during the recent recession and had to be rescued. It points out that what the govern-
ment paid for its shares in the bank is a sunk cost and, therefore, an irrelevant one.

Bank transfer
Royal Bank of Scotland and George Osborne, the UK chancellor, are both eager to see the 
back of the other. RBS has declared that it should be healthy enough by next year for the 
government to start selling off its 81 per cent, and Mr Osborne has privately mooted a 
similar notion.

Last week, RBS displayed some encouraging signs of progress. For a long time, it seemed 
in such a dire state that it needed either to be fully nationalised, or split into good and 
bad banks and recapitalised by the taxpayer. Those risks, if not eliminated, have been 
reduced.

This does not mean the bank and its major shareholder can take a victory lap. RBS still 
has plenty of work to do, and concerns linger about whether it has fully acknowledged 
its bad loans. Its shares suffered when it announced its first-quarter results, revealing 
the rapid contraction of its investment arm.

The government must consider two factors before privatisation. The first is what price it 
can achieve, and whether it will match the book value paid by the Labour government 
in 2008. It need not get too hung up on the purchase price because that is a sunk cost. But 
neither should it be so enthusiastic to sell that it fails to get the best return for 
taxpayers.

Source: Extracts from the FT editorial, UK taxpayer will lose in rush to exit, ft.com, 5 May 2013.

real World 8.4

Past costs are irrelevant costs. Does this mean that what happened in the past is 
irrelevant?

no, it does not mean this. The fact that the business has an asset that it can deploy in the 
future is highly relevant. What is not relevant is how much it cost to acquire that asset. This 
point was examined in the discussion that followed Activity 8.1.

Another reason why the past is not irrelevant is that it generally – though not always – 
provides us with our best guide to the future. suppose that we need to estimate the cost of 
doing something in the future to help us to decide whether it is worth doing. In these circum-
stances our own experience, or that of others, on how much it has cost to do the thing in 
the past may provide us with a valuable guide to how much it is likely to cost in the future.

activity 8.7
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  Non-measurable costs and benefits 

 It was mentioned at the beginning of the chapter that certain costs and benefi ts may 
defy measurement in monetary terms. These costs and benefi ts often have a broader, but 
less immediate, impact on the business. Ultimately, however, they are likely to aff ect the 
ability of a business to achieve its objectives.  

  Non-measurable costs and benefits 

    Activity   8.4    was concerned with the cost of putting a car into a marketable condition. 
Apart from whether the car could be sold for more than the relevant cost of doing this, 
are there any other costs or benefits that may be difficult to quantify but should, nev-
ertheless, be taken into account in making a decision as to whether to do the work?  

  We can think of three: 

   ●	   Turning away another job in order to do the engine replacement may lead to customer 
dissatisfaction.  

  ●	   Having the car available for sale may be useful commercially for the garage, beyond the 
profit that can be earned from that particular car sale. For example, having a good 
range of second-hand cars for sale may attract potential customers wanting to buy 
a car.  

  ●	   It has been assumed that the only opportunity cost concerns labour (the charge-out 
rate for the seven hours concerned). In practice, most car repairs involve the use of 
some materials and spare parts. These are usually charged to customers at a profit 
to the garage. Any such profit from a job turned away would be lost to the garage. 
This lost profit would be an opportunity cost of the engine replacement. It should, 
therefore, be included in the calculation of the minimum price to be charged for the 
sale of the car.   

 You may have thought of additional points.   

 activity 8.8 

 Delivering for £1 
 In April 2013 Better Capital PCC ltd, a private equity business, paid    £1    to buy City link, 
the delivery and courier business, from Rentokil Initial plc, the pest control and hygiene 
business. 

 real World 8.5 

 These ‘qualitative’ costs and benefi ts should provide a further input to the fi nal deci-
sion. To do this, managers must rely on judgement when applying weightings to them. 
By taking account of these other costs and benefi ts, the fi nal decision may run counter 
to that indicated by the quantifi able costs and benefi ts. 

 To end our discussion of relevant benefi ts and costs,   real World   8.5     describes another 
case where the decision makers, quite correctly, ignored past costs and just concentrated 
on future options for the business concerned. It also highlights how two sets of managers 
can take quite diff erent views of the worth of an investment, presumably based on simi-
lar sources of information.   
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  risk 

 All management decisions involve  risk.  By risk we mean the chance that things will not 
turn out as predicted. This may arise because the manager failed to identify, or incor-
rectly estimated, one or more of the expected benefi ts or costs. As decision making, by its 
very nature, relates to the future, and since managers do not have perfect powers of pre-
diction, outcomes rarely turn out exactly as predicted. The greater the potential for 
actual outcomes to deviate from predictions, the more risky the decision. Some assess-
ment of the risk involved with a proposed course of action is a vital ingredient for man-
agement decisions. 

  Activity   8.9    considers some of the risks that could arise from a particular decision.  

  risk 

 Rentokil had bought City link as part of the takeover of Target express in 2006, but had 
never been able to make a success of its acquisition. An analyst at espirito santo, the 
investment bank, said, ‘City link has been a persistent thorn in the side of (Rentokil’s) 
management’s efforts to deliver a turnround at Rentokil and has assumed both significant 
financial cost and management focus, detracting from the core of the business.’ 

 The management at Rentokil was clearly very pleased to rid itself of City link without 
incurring further losses. 

 Better Capital could obviously see a brighter future for City link and committed 
   £40    million to fund additional working capital and restructuring, including the acquisition 
of new delivery vehicles and expanding the number of staff. Despite Better Capital’s 
efforts, however, City link ceased trading in late December 2014 as a prelude to the busi-
ness being wound up. 

 Better Capital is no stranger to deals done for    £1.    In February 2014, it sold Reader’s 
Digest, a publishing business, for that sum. It had bought the business for    £14    million in 
2010 and subsequently invested    £9    million in it. 

  Source:  Taken from: City link reaps benefits of better capital investment,  www.city-link.co.uk/press/2014/news , January 2014; 
Wembridge, M., Rentokil Initial sells City link to John Moulton’s buyout group,  ft.com , 29 April 2013; and Armstrong, A., Reader’s 
Digest sold for    £1    by Better Capital,  Daily Telegraph,  16 February 2014. 

   Look back at  Activity   8.6    ( page 303 ). Suppose that on the basis of the estimated rele-
vant material cost that we deduced there, plus estimated other costs and the price that 
HLA Ltd was able to negotiate with the customer, the special job went ahead. What 
factors relating to materials could prove to turn out differently, in an adverse way, from 
the predictions made? Try to think of at least three.  

  We can think of several, including the possibility that: 

   ●	   The quantity of each of the five materials required for the job (for example, 400 units of 
Material P) may prove to be underestimated.  

  ●	   The replacement costs of Materials P, Q, R and s may prove to be underestimated.  
  ●	   The disposal cost of Material T may prove to be overestimated.  
  ●	   The replacement cost of Material v may prove to be overestimated.  
  ●	   The sales value of Materials R and s may prove to be underestimated.     

 activity 8.9 
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When considering HLA Ltd’s decision about whether to undertake the ‘special job’, 
the benefit (the price negotiated for the job) and the projected costs must be carefully 
weighed. Only where the benefit exceeds the projected costs would the job normally be 
undertaken. Before a final decision is made, however, an assessment should be made of 
the likelihood and extent that outcomes do not turn out as expected. Where a net finan-
cial benefit is predicted, this must be weighed against the risks that the actual benefit is 
lower, or costs higher, than expected.

There are various approaches to dealing with risk. We shall now consider one of the 
most popular of these.

Sensitivity analysis

Sensitivity analysis involves an examination of the key input factors affecting a manage-
ment decision to see how changes in each input might influence its viability.

To begin with, a project will be assessed using the best available estimates for each of 
the input factors (for example, sales revenue, labour cost, material cost and so on). 
Assuming that the outcome is positive, the estimate used for each input factor is then 
examined to see by how much it could be changed before the project becomes no longer 
viable for that reason alone.

Suppose that a project to produce a product by purchasing a new machine is estimated 
to provide a net financial benefit for a business. To carry out a sensitivity analysis on this 
project, we can consider each of the key input factors in turn. These factors may include:

●	 initial outlay for the machine;
●	 sales volume and selling price;
●	 relevant operating costs;
●	 life of the project; and
●	 the cost of financing the project.

We try to find the value that each factor could have before the financial outcome for 
the business becomes negative (that is, the value for the factor at which the overall net 
benefit to the business is zero). The difference between the value for each factor at which 
the net financial benefit equals zero and its estimated value represents the ‘margin of 
safety’ for that factor. The factors affecting the sensitivity of a particular project analysis 
are set out in Figure 8.2.

As a result of carrying out a sensitivity analysis, managers are able to get a ‘feel’ for the 
project, which otherwise might not be possible. A computer spreadsheet model of the 
project can be very helpful in carrying out sensitivity analysis as it then becomes easy to 
try various values for the input factors and to see the effect of each.
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S. Saluja (Property Developers) Ltd intends to bid at an auction, to be held today, 
for a manor house that has fallen into disrepair. The auctioneer believes that the 
house will be sold for about £500,000. The business wishes to renovate the property 
and to divide it into nine flats, to be sold for £150,000 each. The renovation will 
cost £800,000. There is some uncertainty over all of the input values.

To simplify matters, we shall ignore the cost of financing this project.

(a) What is the net financial benefit of the proposed project to the business?
(b) Assuming that none of the other inputs deviates from the best estimates 

provided:
1 What auction price would have to be paid for the manor house to cause the 

project to have a zero net financial benefit?
2 What renovation cost would cause the project to have a zero net financial 

benefit?
3 What is the sale price of each of the flats that would cause the project to have 

a zero net financial benefit?
(c) Comment on the values obtained in answering (b).

The answers to these questions are as follows:

(a) The net financial benefit of the proposed project:

£
sales revenue (9 * £150,000) 1,350,000
Cost of manor house (500,000)
Cost of renovation (800,000)
net financial benefit 50,000

➔

example 8.1

Project
net financial

benefit

sensitivity analysis involves identifying the key factors that affect the project. six factors have 
been identified for the particular hypothetical project. (In practice, the key factors are likely to 
vary between projects.) once identified, each factor will be examined in turn to find the value it 
should have for the project to have a zero net financial benefit.

Factors affecting the sensitivity of net financial benefit 
calculationsFigure 8.2

Example 8.1 provides an example of sensitivity analysis. It is straightforward enough 
to be undertaken without recourse to a spreadsheet model.
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Note that, in the interests of simplicity, this example ignored the cost of financing the 
project. In practice, this is normally important and needs to be included. In Chapter 14, 
we shall consider, in detail, how this cost is included in the decision-making process.

A slightly different form of sensitivity analysis from that just described is to pose a 
series of ‘what if?’ questions. This can help to see how possible changes to each input 
factor will affect the viability of the project. When considering sales, for example, the 
following ‘what if?’ questions may be asked:

●	 What if sales volume is 5 per cent higher than expected?
●	 What if sales volume is 10 per cent lower than expected?
●	 What if sales price is reduced by 15 per cent?
●	 What if sales price could be increased by 20 per cent?

(b) 1   To obtain a zero net financial benefit, the auction price would have to be 
£50,000 higher than the current estimate – that is, a total price of £550,000. 
This is 10 per cent above the current estimated price.

2 To obtain a zero net financial benefit, the cost of renovation would have to 
be £50,000 higher than the current estimate – that is, a total price of 
£850,000. This is about 6 per cent above the current estimated price.

3 To obtain a zero net financial benefit, the selling price would have to be a 
total of £50,000 lower than the current estimate – that is, total revenue of 
£1,300,000. This is about 4 per cent below the current estimated price.

(c) These calculations indicate that the auction price would have to be about 10 
per cent above the estimated price before a zero net financial benefit arises. The 
margin of safety is, therefore, not very high for this factor. In practice, this 
should not represent a real risk because the business could withdraw from the 
bidding if the price rises to an unacceptable level.

The other two factors represent more real risks.
Only after the project is at a very late stage can the business be sure as to what 

actual price per flat will prevail. It would be unusual to be able to have fixed con-
tracts for sale of all of the flats before the auction. The calculations show that the 
price of the flats would only have to fall by about 4 per cent from the estimated 
price before the net financial benefit is reduced to zero. Hence, the margin of safety 
for this factor is very small.

Similarly, success of the project is quite sensitive to the cost of renovation: a 6 per 
cent increase in this factor would cause the project to be financially unsuccessful. It 
might be possible for the developer to enter into a binding (subject to the developer 
buying the manor house), fixed-price contract with a suitable builder before the 
auction. This may be difficult to achieve, however.

It seems from the calculations that the sale price of the flats and the renovation 
cost are the key sensitive factors to consider. A careful re-examination of these two 
factors seems appropriate before a final decision is made.

example 8.1 continued

M08_MCLA8297_08_SE_C08.indd   310 22/09/15   10:25 pm



311selF-AssessMenT QUesTIon

JB limited is a small specialist manufacturer of electronic components. Makers of aircraft, 
for both civil and military purposes, use much of its output. one of the aircraft makers has 
offered a contract to JB limited for the supply, over the next 12 months, of 400 identical 
components. The data relating to the production of each component are as follows:

●	 Material requirements: 
3 kg of Material M1 (see note 1 below)
2 kg of Material P2 (see note 2 below)
1 bought-in component (part number 678) (see note 3 below)

Note 1:  Material M1 is in continuous use by the business; 1,000 kg are currently  
 held by the business. The original cost was £4.70/kg, but it is known that  
 future purchases will cost £5.50/kg.
Note 2: 1,200 kg of Material P2 are currently held. The original cost of this material  
 was £4.30/kg. The material has not been required for the last two years.  
 Its scrap value is £1.50/kg. The only foreseeable alternative use is as a  
 substitute for Material P4 (in constant use) but this would involve further  
 processing costs of £1.60/kg. The current cost of Material P4 is £3.60/kg.
Note 3: It is estimated that the component (part number 678) could be bought  
 in for £50 each.

●	 Labour requirements: each component would require five hours of skilled labour and 
five hours of semi-skilled. A skilled employee is available and is currently paid £14/hour. 
A replacement would, however, have to be obtained at a rate of £12/hour for the work 
that would otherwise be done by the skilled employee. The current rate for semi-skilled 
work is £10/hour and an additional employee could be appointed for this work.

●	 General manufacturing costs: It is JB limited’s policy to charge a share of the general 
costs (rent, heating and so on) to each contract undertaken at the rate of £20 for each 
machine hour used on the contract. If the contract is undertaken, the general costs are 
expected to increase as a result of undertaking the contract by £3,200.

spare machine capacity is available and each component would require four machine 
hours. A price of £200 a component has been offered by the potential customer.

Self-assessment question 8.1

While this form of sensitivity analysis also examines the effect of changes in each 
key factor, it does not seek to find the point at which a change makes the project no 
longer viable.

There are three major drawbacks with the use of sensitivity analysis:

●	 It does not give managers clear decision rules concerning acceptance or rejection 
of the project and so they must rely on their own judgement.

●	 It does not provide any indication of the likelihood that a particular change to 
an input factor will actually occur.

●	 It is a static form of analysis. Only one input is considered at a time, while the rest 
are held constant. In practice, however, it is likely that more than one input 
value will differ from the best estimates provided. Even so, it would be possible 
to deal with changes in various inputs simultaneously, were the project data put 
onto a spreadsheet model. This approach, where more than one variable is 
altered at a time, is known as scenario building.
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Summary

The main points in this chapter may be summarised as follows:

Cost–benefit analysis

●	 Involves a careful weighing of the costs and benefits of plans and decisions.

●	 To be worthwhile, benefits should exceed the associated costs.

●	 Not all costs and benefits can be measured in monetary terms.

Relevant and irrelevant costs

●	 Relevant costs must:
– relate to the objective being pursued by the business;
– be future costs;
– vary with the decision.

●	 Relevant costs therefore include:
– opportunity costs;
– differential future outlay costs.

●	 Irrelevant costs therefore include:
– all past (or sunk) costs;
– all committed costs;
– non-differential future outlay costs.

Non-measureable costs and benefits

●	 Should provide an input to the final plans or decisions.

●	 Managers must rely on judgement when applying weights to these items.

Dealing with risk

●	 All decision-making involves risk: that is the likelihood that what was projected may 
not actually occur.

●	 Sensitivity analysis is an assessment, taking each input factor in turn, of how much 
each one can vary from estimate before a project is not viable.

●	 It provides useful insights to projects.

●	 It does not give a clear decision rule, but provides an impression.

●	 It does not indicate the likelihood of changes made to an input factor actually 
occurring.

●	 It can be rather static, but scenario building solves this problem.

Required:
(a) should the contract be accepted? support your conclusion with appropriate figures 

to present to management.
(b) How sensitive is the successful financial outcome of this contract to:

1 the price of Material M1; and
2  the skilled labour rate (in each case taken alone and assuming that all other inputs 

turn out as projected)?
(c) What other factors ought management to consider that might influence the decision?

the solution to this question can be found in appendix C.
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  Further reading 

 If you would like to explore the topics covered in this chapter in more depth, we recommend the 
following books: 

 Burns, J., Quinn, M., Warren, L. and Oliveira, J.,  Management Accounting,  McGraw-Hill Education, 
2013,  Chapter   12   . 

 Drury, C.,  Management and Cost Accounting,  8th edn, Cengage Learning, 2012,  Chapters   7    and    9   . 

 Hilton, R. and Platt, D.,  Managerial Accounting ,  10th edn, McGraw-Hill Higher Education, 2014, 
 Chapter   14   . 

 Horngren, C., Datar, S. and Rajan, M.,  Cost Accounting: A Managerial Emphasis,  15th edn, Pearson, 
2014,  Chapters   3    and    11    
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exercises 8.1 and 8.2 are basic level, 8.3 and 8.4 are intermediate level and 8.5 to 8.7 are 
advanced level. Solutions to exercises with coloured numbers can be found in appendix e.

8.1 lombard ltd has been offered a contract for which there is available production capacity. The 
contract is for 20,000 identical items, manufactured by an intricate assembly operation, to be 
produced and delivered in the next few months at a price of £80 each. The specification for one 
item is as follows:

Assembly labour 4 hours
Component X 4 units
Component y 3 units

There would also be the need to hire equipment, for the duration of the contract, at an outlay 
cost of £200,000.

The assembly is a highly skilled operation and the workforce is currently underutilised. It is 
the business’s policy to retain this workforce on full pay in anticipation of high demand next 
year, for a new product currently being developed. There is sufficient available skilled labour to 
undertake the contract now under consideration. skilled workers are paid £15 an hour.

Component X is used in a number of other sub-assemblies produced by the business. It is 
readily available. 50,000 units of Component X are currently held in inventories. Component Y 
was a special purchase in anticipation of an order that did not in the end materialise. It is, there-
fore, surplus to requirements and the 100,000 units that are currently held may have to be sold 
at a loss. An estimate of various values for Components X and Y provided by the materials 
planning department is as follows:

Component X
£/unit

Y
£/unit

Historic cost 4 10
Replacement cost 5 11
net realisable value 3 8

It is estimated that any additional relevant costs associated with the contract (beyond the 
above) will amount to £8 an item.

exercises

Solutions to these questions can be found in appendix D.

8.1  To be relevant to a particular decision, a cost must have three attributes. What are they?

8.2  Distinguish between a sunk cost and an opportunity cost.

8.3  What is meant by the expression ‘committed cost’? How do committed costs arise?

8.4  Following a sensitivity analysis, it appears that the success of Project X depends on the actual 
cost of raw materials not exceeding 10 per cent of their projected cost. It also depends on the 
actual sales volume not being less than 10 per cent of the projected sales volume. Does this 
mean that raw material cost and sales volume represent areas of equal risk for Project X?

review questions
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Required:
Analyse the information and advise lombard ltd on the desirability of the contract.

8.2 Andrews and Co. ltd has been invited to tender for a contract. It is to produce 10,000 metres 
of an electrical cable in which the business specialises. The estimating department of the busi-
ness has produced the following information relating to the contract:

●	 Materials: The cable will require a steel core, which the business buys in. The steel core is to 
be coated with a special plastic, also bought in, using a special process. Plastic for the cover-
ing will be required at the rate of 0.10 kg/metre of completed cable.

●	 Direct labour: 

skilled: 10 minutes/metre
Unskilled:  5 minutes/metre

The business already holds sufficient of each of the materials required to complete the con-
tract. Information on the cost of the inventories is as follows:

Steel core
£/metre

Plastic
£/kg

Historic cost 1.50 0.60
Current buying-in cost 2.10 0.70
scrap value 1.40 0.10

The steel core is in constant use by the business for a variety of work that it regularly under-
takes. The plastic is a surplus from a previous contract where a mistake was made and an 
excess quantity ordered. If the current contract does not go ahead, this plastic will be scrapped.

Unskilled labour, which is paid at the rate of £7.50 an hour, will need to be taken on specific-
ally to undertake the contract. The business is fairly quiet at the moment which means that a 
pool of skilled labour exists that will still be employed at full pay of £12 an hour to do nothing if 
the contract does not proceed. The pool of skilled labour is sufficient to complete the 
contract.

Required:
Indicate the minimum price at which the contract could be undertaken, such that the business 
would be neither better nor worse off as a result of doing it.

8.3 sJ services ltd has been asked to quote a price for a special contract to render a service that 
will take the business one week to complete. Information relating to labour for the contract is as 
follows:

Grade of labour Hours required Basic rate/hour

skilled 27 £12
semi-skilled 14 £9
Unskilled 20 £7

A shortage of skilled labour means that the necessary staff to undertake the contract would 
have to be moved from other work that is currently yielding an excess of sales revenue over 
labour and other costs of £8 an hour.

semi-skilled labour is currently being paid at semi-skilled rates to undertake unskilled work. 
If the relevant members of staff are moved to work on the contract, unskilled labour will have to 
be employed for the week to replace them.

The unskilled labour actually needed to work on the contract will be specifically employed for 
the week of the contract.
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All labour is charged to contracts at 50 per cent above the rate paid to the employees, so as 
to cover the contract’s fair share of the business’s general costs (rent, heating and so on). It is 
estimated that these general costs will increase by £50 as a result of undertaking the contract.

Undertaking the contract will require the use of a specialised machine for the week. This 
machine is currently being hired out to another business at a weekly rental of £175 on a week-
by-week contract.

To derive the above estimates, the business has had to spend £300 on a specialised study. 
If the contract does not proceed, the results of the study can be sold for £250.

An estimate of the contract’s fair share of the business’s rent is £150 a week.

Required:
Deduce the minimum price at which sJ services ltd could undertake the contract such that it 
would be neither better nor worse off as a result of undertaking it.

8.4 A business in the food industry is currently holding 2,000 tonnes of material in bulk storage. This 
material deteriorates with time. In the near future, it will, therefore, be necessary for it to be 
repackaged for sale or sold in its present form.

The material was acquired in two batches: 800 tonnes at a price of £40 a tonne and 1,200 
tonnes at a price of £44 a tonne. The current market price of any additional purchases is £48 a 
tonne. If the business were to dispose of the material, in its present state, it could sell any quantity 
but for only £36 a tonne; it does not have the contacts or reputation to command a higher price.

Processing this material may be undertaken to develop either Product A or Product X. no 
weight loss occurs with the processing, that is, 1 tonne of the material will make 1 tonne of A or X. 
For Product A, there is an additional cost of £60 a tonne, after which it will sell for £105 a tonne. 
The marketing department estimates that a maximum of 500 tonnes could be sold in this way.

With Product X, the business incurs additional costs of £80 a tonne for processing. A market 
price for X is not known and no minimum price has been agreed. The management is currently 
engaged in discussions over the minimum price that may be charged for Product X in the cur-
rent circumstances. Management wants to know the relevant cost per tonne for Product X so 
as to provide a basis for negotiating a profitable selling price for the product.

Required:
Identify the relevant cost per tonne for Product X, given sales volumes of X of:

(a) up to 1,500 tonnes
(b) over 1,500 tonnes, up to 2,000 tonnes
(c) over 2,000 tonnes.

explain your answer.

8.5 A local education authority is faced with a predicted decline in the demand for school places in 
its area. It is believed that some schools will have to close in order to remove up to 800 places 
from current capacity levels. The schools that may face closure are referenced as A, B, C and 
D. Their details are as follows:

●	 School A (capacity 200) was built 15 years ago at a cost of £1.2 million. It is situated in a 
‘socially disadvantaged’ community area. The authority has been offered £14 million for the 
site by a property developer.

●	 School B (capacity 500) was built 20 years ago and cost £1 million. It was renovated only two 
years ago at a cost of £3 million to improve its facilities. An offer of £8 million has been made 
for the site by a business planning a shopping complex in this affluent part of the area.

●	 School C (capacity 600) cost £5 million to build five years ago. The land for this school is rented 
from a local business for an annual cost of £300,000. The land rented for school C is based on 
a 100-year lease. If the school closes, the property reverts immediately to the owner. If school 
C is not closed, it will require a £3 million investment to improve safety at the school.

●	 School D (800 capacity) cost £7 million to build eight years ago; last year £1.5 million was 
spent on an extension. It has a considerable amount of grounds, which is currently used 
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for sporting events. This factor makes it attractive to developers, who have recently offered 
£9 million for the site. If school D is closed, it will be necessary to pay £1.8 million to adapt 
facilities at other schools to accommodate the change.

In its accounting system, the local authority depreciates non-current assets based on 2 per 
cent a year on the original cost. It also differentiates between one-off, large items of capital 
expenditure or revenue, on the one hand, and annually recurring items, on the other.

The local authority has a central staff, which includes administrators for each school costing 
£200,000 a year for each school, and a chief education officer costing £80,000 a year in total.

Required:
(a) Prepare a summary of the relevant cash flows (costs and revenues, relative to not making 

any closures) under the following options:

1 closure of D only
2 closure of A and B
3 closure of A and C.

show separately the one-off effects and annually recurring items, rank the options open to the 
local authority and, briefly, interpret your answer. Note: various approaches are acceptable pro-
vided that they are logical.
(b) Identify and comment on any two different types of irrelevant cost contained in the informa-

tion given in the question.
(c) Discuss other factors that might have a bearing on the decision.

8.6 Rob otics ltd, a small business that specialises in manufacturing electronic-control equipment, 
has just received an inquiry from a potential customer for eight identical robotic units. These 
would be made using Rob otics’s own labour force and factory capacity. The product specifica-
tion prepared by the estimating department shows the following:

Material and labour requirements for each robotic unit:

Component X 2 per unit
Component Y 1 per unit
Component Z 4 per unit
Assembly labour 25 hours per unit (but see below)
Inspection labour 6 hours per unit

As part of the costing exercise, the business has collected the following information:

●	 Component X. This item is normally held by the business as it is in constant demand. There 
are 10 units currently held which were bought for £150 a unit. The sole supplier of Component 
X has announced a price rise of 20 per cent, effective immediately, for any further supplies. 
Rob otics has not yet paid for the items currently held.

●	 Component Y. 25 units are currently held. This component is not normally used by Rob otics 
but the units currently held are because of a cancelled order following the bankruptcy of 
a customer. The units originally cost the business £4,000 in total, although Rob otics has 
recouped £1,500 from the liquidator of the bankrupt business. As Rob otics can see no use 
for these units (apart from the possible use of some of them in the order now being consid-
ered), the finance director proposes to scrap all 25 units (zero proceeds).

●	 Component Z. This is in regular use by Rob otics. There is none in inventories but an order 
is about to be sent to a supplier for 75 units, irrespective of this new proposal. The supplier 
charges £25 a unit on small orders but will reduce the price to £20 a unit for all units on any 
order over 100 units.

●	 Other items. These are expected to cost £250 in total.

Assembly labour is currently in short supply in the area and is paid at £10 an hour. If the order 
is accepted, all necessary labour will have to be transferred from existing work. As a result, other 

M08_MCLA8297_08_SE_C08.indd   317 22/09/15   10:25 pm



ChaPter 8  MAKIng MAnAgeMenT DeCIsIons318

orders will be lost. It is estimated that for each hour transferred to this contract £38 will be lost 
(calculated as lost sales revenue £60, less materials £12 and labour £10). The production direct-
or suggests that, owing to a learning process, the time taken to make each unit will reduce, from 
25 hours to make the first one, by one hour a unit made. (That is 25 hours to make the first one, 
24 hours to make the second, 23 hours to make the third one and so on.)

Inspection labour can be provided by paying existing employees overtime which is at a pre-
mium of 50 per cent over the standard rate of £12 an hour.
When the business is working out its contract prices, it normally adds an amount equal to £20 
for each assembly labour hour to cover its general costs (such as rent and electricity). To the 
resulting total, 40 per cent is normally added as a profit mark-up.

Required:
(a) Prepare an estimate of the minimum price that you would recommend Rob otics ltd to 

charge for the proposed contract such that it would be neither better nor worse off as a 
result. Provide explanations for any items included.

(b) Identify any other factors that you would consider before fixing the final price.

8.7 A business places substantial emphasis on customer satisfaction and, to this end, delivers its 
product in special protective containers. These containers have been made in a department 
within the business. Management has recently become concerned that this internal supply of 
containers is very expensive. As a result, outside suppliers have been invited to submit tenders 
for the provision of these containers. A quote of £250,000 a year has been received for a volume 
that compares with current internal supply.

An investigation into the internal costs of container manufacture has been undertaken and 
the following emerges:
(a) The annual cost of material is £120,000, according to the stores’ records, maintained at 

actual historic cost. Three-quarters (by cost) of this represents material that is regularly 
stocked and replenished. The remaining 25 per cent of the material cost is a special foaming 
chemical. This chemical is not used, by the business, for any other purpose than making 
the containers. There are 40 tonnes of this chemical currently held. It was bought in bulk for 
£750 a tonne. Today’s replacement price for this material is £1,050 a tonne but it is unlikely 
that the business could realise more than £600 a tonne if it had to be disposed of owing to 
the high handling costs and special transport facilities required.

(b) The annual labour cost is £80,000 for this department. Most of this cost, however, relates 
to casual employees or recent starters. If an outside quote were accepted, therefore, little 
redundancy would be payable. There are, however, two long-serving employees who would 
each accept as a salary £15,000 a year until they reached retirement age in two years’ time.

(c) The department manager has a salary of £30,000 a year. The closure of this department 
would release him to take over another department for which a vacancy is about to be 
advertised. The salary, status and prospects are similar.

(d) A rental charge of £9,750 a year, based on floor area, is allocated to the containers depart-
ment. If the department were closed, the floor space released would be used for warehous-
ing and, as a result, the business would give up the tenancy of an existing warehouse for 
which it is paying £15,750 a year.

(e) The plant cost £162,000 when it was bought five years ago. Its market value now is £28,000 
and it could continue for another two years, at which time its market value would have fallen 
to zero. (The plant depreciates evenly over time.)

(f) Annual plant maintenance costs are £9,900 and allocated general administrative costs are 
£33,750 for the coming year.

Required:
Calculate the annual cost of manufacturing containers for comparison with the quote using 
relevant figures for establishing the cost or benefit of accepting the quote. Indicate any assump-
tions or qualifications you wish to make.
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This chapter is concerned with the relationship between the volume of activity, cost and 
profit. Broadly, cost can be analysed between an element that is fixed, irrespective of the 

volume of activity, and an element that varies with the volume of activity. We shall consider 
how knowledge of this relationship can be used to make decisions and to assess risk, 
 particularly in the context of short-term decisions.

The theme of Chapter 8 concerning relevant costs is further developed in this chapter. 
We shall examine situations where a whole class of cost – fixed cost – can be treated as 
irrelevant for decision-making purposes.

Introduction

Cost–volume–profit analysis

Chapter 9

Learning outcomes

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

●	 Distinguish between fixed cost and variable cost and use this distinction to 
explain the relationship between cost, volume and profit.

●	 Prepare a break-even chart and deduce the break-even point for some 
activity.

●	 Discuss the weaknesses of break-even analysis.

●	 Demonstrate the way in which marginal analysis can be used when making 
short-term decisions.

M09_MCLA8297_08_SE_C09.indd   319 24/09/15   6:23 pm



Chapter 9  CosT–volume–ProFiT analysis320

     Cost behaviour 

 We saw in the previous chapter that cost represents the resources sacrifi ced to achieve 
benefi ts. Costs incurred by a business may be classifi ed in various ways and one useful 
way is according to how they behave in relation to changes in the volume of activity. 
Costs may be classifi ed according to whether they: 

   ●	   remain constant (fi xed) when changes occur to the volume of activity; or  
  ●	   vary according to the volume of activity.   

 These are known as  fixed costs  and  variable costs  respectively. Thus, in the case of a 
restaurant, the manager’s salary would normally be a fi xed cost while the cost of the 
unprepared food would be a variable cost. 

 As we shall see, knowing how much of each type of cost is associated with a particular 
activity can be of great value to the decision maker.  

  Fixed cost 

 The way in which a fi xed cost behaves can be shown by preparing a graph that plots the 
fi xed cost of a business against the level of activity, as in  Figure   9.1   . The distance of repre-
sents the amount of fi xed cost, and this stays the same irrespective of the volume of 
activity.   

Cost behaviour 

Fixed cost 

  as the volume of activity increases, the fixed cost stays exactly the same (0F).  

Graph of fixed cost against the volume of activity           Figure 9.1  

 Staff  salaries (or wages) are often assumed to be a variable cost but in practice they tend 
to be fi xed. Members of staff  are not normally paid according to the volume of output 
and it is unusual to dismiss staff  when there is a short-term downturn in activity. Where 
there is a long-term downturn, or at least it seems that way to management, redundan-
cies may occur, with fi xed-cost savings. This, however, is true of all types of fi xed cost. 
For example, management may also decide to close some branches to make rental cost 
savings. 
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There are circumstances in which the labour cost is variable (for example, where staff are 
paid according to how much output they produce), but this is unusual. Whether labour 
cost is fixed or variable depends on the circumstances in the particular case concerned.

It is important to be clear that ‘fixed’, in this context, means only that the cost is unaf-
fected by changes in the volume of activity. Fixed cost is likely to be affected by inflation. 
If rent (a typical fixed cost) goes up because of inflation, a fixed cost will have increased, 
but not because of a change in the volume of activity.

Similarly, the level of fixed cost does not stay the same, irrespective of the time period 
involved. Fixed cost elements are almost always time based: that is, they vary with the 
length of time concerned. The rental charge for two months is normally twice that for 
one month. Thus, fixed cost normally varies with time, but (of course) not with the vol-
ume of output. This means that when we talk of fixed cost being, say, £1,000, we must 
add the period concerned, say, £1,000 a month.

Can you give some examples of items of cost that are likely to be fixed for a  hairdressing 
business?

We came up with the following:

●	 rent;
●	 insurance;
●	 cleaning cost; and
●	 staff salaries.

These items of cost are likely to be the same irrespective of the number of customers having 
their hair cut or styled.

activity 9.1

Does fixed cost stay the same irrespective of the volume of output, even where there 
is a massive rise in that volume? Think in terms of the rent cost for the hairdressing 
business.

in fact, the rent is only fixed over a particular range (known as the ‘relevant’ range). if the 
number of people wanting to have their hair cut by the business increased, and the business 
wished to meet this increased demand, it would eventually have to expand its physical size. 
This might be achieved by opening an additional branch, or perhaps by moving the existing 
business to larger accommodation. it may be possible to cope with relatively minor increases 
in activity by using existing space more efficiently, or by having longer opening hours. 
if  activity continued to expand, however, increased rent charges would seem inevitable.

activity 9.2

In practice, the situation described in Activity 9.2 would look something like 
Figure 9.2.
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 At lower volumes of activity, the rent cost shown in  Figure   9.2    would be 0R. As the 
volume of activity expands, the accommodation becomes inadequate and further 
expansion requires an increase in the size of the accommodation and, therefore, its cost. 
This higher level of accommodation provision will enable further expansion to take 
place. Eventually, additional cost will need to be incurred if further expansion is to 
occur. Elements of fi xed cost that behave in this way are often referred to as  stepped 
fixed costs .  

  Variable cost 

 We saw earlier that variable cost varies with the volume of activity. In a manufacturing 
business, for example, this would include the cost of raw materials used. 

 Variable cost can be represented graphically as in  Figure   9.3   . At zero volume of activ-
ity, the variable cost is zero. It then increases in a straight line as activity increases.   

Variable cost 

   Can you think of some examples of cost elements that are likely to be variable for a 
hairdressing business?  

  We can think of a couple: 

   ●	   lotions, sprays and other materials used; and  
  ●	   laundry cost to wash towels used to dry customers’ hair.   

 you may have thought of some others.   

 activity 9.3 

  as the volume of activity increases from zero, the rent (a fixed cost) is unaffected. at a particular 
point, the volume of activity cannot increase further without additional space being rented. The 
cost of renting the additional space will cause a ‘step’ in the rent cost. The higher rent cost will 
continue unaffected if volume rises further until eventually another step point is reached.  

 Graph of rent cost against the volume of activity           Figure 9.2 
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 As with many types of business activity, the variable cost incurred by hairdressers 
tends to be low in comparison with the fi xed cost: that is, fi xed cost tends to make up the 
bulk of total cost. 

 The straight line for variable cost on this graph implies that this type of cost will be the 
same per unit of activity, irrespective of the volume of activity. We shall consider the 
practicality of this assumption a little later in this chapter.  

  Semi-fixed (semi-variable) cost 

 In some cases, a particular cost has an element of both fi xed and variable cost. These can 
be described as  semi-fixed (semi-variable) costs . An example might be the electricity 
cost for the hairdressing business. Some of this will be for heating and lighting, and this 
part is probably fi xed, at least until the volume of activity expands to a point where 
longer opening hours or larger accommodation is necessary. The other part of the cost 
will vary with the volume of activity. Here we are talking about such things as power for 
hairdryers.  

Semi-fixed (semi-variable) cost 

   Can you suggest another cost for a hairdressing business that is likely to be semi-fixed 
(semi-variable)?  

  We thought of telephone charges for landlines. These tend to have a rental element, which is 
fixed, and there may also be certain calls that have to be made irrespective of the volume of 
activity involved. however, increased business would probably lead to the need to make 
more telephone calls and so to increased call charges.   

 activity 9.4 

  at zero activity, there is no variable cost. however, as the volume of activity increases, so does 
the variable cost.  

Graph of variable cost against the volume of activity           Figure 9.3  
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analysing semi-fixed (semi-variable) costs

The fixed and variable elements of a particular cost may not always be clear. Past 
 experience, however, can often provide some guidance. Let us again take the example of 
electricity. If we have data on what the electricity cost has been for various volumes of 
activity, say the relevant data over several three-month periods (electricity is usually 
billed by the quarter), we can estimate the fixed and variable elements. The easiest way 
to do this is to use the high-low method. This method involves taking the highest and 
lowest total electricity cost figures from the range of past quarterly data available. An 
assumption is then made that the difference between these two quarterly figures is 
caused entirely by the change in variable cost.

Example 9.1 demonstrates how the fixed and variable elements of electricity cost may 
be estimated using this method.

Davos Ltd collected data relating to its electricity cost and volume of activity over 
several quarters and found the following

Lowest quarterly 
activity

Highest quarterly 
activity

volume of activity 100,000 units 180,000 units
Total electricity cost £80,000 £120,000

We can see that an increase in activity of 80,000 units (that is, from 100,000 to 
180,000 units) led to an increase in total electricity cost of £40,000 (that is from £80,000 
to £120,000). As it is assumed that this increase is caused by an increase in variable cost, 
the variable cost per unit of output must be £40,000/80,000 = £0.50 per unit.

The breakdown in total electricity cost for the highest and lowest quarters will 
therefore be as follows.

Lowest quarterly 
activity

Highest quarterly 
activity

volume of activity 100,000 units 180,000 units
£ £

variable cost
 100,000 * £0.50 50,000
 180,000 * £0.50 90,000
Fixed cost (balancing figure) 30,000 30,000
Total electricity cost 80,000 120,000

example 9.1

What do you think is the weakness of using the high-low approach?

The weakness of this method is that it relies on only two points in a range of information 
 relating to quarterly electricity charges. it ignores all other information.

activity 9.5
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 A more reliable estimate of the fi xed and variable cost elements can be made if the full 
range of electricity cost for each quarter is used in the analysis. By plotting total electri-
city cost against the volume of activity for each quarter, a graph that looks like the one 
shown in  Figure   9.4    below may be produced.  

  here the electricity bill for a time period (for example, three months) is plotted against the vol-
ume of activity for that same period. This is done for a series of periods. a line is then drawn 
that best ‘fits’ the various points on the graph. From this line we can then deduce both the cost 
at zero activity (the fixed element) and the slope of the line (the variable element).  

Graph of electricity cost against the volume of activity           Figure 9.4  

 Each of the dots in  Figure   9.4    is the electricity charge for a particular quarter plotted 
against the volume of activity (probably measured in terms of sales revenue) for the same 
quarter. The diagonal line on the graph is the  line of best fi t.  This means that this was the 
line that best seemed (to us, at least) to represent the data. A better estimate can usually 
be made using a statistical technique ( least squares regression ), which does not involve 
drawing graphs and making estimates. In terms of accuracy, however, there is probably 
little practical diff erence between the two approaches. 

 From the graph we can say that the fi xed element of the electricity cost is the amount 
represented by the vertical distance from the origin at zero (bottom left-hand corner) to 
the point where the line of best fi t crosses the vertical axis of the graph. The variable cost 
per unit is the amount that the graph line rises for each increase in the volume of activity. 

 Armed with knowledge of how much each element of cost represents for a particular 
product or service, it is possible to make predictions regarding total and per-unit cost at 
various projected levels of output. Such information can be very useful to decision 
 makers. Much of the rest of this chapter will be devoted to seeing how it can be useful, 
starting with  break-even analysis .   

  Finding the break-even point 

 If, for a particular product or service, we know the fi xed cost for a period and the variable 
cost per unit, we can produce a graph like the one shown in  Figure   9.5   . This graph shows 
the total cost over the possible range of volume of activity.  

Finding the break-even point 
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The bottom part of Figure 9.5 shows the fixed cost area. Added to this is the variable 
cost, the wedge-shaped portion at the top of the graph. The uppermost line represents 
the total cost over a range of volume of activity. For any particular volume, the total cost 
can be measured by the vertical distance between the graph’s horizontal axis and the 
relevant point on the uppermost line.

Logically, the total cost at zero activity is the amount of the fixed cost. This is because, 
even where there is nothing happening, the business will still be paying rent, salaries and 
so on, at least in the short term. As the volume of activity increases from zero, the fixed 
cost is augmented by the relevant variable cost to give the total cost.

If we take this total cost graph in Figure 9.5, and superimpose on it a line representing 
total revenue over the range of volume of activity, we obtain the break-even chart. This 
is shown in Figure 9.6.

Note in Figure 9.6 that, at zero volume of activity (zero sales), there is zero sales reve-
nue. The profit (loss), which is the difference between total sales revenue and total cost, 
for a particular volume of activity, is the vertical distance between the total sales revenue 
line and the total cost line at that volume of activity. Where there is no vertical distance 
between these two lines (total sales revenue equals total cost) the volume of activity is at 
break-even point (Bep). At this point there is neither profit nor loss; that is, the activity 
breaks even. Where the volume of activity is below BEP, a loss will be incurred because 
total cost exceeds total sales revenue. Where the business operates at a volume of activity 
above BEP, there will be a profit because total sales revenue will exceed total cost. The 
further the volume of activity is below BEP, the higher the loss: the further above BEP it 
is, the higher the profit.

Deducing BEPs graphically is a laborious business. Since, however, the relationships 
in the graph are all linear (that is, the lines are all straight), it is easy to calculate 
the BEP.

The bottom part of the graph represents the fixed cost element. To this is added the wedge-
shaped top portion, which represents the variable cost. The two parts together represent total 
cost. at zero activity, the variable cost is zero, so total cost equals fixed cost. as activity 
increases so does total cost, but only because variable cost increases. We are assuming that 
there are no steps in the fixed cost.

Graph of total cost against volume of activityFigure 9.5
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 We know that at BEP (but not at any other volume of activity): 

   Total sales revenue = Total cost   

 (At all other volumes of activity except the BEP either total sales revenue will exceed total 
cost or the other way round. Only at BEP are they equal.) The formula can be expanded 
so that: 

   Total sales revenue = Fixed cost + Variable cost   

 If we call the number of units of output at BEP  b,  then 

   b * Sales revenue per unit = Fixed cost + (b * Variable cost per unit)   

 so: 

   (b * Sales revenue per unit) - (b * Variable cost per unit) = Fixed cost   

 and: 

   b * (Sales revenue per unit - Variable cost per unit) = Fixed cost   

 giving: 

   b =
Fixed cost

Sales revenue per unit - Variable cost per unit
   

 If we look back at the break-even chart in  Figure   9.6   , this formula seems logical. The total 
cost line starts off  at point F, higher than the starting point for the total sales revenues 

Total sales revenue = Total cost

Total sales revenue = Fixed cost + Variable cost

b =
Fixed cost

Sales revenue per unit - Variable cost per unit

  The sloping line starting at zero represents the sales revenue at various volumes of activity. The 
point at which this finally catches up with the sloping total cost line, which starts at F, is the 
break-even point (BeP). Below this point a loss is made, above it a profit.  

Break-even chart           Figure 9.6  
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line (zero) by amount F (the amount of the fixed cost). Because the sales revenue per unit 
is greater than the variable cost per unit, the sales revenue line will gradually catch up 
with the total cost line. The rate at which it will catch up is dependent on the relative 
steepness of the two lines. Bearing in mind that the slopes of the two lines are the vari-
able cost per unit and the selling price per unit, the above equation for calculating b 
looks perfectly logical.

Though the BEP can be calculated quickly and simply without resorting to graphs, 
this does not mean that the break-even chart is without value. The chart shows the rela-
tionship between cost, volume and profit over a range of activity and in a form that can 
easily be understood by non-financial managers. The break-even chart can therefore be 
a useful device for explaining this relationship.

Cottage Industries Ltd makes baskets. The fixed cost of operating the workshop for 
a month totals £500. Each basket requires materials that cost £2 and takes one hour 
to make. The business pays the basket makers £10 an hour. The basket makers are 
all on contracts such that if they do not work for any reason, they are not paid. The 
baskets are sold to a wholesaler for £14 each.

What is the BEP for basket making for the business?

Solution
The BEP (in number of baskets) is:

 BEP =
Fixed cost

(Sales revenue per unit - Variable cost per unit)

 =
£500

£14 - (£2 + £10)
 = 250 baskets per morth

Note that the BEP must be expressed with respect to a period of time.

example 9.2

real World 9.1 shows information on the BEPs of two well-known businesses.

Be at ryanair (and Ba)
Commercial airlines seem to pay a lot of attention to their BePs and their ‘load factors’, 
that is, their actual level of activity. Figure 9.7 shows the BePs and load factors for ryanair, 
the ‘no frills’ carrier. We can see that ryanair made operating profits in each of the five 
years considered. This is because the airline’s load factor was consistently greater than 
its BeP.

real World 9.1
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In Real World 9.1, we saw that Ryanair’s break-even point varied between 70 per cent 
and 73 per cent over the five-year period. What factors might account for this variation?

Break-even point depends on three broad factors. These are: sales revenue, variable cost 
and fixed cost. each of these can vary quite noticeably from one year to another. ryanair’s 
sales revenue could be greatly affected by the level of disposable income among the travel-
ling public and/or by levels of competition from other airlines. Costs can vary from one year 
to another, particularly the cost of aviation fuel. (interestingly, ryanair’s average fuel cost was 
€2.453 per gallon in 2014, but only €1.515 in 2010, €1.756 in 2011, €2.075 in 2012 and 
€2.381 in 2013. it seems that this major cost for the business can vary widely from one year 
to the next.)

activity 9.6

Can you think of reasons why the managers of a business might find it useful to know 
the BEP of some activity that they are planning to undertake?

By knowing the BeP, it is possible to compare the expected, or planned, volume of activity 
with the BeP and so make a judgement about risk. if the volume of activity is expected to be 
only just above the break-even point, this may suggest that it is a risky venture. only a small 
fall from the expected volume of activity could lead to a loss.

activity 9.7

Break-even and load factors for ryanairFigure 9.7
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most airlines do not publish their break-even points. British airways plc (Ba) used to do 
so. in the most recent year that Ba disclosed its BeP (2008) it was 64 per cent, with a load 
factor of 71 per cent. Those figures were quite typical of Ba’s results during previous 
recent years. Ba is now part of international airlines group.

Source: Based on information contained in the ryanair holding plc annual report 2014 and British airways plc annual report 2008.
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Cottage Industries Ltd (see Example 9.2) expects to sell 500 baskets a month. The busi-
ness has the opportunity to rent a basket-making machine. Doing so would increase 
the total fixed cost of operating the workshop for a month to £3,000. Using the machine 
would reduce the labour time to half an hour per basket. The basket makers would still 
be paid £10 an hour.

(a) How much profit would the business make each month from selling baskets
●	 without the machine; and
●	 with the machine?

(b) What is the BEP if the machine is rented?
(c) What do you notice about the figures that you calculate?

(a) estimated monthly profit from basket making:

Without the machine With the machine

£ £ £ £

sales revenue (500 * £14) 7,000 7,000
materials (500 * £2) (1,000) (1,000)
labour (500 * 1 * £10) (5,000)
         (500 * 1�2 * £10) (2,500)
Fixed cost (500) (3,000)

(6,500) (6,500)
Profit 500 500

(b) The BeP (in number of baskets) with the machine:

 BeP =
Fixed cost

sales revenue per unit - variable cost per unit

 =
£3,000

£14 - (£2 + £5)
 = 429 baskets a month

The BeP without the machine is 250 baskets per month (see example 9.2).
(c) There seems to be nothing to choose between the two manufacturing strategies 

regarding profit, at the expected sales volume. There is, however, a distinct difference 
between the two strategies regarding the BeP. Without the machine, the actual vol-
ume of sales could fall by a half of that which is expected (from 500 to 250) before 
the business would fail to make a profit. With the machine, however, a reduction in 
the volume of sales of just 14 per cent (from 500 to 429) would be enough to cause 
the business to fail to make a profit. on the other hand, for each additional basket 
sold above the estimated 500, an additional profit of only £2 (that is, £14 - (£2 + £10)) 
would be made without the machine, whereas £7 (that is, £14 - (£2 + £5)) would be 
made with the machine. (note how knowledge of the BeP and the planned volume of 
activity gives some basis for assessing the riskiness of the activity.)

activity 9.8

real World 9.2 discusses the problems confronting Australian mining businesses fol-
lowing recent falls in the price of iron ore. Some are now at risk of failure as they con-
tinue to extract iron ore at a cost above the selling price needed to break even.
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Steeling themselves for change
Australia’s iron ore industry is bracing itself for further casualties following the collapse 
of two junior miners because of a slump in prices that has put pressure on high-cost pro-
ducers and raised question marks over some new projects backed by Chinese investors. 
The demise of Termite Resources and Western Desert Resources comes amid a ramp-up 
in supply by industry heavyweights BHP Billiton, Rio Tinto, Fortescue and Brazil’s Vale, 
coupled with weaker than expected demand from a cooling Chinese economy.

“There are some high-cost producers in Australia and those guys entered the market 
when iron ore prices were high, so they either have to reduce their costs or do something 
a little different,” says Nev Power, Fortescue chief executive. He says up to 100m tonnes of 
high-cost production must withdraw from the market before iron ore prices can recover, 
leaving high-cost producers in Australia, China, Africa and elsewhere vulnerable.

Iron ore prices fell to five-year lows of A$82.20 this week – a decline of almost 40 per cent 
this year – which is alarming investors, who have invested hundreds of billions of dollars 
in new mines to capitalise on a decade of historically high prices. Australian production 
of the reddish brown ore – the main ingredient in steel – increased 40 per cent between 
2010 and the end of 2013 and the country now supplies half of global exports. But just as 
supply is growing to record levels, concerns about the health of China’s property market 
are slowing demand.

High-cost iron ore producers now face a fight for survival, with Goldman Sachs this week 
forecasting an “end to the iron ore age”. Research by UBS (see figure below) shows Cliffs 
Natural Resources, a US company that operates mines in Australia, Gindalbie Metals, 
Grange Resources and Atlas Iron have break-even prices above $83. Several other miners 
are producing ore at costs slightly below current prices and are vulnerable to further falls.

Rio and BHP are in a more comfortable position because they are lower-cost producers. 
A dip in prices reduces their ability to increase dividend payments to shareholders, but 
analysts say it provides the advantage of eliminating competitors.

Breakeven price for Australian iron ore produces
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          “It is in the interests of major miners for iron ore prices to be well south of levels seen in 
the past few years in order to prevent and discourage new entrants,” says Daniel Morgan, 
UBS analyst. There is no sign of a let-up. Rio and BHP plan to bolster their iron ore pro-
duction 12 per cent and 11 per cent respectively in 2015, as they seek to grab market share 
and force high-cost producers in China and elsewhere to withdraw from the market. 

  Source : J. Smyth and L. Hornby, Australia’s iron ore producers steel themselves for casualties,  ft.
com , 14 September 2014. 

real World 9.2 continued

   Referring to  Real World   9.2   . Why might a mining business continue to extract iron ore 
even though it is making a loss on each metric tonne produced? Try to think of two 
reasons.  

  reasons may include: 

   • the need to fulfil legally binding contracts with customers;  
  •  the expectation that the fall in iron ore price may be short lived and the business will then 

be fully operational when the upturn in price occurs;  
  •  the cost of maintaining the mine when it is not being   used may exceed the losses of 

maintaining production;  
  • to increase market share (as described in Real World 9.2).     

 activity 9.9 

 We shall take a closer look at the relationship between fi xed cost, variable cost and 
profi t after we have briefl y considered the notion of contribution.  

  Contribution 

 The bottom part of the break-even formula (sales revenue per unit less variable cost per 
unit) is known as the  contribution per unit . Thus, for the basket-making activity, with-
out the machine the contribution per unit is    £2    and with the machine it is    £7.    This can 
be quite a useful fi gure to know in a decision-making context. It is called ‘contribution’ 
because it contributes to meeting the fi xed cost and, if there is any excess, it then con-
tributes to profi t. 

 We shall see, a little later in this chapter, how knowing the amount of the contribu-
tion generated by a particular activity can be valuable in making short-term decisions of 
various types, as well as being useful in the BEP calculation. 

  Contribution margin ratio 

 The  contribution margin ratio  is the contribution from an activity expressed as a 
 percentage of the sales revenue, thus: 

   Contribution margin ratio =
Contribution
Sales revenue

* 100%   

Contribution 

Contribution margin ratio =
Contribution
Sales revenue

* 100%
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 Contribution and sales revenue can both be expressed in per-unit or total terms. For Cot-
tage Industries Ltd ( Example   9.2    and  Activity   9.8   ), the contribution margin ratios are:    

 Without the machine, 
14 - 12

14
* 100% = 14%

 With the machine, 
14 - 7

14
* 100% = 50%   

 The ratio can provide an impression of the extent to which sales revenue is eaten away 
by variable cost.   

  Margin of safety 

 The  margin of safety  is the extent to which the planned volume of output or sales lies 
above the BEP. To illustrate how the margin of safety is calculated, we can use the infor-
mation in  Activity   9.8    relating to each option. 

   Without the machine 
(number of baskets) 

 With the machine 
(number of baskets) 

 (a) expected volume of sales  500  500 
 (b) BeP  250  429 
 margin of safety (the diff erence 

between (a) and (b))  250  71 
 expressed as a percentage of 

expected volume of sales  50%  14% 

 The margin of safety can be used as a partial measure of risk.  

Margin of safety 

   What advice would you give Cottage Industries Ltd about renting the machine, on the 
basis of the values for margin of safety?  

  it is a matter of personal judgement, which in turn is related to individual attitudes to risk, as 
to which strategy to adopt. most people, however, would prefer the strategy of not renting 
the machine, since the margin of safety between the expected volume of activity and the BeP 
is much greater. Thus, for the same level of return, the risk will be lower without renting the 
machine.   

 activity 9.10 

 The relative margins of safety are directly linked to the relationship between the sell-
ing price per basket, the variable cost per basket and the fi xed cost per month. Without 
the machine the contribution (selling price less variable cost) per basket is    £2;    with the 
machine it is    £7.    On the other hand, without the machine the fi xed cost is    £500    a 
month; with the machine it is    £3,000.    This means that, with the machine, the contribu-
tions have more fi xed cost to ‘overcome’ before the activity becomes profi table. How-
ever, the rate at which the contributions can overcome fi xed cost is higher with the 
machine, because variable cost is lower. Thus, one more, or one fewer, basket sold has a 
greater impact on profi t than it does if the machine is not rented. The contrast between 
the two scenarios is shown graphically in  Figures   9.8(a)    and    9.8(b)   .  
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Without the machine the contribution per basket is low. Thus, each additional basket sold does 
not make a dramatic difference to the profit or loss. With the machine, however, the opposite is 
true; small increases or decreases in the sales volume will have a great effect on the profit or loss.

Break-even charts for Cottage Industries’ basket-making 
activities (a) without the machine and (b) with the machineFigure 9.8

Looking back to Real World 9.1 (page 328), we can see that Ryanair typically had a 
much larger margin of safety than BA.

real World  9.3 goes into more detail on Ryanair’s margin of safety and operating 
profit, over recent years.
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 ryanair’s margin of safety 
 as we saw in  real World   9.1   , commercial airlines pay a lot of attention to BePs. They are 
also interested in their margin of safety (the difference between load factor and BeP). 

  Figure   9.9    shows ryanair’s margin of safety and its operating profit over a five-year 
period. We can see that, in the five years, the load factors were comfortably greater than 
the BeP. This led to more substantial operating profits.  

  Source : Based on information contained in the ryanair holding plc annual report 2014. 

 real World 9.3 

  The margin of safety is expressed as the difference between the load factor and the BeP 
(for each year), expressed as a percentage of the BeP. generally, the higher the margin 
of safety, the higher the operating profit.  

  Source:  Derived from information contained in ryanair holdings plc 2014 annual report. 

ryanairs’s margin of safety           Figure 9.9  
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  achieving a target profit 

 In the same way as we can derive the number of units of output necessary to break even, 
we can calculate the volume of activity required to achieve a particular level of profi t. We 
can expand the equation shown on page 327 so that: 

   Total sales revenue = Fixed cost + Total variable cost + Target profit   

achieving a target profit 

Total sales revenue = Fixed cost + Total variable cost + Target profifif t

M09_MCLA8297_08_SE_C09.indd   335 24/09/15   6:23 pm



Chapter 9  CosT–volume–ProFiT analysis336

 If we let  t  be the required number of units of output to achieve the target profi t, then 

   t * Sales revenue per unit = Fixed cost + (t * Variable cost per unit) + Target profit   

 so: 

   (t * Sales revenue per unit) - (t * Variable cost per unit) = Fixed cost + Target profit   

 and: 

   t * (Sales revenue per unit - Variable cost per unit) = Fixed cost + Target profit   

 giving: 

   t =
Fixed cost + Target profit

Sales revenue per unit - Variable cost per unit
     t =

Fixed cost + Target profit
Sales revenue per unit - Variable cost per unit

   Cottage Industries Ltd (see  Example   9.2    and  Activity   9.8   ) has a target profit of    £4,000    a 
month. What volume of activity is required to achieve this: 

   (a)    without the machine; and   
  (b)    with the machine?     

    (a)   using the formula above, the required volume of activity without the machine: 

    
Fixed cost + Target profit

sales revenue per unit - variable cost per unit

 =
£500 + £4,000

£14 - (£2 + £10)

 = 2,250 baskets a month    

  (b)   The required volume of activity with the machine:    

 
£3,000 + £4,000
£14 - (£2 + £5)

 = 1,000 baskets a month       

 activity 9.11 

  Operating gearing 

 The relationship between contribution and fi xed cost is known as  operating gearing  (or 
operational gearing). An activity with a relatively high fi xed cost compared with its total 
variable cost, at its normal level of activity, is said to have high operating gearing. Thus, 
Cottage Industries Ltd has higher operating gearing using the machine than it has if not 
using it. Renting the machine increases the level of operating gearing quite dramatically 
because it causes an increase in fi xed cost, but at the same time it leads to a reduction in 
variable cost per basket. 

Operating gearing 
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Operating gearing and its effect on profit

The reason why the word ‘gearing’ is used in this context is that, as with intermeshing 
gear wheels of different circumferences, a movement in one of the factors (volume of 
output) causes a more-than-proportionate movement in the other (profit) as illustrated 
by Figure 9.10.

Where operating gearing is relatively high, as in the diagram, a small amount of motion in the 
volume wheel causes a relatively large amount of motion in the profit wheel. an increase in 
volume would cause a disproportionately greater increase in profit. The equivalent would also 
be true of a decrease in activity, however.

the effect of operating gearingFigure 9.10

Increasing the level of operating gearing makes profit more sensitive to changes in the 
volume of activity. We can demonstrate operating gearing with Cottage Industries Ltd’s 
basket-making activities as follows:

Without the machine With the machine

volume (number of baskets) 500 1,000 1,500 500 1,000 1,500

£ £ £ £ £ £

Contributions* 1,000 2,000 3,000 3,500 7,000 10,500
Fixed cost (500) (500) (500) (3,000) (3,000) (3,000)
Profit 500 1,500 2,500 500 4,000 7,500

* £2 per basket without the machine and £7 per basket with it.
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 Note that, without the machine (low operating gearing), a doubling of the output 
from 500 to 1,000 units brings a trebling of the profi t. With the machine (high operating 
gearing), a doubling of output from 500 units causes profi t to rise by eight times. At the 
same time, reductions in the volume of output tend to have a more damaging eff ect on 
profi t where the operating gearing is higher.  

   What types of business activity are likely to have high operating gearing? ( Hint : Cottage 
Industries Ltd might give you some idea.)  

  activities that are capital intensive tend to have high operating gearing. This is because 
 renting or owning capital equipment gives rise to additional fixed cost, but it can also give rise 
to lower variable cost.   

 activity 9.12 

   real World    9.4     shows how a very well-known business has benefi ted from high 
 operating gearing.    

 Delivering profit through operating gearing 
 royal mail plc, the recently-privatised parcel and letter delivery business, believes that its 
high level of operating gearing is causing the rate of increases in profits to be greater than 
the rate of the increase in sales revenue. in its preliminary financial results statement for 
the year 2012/13, the business said that it is strongly affected by operating gearing. it 
explained that this had caused a 1 per cent increase in revenue, over the previous year, to 
lead to a 17 per cent increase in operating profit. 

 royal mail is exactly the type of business where a very great deal of its costs are fixed, 
such as premises occupancy costs, salaries and wages, plant depreciation, motor vehicle 
running costs and training. 

  Source : royal mail plc, 2013/14 results, 27 november 2013. 

 real World 9.4 

  profit–volume charts 

 A slight variant of the break-even chart is the  profit–volume (pV) chart . A typical PV 
chart is shown in  Figure   9.11   .  

 The PV chart is obtained by plotting loss or profi t against volume of activity. The slope 
of the graph is equal to the contribution per unit, since each additional unit sold 
decreases the loss, or increases the profi t, by the sales revenue per unit less the variable 
cost per unit. At zero volume of activity there are no contributions, so there is a loss equal 
to the amount of the fi xed cost. As the volume of activity increases, the amount of the 
loss gradually decreases until BEP is reached. Beyond BEP a profi t is made, which 
increases as activity increases. 

 As we can see, the PV chart does not tell us anything not shown by the break-even 
chart. It does, however, highlight key information concerning the profi t (loss) arising at 
any volume of activity. The break-even chart shows this as the vertical distance between 

profit–volume charts 
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the total cost and total sales revenue lines. The PV chart, in eff ect, combines the total 
sales revenue and total variable cost lines, which means that profi t (or loss) is directly 
readable.  

  the economist’s view of the break-even chart 

 So far in this chapter we have treated all the relationships as linear – that is, all of the lines 
in the graphs have been straight. However, this may not be strictly valid. 

 Consider, for example, the variable cost line in the break-even chart; accountants 
would normally treat this as being a straight line. In reality, however, the line may not 
be straight because at high levels of output  economies of scale  may be available to an 
extent not available at lower levels. For example, a raw material (a typical variable cost) 
may be able to be used more effi  ciently with higher volumes of activity. Similarly, buying 
large quantities of material and services may enable the business to benefi t from bulk 
discounts and so lower the cost. On the other hand, higher volumes may lead to higher 
variable cost per unit of output. In other words, there could be diseconomies of scale.  

the economist’s view of the break-even chart 

   Can you think of an example why a variable cost per unit may increase at higher 
volumes?  

  high usage of a particular raw material may lead to shortages, which may, in turn, lead to 
higher prices being paid. 

 you may have thought of other reasons   

 activity 9.13 

  The sloping line is profit (loss) plotted against activity. as activity increases, so does total con-
tribution (sales revenue less variable cost). at zero activity there are no contributions, so there 
will be a loss equal in amount to the total fixed cost.  

profit–volume chart           Figure 9.11  
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In either case, the cost per unit would not be constant over all volumes of activity.
There is also a tendency for sales revenue per unit to reduce as volume is increased. To 

sell more of a particular product or service, it will usually be necessary to lower the price 
per unit.

Economists recognise that, in real life, the relationships portrayed in the break-even 
chart are usually non-linear. The typical economist’s view of the chart is shown in 
Figure 9.12.

as volume increases, economies of scale have a favourable effect on variable cost, but this 
effect is reversed at still higher levels of output. at the same time, sales revenue per unit will 
tend to decrease at higher levels to encourage additional buyers.

the economist’s view of the break-even chartFigure 9.12

Note, in Figure 9.12, that the total variable cost line starts to rise quite steeply with 
volume but, around point A, economies of scale start to take effect. With further 
increases in volume, total variable cost does not rise as steeply because the variable cost 
for each additional unit of output is lowered. These economies of scale continue to have a 
benign effect on cost until a point is reached where the business is operating towards the 
end of its efficient range. Beyond this range, problems will emerge that adversely affect 
variable cost. For example, the business may be unable to find cheap supplies of the 
variable-cost elements, as mentioned above, or may suffer production difficulties, such 
as machine breakdowns. As a result, the total variable cost line starts to rise more steeply.

At low levels of output, sales may be made at a relatively high price per unit. To 
increase sales output beyond point B, however, it may be necessary to lower the average 
sales price per unit. This will mean that the total revenue line will not rise as steeply, and 
may even curve downwards. Note how this ‘curvilinear’ representation of the break-
even chart can easily lead to the existence of more than one break-even point.

Accountants justify their approach by arguing that, although the lines may not, in 
practice, be perfectly straight, this defect is not usually worth taking into account. This is 
partly because information used in the analysis is based on estimates of the future. These 
estimates will, inevitably, be flawed because of our inability to predict with great accur-
acy. It is pointless, it can be argued, to be concerned with the minor approximation of 
treating total cost and total revenue lines as straight. Only where significant economies 
or diseconomies of scale are involved should the non-linearity of variable cost be taken 
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into account. Furthermore, for most businesses, the range of possible volumes of activity 
over which they operate (the  relevant range ) is quite narrow. When dealing with short 
distances, it may be perfectly reasonable to treat a curved line as being straight.  

  Failing to break even 

 Where a business fails to reach its BEP, steps must be taken to remedy the problem: there 
must be an increase in sales revenue or a reduction in cost, or both. 

   real World   9.5     discusses how Volvo, the car maker, failed to reach its BEP during 2013.   

Failing to break even 

 Not breaking China 
 Volvo Cars swung into a loss in the first half as a tough market in Europe continued to 
weigh on the Swedish premium carmaker and caused a drop in revenues. But Håkan 
Samuelsson, chief executive of the company owned by China’s Geely, insisted that Volvo 
could reach its target of breaking even this year in spite of an operating loss of SKr577 
million, compared with a profit of SKr349 million in the first half of 2012. Revenues fell 
14 per cent to SKr56.4 billion. 

 Volvo has struggled in recent years as sales at the Swedish group famous for its safety 
standards are seen as too low to enjoy big economies of scale, while its brand has a lesser 
image than larger rivals such as BMW and Audi. But Mr Samuelsson, a former chief 
executive of German truckmaker MAN, said he was confident about breaking even for 
four reasons: new vehicles are being introduced this half-year; Volvo cut inventories 
heavily in the first six months; the sales trend in July and August was positive; and that 
“the lion’s share” of its SKr1.5 billion cost-cutting programme had already been achieved. 

 “This is absolutely according to plan, especially as this stock (inventories) reduction has 
made these six months tougher. It also means that according to plan we have to turn this 
around. But we are confident this is possible,” Mr Samuelsson said. 

  Source:  milne, r., volvo Cars swings into loss amid tough european markets,  ft.com , 4 september 2013. 

 real World 9.5 

  Weaknesses of break-even analysis 

 Although break-even analysis can provide useful insights concerning the relationship 
between cost, volume and profi t, it does have its weaknesses. There are three general 
problems: 

   1   Non-linear relationships.     Break-even analysis, as it is generally used, tends to assume that 
total variable cost and total revenue lines are perfectly straight when plotted against vol-
ume of output. In real life, this is unlikely to be the case. We saw earlier, however, that, in 
practice, minor variations from strict linearity are unlikely to be signifi cant and that, over 
the relevant range of business operations, curved lines tend to be fairly straight.  

  2   Stepped fi xed cost.     Most types of fi xed cost are not fi xed over the whole range of activ-
ity. They tend to be ‘stepped’ in the way depicted in  Figure   9.2   . This means that, in 
practice, great care must be taken in making assumptions about fi xed cost. The prob-
lem is heightened because many activities will involve various types of fi xed cost (for 
example rent, supervisory salaries, administration cost), all of which are likely to have 
steps at diff erent points.  

Weaknesses of break-even analysis 

M09_MCLA8297_08_SE_C09.indd   341 24/09/15   6:23 pm



Chapter 9  CosT–volume–ProFiT analysis342

3 Multi-product businesses. Most businesses provide more than one product (or service). 
This can be a problem for break-even analysis since additional sales of one product 
may affect sales of another of the business’s products. There is also the problem of 
identifying the fixed cost associated with a particular product. Fixed cost may relate to 
more than one product – for example, production of more than one product may be 
carried out in the same rented accommodation. There are ways of dividing the fixed 
cost between products, but these tend to be arbitrary, which would undermine the 
value of the break-even analysis.

We have just seen that, in practice, relationships between costs, revenues and volumes 
of activity are not necessarily straight-line ones.

Can you think of at least three reasons, with examples, why this may be the case?

We thought of the following:

●	 Economies of scale with labour. a business may operate more economically at a higher 
volume of activity. For example, employees may be able to increase productivity by 
specialising in particular tasks.

●	 Economies of scale with buying goods or services. a business may find it cheaper to 
buy in goods and services where it is buying in bulk as discounts are often given.

●	 Diseconomies of scale. This may mean that the per-unit cost of output is higher at 
higher levels of activity. For example, it may be necessary to pay higher rates of pay to 
workers to recruit the additional staff needed at higher volumes of activity.

●	 Lower sales prices at high levels of activity. some consumers may only be prepared to 
buy the particular product or service at a lower price. Thus, it may not be possible to 
achieve high levels of sales activity without lowering the selling price.

activity 9.14

Despite some practical problems, break-even analysis seems to be widely used. The 
media frequently refer to the BEP for businesses and activities. There is seemingly con-
stant discussion, for example, about Eurotunnel’s BEP and whether it will ever be 
reached. Similarly, the number of people regularly needed to pay to watch a football 
team so that the club breaks even is often mentioned. This is illustrated in real 
World 9.6, which is taken from an article discussing the need for Plymouth Argyle FC, 
the English Football League 2 club, to increase average attendances.

not enough Pilgrims
The Plymouth argyle owner, James Brent, said that the attendance at home matches, 
which averages about 6,300, is below, but ‘not a million miles away’, from the figure that 
enables the club to break even. he went on to say that he would need to put in some extra 
funds to meet the shortfall, but was happy with that situation.

Source: information taken from ‘James Brent: Plymouth argyle is in good financial fettle’, Plymouth Herald, 2 november 2012.

real World 9.6

real World 9.7 describes three different situations where breaking even is considered 
important.
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Breaking even is breaking out all over
McLaren to break even

British supercar manufacturer McLaren will break even this year ahead of an expansion 
drive into Asia and higher-volume segments as it aims to more than double its annual 
sales. The carmaker, famous for its million-dollar sports cars such as the P1, quadrupled 
its sales last year and is betting on Chinese demand to spearhead an increase in sales to 
4,000 by mid-decade.

McLaren Automotive, part of a group that includes the storied McLaren Formula 1 
ra cing team, will launch a less expensive sports car in 2015, its chief executive said, and 
two new models each year from 2016 onwards. “I expect about 1,500 [sales] this year and 
next year, and then after we get P13, around 4,000 cars,” said Mike Flewitt, referring to 
the new, lower-cost model in development.

Despite a recent slowdown in economic growth and the country’s car market, mainland China 
has become key for rival luxury marques such as Ferrari and Lamborghini. The country is 
expected to overtake the US as the biggest premium car market by the end of the decade.

Source: Extracts from: Foy, H., McLaren to break even ahead of expansion, ft.com, 30 September 
2013.

Light blues to break even

High-spending Manchester City made a net loss of £51.6 million last season, nearly halv-
ing its losses from the previous year but still risking a breach of Uefa’s new break-even 
rules. The Abu Dhabi-owned club published its annual report showing revenues at 
£271 million and zero debt after all loans from its owner, Sheikh Mansour Mansour bin 
Zayed al Nahyan, a member of the emirate’s royal family, were paid off.

The report makes no mention of Uefa’s financial fair play rules and whether the club 
considers it is in compliance. In order to compete in Uefa competitions next season, the 
European football governing body allows clubs to make losses of up to ;45m over the 
2011/12 and 2012/13 seasons.

Manchester City’s cumulative losses for the last two seasons add up to £149.5m. 
However, clubs are allowed certain exemptions, including infrastructure and youth 
development costs and wages of players signed before 2010. People with knowledge of the 
situation said, once these sums are taken into account, City is likely to show losses for 
the compliance period at around the ;45m threshold.

Uefa, which can impose sanctions on clubs in breach of the rules, may also take into 
account the general trend of a club’s finances. Without mentioning the Uefa rules, City 
chief executive Ferran Soriano said: “Growing revenues and controlled expenses are 
bringing the club to break-even in the immediate future and profitability thereafter.”

Source: Extracts from: Blitz, R., Manchester City losses almost halved, ft.com, 29 January 2014.

Derailed hornby will only break even

Punctuality, it seems, is just as important for toy-train companies as real ones. Hornby, 
maker of model rail sets, has issued its second profit warning in 18 months, blaming 
delays in its supply chain. In an update on trading since the beginning of October, 
Hornby said problems with a Chinese supplier of rail kit meant that trains would now 
account for only 61 per cent of sales in the UK and 68 per cent in Europe in the year to 
March, compared with expectations for 88 per cent and 80 per cent respectively.

Hornby, which also owns the Scalextric slot-car brand, said it expected to break even on 
an underlying pre-tax level in the 12 months to the end of March. However, the supply 
delays meant the company had suffered a decline in the value of currency held to pay its 
Chinese suppliers. It expects to make a £1m loss overall.

Source: Extracts from: Sharman, A., Late trains to dent profit at model maker Hornby, ft.com, 
24 January 2014.

real World 9.7
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   real World    9.8     provides evidence concerning the extent to which managers use 
break-even analysis.   

 Break-even analysis in practice 
 a survey of management accounting practice in the united states was conducted in 2003. 
nearly 2,000 businesses replied to the survey. These tended to be larger businesses, of 
which about 40 per cent were manufacturers and about 16 per cent financial services; the 
remainder were across a range of other industries. 

 The survey revealed that 62 per cent use break-even analysis extensively, with a further 
22 per cent considering using the technique in the future. 

 Though the survey relates to the us, was undertaken several years ago and relates to larger 
businesses, in the absence of uk evidence, it provides some indication of what is likely also 
to be current practice in the uk and elsewhere in the developed world for such businesses. 

 a much more recent, and uk-based, survey of the practices of 11 small and medium 
sized businesses found a marked tendency to use break-even analysis. 

  Source : Taken from the  2003 Survey of Management Accounting  by ernst and young, 2003 and lucas, m., Prowle, m. and lowth, 
g., management accounting practices of uk small and medium sized enterprises, Cima 2013. 

 real World 9.8 

  Using contribution to make decisions: marginal analysis 

 In  Chapter   8   , where we discussed relevant costs for decision making, we saw that, when decid-
ing between two or more possible courses of action,  only   costs that vary with the decision should 
be included in the analysis.  This principle can be applied to the consideration of fi xed cost. 

 For many decisions that involve: 

   ●	   relatively small variations from existing practice, and/or  
  ●	   relatively limited periods of time,   

 fi xed cost is not relevant. It will be the same irrespective of the decision made. This is 
because fi xed cost elements cannot, or will not, be altered in the short term.  

Using contribution to make decisions: marginal analysis 

   Ali plc owns a workshop from which it provides an IT repair and maintenance service. 
There has recently been a downturn in demand for the service. It would be possible for 
Ali plc to carry on the business from smaller, cheaper accommodation. 

 Can you think of any reasons why the business might not immediately move to 
smaller, cheaper accommodation?  

  We thought of broadly three reasons: 

   1   it is not usually possible to find a buyer for the existing accommodation at very short 
notice and it may be difficult to find an available alternative property quickly.  

  2   it may be difficult to move accommodation quickly where there is, say, delicate equip-
ment to be moved.  

  3   management may feel that the downturn might not be permanent and would, thus, be 
reluctant to take such a dramatic step and deny itself the opportunity to benefit from a 
possible revival of trade.     

 activity 9.15 
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We shall now consider some types of decisions where fixed cost can be regarded as 
irrelevant. In making these decisions, we should have as our key strategic objective the 
enhancement of owners’ (shareholders’) wealth. Since these decisions are short-term in 
nature, wealth will normally be increased by generating as much net cash inflow as 
possible.

In marginal analysis only costs and revenues that vary with the decision are consid-
ered. This usually means that fixed cost can be ignored. This is because marginal analysis 
is usually applied to minor alterations in the level of activity. It tends to be true, there-
fore, that the variable cost per unit will be equal to the marginal cost, which is the addi-
tional cost of producing one more unit of output. Whilst marginal cost normally equals 
variable cost, there may be times when producing one more unit will involve a step in 
the fixed cost. If this occurs, the marginal cost is not just the variable cost; it will include 
the increment, or step, in the fixed cost as well.

Marginal analysis may be used in four key areas of decision making:

●	 pricing/assessing opportunities to enter contracts;
●	 determining the most efficient use of scarce resources;
●	 make-or-buy decisions; and
●	 closing or continuation decisions.

Let us consider each of these areas in turn.

pricing/assessing opportunities to enter contracts

To understand how marginal analysis may be used in assessing an opportunity, consider 
the following activity.

Cottage Industries Ltd (see Example 9.2, page 328) has spare capacity in that its basket 
makers have some spare time. An overseas retail chain has offered the business an 
order for 300 baskets at a price of £13 each.

Without considering any wider issues, should the business accept the order? 
(Assume that the business does not rent the machine.)

since the fixed cost will be incurred in any case, it is not relevant to this decision. all we need 
to do is to see whether the price offered will yield a contribution. if it will, the business will be 
better off by accepting the contract than by refusing it.

£
additional revenue per unit 13
additional cost per unit (12)
additional contribution per unit  1

For 300 units, the additional contribution will be £300 (that is, 300 * £1). since no fixed cost 
increase is involved, irrespective of what else is happening to the business, it will be £300 
better off by taking this contract than by refusing it.

activity 9.16

As ever with decision making, there are other factors that are either difficult or impos-
sible to quantify. These should be taken into account before reaching a final decision. In 
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the case of Cottage Industries Ltd’s decision concerning the overseas customer, these 
could include the following:

●	 The possibility that spare capacity will have been ‘sold off’ cheaply when there might 
be another potential customer who will offer a higher price, but, by that time, the 
capacity will be fully committed. It is a matter of commercial judgement as to how 
likely this will be.

●	 Selling the same product, but at different prices, could lead to a loss of customer good-
will. The fact that a different price will be set for customers in different countries (that 
is, in different markets) may be sufficient to avoid this potential problem.

●	 If the business is going to suffer continually from being unable to sell its full produc-
tion potential at the ‘usual’ price, it might be better, in the long run, to reduce capacity 
and make fixed cost savings. Using the spare capacity to produce marginal benefits 
may lead to the business failing to address this issue.

●	 On a more positive note, the business may see this as a way of breaking into a different 
market. This is something that might be impossible to achieve if the business charges 
its usual price.

The marginal cost is the minimum price at which the business can offer a product or 
service for sale. It will result in the business being no better off as a result of making the 
sale than if it had not done so. Achieving more than this minimum price will generate a 
profit (an increase in owners’ wealth).

A marginal cost approach to pricing would only be used where there is not the oppor-
tunity to sell at a price that will cover the full cost. In the long run, the business must 
more than cover all of its costs, both variable and fixed, if it is to be profitable.

A commercial aircraft is due to take off in one hour’s time with 20 seats unsold. What 
is the minimum price at which these seats could be sold such that the airline would be 
no worse off as a result?

The answer is that any price above the additional cost of carrying one more passenger would 
represent an acceptable minimum. if there are no such costs, the minimum price is zero.

This is not to say that the airline will seek to charge the minimum price; it will presumably 
seek to charge the highest price that the market will bear. The fact that the market will not 
bear the full cost, plus a profit margin, should not, in principle, be sufficient for the airline to 
refuse to sell seats, where there is spare passenger capacity.

activity 9.17

In practice, airlines are major users of a marginal costing approach. They often offer 
low priced tickets for off-peak travel, where there are not sufficient customers willing to 
pay ‘normal’ prices. By insisting on a Saturday stopover for return tickets, they tend to 
exclude ‘business’ travellers, who are probably forced to travel, but for whom a Saturday 
stopover may be unattractive. UK train operators often offer substantial discounts for 
off-peak travel. Similarly, hotels often charge very low rates for rooms at off-peak times. 
A hotel mainly used by business travellers may well offer very low room rates for Friday 
and Saturday occupancy.
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Drug prices in developing countries
Large pharmaceutical businesses have recently been under considerable pressure to 
provide cheap drugs to developing countries. It has been suggested that life-saving thera-
peutic drugs should be sold to these countries at a price that is close to their marginal 
cost. Indeed the Department for International Development would like to see HIV drugs 
sold in the poorest countries to be at a price equal to marginal cost. However, a number 
of obstacles to such a pricing policy have been identified:

1 It may lead to customer revolts in the West (the ‘loss of  customer goodwill’ referred to 
above).

2 There is a concern that the drugs may not reach their intended patients and could be 
re-exported to Western countries. A major cost of  producing a new drug is the research 
and development costs incurred, and marginal costs of  production are usually very 
low. Thus, a selling price based on marginal cost is likely to be considerably lower than 
the normal (full-cost) selling price in the West. This, it is feared, may lead to the cheap 
drugs provided leaking back into the West. Acquiring drugs at a price near to their 
marginal cost and reselling them at a figure close to the selling price in the West offers 
unscrupulous individuals an opportunity to make huge profits.

3 That compensation for any adverse consequences that may arise from the drugs 
sold will be sought in courts in the West, thereby creating the risk of  huge pay-
outs. This would make the risk to the pharmaceutical businesses of  selling the 
drugs to be out of  proportion to the benefits to them, in terms of  the prices that 
would be charged.

These three problems are not insurmountable and are not the only ones surrounding 
this issue, but they do appear to have slowed progress towards a speedier response to a 
humanitarian crisis.

Source: Based on information from ‘roche cuts price of cancer drug in india’, andrew Jack, ft.com, 23 
march 2012; ‘gsk to cut drug prices for developing countries’, Jack, a., ft.com, 29 november 2009; 
‘Drug pricing is a social problem’, epstein, r., ft.com, 16 June 2005; ‘Pressure builds to cut price of hiv 
medicine’, ft.com, 11 march 2006; and ‘Patent nonsense’, Financial Times, 24 august 2001.

real World 9.9

the most efficient use of scarce resources

Normally, the output of a business is determined by customer demand for the particular 
goods or services. In some cases, however, output will be restricted by the productive 
capacity of the business. Limited productive capacity might stem from a shortage of any 
factor of production – labour, raw materials, space, machine capacity and so on. Such 
scarce factors are often known as key or limiting factors.

Where productive capacity acts as a brake on output, management must decide on 
how best to deploy the scarce resource. That is, it must decide which products, from the 
range available, should be produced and how many of each should be produced. Mar-
ginal analysis can be useful to management in such circumstances. The guiding princi-
ple is that the most profitable combination of products will occur where the contribution 
per unit of the scarce factor is maximised. Example 9.3 illustrates this point.

real World 9.9 provides an unusual example where humanitarian issues are the driv-
ing force for adopting marginal pricing.
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Our first reaction might be that the business should provide only service AX220, as 
this is the one that yields the highest contribution per unit sold. If so, we would have 
been making the mistake of thinking that it is the ability to sell that is the limiting factor. 
If the above analysis is not convincing, we can take a random number of available labour 
hours and ask ourselves what is the maximum contribution (and, therefore, profit) that 
could be made by providing each service exclusively. Bear in mind that there is no short-
age of anything else, including market demand, just a shortage of labour.

A business provides three different services, the details of which are as follows:

Service (code name) AX107 AX109 AX220
£ £ £

selling price per unit 50 40 65
variable cost per unit (25) (20) (35)
Contribution per unit 25 20 30
labour time per unit 5 hours 3 hours 6 hours

Within reason, the market will take as many units of each service as can be pro-
vided, but the ability to provide the service is limited by the availability of labour, 
all of which needs to be skilled. Fixed cost is not affected by the choice of service 
provided because all three services use the same facilities.

The most profitable service is AX109 because it generates a contribution of £6.67 
(£20/3) an hour. The other two generate only £5.00 each an hour (£25/5 and £30/6). 
So, to maximise profit, priority should be given to the production that maximises the 
contribution per unit of limiting factor.

example 9.3

A business makes three different products, the details of which are as follows:

Product (code name) B14 B17 B22
selling price per unit (£) 25 20 23
variable cost per unit (£) 10  8 12
Weekly demand (units) 25 20 30
machine time per unit (hours)  4  3  4

Fixed cost is not affected by the choice of product because all three products use the 
same machine. Machine time is limited to 148 hours a week.

Which combination of products should be manufactured if the business is to pro-
duce the highest profit?

Product (code name) B14 B17 B22
£ £ £

selling price per unit 25 20 23
variable cost per unit (10) (8) (12)
Contribution per unit 15 12 11
machine time per unit 4 hours 3 hours 4 hours
Contribution per machine hour £3.75 £4.00 £2.75
order of priority 2nd 1st 3rd

activity 9.18
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Make-or-buy decisions

Businesses are frequently confronted by the need to decide whether to produce the prod-
uct or service that they sell themselves, or to buy it in from some other business. Thus, a 
producer of electrical appliances might decide to subcontract the manufacture of one of 
its products to another business, perhaps because there is a shortage of production 

Therefore produce:

20 units of product B17 using 60 hours
22 units of product B14 using 88 hours

148 hours

This leaves unsatisfied the market demand for a further 3 units of product B14 and 30 units 
of product B22.

What practical steps could be taken that might lead to a higher level of contribution for 
the business in Activity 9.18?

The possibilities for improving matters that occurred to us are as follows:

●	 Consider obtaining additional machine time. This could mean obtaining a new machine, 
subcontracting the machining to another business or, perhaps, squeezing a few more 
hours a week out of the business’s own machine. Perhaps a combination of two or 
more of these is a possibility.

●	 redesign the products in a way that requires less time per unit on the machine.
●	 increase the price per unit of the three products. This might well have the effect of 

dampening demand, but the existing demand cannot be met at present. it may, there-
fore, be more profitable, in the long run, to make a greater contribution on each unit 
sold than to take one of the other courses of action to overcome the problem.

activity 9.19

Going back to Activity 9.18, what is the maximum price that the business concerned 
would logically be prepared to pay to have the remaining B14s machined by a sub-
contractor, assuming that no fixed or variable cost would be saved as a result of not 
doing the machining in-house?

Would there be a different maximum if we were considering the B22s?

if the remaining three B14s were subcontracted at no cost, the business would be able to 
earn a contribution of £15 a unit, which it would not otherwise be able to gain. Therefore, any 
price up to £15 a unit would be worth paying to a subcontractor to undertake the machining. 
naturally, the business would prefer to pay as little as possible, but anything up to £15 would 
still make it worthwhile subcontracting the machining.

This would not be true of the B22s because they have a different contribution per unit; £11 
would be the relevant figure in their case.

activity 9.20
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capacity in the producer’s own factory, or because it believes it to be cheaper to subcon-
tract than to make the appliance itself.

It might just be part of a product or service that is subcontracted. For example, the 
producer may have a component for the appliance made by another manufacturer. In 
principle, there is hardly any limit to the scope of make-or-buy decisions. Virtually 
any part, component or service that is required in production of the main product or 
service, or the main product or service itself, could be the subject of a make-or-buy 
decision. So, for example, the personnel function of a business, which is normally 
performed in-house, could be subcontracted. At the same time, electrical power, 
which is typically provided by an outside electrical utility business, could be generated 
in-house. Obtaining services or products from a subcontractor is often called 
outsourcing.

real World 9.10 provides an example of a major UK electricity supplier outsourcing 
customer service roles to India.

Npower outsources
Last month the company (RWE npower plc) unveiled deep job cuts and a major restruc-
turing of its business that it said was aimed at improving customer service. The company 
will close offices and outsource work to India in a move that will see 1,460 UK staff lose 
their jobs.

Source: Extract from: Chazan, G., Npower pledges £1m after criticism, ft.com, 3 December 2013.

real World 9.10

Whether to outsource or not may be a long-term, strategic decision. (The example 
given in Real World  9.10 seems to fit into this category.) For this type of outsourcing 
decision, the approach outlined in Chapter 14 is appropriate. For the remainder of this 
section, however, we shall focus on short-term, tactical, make-or-buy decisions.

Shah Ltd needs a component for one of its products. It can outsource production of the 
component to a subcontractor who will provide the components for £20 each. Shah Ltd 
can produce the components internally for a total variable cost of £15 per component. 
Shah Ltd has spare capacity.

Should the component be subcontracted or produced internally?

The answer is that shah ltd should produce the component internally, since the variable cost 
of subcontracting is greater by £5 (that is, £20 - £15) than the variable cost of internal 
manufacture.

activity 9.21
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Now assume that Shah Ltd (Activity 9.21) has no spare capacity, so it can only produce 
the component internally by reducing its output of another of its products. While it is 
making each component, it will lose contributions of £12 from the other product.

Should the component be subcontracted or produced internally?

The answer is to subcontract. in this case, both the variable cost of production and the 
opportunity cost of lost contributions must be taken into account.

Thus, the relevant cost of internal production of each component is:

£
variable cost of production of the component 15
opportunity cost of lost production of the other product 12

27

This is obviously more costly than the £20 per component that will have to be paid to the 
subcontractor.

activity 9.22

What factors, other than the immediately financially quantifiable, would you consider 
when making a make-or-buy decision?

We feel that there are two major factors:

1 The general problems of subcontracting, particularly:
(a) loss of control of quality;
(b) potential unreliability of supply.

2 expertise and specialisation. generally, businesses should focus on their core 
competences.

activity 9.23

Picking up on the second point in Activity 9.23, and as we discussed earlier, it is pos-
sible for most businesses, with sufficient determination, to do virtually everything in-
house. This may, however, require a level of skill and facilities that most businesses 
neither have nor feel inclined to acquire. For example, though it is true that most busi-
nesses could generate their own electricity, their managements tend to take the view 
that this is better done by a specialist generator business. Specialists can often do things 
more cheaply, with less risk of things going wrong.

Closing or continuation decisions

It is quite common for businesses to produce separate financial statements for each 
department or section, to try to assess their relative performance. Example 9.4 considers 
how marginal analysis can help decide how to respond where it is found that a particular 
department underperforms.
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Goodsports Ltd is a retail shop that operates through three departments, all in the 
same accommodation. The three departments occupy roughly equal-sized areas of 
the accommodation. The projected trading results for next year are:

Total Sports  
equipment

Sports  
clothes

General 
clothes

£000 £000 £000 £000

sales revenue 534 254 183 97
Cost (482) (213) (163) (106)
Profit/(loss) 52 41 20 (9)

It would appear that if the general clothes department were to close, the business 
would be more profitable, by £9,000 a year.

When the cost is analysed between that part that is variable and that part that is 
fixed, however, the contribution of each department can be deduced and the fol-
lowing results obtained:

Total Sports  
equipment

Sports  
clothes

General 
clothes

£000 £000 £000 £000

sales revenue 534 254 183 97
variable cost (344) (167) (117) (60)
Contribution 190 87 66 37
Fixed cost (rent and so on) (138) (46) (46) (46)
Profit/(loss) 52 41 20 (9)

Now it is obvious that closing the general clothes department, without any other 
developments, would make the business worse off by £37,000 (the department’s 
contribution). The department should not be closed, because it makes a positive 
contribution. The fixed cost would continue whether the department was closed or 
not. As can be seen from the above analysis, distinguishing between variable and 
fixed cost, and deducing the contribution, can make the picture a great deal clearer.

example 9.4

In considering Goodsports Ltd (in Example  9.4), we saw that the general clothes 
department should not be closed ‘without any other developments’.

What ‘other developments’ could affect this decision, making continuation either 
more attractive or less attractive?

The things that we could think of are as follows:

●	 expansion of the other departments or replacing the general clothes department with a 
completely new activity. This would make sense only if the space currently occupied by 
the general clothes department could generate contributions totalling at least £37,000 
a year.

activity 9.24
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●	 subletting the space occupied by the general clothes department. once again, this 
would need to generate a net rent greater than £37,000 a year to make it more finan-
cially beneficial than keeping the department open.

●	 keeping the department open, even if it generated no contribution whatsoever (assum-
ing that there is no other use for the space), may still be beneficial. if customers are 
attracted into the shop because it has general clothing, they may then buy something 
from one of the other departments. in the same way, the activity of a sub-tenant might 
attract customers into the shop. (on the other hand, it might drive them away!)

Figure 9.13 summarises the four key decision-making areas where marginal analysis 
tends to be used.

marginal analysis tends to be used in four main decision-making areas.

the four key areas of decision making using marginal analysisFigure 9.13

khan ltd can render three different types of service (alpha, Beta and gamma) using the 
same staff. various estimates for next year have been made as follows:

Service Alpha Beta Gamma

selling price (£/unit) 30 39 20
variable material cost (£/unit) 15 18 10
other variable costs (£/unit) 6 10 5
share of fixed cost (£/unit) 8 12 4
staff time required (hours) 2 3 1

Fixed cost for next year is expected to total £40,000.

Self-assessment question 9.1

➔
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Required:
(a) if the business were to render only service alpha next year, how many units of the 

service would it need to provide in order to break even? (assume for this part of the 
question that there is no effective limit to market size and staffing level.)

(b) if the business has limited staff hours available next year, in which order of preference 
would the three services come?

(c) The maximum market for next year for the three services is as follows:

alpha 3,000 units
Beta 2,000 units
gamma 5,000 units

khan ltd has a maximum of 10,000 staff hours available next year.
What quantities of each service should the business provide next year and how 

much profit would this be expected to yield?

the answer to this question can be found in appendix C.

Summary

The main points in this chapter may be summarised as follows:

Cost behaviour

●	 Fixed cost is independent of the level of activity (for example, rent).

●	 Variable cost varies with the level of activity (for example, raw materials).

●	 Semi-fixed (semi-variable) cost is a mixture of fixed and variable costs (for example, 
electricity).

Break-even analysis

●	 The break-even point (BEP) is the level of activity (in units of output or sales revenue) 
at which total cost (fixed + variable) = total sales revenue.

●	 Calculation of BEP is as follows:

BEP (in units of output) =
Fixed cost for the period

Contribution per unit

●	 Knowledge of the BEP for a particular activity can be used to help assess risk.

●	 Contribution per unit = sales revenue per unit less variable cost per unit.

●	 Contribution margin ratio = contribution/sales revenue (*  100%)

●	 Margin of safety = excess of planned volume (or sales revenue) of activity over vol-
ume (or sales revenue) at BEP.

●	 Calculation of the volume of activity (t) required to achieve a target profit is as follows:

t =
Fixed cost + Target profit

(Sales revenue per unit - Variable cost per unit)

●	 Operating gearing is the extent to which the total cost of some activity is fixed rather 
than variable.

●	 The profit–volume (PV) chart is an alternative approach to the BE chart, which is prob-
ably easier to understand.

Self-assessment question 9.1 continued
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  Further reading 

 If you would like to explore the topics covered in this chapter in more depth, we recommend the 
following books: 

 Burns, J., Quinn, M., Warren, L. and Oliveira, J.,  Management Accounting,  McGraw-Hill Education, 
2013,  Chapters   10    and    11   . 

 Drury, C.,  Management and Cost Accounting,  8th edn, Cengage Learning, 2012,  Chapter   8   . 

 Horngren, C., Datar, S. and Rajan, M.,  Cost Accounting: A Managerial Emphasis,  15th edn, Pearson, 
2014,  Chapter   3   . 

 Hilton, R. and Platt, D.,  Managerial Accounting,  9th edn, McGraw-Hill Higher Education, 2014, 
 Chapter   6   .      

Further reading 

  ●	   Economists tend to take a diff erent approach to BE, taking account of economies (and 
diseconomies) of scale and of the fact that, generally, to be able to sell large volumes, 
price per unit tends to fall.    

  Weaknesses of BE analysis 

   ●	   There are non-linear relationships between cost, revenue and volume.  

  ●	   There may be stepped fi xed cost. Most elements of fi xed cost are not fi xed over all 
volumes of activity.  

  ●	   Multi-product businesses have problems in allocating fi xed cost to particular activities.    

  Marginal analysis 

   ●	   Marginal analysis ignores fi xed cost where this is not aff ected by the decision.  

  ●	   Assessing contracts – we consider only the eff ect on contributions.  

  ●	   Using a scarce resource – this limiting factor is most eff ectively used by maximising its 
contribution per unit.  

  ●	   Make-or-buy decisions – we take the action that leads to the highest total contributions.  

  ●	   Closing/continuing an activity – should be assessed by net eff ect on total contributions.    

 Key terms 

      fixed cost        p.   320   
     variable cost        p.   320   
     stepped fixed cost        p.   322   
     semi-fixed (semi-variable) cost       

 p.   323   
     high-low method        p.   324   
     break-even analysis        p.   325   
     break-even chart        p.   326   
     break-even point (Bep)        p.   326   
     contribution per unit        p.  3 32   

     contribution margin ratio        p.   332   
     margin of safety        p.   333   
     operating gearing        p.   336   
     profit–volume (pV) chart        p.   338   
     economies of scale        p.   339   
     relevant range        p.   341   
     marginal analysis        p.   345   
     marginal cost        p.   345   
     outsourcing        p.       350     
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answers to these questions can be found in appendix D.

9.1 Define the terms fixed cost and variable cost. explain how an understanding of the distinction 
between fixed cost and variable cost can be useful to managers.

9.2 What is meant by the BeP for an activity? how is the BeP calculated? Why is it useful to know 
the BeP?

9.3 When we say that some business activity has high operating gearing, what do we mean? What 
are the implications for the business of high operating gearing?

9.4 if there is a scarce resource that is restricting sales, how will the business maximise its profit? 
explain the logic of the approach that you have identified for maximising profit.

review questions

exercises 9.1 and 9.2 are basic level, 9.3 to 9.5 are intermediate level and 9.6 and 9.7 are 
advanced level. Solutions to questions with coloured numbers can be found in appendix e.

9.1 motormusic ltd makes a standard model of car radio, which it sells to car manufacturers for £60 
each. next year the business plans to make and sell 20,000 radios. The business’s costs are as 
follows:

manufacturing
 variable materials £20 per radio
 variable labour £14 per radio
 other variable costs £12 per radio
 Fixed cost £80,000 per year
administration and selling
 variable £3 per radio
 Fixed £60,000 per year

Required:
(a) Calculate the break-even point for next year, expressed both in quantity of radios and sales 

value.
(b) Calculate the margin of safety for next year, expressed both in quantity of radios and sales 

value.

exercises
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9.2 lannion and Co. is engaged in providing and marketing a standard advice service. summarised 
results for the past two months reveal the following:

October November

sales (units of the service) 200 300
sales revenue (£) 5,000 7,500
operating profit (£) 1,000 2,200

There were no price changes of any description during these two months.

Required:
(a) Deduce the BeP (in units of the service) for lannion and Co.
(b) state why the business might find it useful to know its BeP.

9.3 gandhi ltd renders a promotional service to small retailing businesses. There are three levels of 
service: the ‘Basic’, the ‘standard’ and the ‘Comprehensive’. The business plans next year to 
work at absolute full production capacity. managers believe that the market will not accept any 
more of any of the three services at the planned prices. The plans are:

Service Number of units  
of the service

Selling  
price

Variable cost 
per unit

£ £

Basic 11,000 50 25
standard  6,000  80 65
Comprehensive 16,000 120 90

The business’s fixed cost totals £660,000 a year. each service takes about the same length of 
time, irrespective of the level.

one of the accounts staff has just produced a report that seems to show that the standard 
service is unprofitable. The relevant extract from the report is as follows:

Standard service cost analysis
£

selling price per unit 80
variable cost per unit (65)
Fixed cost per unit (20) (£660,000/(11,000 + 6,000 + 16,000))
loss (5)

The writer of the report suggests that the business should not offer the standard service next 
year. The report goes on to suggest that, were the price of the Basic service to be lowered, the 
market could be expanded.

Required:
(a) should the standard service be offered next year, assuming that the quantity of the other 

services could not be expanded to use the spare capacity?

M09_MCLA8297_08_SE_C09.indd   357 24/09/15   6:23 pm



CHAPTER 9  Cost–volume–profit analysis358

(b) should the standard service be offered next year, assuming that the released capacity 
could be used to render a new service, the ‘nova’, for which customers would be charged 
£75 per unit, and which would have variable cost of £50 per unit and take twice as long per 
unit as each the other three services?

(c) What is the minimum price that could be accepted for the Basic service, assuming that the 
necessary capacity to expand it will come only from not offering the standard service?

9.4 The management of a business is concerned about its inability to obtain enough fully trained 
labour to enable it to meet its present budget projection.

Service Alpha Beta Gamma Total
£000 £000 £000 £000

variable cost:
 materials 6 4 5 15
 labour 9 6 12 27
 expenses 3 2 2 7
allocated fixed cost 6 15 12 33
Total cost 24 27 31 82
Profit 15 2 2 19
sales revenue 39 29 33 101

The amount of labour likely to be available amounts to £20,000. all of the variable labour is paid 
at the same hourly rate. you have been asked to prepare a statement of plans, ensuring that at 
least 50 per cent of the budgeted sales revenues are achieved for each service and the balance 
of labour is used to produce the greatest profit.

Required:
(a) Prepare the statement, with explanations, showing the greatest profit available from the 

limited amount of skilled labour available, within the constraint stated. Hint: remember that 
all labour is paid at the same rate.

(b) What steps could the business take in an attempt to improve profitability, in the light of the 
labour shortage?

9.5 a hotel group prepares financial statements on a quarterly basis. The senior management is 
reviewing the performance of one hotel and making plans for next year.

The managers have in front of them the results for this year (based on some actual results 
and some forecasts to the end of this year):

Quarter Sales revenue Profit/(loss)
£000 £000

1 400 (280)
2 1,200 360
3 1,600 680
4 800  40
Total 4,000 800

The total estimated number of guests (guest nights) for this year is 50,000, with each guest night 
being charged at the same rate. The results follow a regular pattern; there are no unexpected 
cost fluctuations beyond the seasonal trading pattern shown above.
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For next year, management anticipates an increase in unit variable cost of 10 per cent and a 
profit target for the hotel of £1 million. These will be incorporated into its plans.

Required:
(a) Calculate the total variable and total fixed cost of the hotel for this year. show the provi-

sional annual results for this year in total, showing variable and fixed cost separately. show 
also the revenue and cost per guest.

(b)  1  if there is no increase in guests for next year, what will be the required revenue rate per 
hotel guest to meet the profit target?

  2  if the required revenue rate per guest is not raised above this year’s level, how many 
guests will be required to meet the profit target?

(c) outline and briefly discuss the assumptions, that are made in typical Pv or break-even 
analysis, and assess whether they limit its usefulness.

9.6 a business makes three products, a, B and C. all three products require the use of two types 
of machine: cutting machines and assembling machines. estimates for next year include the 
following:

Product A B C

selling price (£ per unit) 25 30 18
sales demand (units) 2,500 3,400 5,100
material cost (£ per unit) 12 13 10
variable production cost (£ per unit) 7 4 3
Time required per unit on cutting machines (hours) 1.0 1.0 0.5
Time required per unit on assembling machines (hours) 0.5 1.0 0.5

Fixed cost for next year is expected to total £42,000.
The business has cutting machine capacity of 5,000 hours a year and assembling machine 
capacity of 8,000 hours a year.

Required:
(a) state, with supporting workings, which products in which quantities the business should 

plan to make next year on the basis of the above information. Hint: First determine which 
machines will be a limiting factor (scarce resource).

(b) state the maximum price per product that it would be worth the business paying to a sub-
contractor to carry out that part of the work that could not be done internally.

9.7 Darmor ltd has three products, which require the same production facilities. information about 
the production cost for one unit of its products is as follows:

Product X Y Z
£ £ £

labour: skilled  6  9  3
        unskilled  2  4 10
materials 12 25 14
other variable costs 3 7  7
Fixed cost  5 10 10

all labour and materials are variable costs. skilled labour is paid £12 an hour and unskilled 
labour is paid £8 an hour. all references to labour cost above are based on basic rates of pay. 
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skilled labour is scarce, which means that the business could sell more than the maximum that 
it is able to make of any of the three products.

Product x is sold in a regulated market and the regulators have set a price of £30 per unit 
for it.

Required:
(a) state, with supporting workings, the price that must be charged for Products y and Z, such 

that the business would find it equally profitable to make and sell any of the three 
products.

(b) state, with supporting workings, the maximum rate of overtime premium that the business 
would logically be prepared to pay its skilled workers to work beyond the basic time.
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Full (absorption) costing is a widely used approach that takes account of all of the cost of 
producing a particular product or service. In this chapter, we shall see how this approach 

can be used to deduce the cost of some activity, such as making a unit of product (for exam-
ple, a tin of baked beans), providing a unit of service (for example, a car repair) or creating a 
facility (for example, building a high speed rail link from London to Birmingham).

The precise approach taken to deducing full cost will depend on whether each product 
or service is identical to the next or whether each job has its own individual characteristics. 
It will also depend on whether the business accounts for overheads on a segmental basis. 
We shall look at how full (or absorption) costing is carried out and we shall also consider 
its usefulness for management purposes.

This chapter considers the traditional, but still very widely used, form of full costing. In 
Chapter 11 we shall consider activity-based costing, which is a more recently developed 
approach.

Introduction

Full costing

Chapter 10

Learning outcomes

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

●	 deduce the full (absorption) cost of a cost unit in a single-product and a 
multi-product environment;

●	 discuss the problems of deducing full (absorption) cost in practice;

●	 discuss the usefulness of full (absorption) cost information to managers;

●	 compare and contrast the full costing and variable costing approaches.
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     What is full costing? 

  Full cost  is the total amount of resources, usually measured in monetary terms, sacrifi ced 
to achieve a given objective. It takes account of all resources sacrifi ced to achieve that 
objective. Thus, if the objective were to supply a customer with a product or service, the 
cost of all aspects relating to the making of the product or provision of the service would 
be included as part of the full cost. To derive the full cost fi gure, we must accumulate the 
elements of cost incurred and then assign them to the particular product or service. 

 The logic of  full costing  is that the entire cost of running a facility, such as an offi  ce or 
factory, is part of the cost of the output that it helps to generate. Take, for example, the 
cost of renting an offi  ce incurred by an architect. Although this will not alter if the archi-
tect undertakes one more assignment, there would be nowhere to work unless the offi  ce 
was available. Thus, rent of the offi  ce must be taken into account when assessing the full 
cost of each assignment undertaken by the architect. A  cost unit  is one unit of whatever 
is having its cost determined. This is usually one unit of output of a particular product or 
service.  

  Why do managers want to know the full cost? 

 We saw in  Chapter   1    that the only point in providing management accounting informa-
tion is to improve the quality of management decisions. There are four main areas where 
information relating to the full cost of the business’s products or services may prove use-
ful. These are: 

   ●	   Pricing and output decisions.     Having full cost information can help managers make deci-
sions on the price to charge customers for the business’s products or services. Full cost 
information, along with relevant information concerning prices, can also be used to 
determine the number of units of products or services to be produced.  

  ●	   Exercising control.     Determining the full cost of a product or service is often a useful 
starting point for exercising cost control. Where the reported full cost fi gure is consid-
ered too high, for example, individual elements of full cost may then be examined to 
see whether there are opportunities for reduction. This may lead to re-engineering the 
production process, fi nding new sources of supply and so on. Also, budgets and plans 
are often expressed in full-cost terms. Budgets are typically used to help mangers exer-
cise control by comparing planned (budgeted) performance, with actual performance 
We shall pick up these points in later chapters, particularly  Chapters   11    and    13   .  

  ●	   Assessing relative effi  ciency.     Full cost information can help managers compare the cost 
of carrying out an activity in a particular way, or particular place, with its cost if car-
ried out in a diff erent way, or place. A car manufacturer, for example, may wish to 
compare the cost of building a particular model of car in one manufacturing plant, 
rather than in another. This could help in determining where to locate future 
production.  

  ●	   Assessing performance.     Profi t is an important measure of business performance. To 
measure the profi t arising from providing a particular product or service, the sales 
revenue that it generates should be compared with the costs consumed in generating 
that revenue. This can help in assessing past decisions. It can also help in guiding 
future decisions, such as continuing with, or abandoning, the particular product or 
service.   

What is full costing? 

Why do managers want to know the full cost? 
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Figure 10.1 shows the four uses of full cost information.

operating cost
an interesting example of the use of full cost for pricing decisions occurs in the national 
health service (nhs). In recent years, the funding of hospitals has radically changed. a 
new system of Payment by results (PBr) requires the department of health to produce a 
list of prices for an in-patient spell in hospital that covers different types of procedures. 
This list, which is revised annually, reflects the prices that hospitals will be paid by the 
government for carrying out the different procedures.

For 2014/15, the price list included £5,237 for carrying out a hip replacement (the pre-
cise nature of the procedure is specified).

This figure is based on the full cost of undertaking each type of procedure in previous 
years (but adjusted for inflation and an efficiency discount). Full cost figures were submit-
ted by all nhs hospitals for those years as part of their annual accounting process and an 
average for each type of procedure was then calculated. Figures for the many other pro-
cedures on the price list were derived in the same way.

Source: Payment by results national tariff payments system for 2014/15 annex 5a: national prices, department of health, 
17 december 2013.

real World 10.1

managers use full cost information for four main purposes.

Uses of full cost by managersFigure 10.1

Now let us consider real World 10.1.

When considering the information in Real World 10.1, an important question that 
arises is ‘what does the full cost of a particular medical procedure include?’ Does it simply 
include the cost of the salaries earned by doctors and nurses during the time spent with 
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the patient or does it also include the cost of other items? If the cost of other items is 
included, how is it determined? Would it include, for example, a charge for: 

   ●	   the artifi cial hip and drugs provided for the patient;  
  ●	   equipment used in the operating theatre;  
  ●	   administrative and support staff  within the hospital;  
  ●	   heating and lighting;  
  ●	   maintaining the hospital buildings;  
  ●	   laundry and cleaning?   

 If the cost of such items is included, how can an appropriate charge for the procedure be 
determined? If, on the other hand, the costs are not included, is the fi gure of    £5,237    
potentially misleading? Addressing questions such as these is the focus of this chapter. 

 In the sections that follow, we begin by considering how to calculate the full cost of a 
unit of output for a business providing a single product, or service. We then go on to see 
how the full cost of a unit of output can be calculated for a business providing a number 
of diff erent products or services.  

  Single-product businesses 

 The simplest case for which to deduce the full cost per unit is where the business has only 
one product or service, that is, each unit of output is identical. Here it is simply a ques-
tion of adding up all of the elements of cost of production incurred in a particular period 
(materials, labour, rent, fuel, power and so on) and dividing this total by the total num-
ber of units of output for that period.  

Single-product businesses 

   Fruitjuice Ltd has just one product, a sparkling orange drink that is marketed as 
‘Orange Fizz’. During last month the business produced 7,300 litres of the drink. The 
cost incurred was made up as follows: 

      £    
 Ingredients (oranges and so on)  390 
 Fuel  85 
 rent of accommodation  350 
 depreciation of equipment  75 
 Labour  880 

 What is the full cost per litre of producing ‘Orange Fizz’?  

  This figure is found simply by adding together all of the elements of cost incurred and then 
dividing by the number of litres produced: 

   £ (390 + 85 + 350 + 75 + 880)/7,300 = £0.24 per litre     

 activity 10.1 

 In practice, there can be problems in deciding exactly how much cost was incurred. In 
the case of Fruitjuice Ltd, for example, how is the cost of depreciation deduced? It is cer-
tainly an estimate and so its reliability is open to question. The cost of raw materials may 

M10_MCLA8297_08_SE_C10.indd   364 24/09/15   4:58 pm



muLTI-ProduCT BusInesses 365

also be a problem. Should we use the ‘relevant’ cost of the raw materials (in this case, 
almost certainly the replacement cost), or the actual price paid for it (historic cost)? If the 
cost per litre is to be used for some decision-making purpose (which it should be), the 
replacement cost is probably more logical. In practice, however, it seems that historic 
cost is more often used to deduce full cost. It is not clear why this should be the case. 

 There can also be problems in deciding precisely how many units of output were pro-
duced. If making Orange Fizz is not a very fast process, some of the drink will probably 
be in the process of being made at any given moment. This, in turn, means that some of 
the cost incurred last month was for some Orange Fizz that was work in progress at the 
end of the month, so is not included in last month’s output quantity of 7,300 litres. 
Similarly, part of the 7,300 litres might well have been started and may have incurred 
cost in the previous month, yet all of those litres were included in the 7,300 litres that we 
used in our calculation of the cost per litre. Work in progress is not a serious problem, but 
some adjustment for the value of opening and closing work in progress for the particular 
period needs to be made if reliable full cost information is to be obtained. 

 This approach to full costing, which can be taken where all of the output consists of 
identical or nearly identical items (of goods or services), is usually referred to as  process 
costing.    

   Can you think of at least two types of industry where process costing may apply?  

  suitable industries are likely to include: 

   ●	   paint manufacturing;  
  ●	   chemical processing;  
  ●	   oil extraction;  
  ●	   plastic manufacturing;  
  ●	   paper manufacturing;  
  ●	   brick manufacturing;  
  ●	   beverages;  
  ●	   semiconductor chips.   

 you may have thought of others.   

 activity 10.2 

  Multi-product businesses 

 Many businesses provide products or services that are distinct rather than identical. In 
this situation, the process costing approach that we used with litres of ‘Orange Fizz’ (in 
 Activity   10.1   ) would be inappropriate. While it may be appropriate to assign an average 
cost to each  identical  unit of output, it is not appropriate where the units of output are 
quite diff erent. It would be illogical, for example, to assign the same cost to each car 
repair carried out by a garage, irrespective of the complexity and size of the repair. 

 Where a business off ers distinct products or services a  job costing  approach is nor-
mally used. This involves accumulating costs for each individual unit of output and so 
determine its full cost. To understand how this can be done, we fi rst need to understand 
the diff erence between direct and indirect cost. 

Multi-product businesses 
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Direct and indirect cost

To provide full cost information, the various elements of cost must be accumulated and then 
assigned to particular cost units on some reasonable basis. Where cost units are not identical, 
the starting point is to separate cost into two categories: direct cost and indirect cost.

●	 Direct cost. This is a cost that can be identified with specific cost units. That is to say, 
the cost can be traced to a particular cost unit and can be measured reliably. The main 
examples of a direct cost are direct materials and direct labour. Thus, in determining the 
cost of a car repair by a garage, both the cost of spare parts used in the repair and the cost 
of the mechanic’s time would be part of the direct cost of that repair. Collecting ele-
ments of direct cost is a simple matter of having a cost-recording system that is capable 
of capturing the cost of direct materials used on each job and the cost, based on the 
hours worked and the rate of pay, of direct workers.

●	 Indirect cost (or overheads). This is all other elements of cost, that is, those items that 
cannot be identified with each particular cost unit (job). Thus, the amount paid to 
rent the garage would be an indirect cost of a particular car repair.

We shall use the terms ‘indirect cost’ and ‘overheads’ interchangeably for the remainder of 
this book. Indirect cost is also sometimes known as common cost because it is common to 
all of the output of the production unit (for example, factory or department) for the period.

real World 10.2 gives some indication of the relative importance of direct and indi-
rect costs in practice.

Counting the cost
a survey of 176 uk businesses operating in various industries, all with an annual sales 
revenue of more than £50 million, was conducted by al-omiri and drury. They discovered 
that the full cost of the businesses’ output on average is split between direct and indirect 
costs as shown in Figure 10.2:

real World 10.2

percentage of full cost contributed by direct and indirect 
costFigure 10.2 
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A ‘job sheet’ will normally be prepared – normally on the computer – for each indi-
vidual job. The quality of the information generated relies on staff faithfully recording 
all elements of direct labour and materials applied to the job.

Job costing

To deduce the full cost of a particular cost unit, we first identify the direct cost of the cost 
unit, which, from the definition of direct cost, is fairly straightforward. We then seek to 
‘charge’ each cost unit with an ‘appropriate’ share of indirect cost (overheads). Put 
another way, cost units will absorb overheads. This leads to full costing also being called 
absorption costing. The absorption process is shown graphically in Figure 10.3.

A garage owner wishes to know the direct cost of each job (car repair) that is carried 
out. How could the direct cost (labour and materials) information concerning a particu
lar job be collected?

usually, direct workers are required to record how long was spent on each job. Thus, the 
mechanic doing the job would record the length of time worked on the car. The stores staff 
would normally be required to keep a record of the cost of parts and materials used on each 
job.

activity 10.3

Appropriate share of
indirect cost
(overheads)

For the manufacturers, the 75 per cent direct cost was, on average, made up as follows:

Per cent
direct materials 52
direct labour 14
other direct costs 9

Source: a survey of factors influencing the choice of product costing systems in uk organisations, m. al-omiri and C. drury, 
Management Accounting Research, december 2007, pages 399 to 424.

The full cost of any particular job is the sum of those cost elements that can be measured 
specifically in respect of the job (direct cost) and a share of the cost of creating the environ-
ment in which production (of an object or service) can take place, but which do not relate 
specifically to any particular job (indirect cost).

the relationship between direct cost and indirect costFigure 10.3
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It is important to note that whether a cost is direct or indirect depends on the item 
being costed – the cost objective. To refer to indirect cost without identifying the cost 
objective is potentially misleading.

Into which category, direct or indirect, would each of the elements of cost listed in 
Activity 10.4 fall, if we were seeking to find the cost of operating the entire business of 
Sparky Ltd for a month?

The answer is that all of them will form part of the direct cost, since they can all be related to, 
and measured in respect of, running the business for a month.

activity 10.5

Sparky Ltd is a business that employs a number of electricians. The business under
takes a range of work for its customers, from replacing fuses to installing complete 
wiring systems in new houses.

In respect of a particular job done by Sparky Ltd, into which category (direct or indir
ect) would each of the following cost elements fall?

●	 the wages of the electrician who did the job;
●	 depreciation of the tools used by the electrician;
●	 the cost of cable and other materials used on the job;
●	 rent of the building where Sparky Ltd stores its inventories of cable and other 

materials.

The electrician’s wages earned while working on the particular job and the cost of the mater-
ials used on the job are included in direct cost. This is because it is possible to measure how 
much time was spent on the particular job (and therefore its direct labour cost) and the 
amount of materials used (and therefore the direct material cost) in the job.

The others are included in the general cost of running the business and, as such, must 
form part of the indirect cost of doing the job. They cannot be directly measured in respect 
of the particular job, however.

activity 10.4

Broader-reaching cost objectives, such as operating Sparky Ltd for a month, tend to 
include a higher proportion of direct cost than do more limited ones, such as a particular 
job done by Sparky Ltd. As we shall see shortly, this makes costing broader cost object-
ives more straightforward than costing narrower ones. This is because direct cost is 
 normally easier to deal with than indirect cost.

Full (absorption) costing and the behaviour of cost

We saw in Chapter 9 that the full cost of doing something (or total cost, as it is usually 
known in the context of marginal analysis) can be analysed between its fixed and the 
variable elements. This is illustrated in Figure 10.4.
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The apparent similarity of what is shown in Figure 10.4 to that shown in Figure 10.3 
may create the impression that variable cost and direct cost are the same, and that fixed 
cost and indirect cost (overheads) are the same. This, however, is not the case.

Fixed cost and variable cost are defined in terms of how costs behave in the face of 
changes in the volume of activity. Direct cost and indirect cost, on the other hand, are 
defined in terms of the extent to which they can be identified with, and measured in 
respect of, particular cost units (jobs). These two sets of notions are entirely different. 
While a fixed cost can often be an indirect cost and a variable cost can often be a direct 
cost, this is far from being a hard and fast rule. Take, for example, most manufactured 
products. They are likely to have indirect cost, such as power for machinery, which is 
variable, and direct cost, such as labour, which is fixed. Thus, identifying a cost as being 
either indirect or direct tells us nothing about whether it is fixed or variable.

The relationship between the reaction of cost to volume changes, on the one hand, 
and how cost elements must be gathered to deduce the full cost for a particular job, on 
the other, is shown in Figure 10.5.

Total cost is the sum of direct and indirect costs. It is also the sum of fixed and variable 
costs. These two facts are not connected.

The total cost of a job is the sum of the cost that remains the same irrespective of the level of 
activity (fixed cost) and that which varies according to the level of activity (variable cost).

the relationship between fixed cost, variable cost and total costFigure 10.4 

a particular job’s full (or total) cost will be made up of some variable and some fixed cost 
elements. It will also be made up of some direct and some indirect (overhead) elements.

the relationship between direct, indirect, variable and fixed 
costs of a particular jobFigure 10.5
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  the problem of indirect cost 

 It is worth emphasising that the distinction between direct and indirect cost is only 
important in a job-costing environment, that is, where units of output diff er. This dis-
tinction was of no consequence when costing a litre of ‘Orange Fizz’ drink ( Activity   10.1   ) 
as all of the cost was shared equally between the individual litres of ‘Orange Fizz’. Where 
units of output are not identical, however, this cannot be done if we wish to achieve a 
useful measure of the full cost of a particular job. 

 While indirect cost must form part of the full cost of each cost unit, it cannot, by 
defi n ition, be identifi ed directly with particular cost units. This raises a major practical 
issue: how can indirect cost be assigned to individual cost units?   

  Overheads as service renderers 

 Indirect cost (overheads) can be viewed as rendering a service to cost units. Take, for 
example, a legal case undertaken by a fi rm of solicitors for a particular client. This case 
can be regarded as receiving a service from the offi  ce in which the work is done. It seems 
reasonable, therefore, to charge each case (cost unit) with a share of the cost of running 
the offi  ce (rent, lighting, heating, cleaning, building maintenance and so on). It also 
seems reasonable for this charge to be related to the amount of service received by each 
particular case from the offi  ce. 

 The next step is the diffi  cult one. How might the cost of running the offi  ce, which is a 
cost incurred for all the work undertaken by the fi rm, be divided between individual 
legal cases that diff er in size and complexity? 

 The easiest way would be to share this overhead cost equally between each case han-
dled by the fi rm within the period. This method, however, has little to commend it 
unless the cases were close to being identical in terms of the extent to which they 
received service from the offi  ce. Where they have not received identical service, we must 
identify something, which is both observable and measurable, about the various indi-
vidual cases that allows us to distinguish between them. In practice, time spent working 
on each individual case by direct labour tends to be used. It must be stressed, however, 
that this is not the ‘correct’ way and it is certainly not the only way. 

  Job costing: a worked example 

 To see how job costing works, let us consider  Example   10.1   .  

Overheads as service renderers 

 Johnson Ltd, a business that provides a personal computer maintenance and repair 
service, has overheads of    £10,000    each month. Each month 1,000 direct labour 
hours are worked and charged to cost units (jobs carried out by the business). A 
particular PC repair undertaken by the business used direct materials costing    £15.    
Direct labour worked on the repair was 3 hours and the wage rate is    £16    an hour. 
Johnson Ltd charges overheads to jobs on a direct labour hour basis. What is the full 
(absorption) cost of the repair? 

 example 10.1 
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Solution
First, let us establish the overhead absorption (recovery) rate, that is, the rate at 
which individual repairs will be charged with overheads. This is £10 (that is, 
£10,000/1,000) per direct labour hour.

Thus, the full cost of the repair is:

£
direct materials 15
direct labour (3 * £16) 48

63
overheads (3 * £10) 30
Full cost of the job 93

Note, in Example  10.1, that the number of labour hours (3 hours) appears twice in 
deducing the full cost: once to deduce the direct labour cost and a second time to deduce 
the overheads to be charged to the repair. These are really two separate issues, though 
they are both based on the same number of labour hours.

Note also that, if all the jobs undertaken during the month are assigned overheads in 
a similar manner, all £10,000 of overheads will be charged between the various jobs. Jobs 
that involve a lot of direct labour will be assigned a large share of overheads. Similarly, 
jobs that involve little direct labour will be assigned a small share of overheads.

Can you think of reasons why direct labour hours tend to be regarded as the most 
appropriate basis for sharing overheads between cost units?

The reasons that occurred to us are as follows:

●	 Large jobs should logically attract large amounts of overheads because they are likely 
to have been rendered more ‘service’ by the overheads than small ones. The length of 
time that they are worked on by direct labour may be seen as a rough way of measuring 
relative size, though other means of doing this may be found – for example, relative 
physical size, where the cost unit is a physical object, like a manufactured product.

●	 most overheads are related to time. rent, heating, lighting, non-current asset deprecia-
tion, supervisors’ and managers’ salaries, which are all typical overheads, are all more 
or less time-based. That is to say that the overheads for one week tend to be about half 
of those for a similar two-week period. Thus, a basis of allotting overheads to jobs that 
takes account of the length of time that the units of output benefited from the ‘service’ 
rendered by the overheads seems logical.

●	 direct labour hours are capable of being measured for each job. They will normally be 
measured to deduce the direct labour element of cost in any case. Thus, a direct labour 
hour basis of dealing with overheads is practical to apply in the real world.

activity 10.6

It cannot be emphasised enough that there is no ‘correct’ way to allot overheads to 
jobs. Overheads cannot, by definition, be easily identified with individual jobs. If, 
nevertheless, we wish to take account of the fact that overheads are part of the full 
cost of all jobs, we must find some way of allotting a share of the total overheads to 
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each job. In practice, the direct labour hour method seems to be the most popular way 
of doing so. real World 10.4, which we consider later in the chapter, provides some 
evidence of this.

Now let us consider real World  10.3, which gives an example of one well-known 
organisation that does not use direct labour hours to cost its output.

recovering costs
as we saw in real World 10.1 the uk national health service (nhs) seeks to ascertain 
the cost of various medical and surgical procedures that it undertakes for its patients. In 
determining the costs of a procedure that requires time in hospital as an ‘in patient’, the 
nhs identifies the full cost of the particular procedure (for example, a hip replacement 
operation). To this it adds a share of the hospital overheads to cover the cost of the 
patients stay in hospital. The total ward overheads are absorbed by each patient’s stay 
by taking this overhead total and dividing it by the number of ‘bed days’ throughout the 
hospital for the period, to establish a ‘bed-day rate’. a bed day is one patient spending 
one day occupying a bed in the hospital. To cost the particular patient’s treatment, the 
bed-day rate is added to the cost of the procedure according to how many bed days the 
particular patient had.

note that the nhs does not use the direct labour hour basis of absorption. The bed-day 
rate is, however, an alternative, logical, time-based approach.

Source: NHS Better care better value indicators, nhs england, 15 may 2014.

real World 10.3

Marine Suppliers Ltd undertakes a range of work, including making sails for small sail
ing boats on a madetomeasure basis.

The business expects the following to arise during the next month:

direct labour cost £60,000
direct labour time 6,000 hours
Indirect labour cost £9,000
depreciation of machinery £3,000
rent £5,000
heating, lighting and power £2,000
machine time 2,000 hours
Indirect materials £500
other miscellaneous indirect production cost elements (overheads) £200
direct materials cost £3,000

The business has received an enquiry about a sail. It is estimated that the  particular 
sail will take 12 direct labour hours to make and will require 20 square metres of 
 sailcloth, which costs £2 per square metre.

The business normally uses a direct labour hour basis of charging indirect cost 
(overheads) to individual jobs.

What is the full (absorption) cost of making the sail?

activity 10.7
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Figure 10.6 shows the process for applying indirect (overhead) and direct costs to the 
sail that was the subject of Activity 10.7.

The direct cost of making the sail can be identified as follows:

£
direct materials (20 * £2) 40.00
direct labour (12 * (£60,000/6,000)) 120.00

160.00

To deduce the indirect cost (overhead) element that must be added to derive the full cost 
of the sail, we first need to total these cost elements as follows:

£
Indirect labour 9,000
depreciation 3,000
rent 5,000
heating, lighting and power 2,000
Indirect materials 500
other miscellaneous indirect production cost (overhead) elements    200
Total indirect cost (overheads) 19,700

since the business uses a direct labour hour basis of charging indirect cost to jobs, we 
need to deduce the indirect cost (or overhead) recovery rate per direct labour hour. This is 
simply:

£19,700/6,000 = £3.28 per direct labour hour

Thus, the full cost of the sail is expected to be:

£
direct materials (20 * £2) 40.00
direct labour (12 * (£60,000/6,000)) 120.00
Indirect cost (12 * £3.28)  39.36
Full cost 199.36

Suppose that Marine Suppliers Ltd (see Activity 10.7) used a machine hour basis of 
charging overheads to jobs. What would be the cost of the particular job if it was 
expected to take 5 machine hours (as well as 12 direct labour hours)?

The total overheads of the business will of course be the same irrespective of the method of 
charging them to jobs. Thus, the overhead recovery rate, on a machine hour basis, will be:

£19,700/2,000 = £9.85 per machine hour

The full cost of the sail is, therefore, expected to be:

£
direct materials (20 * £2) 40.00
direct labour (12 * (£60,000/6,000)) 120.00
Indirect cost (5 * £9.85)  49.25
Full cost 209.25

activity 10.8
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The full cost is made up of the sail’s (job’s) share of the total overheads, plus the direct cost 
element that is measured specifically in relation to the particular sail.

how the full cost is derived for the sail by Marine Suppliers Ltd 
in activity 10.7Figure 10.6

Selecting a basis for charging overheads

We saw earlier that there is no single correct way of charging overheads. The final choice 
is a matter of judgement. It seems reasonable to say, however, that the nature of the 
overheads should influence the choice of the basis of charging the overheads to jobs. 
Where production is capital-intensive and overheads are primarily machine-based (such 
as depreciation, machine maintenance, power and so on), machine hours might be 
favoured. Otherwise direct labour hours might be preferred.

It would be irrational to choose one of these methods in preference to the other 
simply because it apportions either a higher or a lower amount of overheads to a par-
ticular job. The total overheads will be the same irrespective of how they are appor-
tioned between individual jobs and so a method that gives a higher share of overheads 
to some jobs must give a lower share to the other jobs. There is one cake of fixed size: 
if one person receives a relatively large slice, others must on average receive relatively 
small slices. To illustrate further this issue of apportioning overheads, consider 
Example 10.2.
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A business, that provides a service, expects to incur overheads totalling £20,000 
next month. The total direct labour time worked is expected to be 1,600 hours and 
machines are expected to operate for a total of 1,000 hours.

During the next month, the business expects to do just two large jobs. Informa-
tion concerning each job is as follows:

Job 1 Job 2

direct labour hours 800 800
machine hours 700 300

How much of the total overheads will be charged to each job if overheads are to be 
charged on:

(a) a direct labour hour basis; and
(b) a machine hour basis?

What do you notice about the two sets of figures that you calculate?

Solution

(a) Direct labour hour basis
Overhead recovery rate = £20,000/1,600 = £12.50 per direct labour hour.

 Job 1         £12.50 * 800 = £10,000
 Job 2         £12.50 * 800 = £10,000

(b) Machine hour basis
Overhead recovery rate = £20,000/1,000 = £20.00 per machine hour.

 Job 1         £20.00 * 700 = £14,000
 Job 2         £20.00 * 300 = £6,000

It is clear from these calculations that the total overheads charged to jobs is the 
same (that is, £20,000), whichever method is used. Whereas the machine hour 
basis gives Job 1 a higher share of these overheads than the direct labour hour 
method, the opposite is true for Job 2.

example 10.2

It is not feasible to charge overheads using one method for one job and using the other 
method for the other job. This would mean either total overheads would not be fully 
charged to the jobs, or the jobs would be overcharged with overheads. If, for example, 
the direct labour hour method was used for Job 1 (£10,000) and the machine hour basis 
was used for Job 2 (£6,000), only £16,000 of a total £20,000 of overheads would be 
charged to jobs. As a result, the objective of full (absorption) costing, which is to charge 
all overhead costs to jobs carried out during the period, would not be achieved. Further-
more, if selling prices are based on full cost, there is a risk that this particular business 
would not charge high enough prices to cover all of its costs.

Figure  10.7 shows the effect of the two different methods of charging overheads to 
Jobs 1 and 2.
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The point has just been made that it would normally be irrational to prefer one basis of 
charging overheads to jobs simply because it apportions either a higher or a lower 
amount of overheads to a particular job. This is because the total overheads are the 
same irrespective of the method of charging the total to individual jobs. Can you think 
of any circumstances where it may not be so irrational?

This might occur where a customer has agreed to pay a price for a particular job based on 
full cost plus an agreed fixed percentage for profit. here it would be beneficial to the producer 
for the total cost of the job to be as high as possible. Public sector organisations, such as 
central and local government, have been known to enter into such cost-plus pricing con-
tracts. They are, however, pretty rare nowadays as they are so open to abuse. normally, 
contract prices are agreed in advance, typically in conjunction with competitive tendering.

activity 10.9

overhead recovery rates in practice
a survey of 129 uk manufacturing businesses showed that the direct labour hour basis (or 
a close approximation to it) of charging indirect cost (overheads) to cost units was over-
whelmingly the most popular. It was used by 72 per cent of the respondents to the survey.

15 per cent of respondents used a ‘production-time based overhead rate’. This is pre-
sumably something like a machine-hour rate.

Though this survey applied only to manufacturing businesses, in the absence of other 
information it provides some impression of what happens in practice.

Source: Based on information taken from Product costing practices in different manufacturing industries: a British survey, J. Brierley, 
C. Cowton and C. drury, International Journal of Management, december 2007.

real World 10.4

The share of the total overheads for the month charged to jobs can differ significantly depending 
on the basis used.

the effect of different bases of charging overheads to jobs in 
example 10.2Figure 10.7

Real World 10.4 provides some insight into the basis of overhead recovery in practice.
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Segmenting the overheads

We have just seen that charging the same overheads to different jobs on different bases 
is not feasible. It is perfectly feasible, however, to charge one segment of the total over-
heads on one basis and another segment on another basis.

Taking the same business as in Example 10.2 (page 000), on closer analysis we find that 
of the overheads totalling £20,000 next month, £8,000 relate to machines (depreciation, 
maintenance, rent of the space occupied by the machines and so on) and the remaining 
£12,000 to more general overheads. The other information about the business is exactly 
as it was before.

How much of the total overheads will be charged to each job if the machinerelated 
overheads are to be charged on a machine hour basis and the remaining overheads are 
charged on a direct labour hour basis?

Direct labour hour basis

overhead recovery rate = £12,000/1,600 = £7.50 per direct labour hour

Machine hour basis

overhead recovery rate = £8,000/1,000 = £8.00 per machine hour

Overheads charged to jobs

Job 1
£

Job 2
£

direct labour hour basis:
£7.50 * 800 6,000
£7.50 * 800 6,000

machine hour basis:
£8.00 * 700 5,600
£8.00 * 300           2,400

Total 11,600 8,400

We can see from this that all the overheads of £20,000 have been charged.

activity 10.10

Segmenting the overheads in this way is quite common. A business may be divided 
into separate areas (cost centres) for costing purposes, charging overheads differently 
from one area to the next, according to the nature of the work done in each.

Dealing with overheads on a cost centre basis

We saw in Chapter  1 that businesses are often divided into departments, where each 
department carries out a separate task. Many of these businesses charge overheads to cost 
units on a department-by-department basis. They do so in the belief that it will give rise 
to more accurate full costing information. It is probably only in a minority of cases, how-
ever, where it leads to any great improvement in accuracy. Although applying overheads 
on a departmental basis may not be of enormous benefit, it is probably not an expensive 
exercise. Cost elements are collected department by department for other purposes (par-
ticularly control) and so applying overheads on a department-by-department basis is a 
fairly straightforward matter.

In Example 10.3 we see how the departmental approach to deriving full cost can be 
applied in a service-industry context.
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Autosparkle Ltd offers a motor vehicle paint-respray service. The jobs that it under-
takes range from painting a small part of a saloon car, usually following a minor 
accident, to a complete respray of a double-decker bus.

Each job starts life in the Preparation Department, where it is prepared for the 
Paintshop. Here, the job is worked on by direct workers, in most cases taking some 
direct materials from the stores with which to treat the old paintwork and, gener-
ally, to render the vehicle ready for respraying. Thus the job will be charged with 
direct materials, direct labour and with a share of the Preparation Department’s 
overheads. The job then passes into the Paintshop Department, already valued at 
the cost that it picked up in the Preparation Department.

In the Paintshop, the staff draw direct materials (mainly paint) from the stores 
and direct workers spend time respraying the job, using sophisticated spraying 
apparatus as well as working by hand. So, in the Paintshop, the job is charged with 
direct materials, direct labour and a share of that department’s overheads. The job 
now passes into the Finishing Department, valued at the cost of the materials, 
labour and overheads that it accumulated in the first two departments.

In the Finishing Department, jobs are cleaned and polished ready to go back to 
the customers. Further direct labour and, in some cases, materials are added. All 
jobs also pick up a share of that department’s overheads. The job, now complete, 
passes back to the customer.

Figure 10.8 shows graphically how this works for a particular job.

The approach to charging overheads to jobs (for example, direct labour hours) 
might be the same for all three departments, or it might be different from one depart-
ment to another. It is possible that cost elements relating to the spraying apparatus 
dominate the Paintshop overhead cost, so the Paintshop’s overheads might well be 
charged to jobs on a machine hour basis. The other two departments are probably 
labour intensive, so that direct labour hours may be seen as being appropriate there.

example 10.3

as the particular paint job passes through the three departments, where work is carried 
out on it, the job ‘gathers’ cost of various types.

a cost unit (Job a) passing through autosparkle Ltd’s processFigure 10.8
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The passage of a job through the departments, picking up cost as it goes, can be com-
pared to a snowball being rolled across snow: as it rolls, it picks up more and more snow.

Where cost determination is dealt with departmentally, each department is known as 
a cost centre. This can be defined as a particular physical area or some activity or func-
tion for which the cost is separately identified. Charging direct cost to jobs, in a depart-
mental system, is exactly the same as where the whole business is one single cost centre. 
It is simply a matter of keeping a record of:

●	 the number of hours of direct labour worked on the particular job and the grade of 
labour, where there are different grades with different rates of pay;

●	 the cost of the direct materials taken from stores and applied to the job; and
●	 any other direct cost elements, for example some subcontracted work, associated with 

the job.

This record keeping will normally be done cost centre by cost centre.
It is obviously necessary to break down the production overheads of the entire busi-

ness on a cost centre basis. This means that the total overheads of the business must be 
divided between the cost centres, such that the sum of the overheads of all of the cost 
centres equals the overheads for the entire business. By charging all of their overheads to 
jobs, the cost centres will, between them, charge all of the overheads of the business to 
jobs. real World 10.5 provides an indication of the number of different cost centres that 
businesses tend to use in practice.

Cost centres in practice
It is usual for businesses to have several cost centres. a survey of 186 larger uk busi-
nesses involved in various activities by drury and Tayles showed the following:

real World 10.5

The survey of larger businesses shows, as might be expected, that they tend to have several 
cost centres.

analysis of the number of cost centres within a businessFigure 10.9

➔
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For purposes of cost assignment, we need to distinguish between product cost  centres 
and service cost centres. Product cost centres are those in which jobs are worked on by 
direct workers and/or where direct materials are added. In these cost centres, jobs can be 
charged with a share of their overheads. The Preparation, Paintshop and Finishing 
Departments, discussed in Example 10.3, are all examples of product cost centres.

Can you guess what a service cost centre is? Can you think of an example of a service 
cost centre?

a service cost centre is one where no direct cost is involved. It renders a service to other cost 
centres. examples include:

●	 Cleaning
●	 Training
●	 stores
●	 maintenance
●	 human resources
●	 Catering.

all of these render services to product cost centres and, possibly, to other service cost centres.

activity 10.11

real World 10.5 continued

We can see that 86 per cent of businesses surveyed had six or more cost centres and 
that 36 per cent of businesses had more than 20 cost centres. although not shown on the 
diagram, 3 per cent of businesses surveyed had a single cost centre (that is, there was a 
business-wide or overall overhead rate used). Clearly, businesses that deal with overheads 
on a business-wide basis are relatively rare.

Source: Based on information taken from Profitability analysis in uk organisations, C. drury and m. Tayles, British Accounting 
Review, december 2006.

The cost of service cost centres must be charged to product cost centres and become 
part of the product cost centres’ overheads, so that those overheads can, in turn, be 
charged to jobs. As a result, all the overheads of the business will then find their way into 
the cost of the jobs.

Logically, the cost of a service cost centre should be charged to product cost centres 
on the basis of the level of service provided to the product cost centre concerned. Thus, 
a product cost centre that has a higher level of machine maintenance carried out should 
be charged with a larger share of the maintenance cost centre’s (department’s) cost.

The process of dividing overheads between cost centres is as follows:

●	 Cost allocation. Allocate indirect cost elements that are specific to particular cost cen-
tres. These are items that relate to, and are specifically measurable in respect of, indi-
vidual cost centres. In other words, they are part of the direct cost of running the cost 
centre. Examples include:
– salaries of indirect workers whose activities are wholly within the cost centre, for 

example the salary of the cost centre manager;
– rent, where the cost centre is housed in a building for which rent can be separately 

identified;
– electricity, where it is separately metered for each cost centre.
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●	 Cost apportionment. Apportion the more general overheads between the cost centres. 
These are overheads that relate to more than one cost centre, perhaps to all. It would include:
– rent, where more than one cost centre is housed in the same building;
– electricity, where it is not separately metered;
– salaries of cleaning staff who work in a variety of cost centres.
These overheads would be apportioned to cost centres on the basis of the extent to which 
each cost centre benefits from the overheads concerned. For example, the rent cost might 
be apportioned on the basis of the square metres of floor area occupied by each cost cen-
tre. With electricity used to power machinery, the basis of apportionment might be the 
level of mechanisation of each cost centre. As with charging overheads to individual jobs, 
there is no correct basis of apportioning general overheads to cost centres.

●	 Having totalled, allocated and apportioned the cost to all cost centres, we have to 
apportion the total cost of service cost centres to product cost centres. Logically, the 
basis of apportionment should be the level of service rendered by the individual ser-
vice cost centre to the individual production cost centre. With the human resources 
cost centre (department) cost, for example, the basis of apportionment might be the 
number of staff in each product cost centre. This assumes that the number of staff 
determines the amount of benefit received from the human resources cost centre. 
Where a particular product cost centre has severe human resources problems, how-
ever, it may account for a huge proportion of the human resources department’s time 
even though it employs relatively few staff.

The final total for each product cost centre will be charged to jobs as they pass through. 
The process of applying overheads to cost units on a cost centre (departmental) basis is 
shown in Figure 10.10.

Total the allocated and apportioned overheads
to find the total for each cost centre

Total the product cost centre overheads

There are seven steps involved with taking the overall business overheads and transferring 
them to their effect on individual cost units, when dealt with on a cost centre basis.

the steps in having overheads handled on a cost centre basisFigure 10.10 
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We shall now go on to consider Example 10.4, which deals with overheads on a cost 
centre (departmental) basis.

A business consists of four cost centres:

●	 Preparation department
●	 Machining department
●	 Finishing department
●	 Human resources and training (HRT) department.

The first three are product cost centres and the last renders a service to the other 
three. The level of service rendered is thought to be roughly in proportion to the 
number of employees in each product cost centre.

Overheads, and other data, for next month are expected to be as follows:

£000
rent 10,000
electricity to power machines 3,000
electricity for heating and lighting 800
Insurance of building 200
Cleaning 600
depreciation of machines 2,000
Total monthly salaries of the indirect workers:
 Preparation department 200
 machining department 240
 Finishing department 180
 hrT department 180

The HRT department has a staff consisting of only indirect workers (including man-
agers). The other departments have both indirect workers (including managers) 
and direct workers. There are 100 indirect workers within each of the four depart-
ments and none does any ‘direct’ work.

Each direct worker is expected to work 160 hours next month. The number of 
direct workers in each department is:

Preparation department 600
machining department 900
Finishing department 500

Machining department direct workers are paid £12 an hour; other direct workers 
are paid £10 an hour.

All of the machinery is in the machining department. Machines are expected to 
operate for 120,000 hours next month.

The floorspace (in square metres) occupied by the departments is as follows:

Preparation department 16,000
machining department 20,000
Finishing department 10,000
hrT department 2,000

Deducing the overheads, cost centre by cost centre, can be done, using a schedule, 
as follows:

example 10.4
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Total Prep’n Mach’g Fin’g HRT
£000 £000 £000 £000 £000 £000

allocated cost:
 machine power 3,000 3,000
 machine depreciation 2,000 2,000
 Indirect salaries 800 200 240 180 180
apportioned cost
 rent 10,000
 heating and lighting 800
 Insurance of buildings 200
 Cleaning 600
apportioned by floor area 11,600 3,867   4,833 2,417 483
Cost centre overheads 17,400 4,067 10,073 2,597 663
reapportion hrT cost by 

number of staff (including 
the indirect workers)            202  288  173 (663)

17,400 4,269 10,361 2,770     –

Assume that the machining department overheads (in Example 10.4) are to be charged 
to jobs on a machine hour basis, but that the direct labour hour basis is to be used for 
the other two departments. What will be the full (absorption) cost of a job with the fol
lowing characteristics?

Preparation
department

Machining
department

Finishing
department

direct labour hours 10 7 5
machine hours – 6 –
direct materials (£) 85 13 6

Hint: This should be tackled as if each cost centre were a separate business, then depart
mental cost elements are added together for the job so as to arrive at the total full cost.

First, we need to deduce the indirect (overhead) recovery rates for each cost centre:

Preparation department (direct labour hour based):

£4,269,000
600 * 160

= £44.47 per hour

machining department (machine hour based):

£10,361,000
120,000

= £86.34 per hour

Finishing department (direct labour hour based):

£2,770,000
500 * 160

= £34.63 per hour

➔

activity 10.12
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activity 10.12 continued

The cost of the job is as follows:

£ £
direct labour:
 Preparation department (10 * £10) 100.00
 machining department (7 * £12) 84.00
 Finishing department (5 * £10)  50.00

234.00
direct materials:
 Preparation department 85.00
 machining department 13.00
 Finishing department    6.00

104.00
overheads:
 Preparation department (10 * £44.47) 444.70
 machining department (6 * £86.34) 518.04
 Finishing department (5 * £34.63) 173.15

1,135.89
Full cost of the job 1,473.89

The manufacturing cost for Buccaneers Ltd for next year is expected to be made up as 
follows:

£000
direct materials:
 Forming department 450
 machining department 100
 Finishing department 50
direct labour:
 Forming department 180
 machining department 120
 Finishing department 75
Indirect materials:
 Forming department 40
 machining department 30
 Finishing department 10
 human resources and training department 10
Indirect labour:
 Forming department 80
 machining department 70
 Finishing department 60
 human resources and training department 60
maintenance cost 50
rent 100
heating and lighting 20
Building insurance 10
machinery insurance 10
depreciation of machinery    120
Total manufacturing cost 1,645

activity 10.13
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The following additional information is available:

1 Each of the four departments is treated as a separate cost centre.
2 All direct labour is paid £10 an hour for all hours worked.
3 The human resources and training department renders services to all three of the 

production departments.
4 The area of the building in which the business manufactures amounts to 50,000 

square metres, divided as follows:

Sq m

Forming department 20,000
machining department 15,000
Finishing department 10,000
human resources and training department 5,000

5 The maintenance employees are expected to divide their time between the produc
tion departments as follows:

%

Forming department 15
machining department 75
Finishing department 10

6 Machine hours are expected to be as follows:

Hours

Forming department 5,000
machining department 15,000
Finishing department 5,000

On the basis of this information:

(a) Allocate and apportion overheads to the three product cost centres.
(b) Deduce overhead recovery rates for each product cost centre using two different 

bases for each cost centre’s overheads.
(c) Calculate the full cost of a job with the following characteristics:

direct labour hours:
 Forming department 4 hours
 machining department 4 hours
 Finishing department 1 hour
machine hours:
 Forming department 1 hour
 machining department 2 hours
 Finishing department 1 hour
direct materials:
 Forming department £40
 machining department £9
 Finishing department £4
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activity 10.13 continued

Use whichever of the two bases of overhead recovery, deduced in (b), that you 
consider more appropriate.

(d) Explain why you consider the basis used in (c) to be the more appropriate.

(a) Overheads can be allocated and apportioned as follows:

Cost Basis of Total Forming Machining Finishing HRT
apport’t £000 £000 £000 £000 £000

Indirect materials specifically
allocated 90  40  30  10 10

Indirect labour specifically
allocated 270  80  70  60 60

maintenance staff time 50 7.5  37.5   5 –
rent 100
heat and light 20
Buildings insurance  10

area 130  52  39  26 13
machine insurance 10
machine depreciation 120

machine hours 130  26  78        26    –
670 205.5 254.5 127 83

hrT direct labour         39.84    26.56  16.6 (83)
670 245.34 281.06 143.6    –

Note: The direct cost is not included in the above because it is allocated directly to jobs.
(b) overhead recovery rates are as follows:

Basis 1: direct labour hours

 Forming =
£245,340

£(180,000/10)
= £13.63 per direct labour hour

 machining =
£281,060

£(120,000/10)
= £23.42 per direct labour hour

 Finishing =
£143,600

£(75,000/10)
= £19.15 per direct labour hour

Basis 2: machine hours

 Forming =
£245,340

5,000
= £49.07 per machine hour

 machining =
£281,060
15,000

= £18.74 per machine hour

 Finishing =
£143,600

5,000
= £28.72 per machine hour
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Job costing is extensively used in a wide variety of industries such as building, civil 
engin eering, accounting, advertising, film making, interior design, consultancy and 
airplane construction.

Batch costing

Many types of goods and some services are produced in a batch of identical, or nearly 
identical, units of output. Each batch produced, however, is distinctly different from 
other batches. A theatre, for example, may put on a production whose nature and cost is 
very different from that of other productions. On the other hand, ignoring differences in 
the desirability of the various types of seating, all of the individual units of output (tick-
ets to see the production) are identical.

In these circumstances, the cost per ticket is calculated using batch costing and 
involves:

●	 using a job costing approach (taking account of direct and indirect costs and so on) to 
find the cost of mounting the production; and then

●	 dividing the cost of mounting the production by the expected number of tickets to be 
sold to find the cost per ticket.

Figure  10.11 shows the process for deriving the cost of one cost unit (product) in a 
batch.

Batch costing is used in variety of industries including clothing manufacturing, 
engin eering component manufacturing, tyre manufacturing, bakery goods and foot-
wear manufacturing.

(c) Full cost of job – on direct labour hour basis of overhead recovery

£ £
direct labour cost (9 * £10)  90.00
direct materials (£40 + £9 + £4)  53.00
overheads:
 Forming (4 * £13.63) 54.52
 machining (4 * £23.42) 93.68
 Finishing (1 * £19.15) 19.15 167.35
Full cost 310.35

(d) The reason for using the direct labour hour basis rather than the machine hour basis 
was that labour is more important, in terms of the number of hours applied to output, 
than is machine time. strong arguments could have been made for the use of the 
alternative basis; certainly, a machine hour basis could have been justified for the 
machining department.

It may be reasonable to use one basis in respect of one product cost centre’s over-
heads and a different one for those of another. For example, machine hours could 
have been used for the machining department and a direct labour hours basis for the 
other two.
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Consider the following businesses:

●	 pharmaceutical manufacturer
●	 sugar refiner
●	 picture framer
●	 private hospital
●	 coal mining business
●	 architects office
●	 cement manufacturer
●	 antique furniture restorer

Try to identify for each business which form of full costing (process, job or batch 
 costing) is likely to be most appropriate.

Process costing is likely to be most appropriate for the sugar refiner, coal mining business 
and cement manufacturer. each business is normally involved in producing identical, or near 
identical, items through a series of repetitive activities.

Job costing is likely to be most appropriate for the picture framer, private hospital, archi-
tects office and antique furniture restorer. each of these businesses is normally involved in 
producing a customised product, or service, with each item requiring different inputs of 
labour, materials and so on.

Batch costing is likely to be most appropriate for the pharmaceutical manufacturer. The 
production process will normally involve making identical products in batches, where each 
batch is different.

activity 10.14

The cost for the batch is derived using a job-costing basis and this batch cost is divided by the 
number in the batch to determine the cost for each cost unit.

Deriving the cost of one cost unit where production is in batchesFigure 10.11

Non-manufacturing overheads

An international accounting standard (IAS 2 Inventories) requires all inventories, including 
work in progress, to be valued at full cost. When determining full cost, only those 
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overheads relating to the manufacturing process should be included. Non-manufacturing 
overheads do not form part of the full cost calculation. These overheads, normally relating 
to general administration, selling, marketing and distribution, must be charged to the 
period in which they are incurred. This requirement also applies to the many service pro-
viders that tend to have work in progress at the end of their reporting periods (for example, 
a partly completed audit by a firm of Chartered Accountants).

These rules, however, apply only for external reporting purposes. They need not be 
applied for internal reporting purposes.

For managerial decision making, non-manufacturing overheads are sometimes included 
as part of the total cost of goods produced. To do this, an appropriate basis for assigning 
these overheads to products must be found. This is not an easy task and inappropriate 
bases are often used. One basis used in practice is direct labour hours, even though its rele-
vance for this purpose is questionable. Another basis used involves adding an amount 
based on the percentage of total non-manufacturing overheads to total manufacturing 
costs. (See reference 1 at the end of the chapter.) Thus, if total non-manufacturing over-
heads were £2.5 million and total manufacturing costs were £10 million, an additional 
25 per cent (£2.5m/£10m) loading would be added as part of the total overhead cost.

These, and other arbitrary bases for assigning non-manufacturing overheads found in 
practice, are unlikely to improve the quality of management decisions. Unless an appro-
priate share of non-manufacturing overheads can be assigned to products, managers will 
be presented with misleading information.

Where the cost of products includes both manufacturing and non-manufacturing 
costs and things turn out as expected, selling the products at their full cost should cause 
the business to break even exactly. Thus, whatever profit (in total) is loaded onto full cost 
to set actual selling prices will result in that level of profit being earned for the period.

Full (absorption) costing and estimation errors

Although deducing full cost can be done after the work has been completed, it is fre-
quently estimated in advance. This may be because some idea of full cost is needed as a 
basis for setting a selling price. Estimates, however, rarely turn out to be 100 per cent 
accurate. Where actual outcomes differ from estimated outcomes, an over-recovery or 
under-recovery of overheads will normally occur. Example  10.5 illustrates how this 
 over-or-under recovery is calculated.

Downham Engineering plc produces a standard valve. At the beginning of the year, 
it was planned that manufacturing the valves would incur £4 million in overheads 
and would require 400,000 direct labour hours for the year. The business, which 
uses the direct labour basis of absorbing overheads, set the overhead recovery rate 
at (£4.0m/400,000) = £10 per direct labour hour.

At the end of the year it was found that, in producing the valves, 450,000 direct 
labour hours were used in the production process but that the manufacturing over-
heads were as planned. As 450,000 direct labour hours were used, the amount 
charged for overheads would have been 450,000 * £10 = £4.5 million. This means 
that £0.5 million (that is, £4.5m - £4.0m) of overheads were ‘over-recovered’.

example 10.5
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For external reporting purposes, any under-or-over recovery of overheads is normally 
adjusted in the income statement. Thus, the over-recovery in Example 10.5 above would 
normally be deducted from the cost of goods sold figure shown in the income statement 
for that year.

In Example 10.5, assume that, at the end of the year, it was found that 380,000 direct 
labour hours were used during the year in making the valves and that manufacturing 
overheads incurred were £4.2 million.

What adjustment should be made to the income statement for the year?

The manufacturing overheads recovered will be 380,000 * £10 = £3.8 million. This means 
that £0.4 million (that is, £4.2m - £3.8m) has been under-recovered. This amount will be 
added to the cost of good sold shown in the income statement for the year.

activity 10.15

real World 10.6 is taken from the results of a survey conducted by the UK Chartered 
Institute of Management Accountants (CIMA) in July 2009. Broadly the survey asked 
management accountants in a wide range of business types and sizes to indicate the 
extent to which their business used a variety of management accounting techniques; 
439 management accountants completed the survey. We shall be making reference to 
this survey on a number of occasions throughout the book. When we do, we shall refer 
to it as the ‘CIMA survey’.

The use of full cost information
The businesses surveyed by CIma derived full cost information to the following extent:

Source: Figure adapted from management accounting tools for today and tomorrow, CIma, 2009, p. 12.

real World 10.6

Full cost information is fairly widely used and the size of the business seems to be a fac-
tor. It is used by about 45 per cent of all of the businesses surveyed.

the use of full cost informationFigure 10.12

<50
employees

>10,000
employees

51–250
employees

251–10,000
employees
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 The CIMA survey shows that full cost information is more widely used by larger busi-
nesses than by smaller ones. The reasons for this are not clear. It may be that larger busi-
nesses have greater resources and expertise than smaller ones. This may enable them to 
employ techniques that are simply not practical for smaller businesses. On the other 
hand, it may refl ect the diff erent types of business within each size category.   

  Using full (absorption) cost information 

 We saw at the beginning of the chapter that full (absorption) cost information may be 
used for four main purposes. Now that we have seen how full cost is deduced, let us con-
sider in more detail how this information may be used. The four uses that we identifi ed 
were: 

   ●	    Pricing and output decisions.  Full cost can be used as the starting point for determining 
prices. We shall consider this in some detail in the next section.  

  ●	    Exercising control.  Full (absorption) cost seems often to be used as the basis of budget-
ing and comparing actual outcomes with budgets, enabling action to be taken to 
exercise control. It can be useful in this context, though care needs to be taken to try 
to ensure that individual managers are not being held responsible for cost elements, 
say overheads, that they are unable to control. This point will be raised again in 
  Chapter    11   , where we consider another approach to dealing with overheads in full 
costing. We shall look at budgeting and control in some detail in  Chapters   12    and    13   .  

  ●	    Assessing relative effi  ciency.  Full cost seems to be used as the basis of comparing relative 
effi  ciency in terms of the comparative cost of doing similar things. For example, the 
cost of carrying out a standard hospital in-patient procedure (see  Real World    10.1   ) 
seems often to be compared on the basis of full cost between one hospital and another. 
The objective of this may well be to identify the cheaper hospital and encourage the 
other to copy its approach. 

 As we saw in  Chapters   8    and    9   , including all aspects of cost (as full costing does) can 
lead to incorrect decisions. It is necessary to identify that part of the cost that is strictly 
relevant to a decision and ignore the rest, be it direct or indirect in the full costing 
context. Similarly, comparing the full cost of producing something, particularly when 
it is being produced in diff erent organisations, can be confusing and can lead to bad 
decisions.  

  ●	    Assessing performance.  The conventional approach to measuring a business’s income 
for a period requires that expenses be matched with the sales revenue to which they 
relate  in the same accounting period.  Thus, where a service is partially rendered in one 
accounting period but the revenue is recognised in the next, or where manufactured 
inventories are made, or partially made, in one period but sold in the next, the full 
cost (including an appropriate share of overheads) should be carried from the fi rst 
accounting period to the second one. 

 Deducing full cost is important because, unless we know the full cost of work done 
in one period that is sold in the next, the profi t fi gures for each of the two periods 
concerned will be meaningless. Managers and others will not have a reliable means of 
assessing the eff ectiveness of the business as a whole, or the eff ectiveness of individual 
parts of it. Shortly, we shall take a quick look at an alternative approach to income 
measurement where full cost is not used.   

 The way in which full cost information is used to measure income is illustrated by 
 Example   10.6   .   

Using full (absorption) cost information 
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During the accounting year that ended on 31 December last year, IT Modules Ltd 
developed a special piece of computer software for a customer, Kingsang Ltd. At the 
beginning of this year, after having a series of tests successfully completed by a 
subcontractor, the software was passed to Kingsang Ltd. IT Modules’s normal prac-
tice (which is typical of most sales transactions by most businesses) is to take 
account of sales revenue when the product passes to the customer. The sale price of 
the Kingsang software was £45,000.

During last year, subcontract work costing £3,500 was used in developing the 
Kingsang software and 1,200 hours of direct labour, costing £24,300, were worked 
on it. IT Modules uses a direct-labour-hour basis of charging overheads to jobs, 
which is believed to be fair because most of its work is labour-intensive. The total 
production overheads for the business for last year were £77,000 and the total 
direct labour hours worked were 22,000. Testing the Kingsang software this year 
cost £1,000.

How much profit or loss did IT Modules make on the Kingsang software during 
last year? How much profit or loss did it make on the software during this year? At 
what value should IT Modules have included the software in its statement of finan-
cial position at the end of last year so that the correct profit will be recorded for each 
of the two years?

The answers to these questions are as follows:

●	 No profit or loss was made during last year. This is because of IT Modules’s (and 
the generally accepted) approach to recognising sales revenues and the need to 
match expenses with the revenues to which they relate in the same accounting 
period. The cost incurred during last year is carried forward to this year, which is 
the year of sale.

●	 As the sale is recognised this year, the cost of developing the software is treated 
as an expense of this year. This cost will include a reasonable share of overheads. 
If IT Modules were to draw up a ‘mini’ income statement for the Kingsang 
 contract for this year, it would be as follows:

£ £

Kingsang software
sales revenue 45,000
Cost:
 direct labour (24,300)
 subcontract (3,500)
 overheads (1,200 * (£77,000/22,000))   (4,200)
 Total incurred last year (32,000)
 Testing cost   (1,000)
 Total cost (33,000)
This year’s profit from the software 12,000

●	 The software needs to be shown as an asset of the business (valued at £32,000) in 
the statement of financial position as at 31 December last year. It represents the 
work in progress that is carried forward to this year.

example 10.6
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  Full cost (cost-plus) pricing 

 A business may seek to set its selling prices by simply adding a profi t loading to the full 
cost of a product or service. The amount of profi t is often calculated as a percentage of 
the full (absorption) cost fi gure. This approach to pricing is known as cost-plus  pricing. 
The prices at which businesses are able to sell their output will usually be a major deter-
minant of the quantity that they make available to the market. This is a perfectly logical 
approach. If a business charges the full cost (including non-manufacturing overheads) of 
its output as a selling price, the business will, in theory, break even, because the sales 
revenue will exactly cover all of the costs. Charging something above full cost will yield 
a profi t. Garages, carrying out vehicle repairs, typically operate in this way. Solicitors and 
accountants doing work for clients also often use this approach. 

 If full cost (cost-plus) pricing is to be used, the required profi t from each unit sold must 
be determined. This must logically be based on the total profi t required for the period. In 
practice, this required profi t is often set in relation to the amount of capital invested in 
the business. In other words, businesses seek to generate a target return on capital 
employed. It seems, therefore, that the profi t loading on full cost should refl ect the busi-
ness’s target profi t and that the target should itself be based on a target return on capital 
employed.  

Full cost (cost-plus) pricing 

   A business has just completed a service job whose full cost has been calculated at 
   £112.    For the current period, the total costs (direct and indirect) are estimated at 
   £250,000.    The profit target for the period is    £100,000.    

 Suggest a selling price for the job.  

  If the profit is to be earned by jobs in proportion to their full cost, then the profit for each 
pound of full cost must be    £0.40    (that is,    £100,000/250,000   ). Thus, the target profit on the 
job must be 

   £0.40 * 112 = £44.80   

 This means that the target price for the job must be 

   £112 + £44.80 = £156.80     

 activity 10.16 

 Other ways could be found for apportioning a share of profi t to jobs – for example, 
direct labour or machine hours. Such bases may be preferred where it is believed that 
these factors are better representatives of eff ort and, therefore, profi tworthiness. It is 
clearly a matter of judgement as to how profi t is apportioned to units of output. 

  price makers and price takers 

 Despite the logic of basing selling prices on full cost, where there is a competitive market 
for the product or service, it is often not possible to set prices on a cost-plus basis. The 
problem with cost-plus pricing is that the market may not agree with the price. Busi-
nesses will usually have to accept the price that the market is prepared to pay. A business 
may fairly deduce the full cost of some product and then add what might be regarded as 
a reasonable level of profi t, only to fi nd that a rival producer is off ering a similar product 
for a much lower price, or that the market simply will not buy at the cost-plus price. 
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Most suppliers are not strong enough in the market to dictate pricing. Most are price 
takers not price makers. They must accept the price offered by the market or they do not 
sell any of their products. Cost-plus pricing may be appropriate for price makers, but it 
has less relevance for price takers.

real World 10.7 illustrates how adopting a cost-plus approach to pricing may lead to 
a situation where falling demand leads to price rises, which, in turn, lead to falling 
demand.

A vicious circle in the library
Librarians have long complained about the price rises of academic journals and Derek 
Haan, chairman and chief executive of Elsevier Science, which publishes more than 1,600 
journals, admits that journal price inflation has been a problem for the industry. He says 
the problem is due to falling subscription numbers as more readers make photocopies or 
use interlibrary lending. With fewer subscribers to share the cost of each publication, 
publishers have to increase prices. To stay within budgets, libraries start cancelling 
titles, which creates a vicious circle of dwindling subscriber numbers, soaring prices and 
reduced collections. Naturally, with fixed budgets, libraries will be forced to react to 
increasing journal prices.

Source: Adapted from Case study: Elsevier, ft.com, 19 June 2002. © The Financial Times Limited 
2012. All Rights Reserved.

real World 10.7

Use of cost-plus information by price takers

The cost-plus price is not entirely without use to price takers. When contemplating 
entering a market, knowing the cost-plus price will give useful information. It will tell 
the price taker whether or not it can profitably enter the market. As mentioned earlier, 
the full cost can be seen as a long-run break-even selling price. If entering a market 
means that this break-even price, plus an acceptable profit, cannot be achieved, then the 
business might be better to stay out. Having a breakdown of the full cost may put the 
business in a position to examine where costs might be capable of being cut. This may 
enable the business to bring the full cost plus profit within a figure acceptable to the 
market. Here, the market would be providing the target price towards which the business 
can work, if it wishes to compete.

It is not necessary for a business to dominate a particular market for it to be a price 
maker. Many small businesses are, to some extent, price makers. This tends to be where 
buyers find it difficult to make clear distinctions between the prices offered by various 
suppliers. An example of this might be a car repair undertaken by a garage, where the 
nature and extent of the problem is not clear. As a result, garages normally charge cost-
plus prices for car repairs.

In its ‘pure’ sense, cost-plus pricing implies that the seller sets the price that is then 
accepted by the customer. Often the price will not be finalised until after the product or 
service has been completed; as, for example, with a car repair or with work done by a firm 
of accountants. Sometimes, however, cost-plus is used as a basis of negotiating a price in 
advance, which then becomes the fixed price. This is often the case with contracts with 
central or local government departments. Typically, with such public contracts, the 
price is determined by competitive tendering. Here each potential supplier offers a price 
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for which it will perform the subject of the contract and the department concerned 
selects the supplier offering the lowest price, subject to quality safeguards. In some cases, 
however, particularly where only one supplier is capable of doing the work, a fixed cost-
plus approach is used.

Cost-plus is also often the approach taken when monopoly suppliers of public utility 
services are negotiating with the government-appointed regulator over the prices which 
they are legally allowed to charge their customers. For example, the UK mains water sup-
pliers, when agreeing the prices that they can charge customers, argue their case with 
Ofwat, the water industry regulator, on the basis of cost-plus information.

real World  10.8 discusses how one business sees itself as partly protected from the 
recession that hit the UK from 2008 as a result of having contracts with its customers on 
a cost-plus price basis.

Counting the cost plus
a survey of 267 large uk and australian businesses found broadly as follows:

●	 Cost plus is regarded as important in determining selling prices by most of the busi-
nesses, but many businesses only use it for a small percentage of their total sales.

●	 retailers base most of their sales prices on their costs. This is not surprising; we might 
expect that retailers add a mark-up on their cost prices to arrive at selling prices.

●	 retailers and service businesses (both financial services and others) attach more 
importance to cost-plus pricing than do manufacturers and others.

●	 Cost-plus pricing tends to be more important in industries where competition is most 
intense. This is perhaps surprising because we might have expected fewer ‘price 
 makers’ in more competitive markets.

real World 10.9

Adding Spice to cost-plus pricing
Spice plc is a business that undertakes consultancy and other subcontract (outsourced) 
work for various UK public utilities (water and electricity suppliers). The business 
started when a group of managers bought Yorkshire Electricity’s maintenance division 
to run it as a separate, independent unit.

Simon Rigby, Spice’s chief executive, was very relaxed about the prospect of an 
 economic recession. He said ‘I would not wish a recession on anybody, but if we have a 
recession it is going to throw Spice into very sharp focus. How do you think my 10-year 
cost-plus contracts are going to be affected by recession? The answer is not at all.’

It must be said that Spice plc is very unusual in having so many ‘cost-plus’ priced 
contracts.

Source: Jansson, E. (2008) Flexible business models helps Spice Holdings power ahead in outsource 
market, ft.com, 12 March.
© The Financial Times Limited 2012. All Rights Reserved.

real World 10.8

real World 10.9 considers the extent to which cost-plus pricing seems to be used in 
practice.

➔
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  Criticisms of full (absorption) costing 

 Full costing has been criticised because, in practice, it tends to use past cost and to 
restrict its consideration of future cost to outlay cost. It can be argued that past cost is 
irrelevant, irrespective of the purpose for which the information is to be used. This is 
basically because it is not possible to make decisions about the past, only about the 
future.  Similarly, it is argued that it is wrong to ignore opportunity costs. Advocates 
of full costing would argue, however, that it provides a useful guide to long-run 
 average cost. 

 Despite the criticisms that are made of full costing, it is, according to research 
 evidence, widely practised (see  Real World   10.6   , p. 390). We saw earlier that an inter-
national accounting standard requires that all inventories, including work in pro-
gress, be valued at full cost for external reporting purposes. This means that virtually 
all large businesses that have work in progress and/or inventories of fi nished goods at 
the end of their fi nancial periods are obliged to apply full costing for income measure-
ment purposes. The extent to which they use full cost information for other purposes 
is not clear.  

  Full (absorption) costing versus variable costing 

 An alternative to full (absorption) costing is  variable (marginal) costing  (which we dis-
cussed in  Chapter   9   ). We may recall that this approach distinguishes between fi xed and 
variable costs. 

 A variable costing approach will measure its income in a diff erent way to that which 
we came across in this chapter. Variable costing will include only variable cost, including 
variable direct and variable indirect elements, as part of the cost of the goods or service 
produced. Any fi xed cost, including fi xed direct and fi xed indirect elements, will be 
treated as a cost of the period in which it is incurred. Thus, inventories of fi nished prod-
ucts, or work in progress, carried from one accounting period to the next, will be valued 
on the basis of their variable cost only. 

 To illustrate the diff erence between the two approaches, let us consider  Example   10.7   .  

Criticisms of full (absorption) costing 

Full (absorption) costing versus variable costing 

real World 10.9 continued

  ●	   The extent of the importance of cost-plus pricing seems to have nothing to do with the 
size of the business. We might have imagined that larger businesses would have more 
power in the market and be more likely to be price makers, but the evidence does not 
support this. The reason could be that many larger businesses are, in effect, groups of 
smaller businesses. These smaller subsidiaries may not be bigger players in their mar-
kets than are small independent businesses. also, cost-plus pricing tends to be par-
ticularly important in retailing and service businesses, where many businesses are 
quite small.   

  Source:  C. guilding, C. drury, and m. Tayles, ‘an empirical investigation of the importance of cost-plus pricing’,  Management 
Auditing Journal,  vol. 20, no. 2, 2005. 
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Lahore Ltd commenced operations on 1 June and makes a single product, which 
sells for £14 per unit. In the first two months of operations, the following results 
were achieved:

June  
(Number of units)

July  
(Number of units)

Production output 6,000 6,000
sales volume 4,000 5,000
Beginning of month inventories – 2,000
end of month inventories 2,000 3,000

Manufacturing overhead cost is £18,000 per month and direct manufacturing cost 
is £5 per unit. There is also a monthly fixed non-manufacturing overhead cost 
(marketing and administration) of £5,000. There was no work in progress at the end 
of either June or July. Lahore Ltd’s direct costs are all variable and all overheads are 
fixed.

The operating profit for each month is calculated below, first using a variable 
costing approach and then a full costing approach.

Variable costing
In this case, only the variable costs are charged to the units produced and all the 
fixed cost (manufacturing and non-manufacturing) is charged to the period. 
 Inventories will be carried forward at their variable cost.

June July

£ £ £ £

sales revenue
 (4,000 * £14) 56,000
 (5,000 * £14) 70,000
opening inventories
 (2,000 * £5) – 10,000
Cost of units produced
 (6,000 * £5) 30,000 30,000
Closing inventories
 (2,000 * £5) (10,000) (20,000)
 (3,000 * £5) (15,000) (25,000)
Contribution margin 36,000 45,000
Fixed cost:
 manufacturing (18,000) (18,000)
 non-manufacturing (5,000) (23,000) (5,000) (23,000)
operating profit 13,000 22,000

Full costing
In this case, the manufacturing overhead cost becomes part of the product cost and 
inventories are carried forward to the next period at their full cost - that is direct cost plus 
an appropriate manufacturing overhead cost element. There are 6,000 units produced 

example 10.7

➔
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in each period and the fixed manufacturing  overhead cost for each period is £18,000. 
Hence, the manufacturing overhead cost  element per unit is £3 (that is, £18,000/6,000). 
The full cost per unit will therefore be £8 (that is, £5 + £3)

June July

£ £ £ £

sales revenue
 (4,000 * £14) 56,000
 (5,000 * £14) 70,000
opening inventories –
 (2,000 * £8) 16,000
Cost of units produced
 (6,000 * £8) 48,000 48,000
Closing inventories
 (2,000 * £8) (16,000) (32,000)
 (3,000 * £8) (24,000) (40,000)
gross profit 24,000 30,000
non-manufacturing cost (5,000) (5,000)
operating profit 19,000 25,000

We can see that the total operating profit over the two months is £35,000 (that 
is, £13,000 + £22,000) when derived on a variable cost basis. On a full cost basis it 
is £44,000 (that is, £19,000 + £25,000). This is a difference of £9,000 (that is 
£44,000 - £35,000). This is accounted for by the fact that the manufacturing over-
head (all fixed) cost element of the inventories valuation at the end of July, on the 
full cost basis (that is, 3,000 * £3), has yet to be treated as an expense. It has already 
been treated as an expense on the variable cost basis, however.

It should be noted that Lahore Ltd’s overheads are all fixed and that its direct 
costs are all variable. This would be highly unusual in practice, but was used as the 
assumption in this example in the interests of simplicity.

example 10.7 continued

Briefly explain why profit calculated under an absorption costing approach is  influenced 
by changes in the level of production (as well as sales). Take a look at Example 10.7 to 
help you.

under a variable costing approach, all fixed production costs are charged to the period in 
which they are incurred. under an absorption costing approach, fixed production costs are 
assigned to inventories and only the fixed production costs linked to those inventories that 

activity 10.17

Which method is better?

A key difference between the two approaches is that, under the variable costing 
approach, profit is influenced only by changes in sales. Profit under the full (absorption 
costing) approach, on the other hand, is influenced by changes in the level of both sales 
and production.
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By ignoring the effect of changes in the level of production, the profit measure derived 
under variable costing, provides a more realistic measure of overall achievement, or so it 
is argued by some. In a multiproduct environment, however, the profitability of each 
item cannot be determined unless each is assigned a fair share of all costs. After all, goods 
and services cannot be provided unless fixed costs are incurred in their production. It can 
therefore be argued that full (absorption) costing provides a fairer measure of profit, item 
by item.

Variable costing highlights the key relationship between costs, volume of output and 
profit. This can be very helpful when making a range of management decisions. Full 
(absorption) costing, on the other hand, tends to obscure this relationship. Under nor-
mal reporting procedures, fixed and variable costs are not separated out. It would, how-
ever, be possible to do so.

We saw in Chapter 9 that variable costing identifies those costs that can be avoided in 
the short term. This again may be very helpful when making a range of management deci-
sions. A powerful counterargument, however, is that, over the long term, all elements of 
cost can be avoided. For managers to focus solely on those that can be avoided over the 
short term (the variable costs) may be a bad idea. When making long term planning deci-
sions, for example, managers need to know the full cost of producing products or services.

In practice, management accountants can prepare internal financial reports using either 
approach. We have seen, however, that absorption costing must be used for external 
reporting purposes. Some businesses align their internal reporting procedures with their 
external reporting procedures. A potential advantage of doing so, is that managers are 
encouraged to focus on the same numbers as those presented to shareholders and lenders.

real World 10.10 provides some indication of the extent to which variable costing is 
used in practice.

variable costing in practice
a survey of 41 uk manufacturing businesses found that 68 per cent of them used a vari-
able costing approach to management reporting.

many would find this surprising. The requirement is for financial statements in published 
annual reports to be in full-cost terms. It seemed to be widely believed that this has led 
those businesses to use a full-cost approach for management reporting as well. This 
appears not to be the case, however.

It should be added that many of those that used variable costing, quite possibly 
 misused it. For example, three-quarters of those that used it treated labour cost as vari-
able. Possibly in some cases the cost of labour is variable (with the level of activity), but it 
seems likely that this is not true for most of these businesses. at the same time, most of 
the 68 per cent treat all overheads as a fixed cost. It seems likely that, for most  businesses, 
overheads would have a variable element.

Source: Contemporary Management Accounting Practices in UK Manufacturing, d. dugdale, C. Jones and s. green, CIma research 
Publication, vol. 1, number 13, 2005.

real World 10.10

are sold during the period are charged against that period’s sales revenue. Where production 
exceeds sales for a period, some of the fixed production costs incurred during the period will 
be carried forward in inventories to the next period. The larger the amount of fixed production 
costs carried forward, the smaller will be the amount charged against profit for the current 
period. Where sales exceed production, profit for the current period will be charged with fixed 
production costs brought forward in inventories from the previous period.

M10_MCLA8297_08_SE_C10.indd   399 24/09/15   4:58 pm



Chapter 10  FuLL CosTIng400

hector and Co. Ltd has been invited to tender for a contract to produce 1,000 clothes 
hangers. The following information relates to the contract.

●	 materials: The clothes hangers are made of metal wire covered with a padded fabric. 
each hanger requires 2 metres of wire and 0.5 square metres of fabric.

●	 direct labour: each hanger requires 10 minutes of skilled labour and 5 minutes of un-
skilled labour.

The business already holds sufficient of each of the materials required to complete the 
contract. Information on the cost of the materials is as follows:

Metal wire Fabric
£/m £/sq m

historic cost 2.20 1.00
Current buying-in cost 2.50 1.10
scrap value 1.70 0.40

The metal wire is in constant use by the business for a range of its products. The fabric 
has no other use for the business and is scheduled to be scrapped if the present contract 
does not go ahead.

unskilled labour, which is paid at the rate of £7.50 an hour, will need to be taken on 
specifically to undertake the contract. The business is fairly quiet at the moment, which 
means that a pool of skilled labour exists that will still be employed at full pay of £12.00 
an hour to do nothing if the contract does not proceed. The pool of skilled labour is suf-
ficient to complete the contract.

The business charges jobs with overheads on a direct labour hour basis. The produc-
tion overheads of the entire business for the month in which the contract will be under-
taken are estimated at £50,000. The estimated total direct labour hours that will be worked 
are 12,500. The business tends not to alter the established overhead recovery rate to 
reflect increases or reductions to estimated total hours arising from new contracts. The 
total overheads are not expected to increase as a result of undertaking the contract.

The business normally adds 12.5 per cent profit loading to the job cost to arrive at a 
first estimate of the tender price.

Required:
(a) Price this job on a traditional job-costing basis.
(b) Indicate the minimum price at which the contract could be undertaken such that the 

business would be neither better nor worse off as a result of doing it.

the answer to this question can be found in appendix C.

Self-assessment question 10.1
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Summary

The main points in this chapter may be summarised as follows:

Full (absorption) cost =  the total amount of resources sacrificed to achieve a particular 
objective.

Uses of full (absorption) cost information

●	 Pricing and output decisions.

●	 Exercising control.

●	 Assessing relative efficiency.

●	 Assessing performance

Single-product businesses – process costing

●	 Where all units of output are identical, the full cost can be calculated as follows:

Cost per unit =
Total cost of output

Number of units produced

●	 Where there is work in progress at the end of the period, adjustments need to be made.

Multi-product businesses – job costing

●	 Where units of output are not identical, it is necessary to divide the cost into two cat-
egories: direct cost and indirect cost (overheads).

●	 Direct cost = cost that can be identified with, and measured in respect of, specific 
cost units (for example, labour of a garage mechanic, in relation to a particular car 
repair).

●	 Indirect cost (overheads) = cost that cannot be identified with, and measured in 
respect of, a particular job (for example, the rent of a garage).

●	 Full (absorption) cost = direct cost + indirect cost.

●	 Direct/indirect cost is not linked to variable/fixed cost.

●	 Indirect cost is difficult to assign to individual cost units – arbitrary bases are used and 
there is no single correct method.

●	 Traditionally, indirect cost is seen as the cost of providing a ‘service’ to cost units.

●	 Time-based methods, such as the direct labour hour method, are often used to assign 
indirect cost to cost units in practice.

Dealing with indirect cost on a cost centre (departmental) basis

●	 Indirect cost (overheads) can be segmented – usually on a cost centre basis – each 
product cost centre has its own overhead recovery rate.

●	 Cost centres are areas, activities or functions for which costs are separately 
determined.

●	 Overheads must be allocated or apportioned to cost centres.

●	 Service cost centre cost must then be apportioned to product cost centre overheads.

●	 Product cost centre overheads must then be absorbed by cost units (jobs).
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Batch costing

●	 A variation of job costing where each job consists of a number of identical (or near 
identical) cost units:

Cost per unit =
Cost of the batch (direct + indirect)

Number of units in the batch

Pricing and decision making

●	 If the full (absorption) cost (including non-manufacturing overheads) is charged as 
the sales price and things go according to plan, the business will break even.

●	 Full cost information is seen by some as not very useful because it can be backward-
looking: it includes information irrelevant to decision making, but excludes some 
relevant information.

Full (absorption) costing versus variable costing

●	 With full costing, both fixed and variable costs are included in product cost and 
treated as expenses when the product is sold.

●	 With variable costing, only the variable product cost is linked to the products in this 
way. Fxed cost is treated as an expense of the period in which it was incurred.

●	 Variable costing tends to be more straightforward and, according to proponents, pro-
vides a more realistic measure of overall achievement.

●	 Proponents of full costing argue, however, it provides a better measure of profitability, 
item by item. Manufacturing fixed costs are an essential ingredient of total product 
cost.

●	 Variable costing highlights the relationship between cost, volume and profit, which is 
obscured under a full costing system.

●	 Variable costing directs managers’ attention to those (variable) costs that can be 
avoided in the short term. However, all costs can be avoided in the long term and it 
may be a bad idea to focus on the short term.

Key terms

full cost  p. 362
full costing  p. 362
cost unit  p. 362
process costing  p. 365
job costing  p. 365
direct cost  p. 366
indirect cost  p. 366
overheads  p. 366
common cost  p. 366
absorption costing  p. 367

overhead absorption (recovery) 
rate  p. 371

cost-plus pricing  p. 376
cost centre  p. 379
product cost centre  p. 380
service cost centre  p. 380
cost allocation  p. 380
cost apportionment  p. 381
batch costing  p. 387
variable (marginal) costing  p. 396
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answers to these questions can be found in appendix D.

 10.1 What problem does the existence of work in progress cause in process costing?

 10.2 What is the point of distinguishing direct cost from indirect cost? Why is this not necessary in 
process costing environments?

 10.3 are direct cost and variable cost the same thing? explain your answer.

 10.4 It is sometimes claimed that the full cost of a product or service reflects the break-even selling 
price. Why is this said and what does it mean?

review questions

exercises  10.1 to 10.3 are basic level, 10.4 to 10.6 are intermediate level and 10.7 is 
advanced level. Solutions to questions with coloured numbers can be found in appendix e.

 10.1 Consider this statement:
‘In a job costing system, it is necessary to divide up the business into departments. Fixed 

costs (or overheads) will be collected for each department. Where a particular fixed cost relates 
to the business as a whole, it must be divided between the departments. usually this is done 
on the basis of area of floor space occupied by each department relative to the entire business. 
When the total fixed costs for each department have been identified, this will be divided by the 
number of hours that were worked in each department to deduce an overhead recovery rate. 
each job that was worked on in a department will have a share of fixed cost allotted to it accord-
ing to how long it was worked on. The total cost for each job will therefore be the sum of the 
variable cost of the job and its share of the fixed cost.’

Required:
Prepare a table of two columns. In the first column you should show any phrases or sentences 
in the above statement with which you do not agree. In the second column you should show 
your reason for disagreeing with each one.

 10.2 Bodgers Ltd, a business that provides a market research service, operates a job costing system. 
Towards the end of each financial year, the overhead recovery rate (the rate at which indirect 
cost will be absorbed by jobs) is established for the forthcoming year.

(a) Why does the business bother to predetermine the recovery rate in the way outlined?
(b) What steps will be involved in predetermining the rate?
(c) What problems might arise with using a predetermined rate?

exercises
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 10.3 Pieman Products Ltd makes road trailers to the precise specifications of individual customers. 
The following are predicted to occur during the forthcoming year, which is about to start:

direct materials cost £50,000
direct labour cost £160,000
direct labour time 16,000 hours
Indirect labour cost £25,000
depreciation of machine £8,000
rent £10,000
heating, lighting and power £5,000
Indirect materials £2,000
other indirect cost (overhead) elements £1,000
machine time 3,000 hours

all direct labour is paid at the same hourly rate.
a customer has asked the business to build a trailer for transporting a racing motorcycle to 

race meetings. It is estimated that this will require materials and components that will cost 
£1,000 It will take 250 direct labour hours to do the job, of which 50 will involve the use of 
machinery.

Required:
deduce a logical cost for the job and explain the basis of dealing with overheads that you 
propose.

 10.4 Promptprint Ltd, a printing business, has received an enquiry from a potential customer for the 
quotation of a price for a job. The pricing policy of the business is based on the plans for the 
next financial year shown below.

£
sales revenue (billings to customers) 196,000
materials (direct) (38,000)
Labour (direct) (32,000)
variable overheads (2,400)
maintenance (3,000)
depreciation (27,600)
rent (36,000)
heat and light  (8,000)
Profit 49,000

a first estimate of the direct cost for the particular job is:

£
direct materials 4,000
direct labour 3,600

Required:
(a) Prepare a recommended price for the job based on the plans, commenting on your method, 

ignoring the information given in the appendix (below).
(b) Incorporate the effects of the information shown in the appendix (below) into your estimates 

of the direct material cost, explaining any changes you consider it necessary to make to the 
above direct material cost of £4,000.
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Appendix to Exercise 10.4
Based on historic cost, direct material cost was computed as follows:

£
Paper grade 1 1,200
Paper grade 2 2,000
Card (zenith grade) 500
Inks and other miscellaneous items 300

4,000

Paper grade 1 is regularly used by the business. enough of this paper to complete the job is 
currently held. Because it is imported, it is estimated that if it is used for this job, a new purchase 
order will have to be placed shortly. sterling has depreciated against the foreign currency by 25 
per cent since the last purchase.

Paper grade 2 is purchased from the same source as grade 1. The business holds exactly 
enough of it for the job, but this was bought in for a special order. This order was cancelled, 
although the defaulting customer was required to pay £500 towards the cost of the paper. The 
accountant has offset this against the original cost to arrive at the figure of £2,000 shown above. 
This paper is rarely used and due to its special chemical coating will be unusable if it is not used 
on the job in question.

The card is another specialist item currently held by the business. There is no use foreseen 
and it would cost £750 to replace, if required. however, the inventories controller had planned 
to spend £130 on overprinting to use the card as a substitute for other materials costing £640.

Inks and other items are in regular use in the print shop.

 10.5 many businesses charge overheads to jobs on a cost centre basis.

Required:
(a) What is the advantage that is claimed for charging overheads to jobs on a cost centre basis 

and why is it claimed?
(b) What circumstances need to exist for it to make a difference to a particular job whether 

overheads are charged on a business-wide basis or on a cost centre basis? (note that the 
answer to this part of the question is not specifically covered in the chapter. you should, 
nevertheless, be able to deduce the reason from what you know.)

 10.6 athena Ltd is an engineering business doing work for its customers to their particular require-
ments and specifications. It determines the full cost of each job taking a ‘job-costing’ approach, 
accounting for overheads on a cost centre (departmental) basis. It bases its prices to customers 
on this full cost figure. The business has two departments (both of which are cost centres): a 
machining department, where each job starts, and a Fitting department, which completes all of 
the jobs. machining department overheads are charged to jobs on a machine hour basis and 
those of the Fitting department on a direct labour hour basis. The budgeted information for next 
year is as follows:

heating and lighting £25,000 (allocated equally between the two departments)
machine power £10,000 (all allocated to the machining department)
direct labour £200,000 (£150,000 allocated to the Fitting department and 

£50,000 to the machining department. all direct 
workers are paid £10 an hour)

Indirect labour £50,000 (apportioned to the departments in proportion to the 
direct labour cost)

direct materials £120,000 (all applied to jobs in the machining department)
depreciation £30,000 (all relates to the machining department)
machine time 20,000 hours (all worked in the machining department)
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Required:
(a) Prepare a statement showing the budgeted overheads for next year, analysed between the 

two cost centres. This should be in the form of three columns: one for the total figure for 
each type of overhead and one column each for the two cost centres, where each type of 
overhead is analysed between the two cost centres. each column should also show the 
total of overheads for the year.

(b) derive the appropriate rate for charging the overheads of each cost centre to jobs (that is, 
a separate rate for each cost centre).

(c) athena Ltd has been asked by a customer to specify the price that it will charge for a par-
ticular job that will, if the job goes ahead, be undertaken early next year. The job is expected 
to use direct materials costing athena Ltd £1,200, to need 50 hours of machining time, 10 
hours of machine department direct labour and 20 hours of Fitting department direct 
labour. athena Ltd charges a profit loading of 20 per cent to the full cost of jobs to deter-
mine the selling price.

show workings to derive the proposed selling price for this job.

 10.7 Bookdon plc manufactures three products, x, y and Z, in two product cost centres: a machine 
shop and a fitting section; it also has two service cost centres: a canteen and a machine main-
tenance section. shown below are next year’s planned production data and manufacturing cost 
for the business.

X Y Z

Production 4,200 units 6,900 units 1,700 units
direct materials £11/unit £14/unit £17/unit
direct labour:
 machine shop £6/unit £4/unit £2/unit
 Fitting section £12/unit £3/unit £21/unit
machine hours 6 hr/unit 3 hr/unit 4 hr/unit

Planned overheads are as follows:

Machine 
shop

Fitting 
section

Canteen Machine 
maintenance 

section

Total

allocated overheads £27,660 £19,470 £16,600 £26,650 £90,380
rent, heat and light £17,000
depreciation and insurance  
of equipment

£25,000

additional data:
  gross carrying amount of 
equipment

£150,000 £75,000 £30,000 £45,000

 number of employees 18 14 4 4
 Floor space occupied 3,600 sq m 1,400 sq m 1,000 sq m 800 sq m

all machining is carried out in the machine shop. It has been estimated that approximately 
70 per cent of the machine maintenance section’s cost is incurred servicing the machine shop 
and the remainder servicing the fitting section.

Required:
(a) Calculate the following planned overhead absorption rates:

1 a machine hour rate for the machine shop.
2 a rate expressed as a percentage of direct wages for the fitting section.

(b) Calculate the planned full cost per unit of Product x.
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In recent years we have seen major changes in the business world, including deregulation, 
privatisation, the growing expectations of shareholders and the impact of new technology. 

These have led to a much faster-changing and more competitive environment that has radic-
ally altered the way that businesses are managed. In this chapter, we shall consider some of 
the management accounting techniques that have been developed to help businesses main-
tain their competitiveness in this new era.

We begin by considering the impact of this new environment on the full costing approach 
that we considered in Chapter  10. We shall see that activity-based costing, which is a 
development of the traditional full costing approach, takes a much more enquiring, much 
less accepting attitude towards overheads. We shall also examine some recent approaches 
to costing that can help lower costs and, therefore, increase the ability of a business to 
compete on price.

Management accounting embraces both financial and non-financial measures and, in this 
chapter, we shall consider the increasing importance of non-financial measures in managing a 
business. These include the balanced scorecard approach, which seeks to integrate financial 
and non-financial measures into a framework for the achievement of business objectives.

Finally, we examine the idea of shareholder value, which has been a ‘hot’ issue among 
managers in recent years. Many leading businesses now claim that the quest for share-
holder value is the driving force behind strategic and operational decisions. We shall con-
sider what the term ‘shareholder value’ means and we shall look at one of the main 
methods of measuring shareholder value.

Introduction

Costing and performance 
evaluation in a competitive 
environment

Chapter 11

Learning outcomes

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

●	 discuss the nature and usefulness of activity-based costing;

●	 explain how new developments such as total life-cycle costing and target 
costing can be used to control costs;
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     Cost determination in the changed business environment 

  Costing and pricing: the traditional way 

 The traditional, and still widely used, approach to job costing and product pricing devel
oped when the notion of trying to determine the cost of industrial production fi rst 
emerged. This was around the time of the UK Industrial Revolution when industry dis
played the following characteristics: 

   ●	    Direct-labour-intensive and direct-labour-paced production.  Labour was at the heart of pro
duction. To the extent that machinery was used, it tended to support the eff orts of direct 
labour, and the speed of production tended to be dictated by direct labour.  

  ●	    A low level of indirect cost relative to direct cost.  Little was spent on power, human 
resource services, machinery (leading to low depreciation charges) and other areas 
typical of the indirect cost (overheads) of modern businesses.  

  ●	    A relatively uncompetitive market.  Transport diffi  culties, a worldwide shortage of indus
trial production facilities and customers’ lack of knowledge of competitors’ prices 
meant that businesses could prosper without being too scientifi c about costing. Typic
ally businesses could simply add a margin for profi t to arrive at the selling price (cost
plus pricing). Customers tended to accept those products that the supplier had to 
off er, rather than demanding precisely what they wanted.   

 Since overheads at that time represented a pretty small element of total cost, it was 
acceptable and practical to deal with them in a fairly arbitrary manner. Not too much 
eff ort was devoted to controlling overheads because the potential rewards of better con
trol were relatively small, certainly when compared with the benefi ts from fi rmer control 
of direct labour and material costs. It was also reasonable to charge overheads to indi
vidual jobs on a directlabourhour basis. Most of the overheads were incurred immedi
ately in support of direct labour. They might include the cost of providing direct workers 
with a place to work, heating and lighting the workplace, employing people to supervise 
the direct workers and so on. Direct workers, perhaps aided by machinery, carried out all 
production. 

 At that time, service industries were a relatively unimportant part of the economy and 
would have largely consisted of selfemployed individuals. These individuals would 
probably have been uninterested in trying to do more than work out a rough hourly/
daily rate for their time and to try to base prices on this.  

     Cost determination in the changed business environment 

  ●	   discuss the importance of non-financial measures of performance in 
managing a business and the way in which the balanced scorecard attempts 
to integrate financial and non-financial measures;  

  ●	   explain the term ‘shareholder value’ and describe the role of eva ®  in 
measuring and delivering shareholder value.     
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  Costing and pricing: the new environment 

 In recent years, the world of industrial production has fundamentally changed. Most of 
it is now characterised by 

   ●	    Capital-intensive and machine-paced production.  Machines are at the heart of much pro
duction, including both the manufacture of goods and the rendering of services. Most 
labour supports the eff orts of machines, for example, technically maintaining them. 
Also, machines often dictate the pace of production. According to evidence provided in 
 Real World   10.2   , direct labour accounts, on average, for just 14 per cent of manufactur
ers’ total cost.  

  ●	    A high level of indirect cost relative to direct costs.  Modern businesses tend to have very 
high depreciation, servicing and power costs. There are also high costs of human 
resource management  and staff  welfare, which were scarcely envisaged in the early 
days of industrial production. At the same time, there are very low (sometimes no) 
direct labour costs. Although direct material cost often remains an important element 
of total cost, more effi  cient production methods lead to less waste and, therefore, to a 
lower total material cost, again tending to make indirect cost (overheads) more domi
nant. According according to  Real World   10.2   , overheads account for 25 per cent of 
manufacturers’ total cost and 51 per cent of service sector total cost.  

  ●	    A highly competitive international market.  Production, much of it highly sophisticated, 
is carried out worldwide. Transport, including fast airfreight, is relatively cheap. Fax, 
telephone and, particularly, the Internet ensure that potential customers can quickly 
and cheaply fi nd the prices of a range of suppliers. Markets now tend to be highly 
pricecompetitive. Customers increasingly demand products custom made to their 
own requirements. This means that businesses need to know their product costs with 
a greater degree of accuracy than historically has been the case. Businesses also need 
to take an informed approach to pricing their output.   

 In the UK, as in many developed countries, service industries now dominate the 
economy, employing the great majority of the workforce and producing most of the 
value of productive output. Though there are still many selfemployed individuals sup
plying services, many service providers are vast businesses.  

   Can you think of any service providers that are vast businesses?  

  Three that we came up with are banks, insurance companies and cinema operators. you may 
well have thought of others.   

 activity 11.1 

 For most of these larger service providers, the activities very closely resemble modern 
manufacturing activity. They too are characterised by high capitalintensity, overheads 
dominating direct costs and a competitive international market.   

  Cost management systems 

 Changes in the competitive environment mean that businesses must now manage costs 
much more eff ectively than in the past. This, in turn, places an obligation on cost man
agement systems to provide the information that will enable managers to do this. 

Cost management systems 
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Traditional cost management systems have often proved inadequate for the task and, in 
recent years, new systems have gained in popularity. We shall take a look at some of 
these systems shortly but, before doing so, we shall consider an important reason why 
the need for new systems has arisen.

the problem of overheads

In Chapter 10 we considered the traditional approach to job costing (deriving the full cost 
of output where one unit of output differs from another). We may recall that this approach 
involves collecting, for each job, those costs that can be clearly linked to, and measured in 
respect of, that particular job (direct costs). All indirect costs (overheads) are allocated or 
apportioned to product cost centres and then charged to individual jobs according to 
some formula. The evidence suggests that this formula is usually based on the number of 
direct labour hours worked on each particular job (see Real World 10.4, page 376).

In the past, this approach has worked reasonably well, largely because overhead recov
ery rates (that is, rates at which overheads are absorbed by jobs) were typically of a much 
lower value for each direct labour hour than the rate paid to direct workers as wages or salar
ies. It is now, however, becoming increasingly common for overhead recovery rates to be 
between five and ten times the hourly rate of pay, because overheads are now much more 
significant and direct labour much less so. When production is dominated by direct labour 
paid, say, £8 an hour, it might be reasonable to have an overhead recovery rate of, say, £1 
an hour. When, however, direct labour plays a relatively small part in production, to have 
an overhead recovery rate of, say, £50 for each direct labour hour is likely to lead to very 
arbitrary product costing. Even a small change in the amount of direct labour worked on a 
job could massively affect the total cost deduced. This is not because the direct worker is 
very highly paid, but because of the effect of the direct labour hours on the overhead cost 
loading. A further problem is that overheads are still typically charged on a directlabour
hour basis even though the overheads may not be closely related to direct labour.

real World 11.1 provides a rather disturbing view of costing and cost control in large 
banks.

Bank accounts
In a study of the cost structures of 52 international banks, the German consultancy firm 
Droege found that indirect cost (overheads) could represent as much as 85 per cent of 
total cost. However, whilst direct costs were generally under tight management control, 
overheads were not. The overheads, which include such items as IT development, risk 
control, auditing, marketing and public relations, were often not allocated between oper-
ating divisions or were allocated in a rather arbitrary manner.

Source: Skorecki, A. (2004) Banks have not tackled indirect costs, ft.com, 7 January. © The Financial 
Times Limited 2012. All Rights Reserved.

real World 11.1

taking a closer look

The changes in the competitive environment discussed above have led to much closer 
attention being paid to the issue of overheads, what causes them and how they are 
charged to jobs. Historically, businesses have been content to accept that overheads exist 
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and, therefore, for job (product) costing purposes they must be dealt with in as practical 
a way as possible. In recent years, however, there has been increasing recognition of the 
fact that overheads do not just happen; something must be causing them. To illustrate 
this point, let us consider  Example   11.1   .    

 Modern Producers Ltd has a storage area that is set aside for its inventories of fi n
ished goods. The cost of running the stores includes a share of the factory rent and 
other establishment costs, such as heating and lighting. It also includes the salaries 
of staff  employed to look after the inventories and the cost of fi nancing the inven
tories held in the stores. 

 The business has two product lines: A and B. Product A tends to be made in small 
batches and low levels of fi nished inventories are held. The business prides itself on 
its ability to supply Product B, in relatively large quantities, instantly. As a conse
quence, most of the space in the fi nished goods store is fi lled with fi nished Product 
Bs, ready to be despatched immediately an order is received. 

 Traditionally, the whole cost of operating the stores would have been treated as a 
part of general overheads and included in the total of overheads charged to jobs, prob
ably on a directlabourhour basis. This means that, when assessing the cost of Products 
A and B, the cost of operating the stores has fallen on them according to the number of 
direct labour hours worked on manufacturing each one – a factor that has nothing to 
do with storage. In fact, most of the stores’ cost should be charged to Product B, since 
this product causes (and benefi ts from) the stores’ cost much more than Product A. 

 Failure to account more precisely for the cost of running the stores is masking the 
fact that Product B is not as profi table as it seems to be. It may even be leading to 
losses as a result of the relatively high storesoperating cost that it causes. However, 
much of this cost is charged to Product A, without regard to the fact that Product A 
causes little of it. 

 example 11.1 

  activity-based costing 

  activity-based costing (aBC)  aims to overcome the kind of problem just illustrated in 
 Example   11.1    by directly tracing the cost of all support activities (that is, overheads) to 
particular products or services. For a manufacturing business, these support activities 
may include materials ordering, materials handling, storage, inspection and so on. The 
cost of the support activities makes up the total overheads cost. The outcome of this tra
cing exercise is to provide a more realistic, and more fi nely measured, account of the 
overhead cost element for a particular product or service. 

 To implement a system of ABC, managers must begin by carefully examining the busi
ness’s operations. They will need to identify: 

   ●	   each of the various support activities involved in the process of making products or 
providing services;  

  ●	   the costs to be attributed to each support activity; and  
  ●	   the factors that cause a change in the costs of each support activity, that is, the  cost 

drivers.    

  activity-based costing 
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Identifying the cost drivers is a vital element of a successful ABC system. They have a 
causeandeffect relationship with activity costs and so are used as a basis for attaching 
activity costs to a particular product or service. We shall now expand on this point.

attributing overheads

Once the various support activities, their costs and the factors that drive these costs have 
been identified, ABC involves three steps:

1 Establishing an overhead cost pool for each activity. Thus, the business in Exam
ple 11.1 will create a cost pool for operating the finished goods store. There will be just 
one cost pool for each separate cost driver.

2 Allocating the total cost associated with each support activity to the relevant cost 
pool.

3 Charging the output with the total cost in each pool using the relevant cost driver. (In 
the case of Example 11.1, Products A and B would be the output.)

The third step that we have just identified involves dividing the amount in each cost 
pool by the estimated total usage of the cost driver to derive a cost per unit of the cost 
driver. This unit cost figure is then multiplied by the number of units of the cost driver 
used by a particular product, or service. The resulting figure is the amount of overhead 
cost to be attached to each unit of output of the product (or absorbed by it).

Example 11.2 should make this last step clear.

The management accountant at Modern Producers Ltd (see Example 11.1) has esti
mated that the cost of running the finished goods stores for next year will be 
£90,000. This amount will be allocated to the ‘finished goods stores cost pool’.

It is estimated that each Product A will spend an average of one week in the stores 
before being sold. With Product B, the equivalent period is four weeks. Both prod
ucts are of roughly similar size and have very similar storage needs. It is felt, there
fore, that the period spent in the stores (‘product weeks’) is the cost driver.

Next year, 50,000 Product As and 25,000 Product Bs are expected to pass through 
the stores. The estimated total usage of the cost driver will be the total number of 
‘product weeks’ that the products will be in store. For next year, this will be:

Product a 50,000 * 1 week = 50,000
Product b 25,000 * 4 weeks = 100,000

150,000

The cost per unit of cost driver is the total cost of the stores divided by the num
ber of ‘product weeks’, as calculated above. This is

£90,000/150,000 = £0.60

To determine the cost to be attached to a particular unit of product, the figure of 
£0.60 must be multiplied by the number of ‘product weeks’ that a product stays in 
the finished goods store. Thus, each unit of Product A will be charged with £0.60 
(that is, £0.60 * 1) and each Product B with £2.40 (that is, £0.60 * 4).

example 11.2
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Benefits of aBC

Through the direct tracing of overheads to products in the way described, ABC seeks to 
establish a more accurate cost for each unit of product or service. This should help man
agers in assessing product profitability and in making decisions concerning pricing and 
the appropriate product mix. Other benefits, however, may also flow from adopting an 
ABC approach.

Can you think of any other benefits that an ABC approach to costing may provide?

by identifying the various support activities’ costs and analysing what causes them to 
change, managers should gain a better understanding of the business. This, in turn, should 
help them in controlling overheads and improving efficiency. It should also help them in for-
ward planning. They may, for example, be in a better position to assess the likely effect of 
new products and processes on activities and costs.

activity 11.2

aBC versus the traditional approach

We can see that there is a basic philosophical difference between the traditional and the 
ABC approaches. The traditional approach views overheads as rendering a service to cost 
units, the cost of which must be charged to those units. ABC, on the other hand, views 
overheads as being caused by activities. Since it is the cost units that cause these activities, 
it is, therefore, the cost units that must be charged with the costs that they cause.

With the traditional approach, overheads are apportioned to product cost centres. 
Each product cost centre would then derive an overhead recovery rate, typically over
heads per direct labour hour. Overheads would then be applied to units of output 
according to how many direct labour hours were worked on them.

With ABC, the overheads are analysed into cost pools, with one cost pool for each 
costdriving activity. The overheads are then charged to units of output, through activity 
cost driver rates. These rates are an attempt to represent the extent to which each cost 
unit is believed to cause the particular part of the overheads.

Cost pools are much the same as cost centres, except that each cost pool is linked to a 
particular activity (operating the stores in Examples  11.1 and 11.2), rather than being 
more general, as is the case with cost centres in traditional job (or product) costing.

The two different approaches are illustrated in Figure 11.1.

aBC and service industries

Much discussion of ABC has concentrated on the manufacturing industry, perhaps 
because early users of ABC were manufacturing businesses. In fact, ABC is possibly even 
more relevant to service industries because, in the absence of a direct material element, 
a large proportion of a service business’s total cost is likely to be made up of overheads 
(see Real World 10.2 on page 366). There is certainly evidence that ABC has been adopted 
more readily by businesses that sell services rather than products, as we shall see later.
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With the traditional approach, overheads are first assigned to product cost centres and then 
absorbed by cost units based on an overhead recovery rate (using direct labour hours worked 
on the cost units or some other approach) for each cost centre. With activity-based costing, 
overheads are assigned to cost pools and then cost units are charged with these elements to 
the extent that those cost units drive the costs in the various pools.

Source: adapted from J. Innes and F. Mitchell, Activity Based Costing: A Review with Case Studies, CIMa Publishing, 1990.

traditional versus activity-based costingFigure 11.1
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Example 11.3 provides an example of activitybased costing and brings together the 
points that have been raised so far.

What is the difference in the way in which direct costs are accounted for when using 
ABC, relative to their treatment taking a traditional approach to full costing?

The answer is no difference at all. abC is concerned only with the way in which overheads 
are charged to jobs to derive the full cost.

activity 11.3

Comma Ltd manufactures two types of Sprizzer – Standard and Deluxe. Each prod
uct requires the incorporation of a difficulttohandle special part (one of them for 
a Standard and four for a Deluxe). Both of these products are made in batches (large 
batches for Standards and small ones for Deluxes). Each new batch requires that the 
production facilities are ‘set up’.

Details of the two products are:

Standard Deluxe

annual production and sales – units 12,000 12,000
sales price per unit £65 £87
Manufacturing batch size – units 1,000 50
direct labour time per unit – hours 2 21�2
direct labour rate per hour £8 £8
direct material cost per unit £22 £32
number of special parts per unit 1 4
number of set-ups per batch 1 3
number of separate material issues from stores  
per batch

1 1

number of sales invoices issued per year 50 240

In recent months, Comma Ltd has been trying to persuade customers who buy the 
Standard to purchase the Deluxe instead. An analysis of overhead costs for Comma 
Ltd has provided the following information:

Overhead cost analysis £ Cost driver

set-up cost 73,200 number of set-ups
special part handling cost 60,000 number of special parts
Customer invoicing cost 29,000 number of invoices
Material handling cost 63,000 number of batches
other overheads 108,000 labour hours

We shall calculate the profit per unit and the return on sales for Standard and 
Deluxe Sprizzers, first using the traditional directlabourhourbased absorption of 
overheads, and then using activitybased costing methods.

example 11.3
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Traditional approach
Using the traditional full (absorption) costing approach that we considered in 
Chapter  10, the overheads are added together and an overheads recovery rate 
deduced as follows:

Overheads £

set-up cost 73,200
special part handling cost 60,000
Customer invoicing cost 29,000
Material handling cost 63,000
other overheads 108,000

333,200

 Overhead recovery rate =
Total overheads

Number of labour hours

 =
333 200

54,000 [that is (12,000 * 2) + (12,000 * 21�2)]

 = £6.17 per hour

The total cost per unit of each type of Sprizzer is calculated by adding the direct cost 
to the overheads cost per unit. The overheads cost per unit is calculated by multi
plying the number of direct labour hours spent on the product (2 hours for each 
Standard and 21�2 hours for each Deluxe) by the overheads recovery rate calculated 
above. Hence:

Standard Deluxe
£ £

Direct cost
 labour 16.00 20.00
 Material 22.00 32.00
Indirect cost
 overheads (£6.17 per hour) 12.34 15.43
 Total cost per unit 50.34 67.43

The return on sales is calculated as follows:

Standard Deluxe
£ per unit £ per unit

sales price 65.00 87.00
Total cost (see above) 50.34 67.43
Profit 14.66 19.57
return on sales [(profit/sales) * 100%] 22.55% 22.49%

➔
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ABC approach
Using the ABC costing approach, the activity cost driver rates will be calculated as 
follows:

Overhead  
cost pool Driver (a) (b) (c) (d) (e)

Standard 
driver 

volume

Deluxe 
driver 

volume

Total 
driver 

volume

Costs Driver 
rate 
(d/c)

(a + b) £ £

set-up set-ups per batch 12 720 732 73,200 100
special part special parts per unit 12,000 48,000 60,000 60,000 1
Customer invoices Invoices per year 50 240 290 29,000 100
Material handling number of batches 12 240 252 63,000 250
other overheads labour hours 24,000 30,000 54,000 108,000 2

The activitybased costs are derived as follows:

Overhead cost pool (f) (g)
Total costs 
Standard
(a * e)

Total costs 
Deluxe
(b * e)

Unit costs 
Standard 
(f/12,000)

Unit costs 
Deluxe 

(g/12,000)
£ £ £ £

set-up 1,200 72,000 0.10 6.00
special part 12,000 48,000 1.00 4.00
Customer invoices 5,000 24,000 0.42 2.00
Material handling 3,000 60,000 0.25 5.00
other overheads 48,000 60,000 4.00 5.00
Total overheads 5.77 22.00

The total cost per unit is calculated as follows:

Standard Deluxe
£ per unit £ per unit

Direct costs:
 labour 16.00 20.00
 Material 22.00 32.00
Indirect costs
 see above   5.77 22.00
 Total cost per unit 43.77 74.00

The return on sales is calculated as follows:

Standard Deluxe
£ per unit £ per unit

sales price 65.00 87.00
Total cost (see above) 43.77 74.00
Profit 21.23 13.00
return on sales [(profit/sales) * 100%] 32.67% 14.94%

example 11.3 continued

M11_MCLA8297_08_SE_C11.indd   418 24/09/15   6:11 pm



aCTIvITy-based CosTIng 419

Comment on the managerial implications for Comma Ltd of the results in Example 11.3.

The figures show that under the traditional approach the returns on sales for each product 
are broadly equal. However, the abC approach shows that the standard product is far more 
profitable. Hence, the business should reconsider its policy of trying to persuade customers 
to switch to the deluxe product.

activity 11.4

Criticisms of aBC

Although many businesses now adopt a system of ABC, its critics point out that ABC can 
be timeconsuming and costly. The cost of setting up an ABC system, as well as costs of 
running and updating it, must be incurred. These costs can be very high, particularly 
where the business’s operations are complex and involve a large number of activities and 
cost drivers. Furthermore, ABC information produced under the scenario just described 
may be complex. If managers find ABC reports difficult to understand, there is a risk that 
the potential benefits of ABC will be lost.

Not all businesses are likely to benefit from ABC. Where a business sells products or 
services that all have similar levels of output and involve similar activities and processes, 
it is unlikely that the finer measurements provided by ABC will lead to outcomes strik
ingly different from those derived under the traditional approach. As a result, opportun
ities for better pricing, planning and cost control may not be great and may not justify 
the cost of switching to an ABC system.

Measurement and tracing problems can arise with ABC, and these may undermine 
any potential benefits. Not all costs can be easily identified with a particular activity and 
yet all overheads have to be allocated to one cost pool or another. Failure for this to hap
pen means that not all of the overheads are taken into account. Dealing with unallo
cated overheads can often be done on some sensible basis. In some cases, however, a lack 
of data concerning a particular cost may lead to fairly arbitrary cost allocations between 
activities – somewhat at odds with the philosophy of ABC. There is also the problem that 
the relationship between activity costs and their cost drivers may be difficult to deter
mine. Identifying a causeandeffect relationship can be difficult where most activity 
costs are fixed and so do not vary with changes in usage.

ABC is also criticised for the same reason that full costing is criticised. This is its failure 
to provide relevant information for decision making. The point was made in Chapter 10 
that full costing tends to use past costs and to ignore opportunity costs. Since past costs 
are always irrelevant in decision making and opportunity costs can be significant, full 
costing information is seen as an expensive irrelevance. In contrast, advocates of full 
costing claim that it is relevant, in that it provides a longrun average cost, whereas ‘rel
evant costing’, which we considered in Chapter  8, relates only to the specific circum
stances of the short term. The use of ABC, rather than the traditional approach to job (or 
product) costing, does not affect the validity of this irrelevance argument.

real World 11.2 shows how ABC came to be used at the Royal Mail.
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delivering abC
early in the 2000s the royal Mail, which was at the time publicly owned, adopted abC and 
used it to find the cost of making postal deliveries. royal Mail identified 340 activities that 
gave rise to costs, created a cost pool and identified a cost driver for each of these.

The royal Mail continues to use an abC approach to deriving its costs. The volume of 
mail is obviously a major driver of costs.

In 2013, the royal Mail was sold by the uK government and is now in the private 
sector. 

Source: royal Mail group ltd, abC Costing Manual, 2013–14, June 2014.

real World 11.2

abC in practice
a survey of 176 uK businesses operating in various industries, all with annual sales of 
more than £50 million, was conducted by al-omiri and drury. This indicated that 29 per 
cent of larger uK businesses use abC.

The adoption of abC in the uK varies widely between industries, as is shown in 
Figure 11.2.

real World 11.3

real World  11.3 provides some indication of the extent to which ABC is used in 
practice.

aBC in practiceFigure 11.2
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 al-omiri and drury took their analysis a step further by looking at the factors that lead 
a particular business to adopt abC. They found that businesses that used abC tended 
to be 

   ●	   large;  
  ●	   sophisticated, in terms of using advanced management accounting techniques 

generally;  
  ●	   in an intensely competitive market for their products; and  
  ●	   operating in a service industry, particularly in the financial services.   

 The 2009 CIMa survey emphatically supported the finding that larger businesses tend 
to use abC more than smaller ones. It showed that only 22 per cent of businesses with 
fewer than 50 employees use abC, whereas 46 per cent of businesses with more than 
10,000 employees use the technique. 

 all of these findings are broadly in line with other research evidence involving busi-
nesses from around the world. 

  Source : M. al-omiri and C. drury, a survey of factors influencing the choice of product costing systems in uK organisations, 
 Management Accounting Research,  december 2007; CIMa, Management accounting tools for today and tomorrow, 2009, p. 12. 

   Suggest reasons why service providers, particularly those that provide financial 
 services, are likely to be relatively major users of ABC.  

  since service providers have no direct material cost, their overheads may be relatively large 
compared with those for manufacturing businesses. This might provide a particular incentive 
to examine overheads more thoroughly. 

 Financial services providers tend to be large and operate in a very competitive market. 
These are two of the characteristics that al-omiri and drury ( real World   11.3   ) identified as 
being typical of users of abC.   

 activity 11.5 

  Other costing approaches in the modern environment 

 The increasingly competitive environment in which modern businesses operate is lead
ing to greater eff ort being applied in trying to manage costs. Businesses need to keep costs 
to a minimum so that they can supply goods and services at a price that customers will be 
prepared to pay and, at the same time, meet the businesses’ objectives of enhancing share
holder wealth. We have just seen how ABC can help manage costs. We shall now go on to 
outline some other techniques that have recently emerged in an attempt to meet these 
goals of competitiveness and profi tability. These can be used in conjunction with ABC. 

  total life-cycle costing 

  total life-cycle costing  draws management’s attention to the fact that it is not only dur
ing the production phase that costs are incurred. Costs begin to accumulate at an earlier 
point and continue to accumulate after production. Total lifecycle costing is concerned 

  Other costing approaches in the modern environment 
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with tracking and reporting all costs relating to a product from the beginning to the end 
of its life – which could be for a period of twenty years or more. If the revenues generated 
over the life cycle of the product are also tracked, its profitability can be assessed. This 
represents a radical departure from traditional management accounting approaches, 
which are normally concerned with assessing performance over periods of one year or 
less.

Total lifecycle costing starts from the premise that the life cycle of a product or service 
has three phases. These are:

1 The pre-production phase. This is the period that precedes production of the product or 
service. During this phase, research and development is conducted both on the product 
or service and on the market. The product or service is designed and so is the means of 
production. The phase culminates with setting up the necessary production facilities 
and with advertising and promotion.

2 The production phase comes next. During this phase the product is made and sold or 
the service is provided to customers.

3 The post-production phase comes last. During this phase, costs may be incurred to cor
rect faults that arose with products or services sold (aftersales service). Since these 
costs may start to be incurred before the last product or service is sold, this phase will 
typically overlap with the production phase. At this third phase, costs may also be 
incurred as a result of closing production at the end of the product’s or service’s life. 
Examples include the costs incurred from decommissioning an oil rig or power 
station.

When undertaking total lifecycle costing, businesses often consider environmental 
costs alongside the more obvious financial costs involved.

The total life cycle is shown in Figure 11.3.

From the producer’s viewpoint, the life of a product can be seen as having three distinct 
phases. during the first, the product is developed and everything is prepared so that production 
and marketing can start. next come production and sales. lastly, post-production activities are 
undertaken.

the total life-cycle of a product or serviceFigure 11.3
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Can you provide an example of a decision made at the pre-production phase of a new 
car model that will result in costs being incurred after the manufacture of the 
product?

after-sales service costs may be incurred as a result of some design fault. once the 
 manufacturing facilities have been established, it may not be economic to revise the design 
but merely to deal with the problem through after-sales service procedures.

Where the manufacturing plant or production facilities are no longer needed when production 
ceases there may be decommissioning costs.

activity 11.6

For some businesses, particularly those engaged in an advanced manufacturing envir
onment, a very high proportion (perhaps as much as 80 per cent) of the total costs 
incurred over the life of a particular product are either incurred, or committed, at the 
preproduction phase. Let us consider the example of a car manufacturer. When design
ing, developing and setting up production of a new model, a significant proportion of 
the total total lifecycle costs are incurred. In addition, a commitment to incur costs dur
ing the production phase is made. This is because the design will incorporate features 
that lead to particular manufacturing costs. Once the design of the car has been finalised 
and the manufacturing plant set up, it may be too late to ‘design out’ a costly feature 
without incurring another large cost. Decisions made at the preproduction phase can 
also lead to a commitment to incur costs at the postproduction phase.

Total lifecycle costing can be used to manage costs. It was mentioned earlier that, by 
the start of the production phase, it may be too late to try to manage a large element of 
the product’s or service’s total lifecycle cost. With total lifecycle costing, managers 
will be able to see, at an early stage, the cost consequences of incorporating particular 
designs or particular elements into products. Where the costs are unacceptable, 
changes may be made. This may involve assessing the costs of alternative designs. 
Where a number of equally acceptable designs for a particular product are being con
sidered, knowledge of the total lifecycle costs of each can help decide the final 
outcome.

real World 11.4 provides some idea of the extent to which total lifecycle costing is 
used in practice.

Total (whole) life-cycle costing in practice
The 2009 CIMa survey showed that total life-cycle costing is not widely used in practice, 
as is shown by Figure 11.4. about 14 per cent of all of the businesses surveyed used the 
approach.

real World 11.4

➔
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real World 11.4 continued

Source: adapted from Management accounting tools for today and tomorrow, CIMa, 2009, page 12.

The use of total life-cycle costing is not widespread, but it tends to be much more popular 
with larger businesses.

the use of total life-cycle costingFigure 11.4

real World 11.5 shows how RollsRoyce Holdings plc considers the total life cycle of 
its aircraft engines.

Total life-cycle management at rolls-royce
our business is complex; in particular the development of gas turbines for use in civil 
aircraft applications requires large upfront investments, a long period of sale of original 
equipment, and a very long period over which we generate profits and cash flows from the 
aftermarket by the sale of spare parts and engine maintenance work. The in-service period 
could be longer than 25 years for any engine, and the total life cycle of an engine could be 
more than 40 years from initial concept, through production, and then through the in-
service life. Much of the aftermarket repair and overhaul is provided through long-term 
service agreements.

Source: rolls-royce Holdings plc, 2013 annual report, page 45.

real World 11.5

Note that RollsRoyce sees the postproduction phase as an opportunity to generate fur
ther revenues through spare part sales and undertaking servicing for the airlines concerned.

total quality management

Quality has become a major weapon that businesses deploy when competing against their 
rivals. As mentioned earlier, customers increasingly demand products (both of goods and 
services) that meet their specific requirements. One of these requirements will be that 
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Suggest some cost savings that might accrue to a business that ‘gets it right first time, 
every time’.

These might include

●	 savings from not acquiring a reputation for poor quality products; and
●	 savings on the cost of replacing or rectifying poor quality products.

activity 11.7

products should be of a suitable quality. This means that the products should meet cus
tomers’ needs and should be available at a price that they are willing to pay.

This emphasis on creating quality products has led to total quality management 
(tQM). The TQM philosophy is concerned with providing products that meet, or exceed, 
customers’ requirements all of the time. This implies that defective products should 
never reach the customer. Ideally, there should never be any defective production. TQM 
has been characterised as ‘getting it right first time, every time’. It aims to create a virtu
ous sequence of events where quality improvements lead to reduced production prob
lems, increased customer satisfaction and increased profits.

TQM requires a systematic approach to quality improvement. Figure 11.5 sets out the 
main steps in the process.

Source: based on information in d. rigby, Management Tools, www.bain.com.Improving quality involves six stages.

Delivering improvements in qualityFigure 11.5
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real World 11.6 provides some idea of the extent to which TQM is used in practice.

Quality practice
The 2009 CIMa survey showed that TQM is not widely used in practice, as is shown by 
Figure 11.6.

Total quality management was used by just over a quarter of all of the businesses 
surveyed.

Source: CIMa, Management accounting tools for today and tomorrow, 2009, p. 19.

real World 11.6

It is not obvious why the larger businesses do not use TQM as much as medium-sized ones.

the use of total quality managementFigure 11.6
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Costing quality procedures

Ensuring that products and services are of the right quality can only be achieved at a 
cost. It has been estimated that these quality costs can amount to up to 30 per cent of 
total processing costs. They tend to be incurred during the production phase of the prod
uct life cycle and fall into four main categories:

●	 Prevention costs. These are involved with procedures to prevent products being produced 
that are not up to the required quality. Such procedures might include staff training on 
quality issues. Some types of prevention costs might be incurred during the pre-produc-
tion phase of the product life cycle, where the production process could be designed in 
such a way as to avoid potential quality problems with the output.

●	 Appraisal costs. These are concerned with monitoring raw materials, work in progress 
and finished products to try to avoid substandard production from reaching the 
customer.

●	 Internal failure costs. These include the costs of rectifying substandard products before 
they pass to the customer and the costs of scrap arising from quality failures.
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●	 External failure costs. These are involved with rectifying quality problems with prod
ucts that have passed to the customer. There is also the cost to the business of its loss 
of reputation from having passed substandard products to the customer.

Figure 11.7 sets these out in diagram form.

Quality costs fall into four main categories. The first two are concerned with avoiding 
 substandard production and the last two with dealing with it, should it arise.

the main types of quality costsFigure 11.7

target costing

With traditional costplus pricing, costs are totalled for a product or service and a per
centage is added for profit to arrive at a selling price. We saw in Chapter 10 that this is 
not a very practical basis on which to price output for many businesses – certainly not for 
those operating in a pricecompetitive market (price takers). The costplus price may well 
be unacceptable to the market.

target costing approaches the problem from the other direction. First, with the help 
of market research or other means, the price that buyers are prepared to pay for a product 
is identified, along with the estimated sales volume at the identified price. An amount 
for profit is then deducted from the identified price, which is in line with the business’s 
financial objective. The resulting figure is the target cost. This target cost may well be less 
than the current estimated cost and so there may be a ‘cost gap’. Efforts are then made to 
bridge this gap, that is, to make the product in a way that will enable the target cost to be 
met. These efforts may involve revising the design, developing more efficient means of 
production, or requiring suppliers of goods and services to supply more cheaply.

Target costing is seen as a part of a total lifecycle costing approach, in that cost 
 savings are sought at a very early stage in the life cycle, during the preproduction phase.

real World 11.7 indicates the level of usage of target costing. This shows quite a low 
level of usage in the UK. In contrast, other survey evidence shows that target costing is 
very widely used by Japanese manufacturing businesses.
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Target practice
The 2009 CIMa survey showed that target costing is not widely used in practice, as is 
shown by Figure 11.8.

Target costing is used by about 16 per cent of all of the businesses surveyed.

Source: CIMa, Management accounting tools for today and tomorrow, 2009, p. 12.

real World 11.7

Although target costing has its enthusiasts, there are potential problems with its use. 
Try to think of at least one potential problem with this approach.

There seem to be three main problem areas:

●	 It can lead to various conflicts – for example, between the business, its suppliers and 
its own staff.

●	 It can cause a great deal of stress for employees who are trying to meet target costs 
that are sometimes extremely difficult to achieve.

●	 although, in the end, ways may be found to meet a target cost (through product or 
service redesign, negotiating lower prices with suppliers and so on), the whole process 
can be very expensive.

activity 11.8

the use of target costingFigure 11.8

< 50
employees

> 10,000
employees

51–250
employees

251–10,000
employees

Kaizen costing

Kaizen costing is linked to total lifecycle costing and focuses on cost saving during the 
production phase. The Japanese word kaizen implies continuous change. The applica
tion of the kaizen costing approach involves continuous improvement, in terms of cost 
saving, throughout the production phase. Since this phase is at a relatively late stage in 
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What section of a business’s employees may be best placed to identify the small 
improvements involved with kaizen costing?

often those closest to production are best placed to do this.

activity 11.9

Thinking small pays off
John Smedley is a Derbyshire-based luxury knitwear business. The business had been 
experiencing trading losses in recent times, but the application of kaizen techniques has 
returned the business to profit.

The business’s chief executive, Ian MacLean, explained:

What is amazing about manufacturing is that if you squeeze a little bit more profit from 
each step, the overall profit gain can be very large.

Kaizen improvements have been made throughout the manufacturing process. This 
includes training production staff, so that they are able to be more flexible in the tasks that 
they can undertake, and better management of purchasing the wool raw material. As a 
result productivity has already increased by 5 per cent. This has been sufficient to turn an 
annual £1.9 million loss to a £1.5 million profit, over a period of three years. The business’s 
finance director believes that there remains scope to push this up by a further 8 per cent.

Source: Taken from Moules, J., John Smedley stitches rebound into 200-year-old knitwear brand, ft.
com, 11 August 2013 and Moules, J., Thinking small pays off for John Smedley, ft.com, 31 August 2014.

real World 11.8

the life cycle (from a cost control point of view) only relatively small cost savings can 
usually be made. The major productionphase cost savings should already have been 
made through target costing.

With kaizen costing, efforts are made to reduce the unit manufacturing cost of the 
particular product or service under review, if possible taking it below the unit cost in the 
previous period. Percentage reduction targets can be set.

Usually, production workers are encouraged to identify ways of reducing costs. This is 
something that the ‘handson’ experience of these workers may enable them to do. Even 
though the scope to reduce costs is limited at the production stage, valuable savings can 
still be made.

real World  11.8 explains how a small UK manufacturer used kaizen costing to 
advantage.

Many businesses throughout the world employ a ‘kaizen promotion officer’, a man
ager whose role it is to encourage the search for ways of making small costsaving 
improvements.

Value chain analysis

Another approach that seeks to manage costs, and which recognises the total lifecycle 
concept, is value chain analysis. It is useful to analyse a business into a sequence of 
valuecreating activities. This sequence is known as the value chain, and value chain 
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analysis examines the potential for each link in the chain to add value. For a particular 
product or service, the value chain is the progress of activities through the three phases 
of the product life cycle, from research and development to aftersales activities. In a 
wealthseeking business, the objective for the product is that it should create value for 
the business and its owners.

Each link in the value chain represents a particular activity. All of the activities will 
give rise to a cost. Ideally, however, each link should add value to the product, making 
the product more valuable to the customer. Any links in the chain that fail to add value 
should be examined very critically. The objective of this examination is to assess whether 
the particular link could be eliminated completely or, at least, have its cost reduced.

An example of a typical nonvalueadded activity is inspection of the completed prod
uct or service by a quality controller. This activity does not add value to the product or 
service, yet it adds cost. It may well be possible to reduce, or even completely eliminate, 
this inspection cost. The introduction of a ‘quality’ culture in the business could lead to 
all output being reliable and not needing to be inspected. This is a development that 
many modern businesses have achieved.

An example of a valueadding activity would be the rendering of a service to a cus
tomer for which the customer is prepared to pay more than that activity costs.

For a manufacturing business, the valuecreating sequence begins with the acquisi
tion of inputs, such as raw materials and energy, and ends with the sale of completed 
goods and aftersales service. Figure 11.9 sets out the main ‘links’ in the value chain for a 
manufacturing business.

There are various links in the value chain. This particular business has five primary activities, 
which are supported by four secondary activities.
Source: adapted from M. Porter, Competitive Advantage, The Free Press, 1985, pp. 11–15.

the value chain of a manufacturing businessFigure 11.9

Value chain analysis applies as much to serviceproviding businesses as it does to 
manufacturers. Service providers similarly have a sequence of activities leading to provi
sion of the service to their customers. Analysing these activities in an attempt to identify 
and eliminate nonvalueadded activities is very important.
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What a sauce
Ahold is a major Dutch retailer that has recently been recovering its fortunes, under its 
chief executive Anders Moberg. The business has a recovery plan that involves ‘re-engi-
neering the value chain’ and according to Mr Moberg, the key is a detailed analysis of the 
cost of goods sold. ‘That is probably the single biggest opportunity [for savings] that we 
have.’

Take a bottle of tomato ketchup.

What are the costs of the growers of the tomatoes? What are the components of the value 
chain, production, marketing, packaging and distribution? Can you add a component in a 
different way, for example with standardised bottles? You are looking at how to re-engineer 
the value chain [in order] to lower the price.

Manufacturers’ brands do this, he says, ‘but they keep the savings, hence they have a 
better return on capital’. With supermarket own-label brands on the rise – they account 
for 50 per cent of Ahold Dutch store sales, and 15 per cent in the US – Mr Moberg can 
reduce what it costs him to make products while at the same time lowering prices, 
attracting more shoppers to Ahold stores and thereby raising volumes.

Armed with intricate knowledge of supply chain costs, Ahold can press big brand 
manufacturers to cut the prices they ask of the retailer. It is a delicate balancing act. 
Both Grolsch, the Dutch brewer, and Peijnenburg, a bakery group, have quarrelled 
with Ahold about the damage inflicted on their brands by pricing policy, while Uni-
lever, the consumer goods group, took Ahold to court, claiming it had copied its 
packaging.

It appears, however, to be a battle Mr Moberg is winning. Not only is customer percep-
tion of the quality of own-label products rising – a fact confirmed by independent indus-
try research – but Ahold has a strong position with big consumer brands through its 
control of distribution channels, especially in the Netherlands, where its Albert Heijn 
chain is market leader and has 700 stores.

Source: Bickerton, I. (2004) It is all about the value chain, ft.com, 23 February. © The Financial Times 
Limited 2012. All Rights Reserved.

real World 11.9

real World 11.9 provides an example of how focusing on the value chain may help 
transform the performance of a business.

Benchmarking

Benchmarking is an activity – usually a continuing one – where a business seeks to emu
late a business that is ‘best in class’ and, as a result, to achieve greater success. The best
inclass business provides a standard, or benchmark, against which a business can 
measure its own performance. It can also provide insights as to how performance can be 
improved. Through benchmarking, new ideas may be introduced resulting in greater 
operational efficiency and greater competitive advantage.

Businesses do not have to benchmark and many bestinclass businesses are under
standably reluctant to divulge commercially sensitive information. Thus, a competitor 
business that is regarded as best in class is unlikely to put itself forward as a willing part
ner in the benchmarking process. Nevertheless, it may still be possible to glean a lot 
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through an analysis of the competitor’s activities using information from other sources. 
Where a bestinclass business is not a direct competitor, it may be prepared to share 
information concerning processes or functions carried out by both businesses, such as 
credit collection and inventories control. It may also be possible for a business to bench
mark internally by using a successful division or department as the best in class.

The benchmarking process involves a series of steps, which are set out in Figure 11.10.

benchmarking involves six stages.

Source: based on information in d. rigby, Management Tools, www.bain.com.

the benchmarking processFigure 11.10

Along with a kaizen approach to cost control, benchmarking can be helpful to busi
nesses trying to achieve a particular target cost for their output.

Benchmarking in practice
real World 11.10 provides an example of how benchmarking may be used to assess the 
operational efficiency of law firms.

For benchmarking purposes, the upper quartile figures can be used as a measure of 
superior performance and so provide a surrogate for best in class.
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 legal fees 
 natWest plc, the banking group, undertook an analysis of the performance of 337 small to 
medium-sized law firms in the uK. The natWest report covered law firms with a fee 
income of up to    £27 million    during 2012. a variety of measures were used to provide 
benchmarks against which operational efficiency could be compared. The main measures 
employed, as well as figures for the upper quartile of law firms for each measure, were: 

 performance measure  Calculation of measure  Upper quartile 

 Fees per equity partner    (£000s)     Total fees earned/ number of 
equity (non-salaried) partners 

 676 

 Fees per fee earner    (£000s)     Total fees earned/ number of 
employees generating fees 

 193 

 Profit as a percentage of fees (%)     (Profit/Total fees earned) * 100%     33 
 Profit per equity partner    (£000s)     Profit/number of equity partners  160 
 Chargeable hours (per year)  number of hours charged to 

clients by fee earners 
 1,198 

 recovered rate per hour    (£s)     recorded rate per hour by a fee 
earner    *     the percentage of time 
recorded that can be billed 

 188 

 Work in progress (days)  The delay from time being 
recorded for work done to the bill 
being raised 

 26 

 debtor days  Time taken for clients to pay the 
bill 

 27 

 Total lock-up (days)  The delay from the time being 
recorded for work done to the 
cash being received 
   (WIP + debtor days)    

 69 

  Source:  adapted from 2013 Financial benchmarking report – law firms, natWest bank,  nw-businesssense.com . 

 real World 11.10 

  Non-financial measures of performance 

 Financial measures have long been seen as the most important ones for a business. They 
provide a valuable means of summarising and evaluating business achievement. There is 
no real doubt about the continued importance of fi nancial measures in this role. In 
recent years, however, there has been increasing recognition that fi nancial measures 
alone will not provide managers with suffi  cient information to manage a business eff ect
ively. Nonfi nancial measures must also be used in order to gain a deeper understanding 
of the business and to achieve its objectives, including fi nancial objectives. 

 Financial measures portray various aspects of business achievement (for example, 
sales revenues, profi ts and return on capital employed) that can help managers deter
mine whether the business is increasing the wealth of its owners. These measures are 
vitally important but, in an increasingly competitive environment, managers also need 
to understand what  drives  the creation of wealth. These  value drivers  may be such things 

Non-financial measures of performance 
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as employee satisfaction, customer loyalty and the level of product innovation. Often 
they do not lend themselves to financial measurement. Nonfinancial measures, how
ever, may provide some means of assessment.

How might we measure

(a) employee satisfaction?
(b) customer loyalty?
(c) the level of product innovation?

(a) employee satisfaction may be measured through the use of an employee survey. This 
could examine attitudes towards various aspects of the job, the degree of autonomy 
that is permitted, the level of recognition and reward received, the level of participation 
in decision making, the degree of support received in carrying out tasks and so on. 
less direct measures of satisfaction may include employee turnover rates and 
employee productivity. However, other factors may have a significant influence on 
these measures.

(b) Customer loyalty may be measured through the proportion of total sales generated 
from existing customers, the number of repeat sales made to customers, the per-
centage of customers renewing subscriptions or other contracts and so on.

(c) The level of product innovation may be measured through the number of innovations 
during a period compared to those of competitors, the percentage of sales attribut-
able to recent product innovations, the number of innovations that are brought suc-
cessfully to market and so on.

activity 11.10

Financial measures tend to be ‘lag’ indicators, in that they tell us about outcomes. In 
other words, they measure the consequences arising from past management decisions. 
Nonfinancial measures can also act as lag indicators, of course. However, they can also 
be ‘lead’ indicators because they tend to focus on those things that drive performance. It 
is argued that if we measure changes in these value drivers, we may be able to predict 
changes in future financial performance. For example, a business may find from experi
ence that a 10 per cent decline in the level of product innovation during one period 
tends to lead to a 20 per cent reduction in sales revenues over the next three periods. In 
this case, the level of product innovation can be regarded as a lead indicator. It can tell 
managers that a future decline in sales is likely, unless corrective action is taken. Thus, by 
using this lead indicator, managers can identify key changes at an early stage and can 
respond quickly.

the balanced scorecard

One of the most impressive attempts to integrate the use of financial and nonfinancial 
measures has been the balanced scorecard, developed by Robert Kaplan and David 
Norton (see reference 1 at the end of the chapter). The balanced scorecard is both a man
agement system and a measurement system. In essence, it provides a framework that 
translates the aims and objectives of a business into a series of key performance measures 
and targets. This framework is intended to make the strategy of the business more coher
ent by tightly linking it to particular targets and initiatives. As a result, managers should 
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be able to see more clearly whether the objectives that have been set have actually been 
achieved.

The balanced scorecard approach involves setting objectives and developing appro
priate measures and targets in four main areas:

1 Financial. This area will specify the financial returns required by shareholders and may 
involve the use of financial measures such as:
●	 return on capital employed;
●	 operating profit margin; and
●	 percentage sales revenue growth.

2 Customer. This area will specify the kind of customer and/or markets that the business 
wishes to service and will establish appropriate measures such as:
●	 customer satisfaction; and
●	 new customer growth levels.

3 Internal business process. This area will specify those business processes (for example, 
innovation, types of operation and aftersales service) that are important to the suc
cess of the business. It will also establish appropriate measures, such as:
●	 percentage of sales from new products;
●	 time to market for new products;
●	 product cycle times; and
●	 speed of response to customer complaints.

4 Learning and growth. This area will specify the kind of people, the systems and the 
procedures that are necessary to deliver longterm business growth. This area is often 
the most difficult for the development of appropriate measures. However, examples of 
measures may include:
●	 employee motivation;
●	 employee skills profiles; and
●	 information systems capabilities.

These four areas are shown in Figure 11.11.
The balanced scorecard approach does not prescribe the particular objectives, meas

ures or targets that a business should adopt; this is a matter for the individual business to 
decide. There are differences between businesses in terms of technology employed, 
organisational structure, management philosophy and business environment, so each 
business should develop objectives and measures that reflect its unique circumstances. 
The balanced scorecard simply sets out the framework for developing a coherent set of 
objectives for the business and for ensuring that these objectives are then linked to spe
cific targets and initiatives.

A balanced scorecard will be prepared for the business as a whole or, in the case of large, 
diverse businesses, for each major division. However, having prepared an overall score
card, it is then possible to prepare a balanced scorecard for each subunit, such as a depart
ment, within the business. Thus, the balanced scorecard approach can cascade down the 
business and can result in a pyramid of balanced scorecards that are linked to the ‘master’ 
balanced scorecard through an alignment of the objectives and measures employed.

Though there are many measures, both financial and nonfinancial, that could be 
used in a balanced scorecard, only a handful of these should be used. According to 
Kaplan and Norton, a maximum of twenty measures will normally be sufficient to ena
ble the factors that are critical to the success of the business to be captured. (If a business 
has come up with more than twenty measures, it is usually because the managers have 
not thought hard enough about what the key measures really are.) The key measures 
developed should be a mix of lagging indicators (those relating to outcomes) and lead 
indicators (those relating to the things that drive performance).
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There are four main areas covered by the balanced scorecard. note that, for each area, a fun-
damental question must be addressed. by answering these questions, managers should be 
able to develop the key objectives of the business. once this has been done, suitable measures 
and targets can be developed that are relevant to those objectives. Finally, appropriate man-
agement initiatives will be developed to achieve the targets set.

Source: r. Kaplan and d. norton, The Balanced Scorecard, Harvard business school Press, 1996.

the balanced scorecard – for translating a strategy into 
operational processesFigure 11.11
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Do you think the approach illustrated in Figure 11.12 is a rather cynical way of dealing 
with staff development? Should staff development always have to be justified in terms 
of the financial results achieved?

This approach may seem rather cynical. However, as Kaplan and norton argue, unless this 
kind of link between staff development and increased financial returns can be demonstrated, 
managers are likely to become sceptical about the benefits of staff development and so the 
result may be that there will be no investment in staff.

activity 11.11

Although the balanced scorecard employs measures across a wide range of business 
activity, it does not seek to dilute the importance of financial measures and objectives. 
In fact, the opposite is true. Kaplan and Norton emphasise the point that a balanced 
scorecard must reflect a concern for the financial objectives of the business. This requires 
that measures and objectives in the other three areas that have been identified must 
ultimately be related back to the financial objectives. There must be a causeandeffect 
relationship. So, for example, an investment in staff development (in the learning and 
growth area) may lead to improved levels of aftersales service (internal business process 
area), which, in turn, may lead to higher levels of customer satisfaction (customer area) 
and, ultimately, higher sales revenues and profits (financial area). At first, causeand
effect relationships may not be very clearly identified. However, by gathering informa
tion over time, the business can improve its understanding of the linkages and thereby 
improve the effectiveness of the scorecard.

Figure 11.12 shows the causeandeffect relationship between the investment in staff 
development and the business’s financial objectives.

The investment in staff development is linked through a cause-and-effect relationship to the 
financial objectives of the business.

the cause-and-effect relationshipFigure 11.12
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Why is this framework referred to as a balanced scorecard? According to Kaplan and 
Norton, there are various reasons. It is because it aims to strike a balance between:

●	 external measures, relating to customers and shareholders, and internal measures, relat
ing to business process, learning and growth;

●	 the measures that reflect outcomes (lag indicators) and measures that help predict future 
performance (lead indicators); and

●	 hard financial measures and soft nonfinancial measures.

It is possible to adapt the balanced scorecard to fit the needs of the particular business. 
The large retailer Tesco plc has done this. real World 11.11 is a statement made by Terry 
Leahy, Tesco’s former CEO.

every little helps
Terry leahy, Tesco’s former Ceo, is quoted as saying:

a common question I receive is ‘How do you link the very large – purpose, goals, values, strat-
egy – to the very small – what they do each day at work?’ How can you make people feel a part 
of the bigger picture? Tesco has had a balanced scorecard for many years; we call it The 
steering Wheel. It’s a terrific, data-rich, tool that connects the big business targets to the small 
world that employees interact with each day p  to make people feel they make a direct contri-
bution to the company. you will see The steering Wheel in the Tesco stores and it can also be 
applied at different levels, regions and departments. It shows everything from grand measures 
to small measures like how many people were upset that day in a store. This was a great way 
to link strategy and goals to measurable targets. Here are the key areas we highlighted on The 
steering Wheel.

●	 Customer
●	 Community
●	 operations
●	 People
●	 Finance

Source: a. brown, nine management lessons from Terry leahy, former Ceo of Tesco PlC, The Knowledge exchange, www.sas.
com/knowledge-exchange, 9 May 2012.

real World 11.11

real World  11.12 provides some impression of the extent to which the balanced 
scorecard is used in practice.

a question of balance
bain and Company, a firm of management consultants, undertakes an annual survey of 
key management tools. Its 2013 survey, using a database of more than 12,000 executives 
worldwide, found the following levels of usage and perceived effectiveness for the bal-
anced scorecard.

real World 11.12
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As a footnote to our consideration of the balanced scorecard, (Un)reall World  11.13 
provides an interesting analogy with aeroplane pilots limiting themselves to just one con
trol device.

Source: rigby, d., Management Tools, bain and Co, 2013, www.bain.com.

The usage level showed an increase up to about 2006, when it started to decline. There has 
been a high, and fairly consistent, level of satisfaction for this technique over the 17-year period.

Use of the balanced scorecard

Highest
satisfaction

2012

Figure 11.13

Fear of flying
Kaplan and norton invite us to imagine the following conversation between a passenger 
and the pilot of a jet aeroplane during a flight:

Q: I’m surprised to see you operating the plane with only a single instrument. What does 
it measure?

a: airspeed. I’m really working on airspeed this flight.
Q: That’s good. airspeed certainly seems important. but what about altitude? Wouldn’t 

an altimeter be helpful?
a: I worked on altitude for the last few flights and I’ve gotten pretty good on it. now I 

have to concentrate on proper airspeed.
Q: but I notice you don’t even have a fuel gauge. Wouldn’t that be useful?
a: you’re right; fuel is significant, but I can’t concentrate on doing too many things well at the 

same time. so on this flight I’m focusing on airspeed. once I get to be excellent at airspeed, 
as well as altitude, I intend to concentrate on fuel consumption on the next set of flights.

The point they are trying to make (apart from warning against flying with a pilot like this!) 
is that to fly an aeroplane, which is a complex activity, a wide range of navigation instru-
ments is required. a business, however, can be even more complex to manage than an 
aeroplane and so a wide range of measures, both financial and non-financial, is necessary. 
reliance on financial measures is not enough and so the balanced scorecard aims to 
provide managers with a more complete navigation system.

Source: r. Kaplan and d. norton, The Balanced Scorecard, Harvard business school Press, 1996.

(Un)real World 11.13
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 This story makes the point that concentrating only on a few areas of performance may 
lead to other important areas being ignored. Too narrow a focus can adversely aff ect 
behaviour and distort performance. This may, in turn, mean that the business fails to meet 
its strategic objectives. Perhaps we should bear in mind another apocryphal story concern
ing a factory in Russia which, under the former communist regime, produced nails. The 
factory had its output measured according only to the weight of nails manufactured. For 
one fi nancial period, it achieved its output target by producing one very large nail!  

  Scorecard problems 

 Not all attempts to embed the balanced scorecard approach within a business are successful. 
Why do things go wrong? It has been suggested that often too many measures are used, 
thereby making the scorecard too complex and unwieldy. It has also been suggested that 
managers are confronted with tradeoff  decisions between the four diff erent dimensions. 
They struggle with this because they lack a clear compass. Imagine a manager who has a lim
ited budget and therefore has to decide whether to invest in staff  training or product innova
tion. If both add value to the business, which choice will be optimal for the business? 

 Whilst such problems exist, David Norton believes that there are two main reasons why 
the balanced scorecard fails to take root within a business, as   real World   11.14     explains.    

 When misuse leads to failure 
 There are two main reasons why companies go wrong with the widely used balanced 
scorecard, according to David Norton, the consultant who created the concept with Rob-
ert Kaplan, a Harvard Business School professor. 

 ‘The number one cause of failure is that you don’t have leadership at the executive levels 
of the organisation’, says Mr Norton. ‘They don’t embrace it and use it for managing 
their strategy.’ 

 The second is that some companies treat it purely as a measurement tool, a problem he 
admits stems partly from its name. The concept has evolved since its inception, he says. 
The latest Kaplan–Norton thinking is that companies need a unit at corporate level – 
they call it an ‘office of strategy management’ – dedicated to ensuring that strategy is 
communicated to every employee and translated into plans, targets and incentives in 
each business unit and department. 

 Incentives are crucial, Mr Norton believes. Managers who have achieved breakthroughs 
in performance with the scorecard say they would tie it to executive compensation 
sooner if they were doing it again. ‘There’s so much change in organisations that manag-
ers don’t always believe you mean what you say. The balanced scorecard may just be 
“flavour of the month”. Tying it to compensation shows that you mean it.’ 

  Source : When misuse leads to failure,  ft.com , 24 May 2006. © The Financial Times Limited 2012. All 
Rights Reserved. 

 real World 11.14 

  Measuring shareholder value 

 Traditional measures of fi nancial performance have been subject to much criticism in 
recent years. As a result, new measures that help to guide and assess strategic manage
ment decisions have been advocated. These new measures are based on the idea of 

  Measuring shareholder value 
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increasing shareholder value. In this section, we shall consider one of the more popular 
of these measures. Before that, we shall first consider why increasing shareholder value 
is regarded as the ultimate financial objective of a business.

the quest for shareholder value

For some years, shareholder value has been a ‘hot’ issue among managers. Many leading 
businesses now claim that the quest for shareholder value is the driving force behind 
their strategic and operational decisions. As a starting point, we shall consider what is 
meant by the term ‘shareholder value’.

In simple terms, ‘shareholder value’ is about putting the needs of shareholders at the 
heart of management decisions. It is argued that shareholders invest in a business with a 
view to maximising their financial returns in relation to the risks that they are prepared 
to take. Since shareholders appoint managers to act on their behalf, management deci
sions and actions should reflect a concern for maximising shareholder returns. Though 
the business may have other ‘stakeholder’ groups, such as employees, customers and 
suppliers, it is the shareholders that should be seen as the most important group.

This, of course, is not a new idea. As we discussed in Chapter  1, maximising share
holder wealth is assumed to be the key objective of a business. However, not everyone 
accepts this. Some believe that a balance must be struck between the competing claims 
of the various stakeholders. A debate concerning the merits of each viewpoint is beyond 
the scope of this book; however, it is worth pointing out that, in recent years, the busi
ness environment has radically changed.

In the past, shareholders have been accused of being too passive and of accepting too 
readily the profits and dividends that managers have delivered. However, this has changed. 
Shareholders are now much more assertive and, as owners of the business, are in a position 
to insist that their needs are given priority. Since the 1980s we have witnessed the deregula
tion and globalisation of business, as well as enormous changes in technology. The effect 
has been to create a much more competitive world. This has meant not only competition 
for products and services but also competition for funds. Businesses must now compete 
more strongly for shareholder funds and so must offer competitive rates of return.

Thus, selfinterest may be the most powerful reason for managers to commit themselves 
to maximising shareholder returns. If they do not do this, there is a real risk that shareholders 
will either replace them with managers who will, or allow the business to be taken over by 
another business that has managers who are dedicated to maximising shareholder returns.

how can shareholder value be created?

Creating shareholder value involves a fourstage process:

●	 Stage 1: Set objectives for the business that recognise the central importance of maximis
ing shareholder returns. This will set a clear direction for the business.

●	 Stage 2: Establish an appropriate means of measuring the returns, or value, that have 
been generated for shareholders. For reasons that we shall discuss later, the traditional 
methods of measuring returns to shareholders are inadequate for this purpose.

●	 Stage 3: Manage the business in such a manner as to promote shareholder returns 
maximisation. This means setting demanding targets and then achieving them 
through the best possible use of resources, the use of incentive systems and the 
embedding of a shareholder value culture throughout the business.

●	 Stage 4: Measure the shareholder returns over a period of time to see whether the 
objectives have actually been achieved.
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Figure 11.14 shows the shareholder value creation process.

There is a four-stage process to creating shareholder value.

the four-stage process for creating shareholder valueFigure 11.14

the need for new measures

Given a commitment to maximise shareholder returns, we must select an appropriate 
measure that will help us assess the returns to shareholders over time. It is argued that 
the traditional methods for measuring shareholder returns are seriously flawed and so 
should not be used for this purpose.

What are the traditional methods of measuring shareholder returns?

The traditional approach is to use accounting profit or some ratio that is based on accounting 
profit, such as return on shareholders’ funds or earnings per share.

activity 11.12

There are broadly four problems with using accounting profit, or a ratio based on 
profit, to assess shareholder returns. These are:

●	 Profit is measured over a relatively short period of time (usually one year). However, when 
we talk about maximising shareholder returns, we are concerned with maximising 
returns over the long term. It has been suggested that using profit as the key measure will 
run the risk that managers will take decisions that improve performance in the short 
term, but which may have an adverse effect on longterm performance. For example, 
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profi ts may be increased in the short term by cutting back on staff  training and research 
expenditure. However, this type of expenditure may be vital to longterm survival.  

  ●	    Risk is ignored.  A fundamental business reality is that there is a clear relationship 
between the level of returns achieved and the level of risk that must be taken to 
achieve those returns. The higher the level of returns required, the higher the level of 
risk that must be taken. A management strategy that produces an increase in profi ts 
can reduce shareholder value if the increase in profi ts achieved is not commensurate 
with the increase in the level of risk. Thus, profi t alone is not enough.  

  ●	    Accounting profi t does not take account of all of the costs of the capital invested by the busi-
ness.  The conventional approach to measuring profi t will deduct the cost of borrow
ing (that is, interest charges) in arriving at profi t for the period, but there is no similar 
deduction for the cost of shareholder funds. Critics of the conventional approach 
point out that a business will not make a profi t, in an economic sense, unless it covers 
the cost of all capital invested, including shareholder funds. Unless the business 
achieves this, it will operate at a loss and so shareholder value will be reduced.  

  ●	    Accounting profi t reported by a business can vary according to the particular accounting policies 
that have been adopted.  The way that accounting profi t is measured can vary from one 
business to another. Some businesses adopt a very conservative approach, which would 
be refl ected in particular accounting policies. This might include immediately treating 
some intangible assets (for example, research and development and goodwill) as expenses 
(‘writing them off ’) rather than retaining them on the statement of fi nancial position as 
assets. Similarly, the use of the reducingbalance method of depreciation, which means 
high depreciation charges in the early years, reduces profi t in those early years.   

 Businesses that adopt less conservative accounting policies would report higher prof
its in the early years of owning depreciating assets. Writing off  intangible assets over a 
long time period (or, perhaps, not writing off  intangible assets at all) will have this eff ect. 
So will the use of the straightline method of depreciation. As we saw in  Chapter   5   , there 
may also be some businesses that indulge in ‘creative accounting’. This is adopting par
ticular accounting policies, or reporting particular transactions, in a way that paints a 
picture of fi nancial health that is in line with what those who prepared the fi nancial 
statements would like shareholders and other users to see, rather than what is a true and 
fair view of fi nancial performance and position. Creative accounting has been a major 
problem for accounting rule makers and for society generally.  

  economic value added (eVa ® ) 

  economic value added (eVa®)  has been developed and trademarked by a US management 
consultancy fi rm, Stern Stewart. However, EVA ®  is based on the idea of economic profi t, an 
idea that has been around for many years. The measure refl ects the point made earlier that, 
for a business to be profi table in an economic sense, it must generate returns that exceed the 
required returns of investors. It is not enough simply to make an accounting profi t, because 
this measure does not take full account of the returns required by investors. 

 EVA® indicates whether or not the returns generated exceed the required returns by 
investors. The formula is as follows: 

   EVA' = NOPAT − (R : C)   

 where 

   NOPAT    =     net operating profi t after tax  
   R     =     required returns of investors  
   C     =     capital invested (that is, the net assets of the business).   

EVA' = NOPAT − (R(R( : C)
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Only when EVA® is positive can we say that the business is increasing shareholder 
wealth. To maximise shareholder wealth, managers must increase EVA® by as much as 
possible.

Can you suggest what managers might do in order to increase EVA®? (Hint: Use the 
formula shown above as your starting point.)

The formula suggests that in order to increase eva® managers may try to:

●	 increase noPaT. This may be done either by reducing expenses or by increasing sales 
revenue;

●	 reduce capital invested by using assets more efficiently. This means selling off any 
assets that are not generating adequate returns and investing in assets that are gener-
ating a satisfactory noPaT; and

●	 reduce the required rates of return for investors. This may be achieved by changing the 
capital structure in favour of borrowing (which tends to be cheaper to service than share 
capital). However, this strategy can create problems.

activity 11.13

EVA® relies on conventional financial statements (income statement and statement of 
financial position) to measure the wealth created for shareholders. However, the NOPAT 
and capital figures shown on these statements are used only as a starting point. They 
have to be adjusted because of the problems and limitations of conventional measures. 
According to Stern Stewart, the major problem is that both profit and capital tend to be 
understated because of the conservative bias in accounting measurement.

Profit is understated as a result of judgemental writeoffs (such as goodwill written 
off or research and development expenditure written off) and as a result of excessive 
provisions being created (such as an allowance for trade receivables). Both of these 
stem from taking an unrealistically pessimistic view of the value of some of the 
 business’s assets.

Capital can also be understated because assets are reported at their original cost (less 
amounts written off for depreciation and so on), which can, in some cases, produce fig
ures considerably below current market values. In addition, certain assets, such as inter
nally generated goodwill and brand names, are omitted from the financial statements 
altogether because no external transactions have occurred.

Stern Stewart has identified more than a hundred adjustments that could be made to 
the conventional financial statements in order to eliminate the conservative bias. How
ever, it is believed that, in practice, only a handful of adjustments will usually have to be 
made to the accounting figures of any particular business. Unless an adjustment is going 
to have a significant effect on the calculation of EVA® it is really not worth making. The 
adjustments made should reflect the nature of the particular business. Each business is 
unique and so must customise the calculation of EVA® to its particular circumstances. 
(This aspect of EVA® can be seen either as indicating flexibility or as being open to 
manipulation depending on whether or not you support this measure.)

Common adjustments that have to be made include:

1 Research and development costs and marketing costs. These costs should be written off over 
the period that they benefit. In practice, however, they are often written off in the 
period in which they are incurred. This means that any amounts written off immedi
ately should be added back to the assets on the statement of financial position. This will 
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increase the figure for invested capital to be written off over time. It will also increase 
operating profit.

2 Restructuring costs. This item can be viewed as an investment in the future rather than 
an expense to be written off. Supporters of EVA® argue that by restructuring, the busi
ness is better placed to meet future challenges and so any amounts incurred should be 
added to assets. This too will increase operating profit, where such costs were charged 
in deriving operating profit.

3 Marketable investments. Investment in shares and loan notes of other businesses are 
not included as part of the capital invested in the business. This is because the income 
from marketable investments is not included in the calculation of operating profit. 
(Income from this source will be added in the income statement after operating profit 
has been calculated.)

In addition to these accounting adjustments, the tax charge must be adjusted so that 
it is based on the operating profits for the year. This means that it should not take 
account of the tax charge on nonoperating income, such as income from investments, 
or the tax allowance on interest payable.

Let us now consider a simple example to show how EVA® may be calculated.

Scorpio plc was established two years ago and has produced the following state
ment of financial position and income statement at the end of the second year of 
trading.

Statement of financial position as at the end of the second year

aSSetS £m
Non-current assets
Plant and equipment 80.0
Motor vehicles 12.4
Marketable investments  6.6

99.0
Current assets
Inventories 34.5
Trade receivables 29.3
Cash  2.1

65.9
total assets 164.9
eQUItY aND LIaBILItIeS
equity
share capital 60.0
retained earnings 23.7

83.7
Non-current liabilities
loan notes 50.0
Current liabilities
Trade payables 30.3
Taxation  0.9

31.2
total equity and liabilities 164.9

example 11.4

➔
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Income statement for the second year

£m
sales revenue 148.6
Cost of sales (76.2)
Gross profit 72.4
Wages (24.6)
depreciation of plant and equipment (12.8)
Marketing expenses (22.5)
allowances for trade receivables  (4.5)
Operating profit 8.0
Income from investments 0.4

8.4
Interest payable (0.5)
ordinary profit before taxation 7.9
restructuring costs (1.9)
profit before taxation 6.0
Tax (1.5)
profit for the year  4.5

Discussions with the chief financial officer reveal the following:

1 Marketing costs relate to the launch of a new product. The benefits of the market
ing campaign are expected to last for three years (including this most recent year).

2 The allowance for trade receivables was created this year and the amount is con
sidered to be very high. A more realistic figure for the allowance would be 
£2.0 million.

3 Restructuring costs were incurred as a result of a collapse in a particular product 
market. By restructuring the business, benefits are expected to flow for an infinite 
period.

4 The business has a 10 per cent required rate of return for investors.
5 The rate of tax on profits is 25 per cent.
6 The capital invested at the end of the year fairly reflects the average capital 

invested during the year.

The first step in calculating EVA® is to adjust the net operating profit after tax to 
take account of the various points revealed by the discussion with the chief finan
cial officer. The revised figure is calculated as follows:

NOpat adjustment

£m £m
operating profit 8.0
Tax (note 1) (2.0)

6.0
eVa® adjustments (to be added back to profit)
Marketing costs (2�3 * 22.5) 15.0
excess allowance 2.5 17.5
adjusted noPaT 23.5

example 11.4 continued
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Although EVA® is used by many large businesses, both in the US and Europe, it tends 
to be used for management purposes only: few businesses report this measure to share
holders. One business that does, however, is Whole Foods Market, a leading retailer of 
natural and organic foods, which operates more than 280 stores in the US and the UK. 
real World 11.15 describes the way in which the business uses EVA® and the results of 
doing so.

The next step is to adjust the net assets (as represented by equity and loan notes) 
to take account of the points revealed.

adjusted net assets (or capital invested)

£m £m
net assets (from the statement of financial position) 133.7
Marketing costs (note 2) 15.0
allowance for trade receivables 2.5
restructuring costs (note 3) 1.9 19.4

153.1
Marketable investments (note 4)  (6.6)
adjusted net assets 146.5

Notes:
1 Tax is based on 25% of the operating profits (£8.0m * 25% = £2.0m). (Tax complications, 

such as the difference between the tax allowance for noncurrent assets and the accounting 
charge for depreciation, have been ignored.)

2 The marketing costs represent two years’ benefits added back (2�3 * £22.5m).
3 The restructuring costs are added back to the net assets as they provide benefits over an infinite 

period. (Note that they were not added back to the operating profit as these costs were deducted 
after arriving at operating profit in the income statement.)

4 The marketable investments do not form part of the operating assets of the business. The 
income from these investments is not, therefore, part of the operating income.

Can you work out the EVA® for the second year of Scorpio plc in Example 11.4?

eva® can be calculated as follows:

 eva' = noPaT - (R * C) = £23.5m - (10% * £146.5m)
 = £8.85m

We can see that eva® is positive and so the business increased shareholder wealth during 
the year.

activity 11.14
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One oftenmentioned limitation of EVA® is that it can be difficult to allocate revenues, 
costs and capital easily between different business units (individual stores in the case of 
Whole Food Markets). As a result, this technique cannot always be applied to individual 
business units. We have just seen, however, that Whole Food Markets seems able to do this.

The main advantage of this measure is the discipline to which managers are subjected 
as a result of the charge for capital that has been invested. Before any increase in share
holder wealth can be recognised, an appropriate deduction is made for the use of busi
ness resources. Thus, EVA® encourages managers to use these resources efficiently. 
Where managers are focused simply on increasing profits, there is a danger that the 
resources used to achieve any increase in profits will not be taken into proper account.

The whole picture
Whole Foods Market aims to improve its operations by achieving improvements to eva®. 
To encourage managers along this path, an incentive plan, based on improvements to 
eva® has been introduced. The plan embraces senior executives, regional managers and 
store managers and the bonuses awarded form a significant part of their total remuner-
ation. To make the incentive plan work, measures of eva® based on the whole business, 
the regional level, the store level and the team level are calculated. around a thousand 
managers are included in the incentive plan.

eva® is used to evaluate capital investment decisions such as the acquisition of new 
stores and the refurbishment of existing stores. unless there is clear evidence that value 
will be added, investment proposals are rejected. eva® is also used to improve operational 
efficiency. It was mentioned earlier that one way in which eva® can be increased is 
through an improvement in noPaT. The business is, therefore, continually seeking ways 
to improve sales and profit margins and to bear down on costs.

Source: based on information in www.wholefoodsmarket.com, accessed 6 december 2012 and High alert Institutional research, 
Company report, 2 January 2014, www.the dailybell.com.

real World 11.15

Psilis ltd makes a product in two qualities, called ‘basic’ and ‘super’. The business is able 
to sell these products at a price that gives a standard profit mark-up of 25 per cent of full 
cost. Full cost is derived using a traditional batch costing approach.

Management is concerned by the lack of profit.
To derive the full cost for each product, overheads are absorbed on the basis of direct 

labour hours. The costs are as follows:

Basic Super
£ £

direct labour (all £10/hour) 40 60
direct material 15 20

The total annual overheads are £1,000,000.
based on experience over recent years, in the forthcoming year the business expects 

to make and sell 40,000 basics and 10,000 supers.

Self-assessment question 11.1
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recently, the business’s management accountant has undertaken an exercise to try to 
identify activities and cost drivers in an attempt to be able to deal with the overheads on 
a more precise basis than had been possible before. This exercise has revealed the fol-
lowing analysis of the annual overheads:

Activity (and cost driver) Cost Annual number of activities
£000 Total Basic Super

number of machine set-ups 280 100 20 80
number of quality-control inspections 220 2,000 500 1,500
number of sales orders processed 240 5,000 1,500 3,500
general production (machine hours) 260 500,000 350,000 150,000
Total 1,000

The management accountant explained the analysis of the £1,000,000 overheads as 
follows:

●	 The two products are made in relatively small batches, so that the amount of the fin-
ished product held in inventories is negligible. The supers are made in very small 
batches because demand for them is relatively low. each time a new batch is produced, 
the machines have to be reset by skilled staff. resetting for basic production occurs 
about 20 times a year and for supers about 80 times: about 100 times in total. The cost 
of employing the machine-setting staff is about £280,000 a year. It is clear that the more 
set-ups that occur, the higher the total set-up costs; in other words, the number of set-
ups is the factor that drives set-up costs.

●	 all production has to be inspected for quality, and this costs about £220,000 a year. 
The higher specifications of the supers mean that there is more chance that there will 
be quality problems. Thus the supers are inspected in total 1,500 times annually, 
whereas the basics only need about 500 inspections. The number of inspections is the 
factor that drives these costs.

●	 sales order processing (dealing with customers’ orders, from receiving the original 
order to despatching the products) costs about £240,000 a year. despite the larger 
amount of basic production, there are only 1,500 sales orders each year because the 
basics are sold to wholesalers in relatively large-sized orders. The supers are sold 
mainly direct to the public by mail order, usually in very small-sized orders. It is believed 
that the number of orders drives the costs of processing orders.

Required:
(a) deduce the full cost of each of the two products on the basis used at present and, 

from these, deduce the current selling price.
(b) deduce the full cost of each product on an abC basis, taking account of the man-

agement accountant’s recent investigations.
(c) What conclusions do you draw? What advice would you offer the management of the 

business?
(d) Identify three major differences between the cost-plus approach and the target cost-

ing approach to pricing.
(e) a business that makes and sells laptop computers is seeking to adopt three non-

financial measures that will act as lead indicators concerning its internal business 
processes. Can you suggest three measures not mentioned in the chapter that may 
be suitable?

(f) The shareholder value approach to managing businesses takes a different approach 
from the stakeholder approach to managing businesses. In the latter case, the 

➔

M11_MCLA8297_08_SE_C11.indd   449 24/09/15   6:11 pm



Chapter 11  CosTIng and PerForManCe evaluaTIon In a CoMPeTITIve envIronMenT450

different stakeholders of the business (employees, customers, suppliers and, so 
on) are considered of equal importance and so the interests of shareholders will not 
dominate. Is it possible for these two approaches to managing businesses to coexist 
in harmony within a particular economy?

(g) It has been argued that many businesses are overcapitalised. If this is true, what may 
be the reasons for businesses having too much capital and how can eva® help avoid 
this problem?

the solution to this question can be found in appendix C.

Self-assessment question 11.1 continued

Summary

The main points of this chapter may be summarised as follows:

Activity-based costing

●	 Activitybased costing is an approach to dealing with overheads (in full costing) that 
treats all costs as being caused or ‘driven’ by activities. Advocates argue that it is more 
relevant to the modern commercial environment than is the traditional approach.

●	 It involves identifying the support activities and their costs (overheads) and then ana
lysing these costs to see what drives them.

●	 The cost of each support activity (overheads) enters a cost pool and the relevant cost 
drivers are used to attach an amount from this pool to each unit of output.

●	 ABC should help provide more accurate costs for each unit of output and should help 
in better control of overheads.

●	 ABC is, however, timeconsuming and costly; it can involve measurement problems; 
and it is not likely to suit all businesses.

Other costing methods

●	 Total (whole) lifecycle costing takes account of all of the costs incurred over a prod
uct’s entire life.
– The life cycle of a product can be broken down into three phases: preproduction, 

production and postproduction.
– A high proportion of cost is incurred and/or committed during the preproduction 

phase.

●	 Target costing attempts to reduce cost so that the market price covers the cost plus an 
acceptable profit.

●	 Ensuring quality output has costs, known as quality costs, typically divided into four 
aspects: prevention costs, appraisal costs, internal failure costs and external failure costs.

●	 Kaizen costing attempts to reduce costs at the production stage. Since most costs will 
have been saved at the preproduction phase and through target costing, only small 
cost savings are likely to be possible.

●	 Value chain analysis involves analysing the various activities in the product life cycle 
to identify and to try to eliminate nonvalueadded activities.

●	 Benchmarking attempts to emulate a successful aspect of, for example, another busi
ness or division.
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  Non-fi nancial measures of performance 

   ●	   Nonfi nancial measures are increasingly being used to manage businesses.  

  ●	   The balanced scorecard is a management tool that uses fi nancial and nonfi nancial 
measures to assess progress towards objectives. 
   –   It has four aspects: fi nancial, customer, internal business process, and learning and 

growth.  
  –   It encourages a balanced approach to managing the business.      

  Value-based management 

   ●	   Shareholder value is seen as the key objective of most businesses.  

  ●	   One approach used to measure shareholder value is economic value added (EVA ® ).  

  ●	   Economic value added is a means of measuring whether the returns generated by the 
business exceed the required returns of investors.  

  ●	      EVA' = NOPAT - (R * C)    

 Where 

   NOPAT    =     net operating profi t after tax  
   R     =     required returns from investors  
   C     =     capital invested (that is, the net assets of the business).      

 Key terms 

      activity-based costing (aBC)        p.   412   
     cost driver        p.   412   
     cost pool        p.   413   
     total life-cycle costing        p.   421   
     total quality management (tQM)       

 p.   425   
     quality cost        p.   426   

     target costing        p.   427   
     kaizen costing        p.   428   
     value chain analysis        p.   429   
     benchmarking        p.   431   
     value drivers        p.   433   
     balanced scorecard        p.   434   
     economic value added (eVa ® )        p.   443    

  reference 

 1. Kaplan, R. and Norton, D.,  The Balanced Scorecard,  Harvard Business School Press, 1996.  

  Further reading 

 If you would like to explore the topics covered in this chapter in more depth, we recommend the 
following: 

 Datar, S., Rajan, M. and Horngren, C.,  Cost Accounting: A Managerial Emphasis,  15th edn, Pearson, 
2014, Chapter 12. 

 Drury, C.,  Management and Cost Accounting,  8th edn, Cengage Learning, 2012, Chapters 10 and 11. 

 Hilton, R. and Platt, D.,  Managerial Accounting,  10th edn, McGrawHill Higher Education, 2014, 
Chapters 4, 5, 6 and 15. 

 Stewart, B.,  Best-practice EVA: The Defi nitive Guide to Measuring and Maximizing Shareholder Value,  
Wiley Finance, 2013.      
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Solutions to these questions can be found in appendix D.

11.1 How does activity-based costing differ from the traditional approach? What is the underlying 
difference in philosophy between them?

11.2 The use of activity-based costing in helping to deduce full costs has been criticised. What has 
tended to be the basis of this criticism?

11.3 What are the four main areas on which the standard balanced scorecard is based?

11.4 Identify the main phases of the total life cycle of a product or service and  identify the particular 
phase(s) for which target costing and kaizen costing are particularly appropriate.

review questions

exercises 11.1 and 11.2 are basic level, 11.3 and 11.4 are intermediate level and 11.5 to 
11.7 are advanced level. Solutions to exercises with coloured numbers can be found in 
appendix e.

11.1 aires plc was recently formed and issued 80 million £0.50 shares at nominal value and loan 
notes totalling £24 million. The business used the proceeds from the capital issues to purchase 
the remaining lease on some commercial properties. aires plc plans to set up a wholesaling 
business that is expected to generate an operating profit of £12 million each year. The lease will 
expire in four years’ time. at the end of the four years, the business will be wound up and the 
lease will have no residual value.

The required rate of return by investors is 12 per cent.

Required:
Calculate the expected shareholder value generated by the business in each of the four years, 
using the eva® approach.

11.2 Comment critically on the following statements that you have overheard:

(a) ‘The balanced scorecard is another name for the statement of financial position.’
(b) ‘The financial area of the balanced scorecard is, in effect, the income statement of the busi-

ness and measures the profit for the period.’
(c) ‘adopting the balanced scorecard approach means accepting a particular set of targets that 

were set out by Kaplan and norton.’
(d) ‘The balanced scorecard approach tends to take little notice of financial objectives.’

11.3 Kaplan plc makes a range of suitcases of various sizes and shapes. There are 10 different models 
of suitcase produced by the business. To keep inventories of finished suitcases to a minimum, 

exercises
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each model is made in a small batch. each batch is costed as a separate job and the cost for 
each suitcase deduced by dividing the batch cost by the number of suitcases in the batch.

at present, the business derives the cost of each batch using a traditional job costing approach. 
recently, however, a new management accountant was appointed, who is advocating the use of 
activity-based costing (abC) to deduce the cost of the batches. The management accountant 
claims that abC leads to much more reliable and relevant costs and that it has other benefits.

Required:
(a) explain how the business deduces the cost of each suitcase at present.
(b) explain how abC could be applied to costing the suitcases, highlighting the differences 

between abC and the traditional approach.
(c) explain what advantages the new management accountant probably believes abC to have 

over the traditional approach.

11.4 Comment critically on the following statements that you have overheard:

(a) ‘direct labour hours are the most appropriate basis to use to charge indirect cost (over-
heads) to jobs in the modern manufacturing environment where people are so important.’

(b) ‘activity-based costing is a means of more accurately accounting for direct labour cost.’
(c) ‘activity-based costing cannot really be applied to the service sector because the  “activ ities” 

that it seeks to analyse tend to be related to manufacturing.’
(d) ‘Kaizen costing is an approach where great efforts are made to reduce the costs of develop-

ing a new product and setting up its production processes.’
(e) ‘benchmarking is an approach to job costing where each direct worker keeps a record of 

the time spent on each job on his or her workbench before it is passed on to the next direct 
worker or into finished inventories (stock) stores.’

11.5 badger ltd (badger) manufactures plastic building materials. after a recent analysis badger has 
decided to classify its products into two varieties: largeflo and smallflo. There are several prod-
ucts in each of these two categories. largeflo are produced on large machines by a simple 
process. smallflo are manufactured on small machines by a more complex process with more 
production stages. The previous pricing policy has been to absorb all overheads using direct 
labour hours to obtain total cost. Price is then calculated as total cost plus a 35 per cent 
mark-up.

The recent analysis has also examined overhead costs; the results are shown below. set-up 
costs are incurred during the production stage for each batch. The ordering costs for bought-in 
parts are incurred initially for each production type.

analysis of overhead costs

Cost per month Monthly volume
£

large machine cost 96,000 480 hours
small machine cost 44,800 1,280 hours
set-up cost 32,500 260 set-ups
ordering bought-in parts 10,800 120 different parts
Handling charges 45,600 380 movements
other overheads 50,300 (see below)

280,000

There are 4,000 direct labour hours available each month.
details for a typical largeflo product (one of several largeflo products) and a typical smallflo 

product (again, one of several smallflo products) are shown below.
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Largeflo Smallflo

Monthly production 1,000 units 500 units
batch size 1,000 units 50 units
Machine time per batch
– large 100 hours –
– small – 25 hours
number of bought-in parts – 3 per product type
set-ups 1 per batch 2 per batch
Handling charges 1 movement per batch 5 movements per batch
Materials per unit £16 £15
direct labour per unit 1�2 hour 1�2 hour

direct labour is paid £16 per hour.

Required:
(a) Calculate the price for each of the largeflo and smallflo products detailed above, using 

traditional absorption costing based on direct labour hours.
(b) Calculate the price for the largeflo and smallflo products using activity-based costing. 

assume that ‘other overheads’ are allocated using direct labour hours.
(c) outline the points that you would raise with the management of badger in the light of your 

answers to (a) and (b).
(d) outline the practical problems that may be encountered in implementing activity-based 

techniques and comment on how they may be overcome.

11.6 Pisces plc produced the following statement of financial position and income statement at the 
end of the third year of trading:

Statement of financial position as at the end of the third year

£m
aSSetS
Non-current assets
Property 40.0
Machinery and equipment 80.0
Motor vans 18.6
Marketable investments  9.0

147.6
Current assets
Inventories 45.8
Trade receivables 64.6
Cash  1.0

111.4
total assets 259.0
eQUItY aND LIaBILItIeS
equity
share capital 80.0
reserves 36.5

116.5
Non-current liabilities
loan notes 80.0
Current liabilities
Trade payables 62.5

259.0
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Income statement for the third year

£m
sales revenue 231.5
Cost of sales (143.2)
gross profit 88.3
Wages (43.5)
depreciation of machinery and equipment (14.8)
research and development (40.0)
allowance for trade receivables (10.5)
operating loss (20.5)
Income from investments  0.6

(19.9)
Interest payable  (0.8)
normal loss before taxation (20.7)
restructuring costs  (6.0)
loss before taxation (26.7)
Tax  -
loss for the year (26.7)

an analysis of the underlying records reveals the following:

1 The research and development expense relates to the cost of developing a new product in 
the previous year. This cost is written off over a two-year period (starting last year). However, 
this is a prudent approach and the benefits are expected to last for 16 years.

2 The allowance for trade receivables (bad debts) was created this year and the amount of the 
provision is very high. a more realistic figure for the allowance would be £4 million.

3 restructuring costs were incurred at the beginning of the year and are expected to provide 
benefits for an infinite period.

4 The business has a 7 per cent required rate of return for investors.

Required:
Calculate the eva® for the business for the third year of trading.

11.7 a business manufactures refrigerators for domestic use. There are three models: lo, Mid and 
Hi. The models, their quality and their price are aimed at different markets.

Product costs are computed using a blanket (business-wide) overhead rate. Products absorb 
overheads on a labour-hour basis. Prices as a general rule are set based on cost plus 20 per 
cent. The following information is provided:

Lo Mid Hi

Material cost (£/unit) 25 62.5 105
direct labour hours (per unit) 1�2 1 1
budget production – sales (units) 20,000 1,000 10,000

The budgeted overheads for the business, for the year, amount to £4,410,000. direct labour 
is costed at £8 an hour.

The business is currently facing increasing competition, especially from imported goods. as 
a result, the selling price of lo has been reduced to a level that produces a very low profit mar-
gin. To address this problem, an activity-based costing approach has been suggested. The 
overheads have been analysed and it has been found that these are grouped around main busi-
ness activities of machining (£2,780,000), logistics (£590,000) and establishment costs 
(£1,040,000). It is maintained that these costs could be allocated based respectively on cost 
drivers of machine hours, material orders and space, to reflect the use of resources in each of 
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these areas. after analysis, the following proportionate statistics are available related to the total 
volume of products:

Low
%

Mid
%

High
%

Machine hours 40 15 45
Material orders 47 6 47
space 42 18 40

Required:
(a) Calculate for each product the full cost and selling price determined by:

1 The original (traditional) costing method.
2 The activity-based costing method.

(b) What are the implications of the two systems of costing in the situation given?
(c) What business/strategic options exist for the business in the light of the new information?
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In its 2013 annual report, BSkyB Group plc, the satellite television broadcaster, stated:

There is a comprehensive budgeting and forecasting process, and the annual budget, 
which is regularly reviewed and updated, is approved by the board [of directors].

As we shall see, the practice at BSkyB is typical of businesses of all sizes.
What is a budget? What is it for? How is it prepared? Who prepares it? Why does the 

board regard it as important enough to consider? We shall be looking at the answers to 
each of these questions in the course of this chapter.

We shall see that budgets set out short-term plans to help managers run the business. 
They provide the means to assess whether actual performance was as planned and, if 
not, the reasons for this. Budgets do not exist in a vacuum; they are an integral part of a 
planning framework adopted by well-run businesses. To understand fully the nature of 
budgets we must, therefore, understand the strategic planning framework within which 
they are set.

The chapter begins with a discussion of the budgeting framework and then goes on to 
consider detailed aspects of the budgeting process. We shall see that preparing budgets 
relies on an understanding of many of the issues relating to the behaviour of costs and full 
costing, topics that we explored in Chapters 9 and 10.

Introduction

Budgeting

Chapter 12

Learning outcomes

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

●	 define a budget and show how budgets, strategic objectives and strategic 
plans are related;

●	 explain the budgeting process and the interlinking of the various budgets 
within the business;

➔
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     how budgets link with strategic plans and objectives 

 It is vital that businesses develop plans for the future. Whatever a business is trying to 
achieve, it is unlikely to happen unless its managers are clear what the future direction 
of the business is going to be. The development of plans involves fi ve key steps: 

   1    Establish mission, vision and objectives  
  The mission and vision statements set out the overriding purpose of a business and 

what it seeks to achieve. The strategic objectives state how the mission of the business 
can be achieved and will usually include quantifi able goals.  

  2    Undertake a position analysis  
  This involves an assessment of where the business is currently placed in relation to 

where it wants to be, as set out in its mission, vision and strategic objectives.  
  3    Identify and assess the strategic options  
  The business must explore the various ways in which it might move from where it is 

now (identifi ed in step 2) to where it wants to be (identifi ed in step 1).  
  4    Select strategic options and formulate plans  
  This involves selecting what seems to be the best of the courses of action or strategies 

(identifi ed in step 3) and formulating a long-term strategic plan. This strategic plan is 
then normally broken down into a series of short-term plans, one for each element of 
the business. These plans are the budgets. Thus, a  budget  is a business plan for the 
short term – typically one year – and is expressed mainly in fi nancial terms. Its role is 
to convert the strategic plans into actionable blueprints for the immediate future. 
Budgets will defi ne precise targets concerning such things as: 
   ●	   cash receipts and payments;  
  ●	   sales volumes and revenues, broken down into amounts and prices for each of the 

products or services provided by the business;  
  ●	   detailed inventories requirements;  
  ●	   detailed labour requirements; and  
  ●	   specifi c production requirements.    

  5    Perform, review and control  
  Here the business pursues the budgets derived in step 4. By comparing the actual out-

come with the budgets, managers can see if things are going according to plan or not. 
Action would be taken to exercise control where actual performance appears not to be 
matching the budgets.    

     how budgets link with strategic plans and objectives 

  ●	   identify the uses of budgeting and construct various budgets, including the 
cash budget, from relevant data;  

  ●	   discuss the criticisms that are made of budgeting.     
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To develop the point made in the answer to Activity 12.1, managers may find it diffi-
cult to handle a large amount of information relating to a wide range of options. To 
avoid becoming overloaded, they may restrict their range of possible options and/or 
discard some information. Managers may also adopt rather simple approaches to evalu-
ating the mass of information provided. These approaches might not, however, lead to 
the best decisions being made.

From the description of the planning process that we have just met, we can see that 
the relationship between the mission, vision strategic objectives, strategic plans and 
budgets can be summarised as follows:

●	 the mission and vision set the overall direction and, once set, is likely to last for quite a 
long time – perhaps throughout the life of the business;

●	 the strategic objectives, which are also long-term, will translate the mission and vision 
into specific, often quantifiable, targets.

●	 the strategic plans identify how each objective will be pursued; and
●	 the budgets set out, in detail, the short-term plans and targets necessary to fulfil the 

strategic objectives.

An analogy might be found in terms of a student enrolling on a course of study. The 
student’s mission might be to have a happy and fulfilling life. A key strategic objective 
flowing from this mission might be to embark on a career that will be rewarding in vari-
ous ways. The particular study course might have been identified as the most effective 
way to work towards this objective. Successfully completing the course would then be 
the strategic plan. In working towards this strategic plan, passing a particular stage of the 
course might be identified as the target for the forthcoming year. This short-term target 
is analogous to the budget. Having achieved the ‘budget’ for the first year, the student’s 
budget for the second year becomes passing the second stage.

Figure 12.1 shows the planning and control process in diagrammatic form.
It should be emphasised that planning (including budgeting) is the responsibility of 

managers rather than accountants. Although accountants play a role in the planning 
process, by supplying relevant information to managers and by contributing to decision 
making as part of the management team, they should not dominate the process. In prac-
tice, however, this often seems to occur. Managers are failing in their responsibilities if 
they allow accountants to have an excessive influence in the planning and budgeting 
process, however adept at dealing with financial information they may be.

The approach described in step 3 suggests that managers will systematically collect 
information and then carefully evaluate all the options available. Do you think this is 
what managers really do?

In practice, managers may not be as rational and capable as implied.

activity 12.1
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  time horizon of plans and budgets 

 Setting strategic plans is typically a major exercise performed about every fi ve years and 
budgets are usually set annually for the forthcoming year. These time horizons, how-
ever, may vary according to the needs of the particular business. Businesses involved in 
certain industries – say, information technology – may feel that fi ve years is too long a 

  time horizon of plans and budgets 

  once the mission, vision and objectives of the business have been determined, the various 
strategic options available must be considered and evaluated in order to derive a strategic plan. 
The budget is a short-term financial plan for the business that is prepared within the framework 
of the strategic plan. Control can be exercised through the comparison of budgeted and actual 
performance. Where a significant divergence emerges, some form of corrective action should 
be taken. If the budget figures prove to be based on incorrect assumptions about the future, it 
might be necessary to revise the budget.  

  the planning and control process          Figure 12.1

M12_MCLA8297_08_SE_C12.indd   460 24/09/15   6:19 pm



HoW BudGeTS Help MAnAGerS 461

planning period since new developments can, and do, occur virtually overnight. Here, a 
planning horizon of two or three years may be more appropriate. Similarly, a budget 
need not be set for one year, although this appears to be a widely used time horizon. 

 One business that tends to keep its strategic planning under more frequent review is J 
Sainsbury plc, the supermarket business.   real World   12.1   ,  which is an extract from the 
annual report for the business, explains how strategic planning is a regular annual event.   

 Strategic planning at the supermarket 
 According to its annual report, Sainsburys has the following approach to strategic planning: 

  The Board continued to focus on strategic matters during the year. We held a two-day Strategy 
Conference in the autumn, which all the operating Board directors attended. This enabled the 
Board to conduct an in-depth review of relevant economic factors and their likely impact on 
customers and the market, to evaluate key opportunities and threats, consider the five-year cor-
porate plan and agree the strategic goals for the short-term and longer term perspectives, and 
the five areas of focus [Great food, Compelling general merchandise and clothing, Complementary 
channels and services, developing new business and Growing space and creating property 
value]    p     The Board receives a detailed half-year update on progress against the agreed prior-
ities and then, to complete the cycle in july, agrees the objectives and principal areas of focus 
for the next conference.  

  Source:  j Sainsbury plc Annual report 2014, page 41. 

 real World 12.1 

  how budgets help managers 

 Budgets are generally regarded as having fi ve areas of usefulness. These are: 

   ●	   Budgets tend to promote forward thinking and the possible identifi cation of short-term prob-
lems.     Focusing on the future may well enable managers to spot potential problems and 
to do so at an early enough stage for steps to be taken to avoid or otherwise deal with 
each problem. For example, the budgeting process may bring to light a potential short-
age of production capacity. Identifying such a problem, at a very early stage, gives man-
agers time for calm and rational consideration of the best way of overcoming it. The best 
solution to the potential problem possibly may only be feasible if action can be taken 
well in advance.  

  ●	   Budgets can be used to help co-ordination between the various sections of the business.     It is 
crucially important that the activities of the various departments and sections of the 
business are linked so that the activities of one are complementary to those of another. 
The activities of the purchasing/procurement department of a manufacturing busi-
ness, for example, should dovetail with the raw materials needs of the production 
departments. If they do not, production could run out of raw materials, leading to 
expensive production stoppages. Possibly, just as undesirable, excessive amounts of 
raw materials could be bought, leading to large and unnecessary inventories holding 
costs. We shall see how this co-ordination tends to work in practice later in this 
chapter.  

  ●	   Budgets can motivate managers to better performance.     Having a stated task can motivate 
managers and staff  in their performance. Simply to tell managers to do their best is not 

  how budgets help managers 
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very motivating, but to define a required level of achievement is more likely to be so. 
Managers will be better motivated by being able to relate their particular role to the 
business’s overall objectives. Since budgets are directly derived from strategic object-
ives, budgeting makes this possible. It is clearly not possible to allow managers to 
operate in an unconstrained environment. Having to operate in a way that matches 
the goals of the business is a price of working in an effective business.

●	 Budgets can provide a basis for a system of control. Control can be defined as compelling 
events to conform to plan. This definition is valid in any context. For example, when 
we talk about controlling a car, we mean making the car do what we plan that it 
should do. If managers wish to control and monitor their own performance, and that 
of more junior staff, they need some yardstick against which to measure and assess 
performance. Current performance could possibly be compared with past perform-
ance or perhaps with what happens in another business. However, planned perform-
ance is usually the most logical yardstick. If there is information available concerning 
the actual performance for a period, and this can be compared with the planned per-
formance (the budget), then a basis for control will have been established. Since it is 
possible to state actual outcomes in the same terms as the budget, making comparison 
between actual and planned outcomes is a relatively simple matter. Where actual out-
comes are at variance with budgets, this variance will be highlighted. Managers can 
then take steps to get the business back on track towards the achievement of the budg-
ets. This will enable the use of management by exception, an approach where senior 
managers can spend most of their time dealing with those staff or activities that have 
failed to achieve the budget (the exceptions). Thus, senior managers do not have to 
spend too much time on those that are performing well.

  Effective budgets allow all managers to exercise self-control. By knowing what is 
expected of them and what they have actually achieved, they can assess how well they 
are performing and take steps to correct matters where they are failing to achieve.

  We shall be looking more closely at the control aspect of budgeting in Chapter 13.
●	 Budgets can provide a system of authorisation for managers to spend up to a particular limit. 

Some activities (for example, staff development and research and development) are 
allocated a fixed amount of funds at the discretion of senior management. This pro-
vides the authority to spend.

Figure 12.2 shows the benefits of budgets in diagrammatic form.

Budgets are seen as having five main benefits to the businessFigure 12.2
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 The following two activities pick up issues that relate to some of the uses of budgets.   

   The fourth point on the list of the uses of budgets (control) implies that current manage-
ment performance is compared with some yardstick. What is wrong with comparing 
actual performance with past performance, or the performance of others, in an effort to 
exercise control?  

  What happened in the past, or is happening elsewhere, does not necessarily represent a 
sensible target for this year in this business. Considering what happened last year, and in 
other businesses (as with benchmarking), may help in the formulation of plans, but past 
events and the performance of others should not automatically be seen as the target.   

 activity 12.3 

   The third point on the list of the uses of budgets (motivation) implies that managers are 
set stated tasks. Do you think there is a danger that requiring managers to work 
towards such predetermined targets will stifle their skill, flair and enthusiasm?  

  If the budgets are set in such a way as to offer challenging yet achievable targets, the man-
ager is still required to show skill, flair and enthusiasm. There is the danger, however, that if 
targets are badly set (either unreasonably demanding or too easy to achieve), they could be 
demotivating and have a stifling effect.   

 activity 12.2 

 The fi ve identifi ed uses of budgets can confl ict with one another on occasion. Using 
the budget as a motivational device provides a possible example of this. Some businesses 
set the budget targets at a more diffi  cult level than the managers are expected to achieve 
in an attempt to motivate managers to strive to reach their targets. For control purposes, 
however, the budget becomes less meaningful as a benchmark against which to compare 
actual performance. Incidentally, there is good reason to doubt the eff ectiveness of set-
ting excessive targets as a motivational device, as we shall see in  Chapter   13   . 

 Confl ict between the diff erent uses will mean that managers must decide which par-
ticular uses for budgets should be given priority. Managers must be prepared, if neces-
sary, to trade off  the benefi ts resulting from one particular use for the benefi ts of another.  

  Budgets and forecasts 

 A budget may, as we have already seen, be defi ned as a business plan for the short term. 
Budgets are, to a great extent, expressed in fi nancial terms. Note particularly that a budget 
is a  plan,  not a forecast. To talk of a plan suggests an intention or determination to achieve 
the targets;  forecasts  tend to be predictions of the future state of the environment. 

 Clearly, forecasts are very helpful to the planner/budget-setter. If, for example, a repu-
table forecaster has predicted the number of new cars to be purchased in the UK during 
next year, it will be valuable for a manager in a car manufacturing business to take 
account of this information when setting next year’s sales budgets. However, a forecast 
and a budget are distinctly diff erent.  

  Budgets and forecasts 
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  Limiting factors 

 Some aspect of the business will, inevitably, stop it achieving its objectives to the maxi-
mum extent. This is often a limited ability of the business to sell its products, due to 
limits on the size of the potential market. Sometimes, however, it is some production 
shortage (such as labour, materials or plant) that is the  limiting factor,  or, linked to these, 
a shortage of funds. Often, production shortages can be overcome by an increase in 
funds – for example, more plant can be bought or leased. This is not always a practical 
solution, because no amount of money will buy certain labour skills or increase the 
world supply of some raw material. 

 Easing an initial limiting factor may sometimes be possible. For example, subcontract-
ing can eliminate a plant capacity problem. This means that some other factor, perhaps 
lack of sales demand, will replace the production problem, though at a higher level of 
output. Ultimately, however, the business will hit a ceiling; some limiting factor will 
prove impossible to ease. 

 The limiting factor must be identifi ed as most, if not all, budgets will be aff ected by the 
limiting factor. If this can be identifi ed at the outset, all managers can be informed of the 
restriction early in the process. When preparing the budgets, account can then be taken 
of the limiting factor.  

  periodic and continual budgets 

 Budgeting can be undertaken on a periodic or a continual basis. A  periodic budget  is 
prepared for a particular period (usually one year). Managers will agree the budget for the 
year and then allow the budget to run its course. Although it may be necessary to revise 
the budget on occasions, preparing the periodic budget is, in essence, a one-off  exercise 
during each fi nancial year. A  continual budget,  as the name suggests, is continually 
updated. We have seen that an annual budget will normally be broken down into 
smaller time intervals (usually monthly periods) to help control the activities of the busi-
ness. A continual budget will typically add a new month to replace the month that has 
just passed, thereby ensuring that, at all times, there will be a budget for a full planning 
period. A continual budget is also referred to as a  rolling budget.   

  Limiting factors 

  periodic and continual budgets 

   Which method of budgeting do you think is likely to be more costly and which method 
is likely to be more beneficial for forward planning?  

  periodic budgeting will usually take less time and effort and will, therefore, be less costly. 
However, as time passes, the budget period shortens and towards the end of the financial 
year managers will be working to a very short planning period indeed. Continual budget-
ing, on the other hand, will ensure that managers always have a full year’s budget to help 
them make decisions. It is claimed that continual budgeting ensures that managers plan 
throughout the year rather than just once each year. In this way it encourages a perpetual 
forward-looking attitude.   

 activity 12.4 
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 While continual budgeting encourages a forward-looking attitude, there is a danger 
that budgeting will become a mechanical exercise. Managers may not have time to step 
back from their other tasks each month and consider the future with suffi  cient care. 
Continually taking this forward-looking attitude, therefore, may be diffi  cult to sustain. 

 Continual budgets do not appear to be very popular in practice. A survey of 340 senior 
fi nancial staff  of small, medium and large businesses in North America revealed that 
only 9 per cent of businesses use them (see reference 1 at the end of the chapter).  

   Can you think of any reason why most businesses prepare detailed budgets for the 
forthcoming year, rather than for a shorter or longer period?  

  The reason is probably that a year represents a long enough time for the budget preparation 
exercise to be worthwhile, yet short enough into the future for detailed plans to be capable 
of being made. As we shall see later in this chapter, the process of formulating budgets can 
be a time-consuming exercise, but there are economies of scale – for example, preparing the 
budget for the next year would not normally take twice as much time and effort as preparing 
the budget for the next six months.   

 activity 12.5 

 An annual budget sets targets for the forthcoming year for all aspects of the business. It 
is usually broken down into monthly budgets, which defi ne monthly targets. Indeed, in 
many instances, the annual budget will be built up from monthly fi gures. The sales staff , 
for example, may be required to set sales targets for each month of the budget period. 
These targets may well diff er from month to month, particularly where there are seasonal 
demand variations. Other budgets will be set for each month, as we shall explain shortly.  

  how budgets link to one another 

 A typical larger business will prepare more than one budget for a particular period. Each 
budget prepared will relate to a specifi c aspect of its operations. The ideal situation is 
probably that there should be a separate operating budget for each person who is in a 
managerial position, no matter how junior. The contents of all of the individual operat-
ing budgets will be summarised in  master budgets  usually consisting of a budgeted 
income statement and statement of fi nancial position (balance sheet). The cash budget 
is considered by some to be a third master budget. 

  Figure    12.3    illustrates the interrelationship and interlinking of individual operating 
budgets, in this particular case using a manufacturing business as an example.  

 The sales budget is usually the fi rst to be prepared (at the left of  Figure    12.3   ), as the 
level of sales often determines the overall level of activity for the forthcoming period. 
This is because sales demand is probably the most common limiting factor (see page 464). 
The fi nished inventories requirement tends to be set by the level of sales, though it 
would also be dictated by the policy of the business on the level of the fi nished products 
inventories that it chooses to hold. The requirement for fi nished inventories will deter-
mine the required production levels, which will, in turn, dictate the requirements of the 
individual production departments or sections. The demands of manufacturing, in con-
junction with the business’s policy on how long it holds raw materials before they enter 
production, defi ne the raw materials inventories budget. The purchases budget will be 

  how budgets link to one another 
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dictated by the materials inventories budget, which will, in conjunction with the policy 
of the business on taking credit from suppliers, dictate the trade payables budget. One of 
the determinants of the cash budget will be the trade payables budget; another will be 
the trade receivables budget, which itself derives, through the business’s policy on settle-
ment periods granted to credit customers, from the sales budget. Cash will also be 
affected by overheads and direct labour costs (themselves linked to production) and by 
capital expenditure. Cash will also be affected by new finance and redemption of exist-
ing sources. (This is not shown in Figure 12.3 because the diagram focuses only on budg-
ets concerned with operational matters.)

As we have just seen, the various budgets for the business, for a particular period, link 
closely to one another. This is how budgets help to achieve the co-ordination that was 
mentioned as one of the areas of usefulness that budgets provide (see the five areas of 
usefulness of budgets on page 462).

A manufacturing business has been used as the example in Figure 12.3 simply because 
it has all of the types of operating budgets found in practice. Service businesses have 
similar arrangements of budgets, but obviously may not have inventories budgets. All of 
the issues relating to budgets apply equally well to all types of business.

Sales demand is not necessarily the limiting factor. Assuming the budgeting process 
takes the order just described, it might be found in practice that there is some constraint 
other than sales demand. The production capacity of the business may, for example, be 
incapable of meeting the necessary levels of output to match the sales budget for one or 
more months. Finding a practical way of overcoming the problem may be possible. As a last 
resort, it might be necessary to revise the sales budget to a lower level to match the 
 production limitation.

There will be the horizontal relationships between budgets, which we have just 
looked at, but there will usually be vertical ones as well. Breaking down the sales budget 

The starting point is usually the sales budget. The expected level of sales normally defines the 
overall level of activity for the business. The other operating budgets will be drawn up in accord-
ance with this. Thus, the sales budget will largely define the finished inventories requirements 
and, from this, we can define the production requirements and so on. This shows the interrela-
tionship of operating budgets for a manufacturing business.

the interrelationship of operating budgetsFigure 12.3
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into a number of subsidiary budgets, perhaps one for each regional sales manager, is a 
common approach. The overall sales budget will be a summary of the subsidiary ones. 
The same may be true of virtually all of the other budgets, most particularly the produc-
tion budget.

Figure  12.4 shows the vertical relationship of the sales budgets for a business. The 
business has four geographical sales regions, each one the responsibility of a separate 
manager. Each regional manager is responsible to the overall sales manager of the busi-
ness. The overall sales budget is the sum of the budgets for the four sales regions.

Can you think of any ways in which a short-term shortage of production facilities of a 
manufacturer might be overcome?

We thought of the following:

●	 Higher production in previous months and increasing inventories (‘stockpiling’) to meet 
periods of higher demand.

●	 Increasing production capacity, perhaps by working overtime and/or acquiring (buying 
or leasing) additional plant.

●	 Subcontracting some production.
●	 encouraging potential customers to change the timing of their purchases by offering 

discounts or other special terms during the months that have been identified as quiet.

You might well have thought of other approaches.

activity 12.6

This business manages its sales through four geographical areas. The overall sales budget for 
the business as a whole is the sum of the four regional sales budgets.

the vertical relationship between a business’s sales budgetsFigure 12.4

Sales are not always managed on a geographical basis. Businesses that sell a range of 
products may manage their sales on a product-type basis, with a specialist manager 
responsible for each type of product. Thus, an insurance business may have separate 
sales managers and, therefore, separate sales budgets, for life insurance, household insur-
ance, motor insurance and so on. Very large businesses may even have separate product-
type managers for each geographical region. Each of these managers would have a 
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separate budget, which would combine to form the overall sales budget for the business 
as a whole. 

 All of the operating budgets that we have just reviewed must mesh with the master 
budgets, that is, the budgeted income statement and statement of fi nancial position.  

  the budget-setting process 

 Budgeting is seen by businesses (and other organisations) as such an important area that 
it tends to be approached in a fairly methodical and formal way. This usually involves a 
number of steps, which we shall now consider: 

     Step 1: establish who will take responsibility 
 Those responsible for the budget-setting process must have real authority within the 
organisation.  

  the budget-setting process 

   Why would those responsible for the budget-setting process need to have real authority?  

  one of the crucial aspects of the process is establishing co-ordination between budgets 
so that the plans of one department match and are complementary to those of other 
departments. This usually requires compromise where adjustment of initial budgets must 
be undertaken. This in turn means that someone on the board of directors (or another 
senior manager) has to be closely involved; only people of this rank are likely to have the 
necessary moral and, if needed, formal managerial authority to force departmental manag-
ers to compromise.   

 activity 12.7 

 A  budget committee  is usually formed to supervise and take responsibility for the 
budget-setting process. This committee usually includes a senior representative of most 
of the functional areas of the business – marketing, production, human resources and so 
on. Often, a  budget officer  is appointed to carry out the technical tasks of the commit-
tee, or to supervise others carrying them out. Not surprisingly, given their technical 
expertise, accountants are often given this role.  

  Step 2: Communicate budget guidelines to relevant managers 
 Budgets are intended to be the short-term plans that seek to work towards the achieve-
ment of strategic plans and to the overall objectives of the business. It is, therefore, 
important that, in drawing up budgets, managers are aware of what the strategic plans 
are and how the forthcoming budget period is intended to work towards them.  Managers 
must also be aware of the commercial/economic environment in which they will be 
operating. This may include awareness of market trends, future rates of infl ation, fore-
cast changes in technology and so on. It is the budget committee’s responsibility to see 
that managers have all the necessary information.  
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Step 3: Identify the key, or limiting, factor
There will be a limiting factor that will restrict the business from achieving its objectives 
to the maximum extent, as we saw earlier in the chapter (page 464). Identifying the lim-
iting factor at the earliest stage in the budget-setting process will be helpful.

Step 4: prepare the budget for the area of the limiting factor
The limiting factor will determine the overall level of activity for the business. The 
 limiting-factor budget will, as we have already seen, often be the sales budget, since 
the ability to sell is probably the most significant constraint on future growth. (When 
discussing the interrelationship of budgets earlier in the chapter, we started with the 
sales budget for this reason.) Sales demand, however, is not always the limiting 
factor.

Step 5: prepare draft budgets for all other areas
The other budgets are prepared, consistent with the budget for the area of the limiting 
factor. In all budget preparation, the computer has become an almost indispensable tool. 
Much of the work of preparing budgets is repetitive and tedious, yet the resultant budget 
has to be a reliable representation of the plans made. Computers are ideally suited to 
such tasks and human beings are not. Budgets often have to be redrafted several times 
because of some minor alteration; computers do this without complaint.

Setting individual budgets may be approached in one of two broad ways. The top-down 
approach is where the senior management of each budget area originates the budget tar-
gets, perhaps discussing them with lower levels of management and, as a result, refining 
them before the final version is produced. With the bottom-up approach, the targets are 
fed upwards from the lowest level. For example, junior sales managers will be asked to set 
their own sales targets, which then become incorporated into the budgets of higher 
 levels of management until the overall sales budget emerges.

Where the bottom-up approach is adopted, it is usually necessary to haggle and nego-
tiate at different levels of authority to achieve agreement. Perhaps the plans of some 
departments do not fit in with those of others or the targets set by junior managers are 
not acceptable to their superiors. The bottom-up approach is less popular in practice 
than top-down (see reference 2 at the end of the chapter).

There will be further discussion of the benefits of participation in target setting later 
in the text (see Chapter 13).

What are the advantages and disadvantages of each type of budgeting approach 
(bottom-up and top-down)?

The bottom-up approach allows greater involvement among managers in the budgeting pro-
cess and this, in turn, may increase the level of commitment to the targets set. It also allows 
the business to draw more fully on the local knowledge and expertise of its managers. How-
ever, this can be time-consuming and may result in some managers setting themselves 
undemanding targets in order to have an easy life.

activity 12.8

➔
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Step 6: review and co-ordinate budgets
The budget committee must, at this stage, review the various budgets and satisfy itself 
that the budgets are consistent with one another. Where there is a lack of co-ordination, 
steps must be taken to ensure that the budgets mesh. Since this will require that at least 
one budget must be revised, this activity normally benefits from a diplomatic approach. 
Ultimately, however, the committee may be forced to assert its authority and insist that 
alterations are made.

Step 7: prepare the master budgets
The master budgets are the budgeted income statement and budgeted statement of 
financial position – and, perhaps, a summarised cash budget. The individual operating 
budgets, that have already been prepared, should provide all of the information required 
to prepare the master budgets. The budget committee usually undertakes the task of 
preparing the master budgets.

Step 8: Communicate the budgets to all interested parties
The formally agreed operating budgets are now passed to the individual managers who 
will be responsible for their implementation. This is, in effect, senior management com-
municating to the other managers the targets that are expected to be achieved.

Step 9: Monitor performance relative to the budget
Much of the budget-setting activity will have been pointless unless each manager’s 
actual performance is compared with the benchmark of planned performance, which is 
embodied in the budget. This issue is examined in detail in Chapter 13.

The steps in the budget-setting process are shown in diagrammatic form in 
Figure 12.5.

Where the established budgets are proving to be unrealistic, it is usually helpful to 
revise them. They may be unrealistic because certain assumptions made when the budg-
ets were first set have turned out to be incorrect. This may occur where managers 
(budget-setters) have made poor judgements or where the environment has changed 
unexpectedly from what was, quite reasonably, assumed. Irrespective of the cause, unre-
alistic budgets are of little value and revising them may be the only logical approach to 
take. Nevertheless, revising budgets should be regarded as exceptional and only under-
taken after careful consideration.

activity 12.8 continued

The top-down approach enables senior management to communicate plans to employees 
and to co-ordinate the activities of the business more easily. It may also help in establishing 
more demanding targets for managers. However, the level of commitment to the budget may 
be lower as many of those responsible for achieving the budgets will have been excluded 
from the budget-setting process.
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  Using budgets in practice 

 This section provides an indication of how budgets are used, the extent to which they are 
used and their level of accuracy. 

   real World   12.2     shows how Greene King plc, the UK brewer, pub and hotel operator, 
undertakes its budgeting process.  

  Using budgets in practice 

  once the budgets are prepared, they are communicated to all interested parties and, over time, 
actual performance is monitored in relation to the targets set out in the budgets.  

  Steps in the budget-setting process          Figure 12.5
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There is quite a lot of survey evidence that reveals the extent to which budgeting is 
used by businesses in practice. real World  12.3 reviews some of this evidence, which 
shows that most businesses prepare and use budgets.

Budgeting at Greene king
According to its annual report Greene king has:

●	 a comprehensive planning and financial reporting procedure including annual budgets and a 
three-year strategic plan, both of which are reviewed and approved by the board;

●	 on-going monitoring by both the board and senior management of performance against budgets, 
through the periodic reporting of detailed management accounts and key performance 
indicators;

Source: Greene king plc. Annual report 2014, page 48.

real World 12.2

Budgeting in practice
A survey of 41 uk manufacturing businesses found that 40 of the 41 surveyed prepared 
budgets.

Source: Contemporary Management Accounting Practices in UK Manufacturing, d. dugdale, C. jones and S. Green, CIMA 
publication, elsevier, 2006.

Another survey of uk businesses, but this time businesses involved in the food and drink 
sector, found that virtually all of them used budgets.

Source: An Empirical Investigation of the Evolution of Management Accounting Practices, M. Abdel-kader and r. luther, Working 
paper no. 04/06, university of essex, october 2004.

A survey of the opinions of senior finance staff at 340 businesses of various sizes and 
operating in a wide range of industries in north America revealed that 97 per cent of those 
businesses had a formal budgeting process.

Source: perfect how you project, BpM Forum, 2008.

on the other hand, a survey of seven small and four medium sized uk business found that 
not all of the small ones had a formal budgeting process, though all of the medium sized 
ones did.

Source: lucas, M., prowle, p. and lowth, G., Management accounting practices of uk small-medium-sized enterprises, CIMA, july 
2013, page 6.

Although these four surveys relate to uk and north American businesses, they provide 
some idea of what is likely also to be the practice elsewhere in the developed world.

real World 12.3

Not only does the formal evidence strongly indicate widespread use of budgeting, 
casual observation by, for example, reading through the annual reports of listed busi-
nesses shows how widespread the use of budgeting is among larger businesses.

real World 12.4 gives some insight about the accuracy of budgets.
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  Incremental and zero-base budgeting 

 Budget setting seems often to be done on the basis of what happened last year, with some 
adjustment for any changes in factors that are expected to aff ect the forthcoming budget 
period (for example, infl ation). This approach is known as  incremental budgeting  and is 
often used for  discretionary budgets,  such as research and development and staff  train-
ing. With this type of budget, the  budget holder  (the manager responsible for the 
budget) is allocated a sum of money to be spent in the area of activity concerned. Such 
budgets are referred to as ‘discretionary’ budgets because the sum allocated is normally 
at the discretion of senior management. These budgets are very common in local and 

  Incremental and zero-base budgeting 

 Budget accuracy 
 The survey of senior finance staff of north American businesses, mentioned in  real World 
  12.3   , asked them to compare the actual revenues with the budgeted revenues for 2007. 
  Figure   12.6    shows the results.  

 real World 12.4 

 We can see that only 66 per cent of revenue budgets were accurate within 10 per cent. 
The survey revealed that budgets for expenses were generally more accurate, with 74 per 
cent being accurate within 10 per cent. 

  Source:  perfect how you project, BpM Forum, 2008. 

  the accuracy of revenue budgets          Figure 12.6
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central government (and in other public bodies), but are also used in commercial busi-
nesses to cover the types of activity that we have just referred to.

Discretionary budgets are often found in areas where there is no clear relationship 
between inputs (resources applied) and outputs (benefits). Compare this with, say, a raw 
materials usage budget in a manufacturing business, where the amount of material used 
and, therefore, the amount of funds involved, are clearly related to the level of produc-
tion and, ultimately, to sales volumes. Discretionary budgets can easily eat up funds, 
with no clear benefit being derived. It is often only the proposed periodic increases in 
these budgets that are closely scrutinised.

real World 12.5 provides some idea of the extent to which incremental budgeting is 
used in practice.

Budgeting by increments
The 2009 CIMA survey showed that incremental budgeting is quite widely used in practice, 
as is shown by Figure 12.7.

It seems reasonable to presume that where businesses use an incremental approach, 
it is in the context of discretionary budgets.

Source: Management accounting tools for today and tomorrow, CIMA, 2009, page 15.

real World 12.5

Incremental budgeting is used by about 47 per cent of all of the businesses surveyed.

the use of incremental budgetingFigure 12.7
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Zero-base budgeting (ZBB) rests on the philosophy that all spending needs to be 
justified. Thus, when establishing, say, the training budget each year, it is not automatic-
ally accepted that training courses should be financed in the future simply because they 
were undertaken this year. The training budget will start from a zero base (that is no 
resources at all) and will only be increased above zero if a good case can be made for the 
scarce resources of the business to be allocated to this form of activity. Top management 
will need to be convinced that the proposed activities represent ‘value for money’.

ZBB encourages managers to adopt a more questioning approach to their areas of 
responsibility. To justify the allocation of resources, managers are often forced to think 
carefully about the particular activities and the ways in which they are undertaken. This 
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questioning approach should result in a more efficient use of business resources. 
An  increasing portion of the total cost of most businesses is in areas where the link 
between outputs and inputs is not always clear. The commitment of resources is, there-
fore, discretionary rather than demonstrably essential to production. Thus, ZBB is 
increasingly relevant.

Can you think of any disadvantages of using ZBB?

The principal problems with zBB are:

●	 It is time-consuming and therefore expensive to undertake.
●	 Managers whose sphere of responsibility is subjected to zBB can feel threatened by it.

activity 12.9

not zero cost savings
zero-based budgeting can drive significant and sustainable savings, but it is much more 
than simply building a budget from zero. World-class zBB programs build a culture of cost 
management through unprecedented cost visibility, a unique governance model, account-
ability at all levels of the organization, aligned incentives, and a rigorous and routine pro-
cess. zBB frees up unproductive costs and allows those savings to be taken to the bottom 
line or redirected to more productive areas that will drive future growth.

Source: Callaghan, S., Hawke, k. and Mignerey, C., Five myths (and realities) about zero-based budgeting, Mckinsey and Company, 
www.mckinsey.com/insight/corporate_finance, october 2014.

real World 12.6

The benefits of a ZBB approach can be gained to some extent – perhaps at not too great 
a cost – by using the approach on a selective basis. For example, a particular budget area 
could be subjected to ZBB-type scrutiny only every third or fourth year. In any case, if 
ZBB is used more frequently, there is the danger that managers will use the same argu-
ments each year to justify their activities. The process will simply become a mechanical 
exercise and the benefits will be lost. For a typical business, some areas are likely to bene-
fit from ZBB more than others. As mentioned earlier, the areas most likely to benefit from 
ZBB involve discretionary spending, such as training, advertising and research and 
development.

If senior management is aware that their subordinates are likely to feel threatened by 
the nature of this form of budgeting, care can be taken to apply ZBB with sensitivity. 
However, in the quest for cost control and value for money, ZBB can result in some 
tough decisions being made.

real World 12.6 is an extract from an article written by three management consult-
ants who are with McKinsey and Company, the leading management consultancy. The 
writers have had experience of establishing ZBB systems with various clients and seeing 
significant operating cost savings.

real World 12.7 gives some impression of how much ZBB is used in practice.
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 Too low for zero 
 A significant proportion of businesses use zBB in practice, according to the 2009 CIMA 
survey. The detail is shown by  Figure   12.8   .  

 As with incremental budgeting, it is likely that zBB is mainly used when preparing 
 discretionary budgets. 

 Source: Management accounting tools for today and tomorrow, CIMA, 2009, page 15. 

 real World 12.7 

  zero-base budgeting is used by about 41 per cent of all of the businesses surveyed.  

 the use of zero-base budgeting           Figure 12.8 
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  preparing budgets 

 We shall now look in some detail at how the various budgets used by the typical business 
are prepared, starting with the cash budget and then looking at the others. 

  the cash budget 

 It is helpful for us to start with the cash budget because: 

   ●	   It is a key budget (some people see it as a ‘master budget’ along with the budgeted 
income statement and budgeted statement of fi nancial position); most economic 
aspects of a business are refl ected in cash sooner or later. This means that, for a typical 
business, the cash budget refl ects the whole business more comprehensively than any 
other single budget;  

  ●	   A very small, unsophisticated business (for example, a corner shop) may feel that full-
scale budgeting is not appropriate to its needs, but almost certainly it should prepare 
a cash budget as a minimum.   

 Since budgets are documents that tend to be used only internally by a business, their 
format is a question of management choice and will vary from one business to the next. 

  preparing budgets 
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However, since all managers, irrespective of the business, are likely to be using budgets 
for similar purposes, some consistency of approach tends to be found. In most busi-
nesses, the cash budget will probably possess the following features:

1 The budget period would be broken down into sub-periods, typically months.
2 The budget would be in columnar form, with one column for each month.
3 Receipts of cash would be identified under various headings and a total for each 

month’s receipts shown.
4 Payments of cash would be identified under various headings and a total for each 

month’s payments shown.
5 The surplus of total cash receipts over payments, or of payments over receipts, for 

each month would be identified.
6 The running cash balance would be identified. This would be achieved by taking the 

balance at the end of the previous month and adjusting it for the surplus or deficit of 
receipts over payments for the current month.

Typically, all of the pieces of information in points 3 to 6 in this list would be useful to 
management for one reason or another.

Probably the best way to deal with this topic is through an example.

Vierra Popova Ltd is a wholesale business. The budgeted income statements for 
each of the next six months are as follows:

Jan  
£000

Feb  
£000

Mar  
£000

Apr  
£000

May  
£000

June  
£000

Sales revenue 52 55 55 60 55 53
Cost of goods sold (30) (31) (31) (35) (31) (32)
Salaries and wages (10) (10) (10) (10) (10) (10)
electricity (5) (5) (4) (3) (3) (3)
depreciation (3) (3) (3) (3) (3) (3)
other overheads (2) (2) (2) (2) (2) (2)
Total expenses (50) (51) (50) (53) (49) (50)
profit for the month 2 4 5 7 6 3

The business allows all of its customers one month’s credit (this means, for 
example, that cash from January sales will be received in February). Sales revenue 
during December totalled £60,000.

The business plans to maintain inventories at their existing level until March. 
During that month they are to be reduced by £5,000. Inventories will remain at 
this lower level indefinitely. Inventories purchases are made on one month’s 
credit. December purchases totalled £30,000. Salaries, wages and ‘other overheads’ 
are paid in the month concerned. Electricity is paid quarterly in arrears in March 
and June. The business plans to buy and pay for a new delivery van in March. This 
will cost a total of £15,000, but an existing van will be traded in for £4,000 as part 
of the deal.

The business expects to have £12,000 in cash at the beginning of January.

example 12.1

➔
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The cash budget for the six months ending in June will look as follows:

Jan  
£000

Feb  
£000

Mar  
£000

Ap  
£000

May  
£000

June 
£000

Receipts
Trade receivables (note 1) 60 52 55 55 60 55
Payments
Trade payables (note 2) (30) (30) (31) (26) (35) (31)
Salaries and wages (10) (10) (10) (10) (10) (10)
electricity (14) (9)
other overheads (2) (2) (2) (2) (2) (2)
van purchase – – (11) – – –
Total payments (42) (42) (68) (38) (47) (52)
Cash surplus for the month 18 10 (13) 17 13 3
opening balance (note 3) 12 30 40 27 44 57
Closing balance 30 40 27 44 57 60

Notes:

1 The cash receipts from trade receivables lag a month behind sales because customers are given a 
month in which to pay for their purchases. So, December sales will be paid for in January and so 
on.

2 For inventories to remain constant at the end of each month, the business must replace exactly 
the amount that has been used. In most months, the purchases of inventories will, therefore, 
equal the cost of goods sold. During March, however, the business plans to reduce its invento-
ries by £5,000. This means that inventories purchases will be lower than inventories usage in 
that month. The payments for inventories purchases lag a month behind purchases because the 
business expects to be allowed a month to pay for what it buys.

3 Each month’s cash balance is the previous month’s figure plus the cash surplus (or minus the 
cash deficit) for the current month. The balance at the start of January is £12,000 according to 
the information provided just before the cash budget (above).

4 Depreciation does not give rise to a cash payment. In the context of profit  measurement (in the 
income statement), depreciation is a very important aspect. Here, however, we are interested 
only in cash.

example 12.1 continued

Looking at the cash budget of Vierra Popova Ltd, what conclusions do you draw and 
what possible course of action do you recommend regarding the cash balance over the 
period concerned?

Given the size of the business, there is a fairly large cash balance that seems to be increasing. 
Management might consider:

1 putting some of the cash into an income-yielding deposit;
2 increasing the investment in non-current (fixed) assets;

activity 12.10
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3 increasing the investment in current assets;
4 paying a dividend to the owners;
5 repaying borrowings.

It would only be worth considering possibilities 2 and 3 where doing so would have the effect 
of increasing profit by an acceptable extent.

Vierra Popova Ltd (see Example 12.1) now wishes to prepare its cash budget for the 
second six months of the year. The budgeted income statements for each month of the 
second half of the year are as follows:

July  
£000

Aug  
£000

Sept 
£000

Oct  
£000

Nov  
£000

Dec  
£000

Sales revenue 57 59 62 57 53 51
Cost of goods sold (32) (33) (35) (32) (30) (29)
Salaries and wages (10) (10) (10) (10) (10) (10)
electricity (3) (3) (4) (5) (6) (6)
depreciation (3) (3) (3) (3) (3) (3)
other overheads (2) (2) (2) (2) (2) (2)
Total expenses (50) (51) (54) (52) (51) (50)
profit for the month 7 8 8 5 2 1

The business will continue to allow all of its customers one month’s credit.
It plans to increase inventories from the 30 June level by £1,000 during each month 

until, and including, September. During the following three months, inventories levels 
will be decreased by £1,000 each month.

Inventories purchases, which had been made on one month’s credit until the June 
payment, will, starting with the purchases made in June, be made on two months’ 
credit.

Salaries, wages and ‘other overheads’ will continue to be paid in the month 
 concerned. Electricity is paid quarterly in arrears in September and December.

At the end of December, the business intends to pay off part of some borrowings. 
This payment is to be such that it will leave the business with a cash balance of £5,000 
with which to start next year.

Prepare the cash budget for the six months ending in December. (Remember that any 
information you need that relates to the first six months of the year, including the cash 
balance that is expected to be brought forward on 1 July, is given in Example 12.1.)

activity 12.11

➔
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preparing other budgets

Though each one will have its own particular features, many of the other budgets will 
follow the same sort of pattern as the cash budget, that is, they will show inflows and 
outflows during each month and the opening and closing balances in each month.

activity 12.11 continued

The cash budget for the six months ended 31 december is:

July  
£000

Aug  
£000

Sept 
£000

Oct  
£000

Nov  
£000

Dec  
£000

Receipts
Trade receivables 53 57 59 62 57 53
Payments
Trade payables (note 1) – (32) (33) (34) (36) (31)
Salaries and wages (10) (10) (10) (10) (10) (10)
electricity – – (10) – – (17)
other overheads (2) (2) (2) (2) (2) (2)
Borrowings repayment (note 2) – – – – – (131)
Total payments (12) (44) (55) (46) (48) (191)
Cash surplus for the month 41 13 4 16 9 (138)
opening balance 60 101 114 118 134 143
Closing balance 101 114 118 134 143 5

notes:

1 There will be no payment to suppliers (trade payables) in july because the june 
 purchases will be made on two months’ credit and will therefore be paid in August. The 
july purchases, which will equal the july cost of sales figure plus the increase in inven-
tories made in july, will be paid in September and so on.

2 The borrowings repayment is simply the amount that will cause the balance at 31 
december to be £5,000.

To illustrate some of the other budgets, we shall continue to use the example of 
Vierra Popova Ltd that we introduced in Example 12.1. To the information given 
there, we need to add the fact that the inventories balance at 1 January was £30,000.

Trade receivables budget
This would normally show the planned amount owed to the business by credit 
customers at the beginning and at the end of each month, the planned total credit 
sales revenue for each month and the planned total cash receipts from credit cus-
tomers (trade receivables). The layout would be something like this:

Jan  
£000

Feb  
£000

Mar  
£000

Apr  
£000

May 
£000

June 
£000

opening balance 60 52 55 55 60 55
Sales revenue 52 55 55 60 55 53
Cash receipts (60) (52) (55) (55) (60) (55)
Closing balance 52 55 55 60 55 53

example 12.2
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The opening and closing balances represent the amount that the business plans to 
be owed (in total) by credit customers (trade receivables) at the beginning and end 
of each month, respectively.

Trade payables budget
Typically this shows the planned amount owed to suppliers by the business at the 
beginning and at the end of each month, the planned credit purchases for each 
month and the planned total cash payments to trade payables. The layout would 
be something like this:

Jan  
£000

Feb  
£000

Mar  
£000

Apr  
£000

May 
£000

June 
£000

opening balance 30 30 31 26 35 31
purchases 30 31 26 35 31 32
Cash payment (30) (30) (31) (26) (35) (31)
Closing balance 30 31 26 35 31 32

The opening and closing balances represent the amount planned to be owed (in 
total) by the business to suppliers (trade payables), at the beginning and end of each 
month respectively.

Inventories budget
This would normally show the planned amount of inventories to be held by the 
business at the beginning and at the end of each month, the planned total inven-
tories purchases for each month and the planned total monthly inventories usage. 
The layout would be something like this:

Jan  
£000

Feb  
£000

Mar  
£000

Apr  
£000

May 
£000

June 
£000

opening balance 30 30 30 25 25 25
purchases 30 31 26 35 31 32
Inventories used (30) (31) (31) (35) (31) (32)
Closing balance 30 30 25 25 25 25

The opening and closing balances represent the amount of inventories, at cost, 
planned to be held by the business at the beginning and end of each month 
respectively.

A raw materials inventories budget, for a manufacturing business, would follow a 
similar pattern, with the ‘inventories used’ amount being the cost of the inventor-
ies put into production. A finished inventories budget for a manufacturer would also 
be similar to the one shown above, except that ‘inventories manufactured’ would 
replace ‘purchases’. A manufacturing business would normally prepare both a raw 
materials inventories budget and a finished inventories budget. Both of these 
would typically be based on the full cost of the inventories (that is, including over-
heads). There is no reason why the inventories should not be valued on the basis of 
either variable cost or direct costs. It will depend on which would provide more 
useful information.

The inventories budget will normally be expressed in financial terms, but may 
also be expressed in physical terms (for example, kilograms or metres) for individ-
ual inventories items.
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Note how the trade receivables, trade payables and inventories budgets in 
 Example  12.2 link to one another, and to the cash budget, for the same business in 
Example 12.1. Note particularly that:

●	 the purchases figures in the trade payables budget and in the inventories budget are 
identical;

●	 the cash payments figures in the trade payables budget and the trade payables figures 
in the cash budget are identical;

●	 the cash receipts figures in the trade receivables budget and the trade receivables fig-
ures in the cash budget are identical.

Other values would link different budgets in a similar way. For example, the row of sales 
revenue figures in the trade receivables budget would be identical to the sales revenue 
figures that will be found in the sales budget. This is how the linking (co-ordination), 
which was discussed earlier in this chapter, is achieved.

Have a go at preparing the trade receivables budget for Vierra Popova Ltd for the six 
months from July to December (see Activity 12.11).

The trade receivables budget for the six months ended 31 december is:

July  
£000

Aug  
£000

Sep  
£000

Oct  
£000

Nov  
£000

Dec  
£000

opening balance (note 1) 53 57 59 62 57 53
Sales revenue (note 2) 57 59 62 57 53 51
Cash receipts (note 3) (53) (57) (59) (62) (57) (53)
Closing balance (note 4) 57 59 62 57 53 51

notes:

1 The opening trade receivables figure is the previous month’s sales revenue figure (sales are on one 
month’s credit).

2 The sales revenue is the current month’s figure.
3 The cash received each month is equal to the previous month’s sales revenue figure.
4 The closing balance is equal to the current month’s sales revenue figure.

note that if we knew any three of the four figures each month, we could deduce the fourth.

This budget could be set out in any manner that would have given the sort of information that 
management would require in respect of planned levels of trade receivables and associated 
transactions.

activity 12.12

Have a go at preparing the trade payables budget for Vierra Popova Ltd for the six 
months from July to December (see Activity  12.11). (hint: Remember that the trade 
payables settlement period alters from the June purchases onwards.)

activity 12.13
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  activity-based budgeting 

  activity-based budgeting (aBB)  extends the principles of activity-based costing (ABC), 
which we discussed in  Chapter    11   , to the budgeting process. Under a system of ABB, 
once the limiting factor has been established (whether it is sales volume or any other 
factor), the sales budget is determined. The activities necessary to achieve the budgeted 
sales are then identifi ed. Budgets for each of the various activities are prepared by multi-
plying the budgeted usage of the cost driver for the particular activity (as determined by 
the sales budget) by the budgeted rate for the relevant cost driver. The following example 
should help to make the process clear.  

  activity-based budgeting 

  The trade payables budget for the six months ended 31 december is: 

   July 
   £000    

 Aug 
   £000    

 Sept 
   £000    

 Oct 
   £000    

 Nov 
   £000    

 Dec 
   £000    

 opening balance  32  65  67  70  67  60 
 purchases  33  34  36  31  29  28 
 Cash payments   –   ( 32 )  ( 33 )  ( 34 )  ( 36 )  ( 31 ) 
 Closing balance   65    67    70    67    60    57  

 This, again, could be set out in any manner that would have given the sort of information 
that management would require in respect of planned levels of trade payables and associ-
ated transactions.   

 Danube Ltd produces two products, the Gamma and the Delta. The sales budget for 
next year shows that 60,000 units of Gamma and 80,000 units of Delta are expected 
to be sold. Each type of product spends time in the fi nished goods stores. Both prod-
ucts are of roughly similar size and have very similar storage needs. It is felt, there-
fore, that the period spent in the stores (‘product weeks’) is the cost driver and so a 
budget for this cost-driving activity is created. It is estimated that Product Gamma 
will spend an average of two weeks in the stores before being sold and, for Product 
Delta, the average period is fi ve weeks. 

 To calculate the activity budget for the fi nished goods stores, the estimated total 
usage of the cost driver must be calculated. This will be the total number of ‘product 
weeks’ that the products will be in store. 

 The budgeted rate for the cost driver has been set at    £1.50    per product week. 

 Product    Product weeks 

 delta     60,000 * 2 weeks =      120,000 
 Gamma     80,000 * 5 weeks =       400,000  
      520,000  

 The number of product weeks will then be multiplied by the budgeted rate for the 
cost driver to derive the activity budget fi gure. That is: 

   520,000 * £1.50 = £780,000   

 The same process will be carried out for the other cost-driving activities identifi ed. 

 example 12.3 
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Note that budgets are prepared according to the cost-driving activity. It is not pre-
pared according to the function, as is the case with the traditional approach to budget-
ing. In other words, under ABB, there will be a separate budget for each cost pool.

Through the application of ABC principles, the factors that cause costs are known and 
there is a direct linking of costs with output. This means that ABB should provide a better 
understanding of future resource needs and more accurate budgets. It should also pro-
vide a better understanding of the effect on budgeted costs of changes in the usage of the 
cost driver because of the explicit relationship between cost drivers, activities and costs.

Control should be improved within an ABB environment for two reasons:

●	 By developing more accurate budgets, managers should be provided with demanding 
yet achievable targets.

●	 ABB should ensure that costs are closely linked to responsibilities. Managers who have 
control over particular cost drivers will become accountable for the costs that are 
caused. An important principle of effective budgeting is that those responsible for 
meeting a particular budget (budget holders) should have control over the events that 
affect performance in their area.

real World  12.8 provides some indication of the extent to which ABB is used in 
practice.

Quite a lot of activity
The 2009 CIMA survey showed that ABB is used by a significant proportion of businesses 
in practice, as is shown by Figure 12.9.

unsurprisingly, the percentages that use ABB almost precisely matches the proportion 
of the same survey sample that use activity-based costing. It is logical that businesses that 
use an activity-based approach to deriving their costs should also apply the same approach 
to holding managers responsible for the costs that are incurred, through the budgets.

Source: Management accounting tools for today and tomorrow, CIMA, 2009, page 15.

real World 12.8

Activity-based budgeting is used by about 30 per cent of all of the businesses surveyed.

the use of activity-based budgetingFigure 12.9
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  Non-financial measures in budgeting 

 The effi  ciency of internal operations and customer satisfaction levels have become of 
critical importance to businesses striving to survive in an increasingly competitive envi-
ronment. As we saw in  Chapter    11   , non-fi nancial performance indicators have an 
important role to play in assessing performance in such key areas as customer/supplier 
delivery times, set-up times, defect levels and customer satisfaction levels. 

 There is no reason why budgeting need be confi ned to fi nancial targets and measures. 
Non-fi nancial measures can also be used as the basis for targets and these can be brought 
into the budgeting process and reported alongside the fi nancial targets for the business.  

  Budgets and management behaviour 

 All accounting statements and reports are intended to aff ect the behaviour of one or 
more groups of people. Budgets are intended to aff ect the behaviour of managers, for 
example, to encourage them to work towards the business’s objectives and to do this in 
a co-ordinated manner. 

 Whether budgets are eff ective and how they could be made more eff ective are crucial 
issues for managers. We shall examine this topic in detail in  Chapter   13   , after we have 
seen, in the earlier part of that chapter, how budgets can be used to help managers to 
exercise control.  

  Who needs budgets? 

 Until relatively recently it would have been a heresy to suggest that budgeting was not of 
central importance to any business. The benefi ts of budgeting, mentioned earlier in this 
chapter, have been widely recognised and the vast majority of businesses prepare annual 
budgets (see  Real World   12.3    on  page   472   ). However, there is some concern that, in 
today’s highly dynamic and competitive environment, budgets may actually be harmful 
to the achievement of business objectives. This has led a small number of businesses to 
abandon traditional budgets as a tool of planning and control. 

 Various charges have been levelled against the conventional budgeting process. It is 
claimed, for example, that: 

   ●	   Budgets cannot deal with a fast-changing environment and they are often out of date 
before the start of the budget period.  

  ●	   They focus too much management attention on the achievement of short-term fi nan-
cial targets. Instead, managers should focus on the things that create value for the 
business (for example, innovation, building brand loyalty, responding quickly to 
competitive threats and so on).  

  ●	   They reinforce a ‘command and control’ structure that concentrates power in the 
hands of senior managers and prevents junior managers from exercising autonomy. 
This may be particularly true where a top-down approach, that allocates budgets to 
managers, is being used. Where managers feel constrained, attempts to retain and 
recruit able managers can be diffi  cult.  

  ●	   Budgeting takes up an enormous amount of management time that could be better used. 
In practice, budgeting can be a lengthy process that may involve much negotiation, 

  Non-financial measures in budgeting 

  Budgets and management behaviour 

  Who needs budgets? 
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reworking and updating. However, this may add little to the achievement of business 
objectives.

●	 Budgets are based around business functions (sales, marketing, production and so on). 
To achieve the business’s objectives, however, the focus should be on business pro-
cesses that cut across functional boundaries and reflect the needs of the customer.

●	 They encourage incremental thinking by employing a ‘last year plus x per cent’ 
approach to planning. This can inhibit the development of ‘break out’ strategies that 
may be necessary in a fast-changing environment.

●	 They can protect costs rather than lower costs, particularly in the area of discretionary 
budgets. In some cases, a fixed budget for an activity, such as research and develop-
ment, is allocated to a manager. If the amount is not spent, the budget may be taken 
away and, in future periods, the budget for this activity may be either reduced or 
eliminated. Such a response to unused budget allocations can encourage managers to 
spend the whole of the budget, irrespective of need, in order to protect the allocations 
they receive.

●	 They promote ‘sharp’ practice among managers. In order to meet budget targets, man-
agers may try to negotiate lower sales targets or higher cost allocations than they feel 
is really necessary. This helps them to build some ‘slack’ into the budgets and so meet-
ing the budget becomes easier (see reference 3 at the end of the chapter).

Although some believe that many of the problems identified can be solved by bet-
ter budgeting systems, such as activity-based budgeting and zero-base budgeting, and 
by taking a more flexible approach, others believe that a more radical solution is 
required.

real World  12.9 is taken from a question and answer column written by 
John  Timpson. He is the chief executive of the very successful high street shoe repair-
ing and key cutting business, with over 800 branches (and expanding) throughout 
the UK. His answer to a question about budgeting echoes some of the criticisms of 
conventional budgeting that we have just considered. The column appeared in the 
Daily Telegraph.

Cobblers
A long time ago I learnt that having a lot of figures doesn’t mean you are better informed – 
it just makes life more complicated.

In the 1980s, we set budget sales figures for every shop every week, our Finance 
director insisting that individual shop numbers added up to his company budget. It was 
a tortuous process that took weeks of area management time and although head office 
hoped the plan would provide the perfect incentive, it made no difference to our perform-
ance. Sales never seemed to follow our forecast – our customers clearly didn’t know how 
much they were expected to spend! I scrapped the budgetary process and for the last 20 
years we have compared branch performance with last year – it has saved us a lot of 
bother.

life at Timpson has little to do with budgets and we don’t have kpIs. We have bought 
several loss making companies and found that every one of them was monitoring minute 
detail from Head office – Sketchley, the dry cleaners, were keen on keeping a count of 
their “supercrease” sales; Max Spielmann, the photo chain, kept an eye on the average 
price of picture frames; and shoe repairers Mr Minit was controlling costs so closely that 

real World 12.9
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  Beyond conventional budgeting 

 In recent years, a few businesses have abandoned budgeting, although they still recog-
nise the need for forward planning. No one seriously doubts that there must be appropri-
ate systems in place to steer a business towards its objectives. It is claimed, however, that 
the systems adopted should refl ect a broader, more integrated approach to planning. 
The new systems that have been implemented are often based around a ‘leaner’ fi nancial 
planning process that is more closely linked to other measurement and reward systems. 
Emphasis is placed on the use of rolling forecasts and key performance indicators (such 
as market share, customer satisfaction and innovations) that identify both monetary 
and non-monetary targets to be achieved over the long term and short term. These are 
often very demanding (‘stretch’) targets, based on benchmarks that have been set by 
world-class businesses. 

 The new ‘beyond budgeting’ model promotes a more decentralised, participative 
approach to managing the business. It is claimed that the traditional hierarchical man-
agement structure, where decision making is concentrated at the higher levels of the 
hierarchy, encourages a culture of dependency where meeting the budget targets set by 
senior managers is the key to managerial success. This traditional structure is replaced by 
a network structure where decision making is devolved to ‘front-line’ managers. A more 
open, questioning attitude among employees is encouraged by the new structure. There 
is a sharing of knowledge and best practice; protective behaviour by managers is discour-
aged. In addition, rewards are linked to targets based on improvement in relative 
perform ance rather than to meeting the budget. It is claimed that this new approach 
allows greater adaptability to changing conditions, increases performance and increases 
motivation among staff . 

  Figure    12.10    sets out the main diff erences between the traditional and ‘beyond 
 budgeting’ planning models.  

   real World    12.10     looks at the management planning systems at Toyota, the well-
known Japanese motor vehicle business. Toyota does not use conventional budgets.  

  Beyond conventional budgeting 

they recorded every shop’s expenditure on postage stamps. While management concen-
trated on the detail they seemed to miss out on the big picture. Instead of studying their 
computers they should have visited more shops to talk to the colleagues who met their 
customers. 

 of the few figures I receive, the most important is the bank balance compared with the 
same day last year. It gives me a daily health check on our business. I get a daily report 
on all the new shops we have opened in the last three months and a weekly sales report 
for the company, in total, and by department. We revise our profit forecast every week and 
produce management accounts every month, but I seldom look beyond the front page 
summary. 

 The only time I ask for detail is when we are introducing a new service – like our current 
growth in portraits, locksmith work and complicated car keys. If you know which shops 
are successful you can pass their secret around the rest of the business. 

 With little to look at it is easy to see how the company is doing and I have plenty of time 
left to visit our branches and discover what is really going on. 

  Source : john Timpson, The management column, The daily Telegraph Business, 6 june 2011. 
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Steering Toyota
The Beyond Budgeting Institute (BBI) is at the forefront of those who argue that budgeting 
systems have an adverse effect on the ability of businesses to compete effectively. The 
following is an outline of Toyota’s planning and control systems, published by BBI:

despite incurring its first loss in many decades (not even Toyota can make a profit when the market 
suddenly collapses by over 30 percent) Toyota remains the best managed manufacturing company 
in the world. Its Toyota production System is legendary and spawned the lean  manufacturing 

real World 12.10

The traditional model is based on the use of fixed targets, which determine the future actions 
of managers. The ‘beyond budgeting’ model, on the other hand, is based on the use of stretch 
targets that can be adapted. The traditional hierarchical management structure is replaced by 
a network structure.
Source: Beyond budgeting, www.bbrt.org.

traditional versus ‘beyond budgeting’ planning modelFigure 12.10
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 Whether the trickle of businesses that are now seeking an alternative to budgets will 
turn into a fl ood remains to be seen. However, it is clear that in today’s highly competi-
tive environment a business must be fl exible and responsive to changing conditions. 
Management systems that in any way hinder these attributes will not survive.  

  Long live budgets! 

 Despite the criticisms, budgeting remains a very widely used technique and  Real 
World    12.3    provides supporting evidence. Furthermore,   real World    12.11     below sug-
gests that things are unlikely to change much in the near future. This contains an 
account of a round table discussion at a Better Budgeting forum that was attended by 
representatives of 32 large organisations, including BAA (the airport operator), the BBC, 
Ford Motors, Sainsbury (the supermarket business) and Unilever (the household goods 
group). Although the discussion took place some time ago, the points made still seem 
relevant and are well put.   

  Long live budgets! 

movement. The management focus is on continuously improving systems and meeting internal and 
external customers’ needs. everyone has a voice and is expected to contribute to the continuous 
improvement of their work. Medium-term operational goals aimed at best practice are set at every 
level. planning takes place at the plant/team level and happens monthly within a clear strategic 
framework (12 month rolling forecasts support capacity planning). knowledge about current per-
formance is visual and immediate (for example, throughput, downtime, inventory levels). resources 
are made available just-in-time to meet each customer order. There are no fixed targets, no annual 
budget contracts and people are trusted with information to make the right decisions.  

  Source : Toyota – A World Class manufacturing model, BBI,  www.bbrt.org/beyond-budgeting , accessed 2 october 2014. 

 Alive and kicking 
 The report of the forum discussions said: 

  If you were to believe all that has been written in recent years, you’d be forgiven for thinking that 
budgeting is on its way to becoming extinct. various research reports allude to the widespread 
dissatisfaction with the bureaucratic exercise in cost cutting that budgeting is accused of hav-
ing become. Budgets are pilloried as being out of touch with the needs of modern business and 
accused of taking too long, costing too much and encouraging all sorts of perverse behaviour. 

 Yet if there was one conclusion to emerge from the day’s discussions it was that budgets are 
in fact alive and well. not only did all the organisations present operate a formal budget but all 
bar two had no interest in getting rid of it. Quite the opposite – although aware of the problems it 
can cause, the participants by and large regarded the budgeting system and the accompanying 
processes as indispensable.  

 later in the report, in what could have been a reference to the use of ‘rolling forecasts’ 
among businesses that claim to have abandoned budgeting (see  real World   12.10   , relat-
ing to Toyota), it said: 

  It quickly became obvious that, as one participant put it, ‘one man’s budget is another man’s rolling 
forecast’. What people refer to when they talk about budgeting could in reality be very different things.  

 This presumably meant that businesses that abandon ‘budgets’ reintroduce them under 
another name. 
  Source :  Better Budgeting,  The Chartered Institute of Management Accountants and The Faculty of Finance and Management, 
Institute of Chartered Accountants in england and Wales, March 2004. 

 real World 12.11 
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It can also be argued that Toyota’s ‘operational goals’ and ‘rolling forecasts’ (Real 
World 12.10) is really a budget by another name.

real World 12.12 provides survey evidence of senior finance staff that indicates con-
siderable support for budgets. Nevertheless, many recognised that budgeting is not 
always well managed and acknowledged some of the criticisms of budgets that were 
mentioned earlier.

John Timpson (see Real World 12.9) denies having a budgetary process for his busi-
ness. From what he says, do you agree?

Although Timpsons may no longer have a full budgeting system in place, there are still bench-
marks and targets. It can be argued that these constitute a rudimentary budgeting system. 
He compares branch performance with the previous year and the bank balance with the 
same day in the previous year. This is presumably because he sees last year’s figures as 
some sort of benchmark or budget. Furthermore, he mentions ‘profit forecasts’, which may 
well suggest a target, or budget, to be achieved.

activity 12.14

problems with budgets
The survey of the opinions of senior finance staff at 340 businesses of various sizes and 
operating in a wide range of industries in north America that was mentioned earlier (see 
real World 12.3) showed that 86 per cent of those surveyed regarded the budget process 
as either ‘essential’ or ‘very important’. However:

●	 66 per cent thought that budgeting in their business was not agile or flexible enough.
●	 59 per cent were not very confident that budget targets would be met in 2008.
●	 67 per cent felt that their business devoted inappropriate amounts of time to budgeting 

(51 per cent felt it was too much and 16 per cent too little).
●	 76 per cent felt that their businesses used inappropriate software in the budgeting 

process (generally using a spreadsheet rather than custom designed software).

Source: perfect how you project, BpM Forum, 2008.

real World 12.12

Despite the undoubted problems with budgeting, and the way in which it is practised 
in some businesses, the ideas summarised as ‘beyond budgeting’ seem not to be popular 
in practice, as is made clear by real World 12.13.
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not going into the beyond
The 2009 CIMA survey showed that the beyond budgeting philosophy is little followed in 
practice, as is shown by Figure 12.11.

Source: Management accounting tools for today and tomorrow, CIMA, 2009, page 15.

A survey of 588 management accountants working in Canada and the uS indicated that 
budgets are overwhelmingly key tools in management. only 5 per cent of management 
accountants surveyed worked in organisations where managers were considering aban-
doning budgeting. The survey revealed that steps had recently been taken or were to be 
taken to overcome some of the criticisms identified by the ‘beyond budgeting’ 
advocates.

Source: Beyond budgeting or budgeting reconsidered? A survey of north-American budgeting practice, Bibby, T. and lindsay, r., 
Management Accounting Research, volume 21, Issue 1, March 2010.

A survey of 40 managers in uk businesses showed that all of their businesses used 
budgets, with only 5 per cent expressing serious doubt about their usefulness. like the 
Canadian and uS survey, this study showed that the nature of budgeting was changing to 
overcome perceived problems.

Source: Budgeting practice and organisational structure, dugdale, d. and lyne, S., Chartered Institute of Management Accountants, 
Research, volume 6, Issue 4, April 2010.

real World 12.13

The ‘beyond budgeting’ philosophy is followed by only about 3 per cent of all of the busi-
nesses surveyed.

the use of the ‘beyond budgeting’ philosophyFigure 12.11
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Self-assessment question 12.1 pulls together the points made in this chapter about 
preparing budgets.
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Antonio ltd, which makes and sells one standard product, has planned production and 
sales for the next nine months as follows:

Production Sales
Units Units

May 350 350
june 400 400
july 500 400
August 600 500
September 600 600
october 700 650
november 750 700
december 750 800
january 750 750

during the period, the business plans to advertise so as to generate these increases in 
sales. payments for advertising of £1,000 and £1,500 will be made in july and october 
respectively.

The selling price per unit will be £20 throughout the period. Forty per cent of sales are 
normally made on two months’ credit. The other 60 per cent are settled within the month 
of the sale.

raw materials will be held for one month before they are taken into production. pur-
chases of raw materials will be on one month’s credit (buy one month, pay the next). The 
cost of raw materials is £8 per unit of production.

other direct production expenses, including labour, are £6 per unit of production. 
These will be paid in the month concerned.

various production overheads, which during the period to 30 june had run at £1,800 a 
month, are expected to rise to £2,000 each month from 1 july to 31 october. These are 
expected to rise again from 1 november to £2,400 a month and to remain at that level for 
the foreseeable future. These overheads include a steady £400 each month for deprecia-
tion. overheads are planned to be paid 80 per cent in the month of production and 20 per 
cent in the following month.

To help to meet the planned increased production, a new item of plant will be bought 
and delivered in August. The cost of this item is £6,600; the contract with the supplier 
will specify that this will be paid in three equal amounts in September, october and 
november.

The raw materials inventories level is planned to be enough for 500 units of production 
on 1 july. The balance at the bank on the same day is planned to be £7,500.

Required:
(a) draw up the following for the six months ending 31 december:

1 A raw materials inventories budget, showing both physical quantities and financial 
values.

2 A trade payables budget.
3 A cash budget.

(b) The cash budget reveals a potential cash deficiency during october and november. 
Can you suggest any ways in which a modification of plans could overcome this 
problem?

the solution to this question can be found in appendix C.

Self-assessment question 12.1
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Summary

The main points of this chapter may be summarised as follows:

A budget is a short-term business plan, expressed in financial or in physical terms.

●	 Budgets are the short-term means of working towards the business’s objectives.

●	 They are usually prepared for a one-year period with sub-periods of a month.

●	 There is usually a separate budget for each key area.

Uses of budgets

●	 Promote forward thinking.

●	 Help co-ordinate the various aspects of the business.

●	 Motivate performance.

●	 Provide the basis of a system of control.

●	 Provide a system of authorisation.

The budget-setting process

●	 Establish who will take responsibility.

●	 Communicate guidelines.

●	 Identify key factor.

●	 Prepare budget for key factor area.

●	 Prepare draft budgets for all other areas.

●	 Review and co-ordinate.

●	 Prepare master budgets (income statement and statement of financial position).

●	 Communicate the budgets to interested parties.

●	 Monitor performance relative to budget.

Preparing budgets

●	 There is no standard style – practicality and usefulness are the key issues.

●	 They are usually prepared in columnar form, with a column for each month (or simi-
larly short period).

●	 Each budget must link (co-ordinate) with others.

●	 Preparing budgets is the responsibility of managers rather than accountants.

Criticisms of budgets

●	 Cannot deal with rapid change.

●	 Focus on short-term financial targets, rather than value creation.

●	 Encourage a ‘top-down’ management style.

●	 Can be time-consuming.

●	 Based around traditional business functions and do not cross boundaries.

●	 Encourage incremental thinking (last year’s figure, plus x per cent).

●	 Protect rather than lower costs.

●	 Promote ‘sharp’ practice among managers.

●	 Budgeting is still widely regarded as useful and extensively practised despite the criticisms.

●	 Even businesses that claim to have abandoned budgets use planning and control 
devices that appear to be budgets by another name.
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Solutions to these questions can be found in appendix D.

 12.1 define a budget. How is a budget different from a forecast?

 12.2 What were the five uses of budgets that were identified in the chapter?

 12.3 What do budgets have to do with control?

 12.4 What is a budget committee? What purpose does it serve?

review questions

exercises 12.1 and 12.2 are basic level, 12.3 to 12.5 are intermediate level and 12.6 and 
12.7 are advanced level. Solutions to exercises with coloured numbers can be found in 
appendix e.

 12.1 prolog ltd is a small wholesaler of high-specification personal computers. It has in recent 
months been selling 50 machines a month at a price of £2,000 each. These machines cost 
£1,600 each. A new model has just been launched and this is expected to offer greatly enhanced 
performance. Its selling price and cost will be the same as for the old model. From the beginning 
of january, sales are planned to increase at a rate of 20 machines each month until the end of 
june, when sales will amount to 170 units a month. Sales are planned to continue at that level 
thereafter. operating costs including depreciation of £2,000 a month are planned as follows:

January February March April May June

operating costs (£000) 6 8 10 12 12 12

prolog expects to receive no credit for operating costs. Additional shelving for storage will be 
bought, installed and paid for in April, costing £12,000. Tax of £25,000 is due at the end of 
March. prolog anticipates that trade receivables will amount to two months’ sales revenue. To 
give its customers a good level of service, prolog plans to hold enough inventories at the end 
of each month to fulfil anticipated demand from customers in the following month. The com-
puter manufacturer, however, grants one month’s credit to prolog. prolog ltd’s statement of 
financial position is:

Statement of financial position at 31 December

aSSetS £000
Non-current assets 80
Current assets
 Inventories 112
 Trade receivables 200
 Cash –

312
total assets 392

exercises
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eQUItY aND LIaBILItIeS
equity
  Share capital (25p ordinary 

shares)
10

 retained profit 177
187

Current liabilities
 Trade payables 112
 Taxation 25
 overdraft 68

205
total equity and liabilities 392

Required:
(a) prepare a cash budget for prolog ltd showing the cash balance or required overdraft for 

the six months ending 30 june.
(b) State briefly what further information a banker would require from prolog ltd before grant-

ing additional overdraft facilities for the anticipated expansion of sales.
 12.2 You have overheard the following statements:

(a) ‘A budget is a forecast of what is expected to happen in a business during the next year.’
(b) ‘Monthly budgets must be prepared with a column for each month so that you can see the 

whole year at a glance, month by month.’
(c) ‘Budgets are ok but they stifle all initiative. no manager worth employing would work for a 

business that seeks to control through budgets.’
(d) ‘Activity-based budgeting is an approach that takes account of the planned volume of activ-

ity in order to deduce the figures to go into the budget.’
(e) ‘Any sensible person would start with the sales budget and build up the other budgets from 

there.’

Required:
Critically discuss these statements, explaining any technical terms.

 12.3 A nursing home, which is linked to a large hospital, has been examining its budgetary control 
procedures, with particular reference to overhead costs.

The level of activity in the facility is measured by the number of patients treated in the budget 
period. For the current year, the budget stands at 6,000 patients and this is expected to be met.

For months 1 to 6 of this year (assume 12 months of equal length), 2,700 patients were 
treated. The actual variable overhead costs incurred during this six-month period are as 
follows:

Expense £

Staffing 59,400
power 27,000
Supplies 54,000
other 8,100
Total 148,500

The hospital accountant believes that the variable overhead costs will be incurred at the same 
rate during months 7 to 12 of the year.

M12_MCLA8297_08_SE_C12.indd   496 24/09/15   6:20 pm



497exerCISeS

Fixed overheads are budgeted for the whole year as follows:

Expense £

Supervision 120,000
depreciation/financing 187,200
other 64,800
Total 372,000

Required:
(a) present an overheads budget for six-month period ending the year (one budget). You should 

show each expense. What is the total overhead cost for each patient that would be incorpo-
rated into any statistics?

(b) The home actually treated 3,800 patients during months 7 to 12, the actual variable over-
heads were £203,300 and the actual fixed overheads were £190,000. In summary form, 
examine how well the home exercised control over its overheads.

(c) Interpret your analysis and point out any limitations or assumptions.

 12.4 linpet ltd is to be incorporated on 1 june. The opening statement of financial position of the 
business will then be as follows:

Assets £

Cash at bank 60,000
Share capital
£1 ordinary shares 60,000

during june, the business intends to make payments of £40,000 for a leasehold property, 
£10,000 for equipment and £6,000 for a motor vehicle. The business will also purchase initial 
trading inventories costing £22,000 on credit.
The business has produced the following estimates:

1 Sales revenue for june will be £8,000 and will increase at the rate of £3,000 a month until, 
and including, September. In october, sales revenue will rise to £22,000 and in subsequent 
months will be maintained at this figure.

2 The gross profit percentage (that is, (gross profit/sales) * 100) on goods sold will be 25 per 
cent.

3 There is a risk that supplies of trading inventories will be interrupted towards the end of the 
accounting year. The business therefore intends to build up its initial level of inventories 
(£22,000) by purchasing £1,000 of inventories each month in addition to the monthly pur-
chases necessary to satisfy monthly sales requirements. All purchases of inventories (includ-
ing the initial inventories) will be on one month’s credit.

4 Sales revenue will be divided equally between cash and credit sales. Credit customers are 
expected to pay two months after the sale is agreed.

5 Wages and salaries will be £900 a month. other overheads will be £500 a month for the first 
four months and £650 thereafter. Both types of expense will be payable when incurred.

6 80 per cent of sales revenue will be generated by salespeople who will receive 5 per cent 
commission on sales revenue. The commission is payable one month after the sale is 
agreed.

7 The business intends to purchase further equipment in november for £7,000 cash.
8 depreciation will be provided at the rate of 5 per cent a year on property and 20 per cent a 

year on equipment. (depreciation has not been included in the overheads mentioned in (5)).
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Required:
(a) State why a cash budget is required for a business.
(b) prepare a cash budget for linpet ltd for the six-month period to 30 november.

 12.5 lewisham ltd manufactures one product line – the zenith. plans over the next few months are 
as follows:

1 Sales demand

Units

july 180,000
August 240,000
September 200,000
october 180,000

each zenith will sell for £3.
2 Receipts from sales. Credit customers are expected to pay as follows:

●	 70 per cent during the month of sale
●	 28 per cent during the following month.

The remaining trade receivables are expected to go bad (that is, to be uncollectable).
Credit customers who pay in the month of sale are entitled to deduct a 2 per cent discount 

from the invoice price.
3 Finished goods inventories. These are expected to be 40,000 units at 1 july. The business’s 

policy is that, in future, the inventories at the end of each month should equal 20 per cent of 
the following month’s planned sales requirements.

4 Raw materials inventories. These are expected to be 40,000 kg on 1 july. The business’s 
policy is that, in future, the inventories at the end of each month should equal 50 per cent of 
the following month’s planned production requirements. each zenith requires 0.5 kg of the 
raw material, which costs £1.50/kg. raw materials purchases are paid in the month after 
purchase.

5 Labour and overheads. The direct labour cost of each zenith is £0.50. The variable overhead 
element of each zenith is £0.30. Fixed overheads, including depreciation of £25,000, total 
£47,000 a month. All labour and overheads are paid during the month in which they arise.

6 Cash in hand. At 1 August the business plans to have a bank balance (in funds) of £20,000.

Required:
prepare the following budgets:
(a) Finished inventories budget (expressed in units of zenith) for each of the three months july, 

August and September.
(b) raw materials inventories budget (expressed in kilograms of the raw material) for the two 

months july and August.
(c) Cash budget for August and September.

 12.6 daniel Chu ltd, a new business, will start production on 1 April, but sales will not start until 1 
May. planned sales for the next nine months are as follows:

Sales Units

May 500
june 600
july 700
August 800
September 900
october 900
november 900
december 800
january 700
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The selling price of a unit will be a consistent £100 and all sales will be made on one month’s 
credit. It is planned that sufficient finished goods inventories for each month’s sales should be 
available at the end of the previous month.

raw materials purchases will be such that there will be sufficient raw materials inventories 
available at the end of each month precisely to meet the following month’s planned production. 
This planned policy will operate from the end of April. purchases of raw materials will be on one 
month’s credit. The cost of raw material is £40 a unit of finished product.

The direct labour cost, which is variable with the level of production, is planned to be £20 a 
unit of finished production. production overheads are planned to be £20,000 each month, 
including £3,000 for depreciation. non-production overheads are planned to be £11,000 a 
month, of which £1,000 will be depreciation.

various non-current (fixed) assets costing £250,000 will be bought and paid for during April.
except where specified, assume that all payments take place in the same month as the cost 

is incurred.
The business will raise £300,000 in cash from a share issue in April.

Required:
draw up the following for the six months ending 30 September:
(a) A finished inventories budget, showing just physical quantities.
(b) A raw materials inventories budget showing both physical quantities and financial values.
(c) A trade payables budget.
(d) A trade receivables budget.
(e) A cash budget.

 12.7 Brown and jeffreys, a West Midlands business, makes one standard product for use in the 
motor trade. The product, known as the Fuel Miser, for which the business holds the patent, 
when fitted to the fuel system of production model cars has the effect of reducing petrol 
consumption.

part of the production is sold direct to a local car manufacturer, which fits the Fuel Miser as 
an optional extra to several of its models. The rest of the production is sold through various retail 
outlets, garages and so on.

Brown and jeffreys assemble the Fuel Miser, but all three components are manufactured by 
local engineering businesses. The three components are codenamed A, B and C. one Fuel 
Miser consists of one of each component.

The planned sales for the first seven months of the forthcoming accounting period, by chan-
nels of distribution and in terms of Fuel Miser units, are as follows:

Jan Feb Mar Apr May June July

Manufacturers 4,000 4,000 4,500 4,500 4,500 4,500 4,500
retail and so on 2,000 2,700 3,200 3,000 2,700 2,500 2,400

6,000 6,700 7,700 7,500 7,200 7,000 6,900

The following further information is available:

1 There will be inventories of finished units at 1 january of 7,000 Fuel Misers.
2 The inventories of raw materials at 1 january will be:

(A) 10,000 units
(B) 16,500 units
(C) 7,200 units

3 The selling price of Fuel Misers is to be £10 each to the motor manufacturer and £12 each 
to retail outlets.
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4 The maximum production capacity of the business is 7,000 units a month. There is no pos-
sibility of increasing this.

5 Assembly of each Fuel Miser will take 10 minutes of direct labour. direct labour is paid at 
the rate of £7.20 an hour during the month of production.

6 The components are each expected to cost the following:
(A) £2.50
(B) £1.30
(C) £0.80

7 Indirect costs are to be paid at a regular rate of £32,000 each month.
8 The cash at the bank at 1 january will be £2,620.

 The planned sales volumes must be met and the business intends to pursue the following 
policies for as many months as possible, consistent with meeting the sales targets:
●	 Finished inventories at the end of each month are to equal the following month’s total sales 

to retail outlets and half the total of the following month’s sales to the motor manufacturer.
●	 raw materials at the end of each month are to be sufficient to cover production require-

ments for the following month. The production for july will be 6,800 units.
●	 Suppliers of raw materials are to be paid during the month following purchase. The pay-

ment for january will be £21,250.
●	 Customers will pay in the month of sale, in the case of sales to the motor manufacturer, and 

the month after sale, in the case of retail sales. retail sales during december were 2,000 
units at £12 each.

Required:
prepare the following budgets in monthly columnar form, both in terms of money and units 
(where relevant), for the six months of january to june inclusive:
(a) Sales budget.*
(b) Finished inventories budget (valued at direct cost).†

(c) raw materials inventories budget (one budget for each component).†

(d) production budget (direct costs only).*
(e) Trade receivables budget.†

(f) Trade payables budget.†

(g) Cash budget.†

*The sales and production budgets should merely state each month’s sales or production in units 
and in money terms.
†The other budgets should all seek to reconcile the opening balance of inventories, trade receiv-
ables, trade payables or cash with the closing balance through movements of the relevant 
 factors over the month.
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Next plc, the retailer, states in its 2014 annual report (page 33):

The Board is responsible for approving semi-annual Group budgets. Performance against 
budget is reported to the Board monthly and any substantial variances are explained.

This raises important issues such as the way in which performance is monitored, why the 
board of directors is concerned with it, the nature of variances, why the business should 
identify them, how they should be reported and what action should the business take 
where variances occur. These issues provide the focus for the chapter. We shall see that 
the procedures at Next are widely adopted throughout the business world.

This chapter develops some of the themes that were discussed in Chapter 12. We shall 
see how a budget can be used to help control a business and how, by collecting informa-
tion on actual performance and comparing it with a revised budget, it is possible to identify 
those activities that are in control and those that are not. We shall take a look at standard 
costing and its relationship with budgeting. We shall see that standards can provide the 
building blocks for budgets.

Budgets are designed to influence the behaviour of managers and so we shall explore 
their value as a motivational device. We shall also consider the ways in which managers 
may use budgets in practice.

Introduction

Accounting for control

ChApter 13

Learning outcomes

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

●	 discuss the role and limitations of budgets for performance evaluation and 
control;

●	 undertake variance analysis and discuss possible reasons for the variances 
calculated;

➔
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     Budgeting for control 

 In  Chapter    12   , we saw that budgets provide a useful basis for exercising control over a 
business. Control involves making events conform to a plan and, since the budget is a 
shortterm plan, making events conform to it is an obvious way to try to control the busi
ness. We also saw that, for most businesses, the routine is as shown in  Figure   13.1   .  

Budgeting for control 

  Budgets, once set, provide the yardstick for assessing whether things are going to plan. 
 Variances between budgeted and actual performance can be identified and reacted to.  

 the budgetary control process          Figure 13.1 

  ●	   explain the nature, role and limitations of standard costing;  

  ●	   discuss the issues that should be taken into account when designing an 
effective system of budgetary control.     

 If plans are drawn up sensibly, we have a basis for exercising control over the business. 
We must, however, measure actual performance in the same terms as those in which the 
budget is stated. If they are not in the same terms, proper comparison will not be 
possible. 

 Exercising control involves fi nding out where and why things did not go according to 
plan and then seeking ways to put them right for the future. One reason why things may 
not have gone according to plan is that the budget targets were unachievable. In this 
case, it may be necessary to revise the budgets for future periods so that targets become 
achievable. 
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 This last point should not be taken to mean that budget targets can simply be ignored 
if the going gets tough; rather that they should be adaptable. Unrealistic budgets cannot 
form a basis for exercising control and little can be gained by sticking with them and 
pretend that they can. 

   real World   13.1     discusses how one budget was looking very unrealistic.  

 Student loans budget fails examination 
 Ministerial miscalculations over student loan repayments have resulted in the potential 
loss of    £5 billion    taxpayer-funded debt for which the government has no tracking records, 
according to research by the public spending watchdog. The National Audit Office esti-
mates that around 368,000 students who have borrowed money are unlikely to pay it back 
because the Department for Business, Innovation and Skills does not have their employ-
ment records. These individuals could be unemployed students living in the UK, Euro-
pean Union students who have returned home or Britons who have moved overseas. 

 Amyas Morse, NAO chief, said that, given the expanding size of the student loan book, 
the business department needed to take a “more energetic and considered approach” to 
maximising taxpayer value and achieving a high level of collections. Ministers had ini-
tially assumed that 35 per cent of new student loans would never be repaid but, according 
to the spending watchdog’s calculations, the correct figure is more than 40 per cent. 

 Liam Byrne, shadow minister for higher education, said the miscalculation would cost 
an extra    £600 million    a year from 2015/16, blowing a “huge hole” in the department’s 
budget. “We need to know fast how ministers got it so wrong, and how they’re going to 
fix it without putting Britain’s scientists, students and colleges under threat,” Mr Byrne 
said. “This is industrial scale incompetence in the department for industry.” 

  Source : Warrell, H., Miscalculation on student loans poses £5bn loss risk,  ft.com , 28 November 2013. 

 real World 13.1 

 Provided that there is an adequate system of budgetary control, decision making and 
responsibility can be delegated to junior management, yet senior management can still 
retain control. This is because senior managers can use the system to discover which 
junior managers are meeting budget targets and therefore working towards achieving 
the objectives of the business. (We should remember that budgets are the shortterm 
plans for achieving the business’s objectives.) This enables a  management-by-exception  
environment to be created where senior management can focus on areas where things 
are  not  going according to plan (the exceptions – it is to be hoped). Junior managers who 
are performing to budget can be left to get on with their jobs.  

  types of control 

 The control process just outlined is known as  feedback control.  Its main feature is that 
steps are taken to get operations back on track as soon as there is a signal that they have 
gone wrong. This is similar to the thermostatic control that is a feature of most central heat
ing systems. The thermostat incorporates a thermometer that senses when the temperature 
has fallen below a preset level (analogous to the budget). The thermostat then takes action 
to correct matters by activating the heating device that restores the required minimum 
temperature.  Figure   13.2    depicts the stages in a feedback control system using budgets.  

types of control 
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There is an alternative type of control, known as feedforward control. Here  predictions 
are made as to what can go wrong and steps are then taken to avoid any undesirable 
outcome. Budgets can also be used to exert this type of control. It involves preparing a 
budget and then comparing it with a forecast of actual outcomes in order to identify 
potential problems. For example, a cash budget may be compared with a forecast of 
actual cash flows. Where significant deviations from budget are revealed, corrective 
action may be taken before the problems arise. Figure 13.3 depicts the stages in a feedfor
ward control system using budgets.

When a comparison of budgeted and actual performance shows a divergence, steps can be 
taken to get performance back on track. if the budget needs revising, this can be done.

Feedback controlFigure 13.2 

When a comparison of budgeted performance and forecast actual outcomes shows a 
 divergence, preventative measures can be taken. if the budget needs revising, this can be done.

Feedforward controlFigure 13.3 
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 Feedforward controls are proactive and try to anticipate problems beforehand, whereas 
feedback controls react to existing problems. To put it another way, feedforward controls are 
preventative, whereas feedback controls are remedial. As it is better to avoid problems rather 
than have to solve them, feedforward controls are preferable. However, they require timely 
and accurate predictions of actual outcomes, which are not always available.  

  Variances from budget 

 We saw in  Chapter    1    that the key fi nancial objective of a business is to increase the 
wealth of its owners (shareholders). Since profi t is the net increase in wealth from busi
ness operations, the most important budget target to meet is the profi t target. We shall 
therefore take this as our starting point when comparing the budget with the actual 
results.  Example    13.1    shows the budgeted and actual outcomes for Baxter Ltd for the 
month of May.  

Variances from budget 

 The following are the budgeted and actual outcomes for Baxter Ltd, a  manufacturing 
business, for the month of May: 

    Budget    Actual  

 Output (production and sales)   1,000  units   900  units 
      £        £    

 Sales revenue  100,000  92,000 
 raw materials  (40,000) (40,000 metres)  (36,900) (37,000 metres) 
 labour  (20,000) (2,500 hours)  (17,500) (2,150 hours) 
 fixed overheads   (20,000)    (20,700)  
 operating profit   20,000    16,900  

 example 13.1 

   Can you see any problems in comparing the various items (sales revenue, raw materials 
and so on) for the budget with the actual performance of Baxter Ltd in an attempt to 
draw conclusions as to which aspects were out of control?  

  The problem is that the actual level of output was not as budgeted. in fact it was 10 per cent 
lower than budget. This means that we cannot, for example, say that there was a labour cost 
saving of    £2,500    (that is,    £20,000 - £17,500   ) and conclude that all is well in that area.   

 Activity 13.1 

 From these fi gures, it is clear that the budgeted profi t was not achieved. As far as May 
is concerned, this is a matter of history. However, the business (or one or more aspects of 
it) is out of control. Senior management must discover where things went wrong during 
May and try to ensure that these mistakes are not repeated in later months. It is not 
enough to know that things went wrong overall. We need to know where and why. To 
achieve this we must compare the budgeted and actual fi gures for the various items (sales 
revenue, raw materials and so on) in the statement shown above.  
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Flexing the budget

One practical way to overcome our difficulty is to ‘flex’ the budget to what it would have 
been had the planned level of output been 900 units rather than 1,000 units. Flexing the 
budget simply means revising it, assuming a different volume of output.

To flex the budget, we need to know which revenues and costs are fixed and which are 
variable relative to the volume of output. Once we know this, flexing is a simple oper
ation. We shall assume that sales revenue, material cost and labour cost vary strictly with 
volume. Fixed overheads, by definition, will not. Whether, in real life, labour cost does 
vary with the volume of output is not so certain, but it will serve well enough as an 
assumption for our purposes. If labour cost is actually fixed, we can simply take this into 
account in the flexing process.

On the basis of our assumptions regarding the behaviour of revenues and costs, the 
flexed budget would be as follows:

Flexed budget

Output (production and sales) 900 units
£

Sales revenue 90,000
raw materials (36,000) (36,000 metres)
labour (18,000) (2,250 hours)
fixed overheads (20,000)
operating profit 16,000

This is simply the original budget, with the sales revenue, raw materials and labour 
cost figures scaled down by 10 per cent (the same factor as the actual output fell short of 
the budgeted one).

Putting the original budget, the flexed budget and the actual outcome for May 
together gives us the following:

Original budget Flexed budget Actual

Output (production and sales) 1,000 units 900 units 900 units
£ £ £

Sales revenue 100,000 90,000 92,000
raw materials (40,000) (36,000) (36,000 m) (36,900) (37,000 m)
labour (20,000) (18,000) (2,250 hr) (17,500) (2,150 hr)
fixed overheads (20,000) (20,000) (20,700)
operating profit 20,000 16,000 16,900

Flexible budgets allow us to make a more valid comparison between the budget 
(using the flexed figures) and the actual results. Key differences, or variances, between 
budgeted and actual results for each aspect of the business’s activities can then be calcu
lated. In the rest of this section we consider some of the variances that may be 
calculated.
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Sales volume variance

Let us begin by dealing with the shortfall in sales volume. By flexing the budget, as we 
just did, it may seem as if we are saying that this does not matter that the business failed 
to achieve the budgeted sales volume, because we just revise the budget and carry on as 
if all is well. It is clearly not true that losing sales volume does not matter because a sales 
volume shortfall normally means losing profit. The first point we must pick up, there
fore, is the profit shortfall arising from the loss of sales of 100 units of the product.

What will be the loss of profit arising from the sales volume shortfall, assuming that 
everything except sales volume was as planned?

The answer is simply the difference between the original and flexed budget profit figures. The 
only difference between these two profit figures is the volume of sales; everything else was 
the same. (That is to say that the flexing was carried out assuming that the per-unit sales 
revenue, raw material cost and labour cost were all as originally budgeted.) This means that 
the figure for the loss of profit due to the volume shortfall, taken alone, is £4,000 (that is, 
£20,000 - £16,000).

Activity 13.2

When we considered the relationship between cost, volume and profit in Chapter 9, 
we saw that selling one unit fewer will result in one fewer contribution to profit. The 
contribution is sales revenue less variable cost. We can see from the original budget that 
the unit sales revenue is £100 (that is, £100,000/1,000), raw material cost is £40 a unit 
(that is, £40,000/1,000) and labour cost is £20 a unit (that is, £20,000/1,000). Thus the 
contribution is £40 a unit (that is, £100 - (£40 + £20)).

If 100 units of sales are lost, £4,000 (that is, 100 * £40) of contributions and, there
fore, profit are forgone. Incidentally, this would be an alternative means of finding the 
sales volume variance, instead of taking the difference between the original and flexed 
budget profit figures. Once we have produced the flexed budget, however, it is generally 
easier to compare the two profit figures.

The difference between the original and flexed budget profit figures is called the sales 
volume variance.

In this case, it is an adverse variance because, taken alone, it has the effect of making 
the actual profit lower than the budgeted profit. A variance that has the effect of 
 increasing profit beyond the budgeted profit is known as a favourable variance. We can 
therefore say that a variance is the effect of one factor (taken alone) on the budgeted 
profit. Later we shall consider other forms of variance, some of which may be favourable 
and some adverse. The difference between the sum of all the various favourable and 
adverse variances will represent the difference between the budgeted and actual profit. 
This is shown in Figure 13.4.

When calculating a particular variance, such as that for sales volume, we assume that 
all other factors went according to plan.
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Who should be held accountable for this sales volume variance? The answer is 
 probably the sales manager, who should know precisely why this has occurred. This is 
not, however, the same as saying that it was the sales manager’s fault. The problem may 
have been that the business failed to produce the budgeted quantities so that not enough 
items were available to sell. Nevertheless, the sales manager should know the reason for 
the problem.

The budget and actual outcomes for Baxter Ltd for June are given in Activity 13.4 and 
will be used as the basis for a series of activities that provide an opportunity to calculate 
and assess the variances. We shall continue to use the May figures for explaining the 
variances.

Note that the business had budgeted for a higher level of output for June than it did 
for May.

What else do the relevant managers of Baxter Ltd need to know about the May sales 
volume variance?

They need to know why the volume of sales fell below the budgeted figure. only by discover-
ing this information will they be in a position to try to ensure that it does not occur again.

Activity 13.3

The variances represent the differences between the budgeted and actual profit and so can be 
used to reconcile the two profit figures.

relationship between the budgeted and actual profitFigure 13.4 
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For the month of May, we have already identified one reason why the budgeted profit 
of £20,000 was not achieved and that the actual profit was only £16,900. This was the 
£4,000 loss of profit (adverse variance) that arose from the sales volume shortfall. Now 
that the budget is flexed, we can compare like with like and reach further conclusions 
about May’s trading.

The fact that the sales revenue, raw materials, labour and fixed overheads figures differ 
between the flexed budget and the actual results (see page 000) suggests that the adverse sales 
volume variance was not the only problem area. To identify those relating to each of the rev
enue and cost items mentioned, we need to calculate further variances. We shall now do this.

Sales price variance

Starting with the sales revenue figure, we can see that, for May, there is a difference of 
£2,000 (favourable) between the flexed budget and the actual figures. This can only arise 
from higher prices being charged than were envisaged in the original budget, because any 
variance arising from the volume difference has already been ‘stripped out’ in the flexing 
process. This price difference is known as the sales price variance. Higher sales prices 
will, all other things being equal, mean more profit. So there is a favourable variance.

Budget for June Actual for June

output (production and sales) 1,100 units 1,150 units
£ £

Sales revenue 110,000 113,500
raw materials (44,000) (44,000 metres) (46,300) (46,300 metres)
labour (22,000) (2,750 hours) (23,200) (2,960 hours)
fixed overheads (20,000) (19,300)
operating profit 24,000 24,700

Try flexing the June budget, comparing it with the original June budget and so find the 
sales volume variance.

Flexed budget

output (production and sales) 1,150 units
£

Sales revenue 115,000
raw materials (46,000) (46,000 metres)
labour (23,000) (2,875 hours)
fixed overheads (20,000)
operating profit 26,000

The sales volume variance is £2,000 (favourable) (that is, £26,000 - £24,000). it is favourable 
because the original budget profit was lower than the flexed budget profit. This arises from 
more sales actually being made than were budgeted.

Activity 13.4
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When senior management is trying to identify the reason for a sales price variance, it 
would normally be the sales manager who should be able to offer an explanation. As we 
shall see later in the chapter, favourable variances of significant size will normally be 
investigated.

The sales variances are summarised in Figure 13.5.

Using the figures in Activity 13.4, what is the sales price variance for June?

The sales price variance for June is £1,500 (adverse) (that is, £115,000 - £113,500). Actual 
sales prices, on average, must have been lower than those budgeted. The actual price aver-
aged £98.70 (that is, £113,500/1,150) whereas the budgeted price was £100. Selling output 
at a lower price than that budgeted will have an adverse effect on profit, hence an adverse 
variance.

Activity 13.5

The sales volume variance and the sales price variance are the two main sales variances.

Sales variancesFigure 13.5 

Let us now move on to look at the cost variances, starting with materials variances.
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Materials variances

In May, there was an overall or total direct materials variance of £900 (adverse) (that is, 
£36,900 - £36,000). It is adverse because the actual material cost was higher than the 
budgeted one, which has an adverse effect on operating profit.

Who should be held accountable for this variance? The answer depends on whether 
the difference arises from excess usage of the raw material, in which case it is the produc
tion manager, or whether it is a higherthanbudgeted cost per metre being paid, in 
which case it is the responsibility of the buying manager. Fortunately, we can go beyond 
this total variance to examine the effect of changes in both usage and cost. We can see 
from the figures that in May there was a 1,000 metre excess usage of the raw material 
(that is, 37,000 metres - 36,000 metres). All other things being equal, this alone would 
have led to a profit shortfall of £1,000, since clearly the budgeted cost per metre is £1. 
The £1,000 (adverse) variance is known as the direct materials usage variance. 
 Normally, this variance would be the responsibility of the production manager.

Using the figures in Activity 13.4, what was the direct materials price variance for June?

The direct materials price variance for June was zero (that is, £46,300 - (46,300 * £1)).

Activity 13.7

Using the figures in Activity 13.4, what was the direct material usage variance for June?

The direct material usage variance for June was £300 (adverse) (that is, 
(46,300 metres - 46,000 metres) * £1). it is adverse because more material was used than 
was budgeted, for an output of 1,150 units. excess usage of material will tend to reduce 
profit.

Activity 13.6

The other aspect of direct materials is their cost. The direct materials price variance 
simply takes the actual cost of materials used and compares it with the cost that was 
allowed (according to the budget), given the quantity used. In May the actual cost of 
direct materials used was £36,900, whereas the allowed cost of the 37,000 metres was 
£37,000. Thus we have a favourable variance of £100. Paying less than the budgeted cost 
will have a favourable effect on profit, hence a favourable variance.

As we have just seen, the total direct materials variance is the sum of the usage vari
ance and the price variance. The relationship between the direct materials variances for 
May is shown in Figure 13.6.
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Labour variances

Direct labour variances are similar in form to those for direct materials. The total direct 
labour variance for May was £500 (favourable) (that is, £18,000 - £17,500). It is favour
able because £500 less was spent on labour than was budgeted for the actual level of 
output achieved.

Again, this total variance is not particularly helpful and needs to be analysed further into 
its usage and cost elements. We should bear in mind that the number of hours used to com
plete a particular quantity of output is the responsibility of the production manager, whereas 
the responsibility for the rate of pay lies primarily with the human resources manager.

The direct labour efficiency variance compares the number of hours that would be 
allowed for the achieved level of production with the actual number of hours taken. It 
then places a cost on this difference, based on the allowed hourly rate. Thus, for May, it 
was (2,250 hours - 2,150 hours) * £8 = £800 (favourable). We know that the bud
geted hourly rate is £8 because the original budget shows that 2,500 hours were budgeted 
to cost £20,000. The variance is favourable because fewer hours were used than would 
have been allowed for the actual level of output. Working more quickly would tend to 
lead to higher profit.

Using the figures in Activity 13.4, what was the direct labour efficiency variance for June?

The direct labour efficiency variance for June was £680 (adverse) (that is, 
(2,960 hours - 2,875 hours) * £8). it is adverse because the work took longer than the 
budget allowed and so will have an adverse effect on profit.

Activity 13.8

The total direct materials variance is the sum of the direct materials usage variance and the 
price variance. it can be analysed into those two.

total, usage and price variances for direct materials for May

(Actual quantity
used – budgeted quantity)
× budgeted cost per unit

Figure 13.6 
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The direct labour rate variance compares the actual cost of the hours worked with the 
allowed cost. For 2,150 hours worked in May, the allowed cost would be £17,200 (that is, 
2,150 * £8). So, the direct labour rate variance is £300 (adverse) (that is, £17,500 - £17,200).

The relationship between the direct labour variances for May is shown in Figure 13.7.

Using the figures in Activity 13.4, what was the direct labour rate variance for June?

The direct labour rate variance for June was £480 (favourable) (that is, (2,960 * £8) - £23,200).  
it is favourable because a lower rate was paid than the budgeted one. Paying a lower wage 
rate will have a favourable effect on profit.

Activity 13.9

The total direct labour variance is the sum of the direct labour efficiency variance and the rate 
variance. it can be analysed into those two.

total, efficiency and rate variances for direct labour for May

(Actual hours worked
– budgeted hours) ×
labour rate per hour

Figure 13.7 

Fixed overhead variance

The final area is that of overheads. In our example, we have assumed that all of the 
 overheads are fixed. Variable overheads certainly exist in practice, but they have been 
omitted here simply to restrict the amount of detail. Variances involving variable 
 overheads are similar in style to labour and material variances.

The fixed overhead spending variance is simply the difference between the flexed (or 
original – they will be the same) budget and the actual figures. For May, this was £700 
(adverse) (that is, £20,700 - £20,000). It is adverse because more overheads cost was 
actually incurred than was budgeted. This would lead to less profit. In theory, this is the 
responsibility of whoever controls overheads expenditure.
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In practice, overheads tend to be a very slippery area. It is one that is notoriously dif
ficult to control. Of course, fixed overheads (and variable ones) are usually made up of 
more than one type of cost. Typically, they would include such things as rent, adminis
trative costs, management salaries, cleaning, electricity and so on. These items could be 
separately budgeted and the actual figures recorded. Individual spending variances 
could then be identified for each overhead item. This should help in going closer to 
revealing particular problem areas.

If you were the chief executive of Baxter Ltd, what attitude would you take to the overall 
difference between the budgeted profit and the actual one?

How would you react to the individual variances that are the outcome of the analysis 
shown above?

You would probably be concerned about how large the variances are and their direction 
(favourable or adverse). in particular you may have thought of the following:

●	 The overall adverse profit variance is £3,100 (that is £20,000 - £16,900). This repre-
sents 15.5 per cent of the budgeted profit (that is £3,100/£20,000 * 100%) and you (as 
chief executive) would almost certainly see it as significant and worrying.

Activity 13.11

Using the figures in Activity 13.4, what was the fixed overhead spending variance for 
June?

The fixed overhead spending variance for June was £700 (favourable) (that is, 
£20,000 - £19,300). it was favourable because less was spent on overheads than was 
budgeted, thereby having a favourable effect on profit.

Activity 13.10

reconciling the budgeted profit with the actual profit
We are now in a position to reconcile the original May budgeted operating profit with 
the actual operating profit, as follows:

£ £

Budgeted operating profit 20,000
Favourable variances
 Sales price 2,000
 direct materials price 100
 direct labour efficiency 800 2,900
Adverse variances
 Sales volume (4,000)
 direct materials usage (1,000)
 direct labour rate (300)
 fixed overhead spending (700) (6,000)
Actual operating profit 16,900
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The chief executive will now need to ask some questions as to why things went so 
badly wrong in several areas and what can be done to improve future performance.

We shall shortly come back to the dilemma as to which variances to investigate and 
which to accept.

Using the figures in Activity 13.4, try reconciling the original operating profit figure for 
June with the actual June figure.

£ £
Budgeted operating profit 24,000
Favourable variances
 Sales volume 2,000
 direct labour rate 480
 fixed overhead spending 700 3,180

Adverse variances
 Sales price (1,500)
 direct materials usage (300)
 direct labour efficiency (680) (2,480)
Actual operating profit 24,700

Activity 13.12

●	 The £4,000 adverse sales volume variance represents 20 per cent of budgeted profit 
and would be a particular cause of concern.

●	 The £2,000 favourable sales price variance represents 10 per cent of budgeted profit. 
Since this is favourable it might be seen as a cause for celebration rather than concern. 
on the other hand it means that Baxter ltd’s output was, on average, sold at prices 10 
per cent above the planned price. This could have been the cause of the worrying 
adverse sales volume variance. The business may have sold fewer units because it 
charged higher prices.

●	 The £100 favourable direct materials price variance is very small in relation to bud-
geted profit – only 0.5 per cent. it would be unrealistic to expect the actual figures 
to hit the precise budgeted figures each month and so this is unlikely to be 
regarded as significant. The direct materials usage variance, however, represents 
5 per cent of the budgeted profit. The chief executive may feel this is cause for 
concern.

●	 The £800 favourable direct labour efficiency variance represents 4 per cent of budgeted 
profit. Although it is a favourable variance, the reasons for it may be worth investigating. 
The £300 adverse direct labour rate variance represents only 1.5 per cent of the bud-
geted profit and may not be regarded as significant.

●	 The £700 fixed overhead adverse variance represents 3.5 per cent of budgeted profit. 
The chief executive may feel that this is too low to cause real concern.

M13_MCLA8297_08_SE_C13.indd   515 24/09/15   7:33 pm



ChApter 13  ACCouNTiNG for CoNTrol516

The following are the budgeted and actual outcomes for Baxter Ltd for the month 
of July:

Budget Actual

output (production and sales) 1,000 units 1,050 units
£ £

Sales revenue 100,000 104,300
raw materials (40,000) (40,000 metres) (41,200) (40,500 metres)
labour (20,000) (2,500 hours) (21,300) (2,600 hours)
fixed overheads (20,000) (19,400)
operating profit 20,000 22,400

Produce a reconciliation of the budgeted and actual operating profit, going into as 
much detail as possible with the variance analysis.

The original budget, the flexed budget and the actual are as follows:

Original budget Flexed budget Actual

output (production and sales) 1,000 units 1,050 units 1,050 units
£ £ £

Sales revenue 100,000 105,000 104,300
raw materials (40,000) (42,000) (42,000 m) (41,200) (40,500 m)
labour (20,000) (21,000) (2,625 hrs) (21,300) (2,600 hrs)
fixed overheads (20,000) (20,000) (19,400)
operating profit 20,000 22,000 22,400

reconciliation of the budgeted and actual operating profits for July

£ £

Budgeted operating profit 20,000
Favourable variances:
  Sales volume (22,000 - 20,000) 2,000
  direct materials usage ((42,000 - 40,500) * £1) 1,500
  direct labour efficiency ((2,625 - 2,600) * £8) 200
  fixed overhead spending (20,000 - 19,400)    600 4,300
Adverse variances:
  Sales price (105,000 - 104,300) (700)
  direct materials price ((40,500 * £1) - 41,200) (700)
  direct labour rate ((2,600 * £8) - 21,300)   (500) (1,900)
Actual operating profit 22,400

Activity 13.13

real World 13.2 shows how two UKbased businesses, Associated British Foods plc, 
the food processor and retailer (Twinings, Ovaltine, Ryvita, Primart), and Tate and Lyle 
plc, the food ingredients business, use variance analysis to exercise control over their 
operations. Many businesses explain in their annual reports how they operate systems of 
budgetary control.
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real World  13.3 gives some indication of the importance of flexible budgeting in 
practice.

Variance analysis in practice
Food for thought
Associated British foods Group plc states in its 2014 annual report:

All operations prepare annual operating plans and budgets which are updated regularly. 
Performance against budget is monitored at operational level and centrally, with variances being 
reported promptly.

refined controls
Tate and lyle plc makes it clear that it too uses budgets and variance analysis to help keep 
control over its activities. The 2014 annual report states that there is:

A comprehensive planning and budgeting system for all items of expenditure with an annual 
budget approved by the Board. Performance is reported monthly against budget and prior year 
results; significant variances are investigated.

The board of directors of neither of these businesses will seek explanations of variances 
arising at each branch/department, but they will be looking at figures for the businesses 
as a whole and the results for major divisions of them.

equally certainly, branch/department managers will receive a monthly (or perhaps more 
frequent) report of variances arising within their area of responsibility.

Sources: Associated British foods plc Annual report 2014 (p. 57) and Tate and lyle plc Annual report 2014 (p. 45).

real World 13.2

flexing the budgets
A survey of the uK food and drinks industry provides us with an indication of the import-
ance attached by management accountants to flexible budgeting. The survey asked those 
in charge of the management accounting function to rate the importance of flexible bud-
geting by selecting one of three possible categories – ‘not important’, ‘moderately import-
ant’ or ‘important’. figure 13.8 sets out the results, from the sample of 117 respondents.

real World 13.3

Degree of importance attached to flexible budgetingFigure 13.8 

➔
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  reasons for adverse variances 

 Adverse variances may occur simply because the budgets against which performance is 
being measured are unachievable. If this is the case, budgets will not provide a useful 
means of exercising control. There are other reasons, however, that may lead to actual 
performance deviating from budgeted performance.  

reasons for adverse variances 

   The variances that we have considered are: 

   ●	   sales volume  
  ●	   sales price  
  ●	   direct materials usage  
  ●	   direct materials price  
  ●	   direct labour efficiency  
  ●	   direct labour rate  
  ●	   fixed overhead spending.   

 Activity 13.14 

 respondents were also asked to state the frequency with which flexible budgeting was 
used within the business, using a five-point scale ranging from 1 (never) through to 5 (very 
often).  figure   13.9    sets out these results.  

 We can see that, whilst flexible budgeting is regarded as important by a significant 
proportion of management accountants and is being used in practice, not all businesses 
use it. 

  Source : Taken from information appearing in  An Empirical Investigation of the Evolution of Management Accounting Practices,  
m. Abdel-Kader and r. luther, Working paper No. 04/06, university of essex, october 2004. 

Frequency of use of flexible budgets           Figure 13.9   

real World 13.3 continued
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Assuming that the budget targets are reasonable, jot down some possible reasons for 
adverse variances for each of the above occurring.

The reasons that we thought of included the following:

Sales volume
●	 Poor performance by sales staff.
●	 deterioration in market conditions between the time that the budget was set and the 

actual event.
●	 lack of goods or services to sell as a result of some production problem.

Sales price
●	 Poor performance by sales staff.
●	 deterioration in market conditions between the time of setting the budget and the 

actual event.

Direct materials usage
●	 Poor performance by production department staff, leading to high rates of scrap.
●	 Substandard materials, leading to high rates of scrap.
●	 faulty machinery, causing high rates of scrap.

Direct materials price
●	 Poor performance by the buying department staff.
●	 using higher quality material than was planned.
●	 Change in market conditions between the time that the budget was set and the actual 

event.

Labour efficiency
●	 Poor supervision.
●	 A low skill grade of worker taking longer to do the work than was envisaged for the 

correct skill grade.
●	 low-grade materials, leading to high levels of scrap and wasted labour time.
●	 Problems with a customer for whom a service is being rendered.
●	 Problems with machinery, leading to labour time being wasted.
●	 dislocation of materials supply, leading to workers being unable to proceed with 

production.

Labour rate
●	 Poor performance by the human resources department.
●	 using a higher grade of worker than was planned.
●	 Change in labour market conditions between the time of setting the budget and the 

actual event.

Fixed overheads
●	 Poor supervision of overheads.
●	 General increase in costs of overheads not taken into account in the budget.

Note that different variances may have the same underlying cause. For example, the 
purchase of low quality, cheaper materials may result in an unfavourable direct materials 
usage variance, a favourable direct materials price variance and an unfavourable direct 
labour efficiency variance.
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  Variance analysis in service industries 

 Although we have tended to use the example of a manufacturing business to explain 
variance analysis, this should not be taken to imply that variance analysis is not relevant 
and useful to service sector businesses. It is simply that manufacturing businesses tend 
to have all of the variances found in practice. Service businesses, for example, may not 
have material variances. 

 At the beginning of the chapter, we saw that Next plc, a wellknown retailer, uses 
budgets and variance analysis to help manage its complex business. It is probably fair to 
say that nearly all major service providing businesses use some form of variance report
ing to help them manage their aff airs.  

  Non-operating profit variances 

 There are many areas of business that have a budget but where a failure to meet it will not 
have a direct eff ect on operating profi t. It will often, however, have an indirect eff ect 
and, sometimes, a profound one. The cash budget, for example, sets out planned 
receipts, payments and the resultant cash balance for the period. If this budget turns out 
to be wrong, for example, because of unforeseen expenditures, there may be unplanned 
cash shortages and accompanying costs. These costs may be limited to interest incurred 
on borrowing. If, however, the cash shortage cannot be covered by borrowing, the con
sequences could be more serious, such as lost profi ts from projects that were abandoned 
because of a lack of funds. 

 Control must, therefore, be exercised over areas such as cash management, to try to 
avoid adverse  non-operating-profit variances.   

  Investigating variances 

 It is unreasonable to expect budget targets to be met precisely each month and so vari
ances will usually arise. Discovering the reasons for these variances can be costly. Infor
mation will usually have to be produced and examined and discussions with appropriate 
members of staff  carried out. Sometimes, activities may have to be stopped to discover 
what went wrong. Since small variances are almost inevitable, and investigating vari
ances can be expensive, managers need some guiding principle concerning which vari
ances to investigate and which to accept.  

Variance analysis in service industries 

  Non-operating profit variances 

  Investigating variances 

   What principle do you feel should guide managers when deciding whether to spend 
money investigating a particular variance? (Hint: Think back to  Chapter   1   ).  

  When deciding whether to produce accounting information, there should be a consideration 
of both benefit and cost. The benefit likely to be gained from knowing why a variance arose 
needs to be weighed against the cost of obtaining that knowledge.   

 Activity 13.15 
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There are difficulties in implementing this principle, however, as both the value of the bene
fit and the cost of investigation may be difficult to assess in advance of the investigation.

The following practical guidelines for investigating variances, which try to take some 
account of benefit and cost, may be adopted by managers:

●	 Significant adverse variances should normally be investigated, as a continuation of the 
underlying problem could be very costly. Managers must decide what ‘significant’ 
means and, ultimately, this will be a matter of managerial judgement. It may be decided, 
for example, that variances above a threshold of a percentage of the budgeted figure 
(say, 5 per cent) or a fixed financial amount (say, £1,000) are considered significant.

●	 Significant favourable variances should probably be investigated. Although they may 
not cause such immediate concern as adverse variances, they still indicate that things 
are not going according to plan. If actual performance is significantly better than 
planned, it may mean that the budget target is unrealistically low.

●	 Insignificant variances, though not triggering immediate investigation, should be 
kept under review. For each aspect of operations, the cumulative sum of variances, 
over a series of control periods, should be zero, with small adverse variances in some 
periods being compensated for by small favourable ones in others. This is because 
small variances caused by random factors will not necessarily recur and they are as 
likely to be favourable as adverse.

While these guidelines may be of some help, managers must be flexible. They may, for 
example, decide against investigating a significant variance where the cost of correcting 
the potential causes, is expected to be very high. They may calculate that it would be 
cheaper to live with the problem and so adjust the budget.

Where a variance is caused by systemic (nonrandom) factors, which will recur over 
time, the cumulative sum of the periodic variances will not be zero but an increasing 
figure. Even though the individual variances may be insignificant, the cumulative effect 
of these variances may not. Thus, an investigation may well be worthwhile, particularly 
if the variances are adverse.

To illustrate the cumulative effect of relatively small systemic variances, let us con
sider Example 13.2.

➔

Indisurers Ltd finds that the variances for direct labour efficiency for processing 
motor insurance claims, since the beginning of the year, are as follows:

£

January 25 (adverse)
february 15 (favourable)
march  5 (favourable)
April 20 (adverse)
may 22 (adverse)
June  8 (favourable)

example 13.2

£

July 20 (adverse)
August 15 (favourable)
September 23 (adverse)
october 15 (favourable)
November  5 (favourable)
december 26 (adverse)

The average total cost of labour performing this task is about £1,200 a month. 
 Management believes that none of these variances, taken alone, is significant given 
the monthly labour cost. The question is, are they significant when taken together? 
If we add them together, taking account of the signs, we find that we have a net 
adverse variance for the year of £73. Of itself this, too, is probably not significant, 
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Plotting the cumulative variances, from month to month, as in Figure 13.10, makes it 
clear what is happening as time proceeds.

but we should expect the cumulative total to be close to zero where the variances 
are random. We might feel that a pattern is developing and, given long enough, a 
net adverse variance of significant size might build up.

Investigating the labour efficiency might be worth doing. Finding the cause of 
the variance would put management in a position to correct a systemic fault, which 
could lead to future cost savings. (Note that 12 periods are probably not enough to 
reach a statistically sound conclusion on whether the variances are random or not, 
but it provides an illustration of the point.)

example 13.2 continued

Starting at zero at the beginning of January, each month the cumulative variance is plotted. This 
is the sum taking account of positive and negative signs. The January figure is £25 (A). The 
cumulative figure at the end of february is £10 (A) (that is £25 (A) plus £15 (f)) and so on. The 
graph seems to show an overall trend of adverse variances, but with several favourable vari-
ances involved.

the cumulative variances for labour efficiency in motor 
insurance claim handling at Indisurers LtdFigure 13.10 
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  Variance analysis in practice 

   real World   13.4     provides some evidence concerning the use of variance analysis.    

 using variance analysis 
 The CimA survey, mentioned in previous chapters, examined the extent to which the use 
of variance analysis varies with business size.  figure   13.11    shows the results.  

 The survey also indicated that variance analysis was the most widely used of a variety 
of costing tools examined (which included the techniques covered in previous chapters). 
overall, more than 70 per cent of respondents used this technique. 

  Source:  figure adapted from management accounting tools for today and tomorrow, CimA, 2009, p.12. 

 real World 13.4 

  The use of this approach increases in line with the size of the business.  

Variance analysis and business size           Figure 13.11   

< 50
employees

> 10,000
employees

51–250
employees

251–10,000
employees

 The CimA survey indicated that there is a tendency for smaller businesses to be less 
likely to use variance analysis. This was emphasised by the survey of seven small and four 
medium sized uK business which found that none of these eleven businesses used vari-
ance analysis. 

  Source:  lucas, m., Prowle, P. and lowth, G., management accounting practices of uK small-medium-sized enterprises, CimA, July 
2013, page 7. 

  Compensating variances 

 There may be superfi cial appeal in the idea of  compensating variances.  These are linked 
favourable and adverse variances, which are traded off  against each other. A sales man
ager, for example, may suggest that more of a particular service could be sold if prices 
were lowered, as this would result in increased profi ts. This suggestion would lead to a 
favourable sales volume variance, but also to an adverse sales price variance. On the face 
of it, provided that the former is greater than the latter, this would be benfi cial.  

Compensating variances 
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 Trading off  variances in this way is, therefore, not normally acceptable without a more 
farreaching consultation and revision of plans.  

  Standard quantities and costs 

 We have already seen that a budget is a business plan for the short term – normally one 
year – that is expressed mainly in fi nancial terms. A budget is typically constructed from 
standards.  Standard quantities and costs  (or revenues) are those planned for an indi
vidual unit of input or output and provide the building blocks for budgets. 

 We can say about Baxter Ltd’s operations (see  Example   13.1    on  page   505   ) that: 

   ●	   the standard selling price is    £100    for one unit of output;  
  ●	   the standard marginal cost for one manufactured unit is    £60;     
  ●	   the standard raw materials cost is    £40    for one unit of output;  
  ●	   the standard raw materials usage is 40 metres for one unit of output;  
  ●	   the standard raw materials price is    £1    a metre (that is, for one unit of input);  
  ●	   the standard labour cost is    £20    for one unit of output;  
  ●	   the standard labour time is 2.50 hours for one unit of output;  
  ●	   the standard labour rate is    £8    an hour (that is, for one unit of input).   

 Variances are often defi ned in terms of standards. Earlier (in  Figure   13.6   ,  page   512   ), we 
saw that the direct materials usage variance can be defi ned as: 

   (Actual quantity used - budgeted quantity) * budgeted cost per unit.

    It can be, and probably more commonly is, defi ned as: 

   (Actual quantity used - (standard raw material usage * actual number of units of

production)) * standard raw materials cost.

    The process of deriving variances, which we discussed in detail earlier in the chapter, is 
often known as  standard costing.  

 Standard costing may be applied to a wide variety of products or services. A fi rm of 
accountants, for example, may set standard costs per hour for each grade of staff  (audit 
manager, audit senior, trainee and so on). When planning a particular audit of a client 
business, it can decide the standard hours that each grade of staff  should spend on the 
audit and, using the standard cost per hour for each grade, it can derive a standard cost 

  Standard quantities and costs 

   Can you think of a reason why the sales manager of a service-providing business 
should not go ahead with the price reduction, without consulting colleagues?  

  The change in policy will have ramifications for other areas of the business, including: 

   ●	   The need to supply more of the service. Staff and other resources may not be available 
to accommodate this increase.  

  ●	   The need to provide more finance. increased levels of activity will lead to an increased 
need for funds to pay, for example, additional staff costs.     

 Activity 13.16 
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or ‘budget’ for the job as a whole. These standards can subsequently be compared with 
the actual hours and hourly rates.  

  Setting standards 

 When setting standards various points have to be considered. We shall now explore 
some of the more important of these. 

  What kind of standards should be used? 

 There are basically two types of standards that may be used:  ideal standards  and 
  practical standards.  Ideal standards, as the name suggests, assume perfect operating 
conditions where there is no ineffi  ciency due to lost production time, defects and so on. 
The objective of setting ideal standards, which are attainable in theory at least, is to 
encourage employees to strive towards excellence. Practical standards, also as the name 
suggests, do not assume ideal operating conditions. Although they demand a high level 
of effi  ciency, account is taken of possible lost production time, defects and so on. They 
are designed to be challenging yet achievable. 

 There are two major diffi  culties with using the ideal standards. 

   ●	   They do not provide a useful basis for exercising control. Unless the standards set are 
realistic, any variances computed are extremely diffi  cult to interpret.  

  ●	   They may not achieve their intended purpose of motivating managers: indeed, the 
opposite may occur. We saw earlier that the evidence suggests that where managers 
regard a target as beyond their grasp, it is likely to have a demotivating eff ect.   

 Given these problems, it is not surprising that practical standards seem to enjoy more 
widespread support than ideal standards. Nevertheless, by taking account of wastage, lost 
production time and so on, there is a risk that they will entrench operating ineffi  ciencies.  

  Who sets the standards? 

 Standards often result from the collective eff ort of various individuals including man
agement accountants, industrial engineers, human resource managers, production man
agers and other employees. The manager responsible for achieving a particular standard 
will usually have some involvement and may provide specialised knowledge. This pro
vides the opportunity to infl uence the fi nal decision, with the consequent risk that 
‘slack’ may be built into the standard in order to make it easier to achieve. The same 
problem was mentioned earlier in relation to budgets.  

  how is information gathered? 

 Setting standards involves gathering information concerning how much material 
should be used, how much machine time should be required, how much direct labour 
time should be spent and so on. Two possible ways of collecting information for stand
ard setting are available.  

Setting standards 
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Where the product or service is entirely new or involves entirely new processes, the 
first approach will probably have to be used, even though it is usually more costly.

the learning-curve effect

Where a task that is undertaken by direct workers has been unchanged for some time, 
and the workers are experienced at performing it, the standard labour time will normally 
stay unchanged. However, where a new task is introduced, or new workers are involved 
with performing an existing task, a learning-curve effect will normally occur. This is 
shown in Figure 13.12.

Can you think what these might be?

The first is to examine the particular processes and tasks involved in producing the product 
or service and to develop suitable estimates. Standards concerning material usage, machine 
time and direct labour hours may be established by carrying out dummy production runs, 
time-and-motion studies and so on. This will require close collaboration between the man-
agement accountant, industrial engineers and those involved in the production process.

The second approach is to collect information relating to past costs, times and usage for the 
same, or similar, products and to use this information as a basis for predicting the future. This 
information may have to be adjusted to reflect changes in price, changes in the production 
process and so on.

Activity 13.17

each time a particular task is performed, people become quicker at it. This learning-curve effect 
becomes less and less significant until, after performing the task a number of times, no further 
learning occurs.

the learning-curve effectFigure 13.12 
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 The fi rst time that the task is performed, it will take a relatively long time. As experi
ence is gained, the worker takes less time to perform each successive unit of the task. 
The rate of reduction in the time taken will, however, decrease as experience is gained. 
Thus, for example, the reduction in time taken between the fi rst and second unit will be 
much bigger than the reduction between, say, the ninth and the tenth. Eventually, the 
rate of reduction in time taken will reduce to zero so that each unit will take as long as 
the preceding one. At this point, the point where the curve in  Figure    13.12    becomes 
horizontal (the bottom right of the graph), the learningcurve eff ect will have been 
eliminated and a steady, longterm standard time for the activity will have been 
established. 

 The learningcurve eff ect seems to have little to do with whether workers are skilled or 
unskilled; if they are unfamiliar with the task, the learningcurve eff ect will arise. Practi
cal experience shows that learning curves show remarkable regularity and, therefore, 
predictability from one activity to another. 

 The learningcurve eff ect applies equally well to activities involved with providing a 
service (such as dealing with an insurance claim, in an insurance business) as to manu
facturingtype activities (like upholstering an armchair by hand, in a furnituremaking 
business). 

 Clearly, the learningcurve eff ect must be taken into account when setting standards, 
and when interpreting any adverse labour effi  ciency variances, where a new process and/
or new staff  are involved.   

  Keeping standards relevant 

 As we have seen, standards, like the budgets to which they are linked, represent targets 
against which actual performance is measured. They also provide the basis for variance 
analysis, which, as we have also seen, helps managers to identify where deviations from 
planned, or standard, performance have occurred and the extent of those deviations. To 
maintain their usefulness for planning and control purposes, they should be subject to 
frequent review and, where necessary, revision.   real World   13.5     provides some evidence 
on the frequency of updating standards in practice.   

Keeping standards relevant 

 Keeping up standards 
 KPmG, the accountancy firm, conducted interviews with senior financial officers of 12 
large international manufacturing businesses covering pharmaceuticals, industrials and 
consumer goods. A key finding was that increasing economic volatility was leading to 
more frequent updates of standards. most of the businesses updated standards annually. 
however, one updated on a quarterly basis and one had not updated for two years 
because of the costs and time involved. 

  Source : Standard costing: insights from leading companies, KPmG, february 2010. 

 real World 13.5 
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  Other uses for standard costing 

 We have already seen that standards can play a valuable role in performance evaluation 
and control. However, standards relating to costs, usages, selling prices and so on, may 
also be used for other purposes such as: 

   ●	   measuring operating effi  ciency;  
  ●	   product sourcing decisions;  
  ●	   determining the cost of inventories and work in progress for income measurement 

purposes;  
  ●	   determining the cost of items for use in pricing decisions.   

 This does not mean that standards should be seen as the primary measure in all cases. 
When making decisions about operating effi  ciency, product sourcing or pricing, they 
may be used as a secondary measure. 

   real World    13.6     provides some information on the use of standards for decision 
making.   

Other uses for standard costing 

 Standard practice 
 The KPmG survey, mentioned in  real World    13.5    (page 000), found that some of the 
twelve manufacturing businesses in the study had moved away from using standard 
 costing as a basis for setting prices. They were also using standards less as the key meas-
ure of operating effectiveness and for making decisions about, for example, where to 
manufacture. instead, they relied on other operating and financial measures. 

  Source : Standard costing: insights from leading companies, KPmG, february 2010. 

 real World 13.6 

  Making budgetary control effective 

 It should be clear from what we have seen of  budgetary control  that a system, or a set of 
routines, must be put in place to enable the potential benefi ts to be gained. Most busi
nesses that operate successful budgetary control systems tend to share some common 
features. These include the following: 

   ●	    A serious attitude taken to the system.  This should apply to all levels of management, right 
from the very top. For example, senior managers need to make clear to junior managers 
that they take notice of the monthly variance reports and base some of their actions and 
decisions upon them.  

  ●	    Clear demarcation between areas of managerial responsibility.  It needs to be clear which 
manager is responsible for each business area so that accountability can more easily be 
ascribed for any area that seems to be going out of control.  

  ●	    Budget targets that are challenging yet achievable.  Setting unachievable targets is likely to 
have a demotivating eff ect. Managers may be invited to participate in establishing 
their own targets to help create a sense of ownership. This, in turn, may increase levels 
of commitment and motivation. We shall consider this in more detail shortly.  

Making budgetary control effective 
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  ●	    Established data collection, analysis and reporting routines.  These should take the actual 
results and the budget fi gures and use them to calculate and report the variances. This 
should be part of the business’s routine accounting information system, so that the 
required reports are automatically produced each month.  

  ●	    Reports aimed at individual managers, rather than general-purpose documents.  This avoids 
managers having to read through long, generalpurpose reports to fi nd the part that is 
relevant to them.  

  ●	    Fairly short reporting periods.  These would typically be one month long, so that things 
cannot go too far wrong before they are picked up.  

  ●	    Timely variance reports.  Reports should be produced and made available to managers 
shortly after the end of the relevant reporting period. If it is not until the end of June 
that a manager is informed that the performance in May was below the budgeted 
level, it is quite likely that the performance for June will be below target as well. 
Reports on the performance in May ideally need to emerge in early June.  

  ●	    Action being taken to get operations back under control if they are shown to be out of control.  
The report will not change things by itself. Managers need to take action to try to 
ensure that the reporting of signifi cant adverse variances leads to action to put things 
right for the future.    

  Some problems    p     

 Although variances and standards may be useful for decisionmaking and control, they 
may have limited application. Many business and commercial activities do not have 
direct relationships between inputs and outputs, as is the case with, say, the number of 
direct labour hours worked and the number of products manufactured. Many expenses 
of modern business are in areas such as human resource development, advertising, 
maintenance of equipment and research and development, where the expense is discre
tionary and there is no direct link to the level of output. 

 There are also potential problems when applying variance analysis/standard costing 
techniques. These include the following: 

   ●	   Standards can quickly become out of date as a result of both changes in the production 
process and price changes. When standards become outdated, performance can be 
adversely aff ected. For example, a human resources manager who recognises that it is 
impossible to meet targets on rates of pay for labour, because of general labour cost rises, 
may have less incentive to minimise costs.  

  ●	   Factors may aff ect a variance for which a particular manager is accountable but over 
which the manager has no control. When assessing the manager’s performance, these 
uncontrollable factors should be taken into account but there is always a risk that they 
will not.  

  ●	   In practice, creating clear lines of demarcation between the areas of responsibility of 
various managers may be diffi  cult. In this case, one of the prerequisites of eff ective 
variance analysis/standard costing is lost.  

  ●	   Once a standard has been met, there is no incentive for employees to improve the 
quality or quantity of output further. There are usually no additional rewards for 
doing so; only additional work. Indeed, employees may have a disincentive for 
exceeding a standard as it may then be viewed by managers as too loose and therefore 
in need of tightening. However, simply achieving a standard, and no more, may not 
be enough in highly competitive and fastchanging markets. To compete eff ectively, 

Some problems    p
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a business may need to strive for continuous improvement and standard costing tech
niques may impede this process.  

  ●	   Variance analysis may create incentives for managers and employees to act in undesir
able ways. It may, for example, encourage the build up of excess inventories, leading 
to signifi cant storage and fi nancing costs. This problem can arise where there are 
opportunities for discounts on bulk purchases of materials, which the purchasing 
manager then exploits to achieve a favourable direct materials price variance. One 
way to avoid this problem might be to impose limits on the level of inventories held.    

   Can you think of another example of how a manager may achieve a favourable direct 
materials price variance but in doing so would create problems for a business?  

  A manager may buy cheaper, but lower quality, materials. Although this may lead to a 
 favourable price variance, it may also lead to additional inspection and reworking costs and, 
perhaps, lost sales. 

 To avoid this problem, the manager may be required to buy material of a particular quality 
or from particular sources.   

 Activity 13.18 

 A fi nal example of the perverse incentives created by variance analysis relates to labour 
effi  ciency variances. Where these variances are calculated for individual employees, and 
form the basis for their rewards, there is little incentive for them to work cooperatively. 
Cooperative working may be in the best interests of the business, however. To avoid this 
problem, some businesses calculate labour effi  ciency variances for groups of employees 
rather than individual employees. This, however, creates the risk that some individuals will 
become ‘free riders’ and will rely on the more conscientious employees to carry the load.   

   How might the business try to eliminate the ‘free-rider’ problem just mentioned?  

  one way would be to carry out an evaluation, perhaps by the group members themselves, of 
individual contributions to group output, as well as evaluating group output as a whole.   

 Activity 13.19 

  the new business environment 

 The traditional standard costing approach was developed during an era when business 
operations were characterised by few product lines, long production runs and heavy reli
ance on direct labour. More recently, the increasingly competitive environment and the 
onward march of technology have changed the business landscape. Now, many business 
operations are characterised by a wide range of diff erent products, shorter product life 
cycles (leading to shorter production runs) and automated production processes. The 
eff ect of these changes has resulted in: 

   ●	   a need for more frequent development of standards to deal with frequent changes to the 
product range;  

  ●	   a change in the focus for control – where manufacturing systems are automated, for 
example, direct labour becomes less important than direct materials;  

the new business environment 
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●	 a decline in the importance of monitoring from cost and usage variances – where 
manufacturing systems are automated, deviations from standards relating to costs 
and usage become less frequent and less significant.

Thus, where a business has highly automated production systems, traditional standard 
costing, with its emphasis on costs and usage, is likely to take on less importance. Other 
elements of the production process such as quality, production levels, product cycle 
times, delivery times and the need for continuous improvement become the focus of 
attention. This does not mean, however, that a standardsbased approach is not useful 
for the new manufacturing environment. It can still provide valuable control informa
tion and there is no reason why standard costing systems cannot be redesigned to reflect 
a concern for some of the elements mentioned earlier. Nevertheless, other measures, 
including nonfinancial ones, may help to augment the information provided by the 
standard costing system.

real World 13.7 indicates the extent to which particular standard costing variances 
are calculated.

maintaining standards
Senior financial managers of 33 uK businesses were asked about their costing systems. 
it emerged that standard costing was used by 30 of the businesses concerned, which 
represented most of the businesses that might be expected to use this method. The popu-
larity among these businesses of standards for each of the main cost items is set out in 
figure 13.13.

real World 13.7

Standards for materials were used by all businesses in the survey that used standard 
 costing. Standards for labour were used by nearly all businesses.

the popularity of standards in practiceFigure 13.13 

despite the popularity of materials standards, the study found that four businesses calcu-
lated the total direct materials variance only and that only two-thirds of businesses calculated 
both the direct materials price and usage variances. for labour standards, the variance analy-
sis is even less complete. The study found that 15 businesses calculated the total direct 
labour variance only and only one-third of businesses calculated both the direct labour and 
efficiency variances. it seems, therefore, that standard costing was not extensively employed 
by the businesses.

Source: figure based on information in Contemporary Management Accounting Practices in UK Manufacturing, d. dugdale, C. Jones 
and S. Green, CimA Publication, elsevier, 2006.
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   real World   13.8     indicates that, despite the problems mentioned above, standard cost
ing is used by businesses.   

 Standard usage 
 The CimA survey, mentioned previously, examined the extent to which the use of standard 
costing varies with business size.  figure   13.14    shows the results.  

 real World 13.8 

  The use of this technique increases in line with the size of the business.  

Standard costing and business size           Figure 13.14   

< 50
employees

> 10,000
employees

51–250
employees

251–10,000
employees

  Source : figure adapted from management accounting tools for today and tomorrow, CimA, 2009, p.12. 

  Behavioural issues 

 Budgets are prepared with the objective of aff ecting the attitudes and behaviour of man
agers. The point was made in  Chapter   12    that one of the main objectives of budgeting is 
to motivate managers; research evidence generally shows that budgets can be eff ective in 
achieving this. 

More specifi cally, the research shows: 

   ●	   The existence of budgets can improve job satisfaction and performance. Where a man
ager’s role might otherwise be illdefi ned or ambiguous, budgets can bring structure and 
certainty. Budgets provide clear, quantifi able targets that must be pursued. This can be 
reassuring to managers and can increase their level of commitment.  

  ●	   Demanding, yet achievable, budget targets tend to motivate better than less demand
ing targets. It seems that setting the most demanding targets that are acceptable to 
managers is a very eff ective way to motivate them.  

  ●	   Unrealistically demanding targets tend to have an adverse eff ect on managers’ perfor
mance. Once managers begin to view the budget targets as being too diffi  cult to achieve, 
their level of motivation and performance declines. The relationship between the level 
of performance and the perceived degree of budget diffi  culty is shown in  Figure   13.15   .   

  Behavioural issues 
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●	 The participation of managers in setting their targets tends to improve motivation 
and performance. This is probably because those managers feel a sense of commit
ment to the targets and a moral obligation to achieve them.

It has been suggested that allowing managers to set their own targets will lead to slack 
(that is, easily achievable) targets being introduced. This would make achievement of the 
target that much easier. On the other hand, in an effort to impress, a manager may select 
a target that is not really achievable. These points imply that care must be taken in the 
extent to which managers have unfettered choice of their own targets.

Conflict can occur in the budgetsetting process, as different groups may well have 
different agendas. For example, junior managers may be keen to build slack into their 
budgets while their senior managers may seek to impose unrealistically demanding 
budget targets. Sometimes, such conflict can be constructive and can result in better 
decisions being made. To resolve the conflict over budget targets, negotiations may have 
to take place and other options may have to be explored. This may lead to a better under
standing by all parties of the issues involved and final agreement may result in demand
ing, yet achievable, targets.

the impact of management style

There has been a great deal of discussion among experts on the way in which managers 
use information generated by the budgeting system and the impact of its use on the atti
tudes and behaviour of subordinates (that is, the staff). A pioneering study by Hopwood 
(see reference 1 at the end of the chapter) examined the way that managers, working 
within a manufacturing environment, used budget information to evaluate the 

At a low level of budget difficulty, performance also tends to be low as managers do not find 
the targets sufficiently motivating. however, as the degree of difficulty starts to increase, man-
agers rise to the challenge and improve their performance. Beyond a certain point, managers 
see the budgets as being too difficult to achieve and so motivation and performance decline.

relationship between the level of performance and the 
perceived degree of budget difficultyFigure 13.15 
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performance of subordinates. He argued that three distinct styles of management could 
be observed. These are:

●	 Budget-constrained style. This management style focuses rigidly on the ability of 
subordin ates to meet the budget. Other factors relating to the performance of subordi
nates are not given serious consideration even though they might include improving 
the longterm effectiveness of the area for which the subordinate has responsibility.

●	 Profit-conscious style. This management style uses budget information in a more flexi
ble way and often in conjunction with other data. The main focus is on the ability of 
each subordinate to improve longterm effectiveness.

●	 Non-accounting style. In this case, budget information plays no significant role in the 
evaluation of a subordinate’s performance.

How might a manager respond to information that indicates a subordinate has not met 
the budget targets for the period, assuming the manager adopts:

(a) a budget-constrained style?
(b) a profit-conscious style?
(c) a non-accounting style?

(a) A manager adopting a budget-constrained style is likely to take the budget informa-
tion very seriously. This may result in criticism of the subordinate and, perhaps, some 
form of sanction.

(b) A manager adopting a profit-conscious style is likely to take a broader view when 
examining the budget information and so will take other factors into consideration 
(for example, factors that could not have been anticipated at the time of preparing 
the budgets), before deciding whether criticism or punishment is justified.

(c) A manager adopting a non-accounting style will regard the failure to meet the budget 
as being relatively unimportant and so no action may be taken.

Activity 13.20

Hopwood found that subordinates working for a manager who adopts a budget 
constrained style had unfortunate experiences. They suffered higher levels of jobrelated 
stress and had poorer working relationships, with both their colleagues and their man
ager, than those subordinates whose manager adopted one of the other two styles. 
 Hopwood also found that the subordinates of a budgetconstrained style of manager 
were more likely to manipulate the budget figures, or to take other undesirable actions, 
to ensure the budgets were met.

reservations about the hopwood study
Though Hopwood’s findings are interesting, subsequent studies have cast doubt on their 
universal applicability. Later studies confirm that human attitudes and behaviour are 
complex and can vary according to the particular situation. For example, it has been 
found that the impact of different management styles on such factors as jobrelated 
stress and the manipulation of budget figures seems to vary. The impact is likely to 
depend on such factors as the level of independence enjoyed by the subordinates and 
the level of uncertainty associated with the tasks to be undertaken.
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Behavioural problems
A survey indicated that there is a large degree of participation in setting budgets by those 
who will be expected to perform to the budget (the budget holders).

The survey also showed that senior managers have greater influence in setting the 
targets than their junior manager budget holders. Where there is a conflict between the 
cost estimates submitted by the budget holders and their senior managers, in 40 per cent 
of respondent businesses the senior manager’s view would prevail without negotiation. in 
nearly 60 per cent of cases, however, a reduction would be negotiated between the 
budget holder and the senior manager. The general philosophy of the businesses that 
responded to the survey, regarding budget holders influencing the setting of their own 
budgets, is:

●	 23 per cent of respondents believe that budget holders should not have too much influ-
ence since they will seek to obtain easy budgets (build in slack) if they do;

●	 69 per cent of respondents take an opposite view.

real World 13.9

It seems that where there is a high level of interdependence between business divisions, 
subordinate managers are more likely to feel that they have less control over their perform
ance. This is because the performance of staff in other divisions could be an important 
influence on the final outcome. In such a situation, rigid application of the budget could 
be viewed as being unfair and may lead to undesirable behaviour. However, where man
agers have a high degree of independence, the application of budgets as a measure of 
 performance is likely to be more acceptable. In this case, the managers are likely to feel that 
the final outcome is much less dependent on the performance of others.

Later studies have also shown that where a subordinate is undertaking a task that has 
a high degree of uncertainty concerning the outcome (for example, developing a new 
product), budget targets are unlikely to be an adequate measure of performance. In 
such a situation, other factors and measures should be taken into account in order to 
derive a more complete assessment of performance. However, where a task has a low 
degree of uncertainty concerning the outcome (for example, producing a standard 
product using standard equipment and an experienced workforce), budget measures 
may be regarded as more reliable indicators of performance. Thus, it appears that a 
budgetconstrained style is more likely to work where subordinates enjoy a fair amount 
of independence and where the tasks set have a low level of uncertainty concerning 
their outcomes.

Failing to meet the budget

The existence of budgets gives senior managers a ready means to assess the performance 
of their subordinates (that is, junior managers). If a junior manager fails to meet a 
budget, this must be handled carefully by the relevant senior manager. Adverse vari
ances may imply that the manager needs help. If this is the case, a harsh, critical 
approach would have a demotivating effect and would be counterproductive.

real World 13.9 gives some indication of the effects of the behavioural aspects of 
budgetary control in practice.

➔
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real World 13.9 continued

The general view on how senior managers should judge their subordinates is:

●	 46 per cent of respondent businesses think that senior managers should judge junior 
managers mainly on their ability to achieve the budget;

●	 40 per cent think otherwise.

Though this research is not very recent (1993), in the absence of more recent evidence it 
provides some feel for budget setting in practice.

Source: A Survey of Management Accounting Practices in UK Manufacturing Companies, C. drury, S. Braund, P. osborne and m. 
Tayles, Chartered Association of Certified Accountants, 1993.

Not guilty
A research project was carried out within a large multinational business, which is referred 
to as ‘Astoria’ by researchers to preserve its anonymity. The business employs a broadly 
traditional budgeting system even though it is subject to rapid technological change and 
operates within a highly competitive environment. interviews with 25 managers, drawn 
from different functional areas, were conducted to see whether the budgeting process 
stifled innovation in any way. The researchers concluded:

‘ p we found little evidence to suggest that managers at Astoria were deterred from engaging in 
innovative activities simply because they had budget responsibilities. of course, the amount of 
resources available to them may have presented a sort of boundary, but they didn’t see the pres-
ence of budgetary targets as a constraint. The closest we came to finding any suggestion that 
budgets might inhibit innovation was a comment from one manager who remarked that “every-
body has a sandpit to play in. my sandpit financially is my control plan. if i stay within it, i’m free 
to play.” more generally, managers considered that, if they felt restricted in pursuing innovation, it 
was the degree of general empowerment they had that mattered. one manager went so far as to 
say that he felt “constrained in some ways by not having enough hours in the day”. our findings 
suggest that, although much of the accounting literature argues that budgets may deter innova-
tion, this seems far from the truth.’

Source: d. marginson and S. ogden, Budgeting and innovation, Financial Management, April 2005, pp. 29 to 31.

real World 13.10

Budgets and innovation

We saw in the previous chapter that budgets are often criticised for reinforcing a ‘com
mand and control’ structure that concentrates power in the hands of senior managers 
and prevents junior managers from exercising autonomy. It has been argued that this 
can deter innovation and can leave junior managers feeling constrained and frustrated. 
There is not compelling evidence, however, to support this view. real World  13.10 
 discusses some research that explored the possible tension between budgetary control 
and innovative behaviour.
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Toscanini ltd makes a standard product, which is budgeted to sell at £4.00 a unit, in a 
competitive market. it is made by taking a budgeted 0.4 kg of material, budgeted to cost 
£2.40/kg and having it worked on by hand by an employee, paid a budgeted £8.00/hour, 
for a budgeted 6 minutes. monthly fixed overheads are budgeted at £4,800. The output 
for may was budgeted at 4,000 units.

The actual results for may were as follows:

£
Sales revenue (3,500 units) 13,820
materials (1,425 kg) (3,420)
labour (345 hours) (2,690)
fixed overheads (4,900)
Actual operating profit 2,810

No inventories of any description existed at the beginning or end of the month.

Required:
(a) deduce the budgeted profit for may and reconcile it, through variances, with the 

actual profit in as much detail as the information provided will allow.
(b) State which manager should be held accountable, in the first instance, for each vari-

ance calculated.
(c) Assuming that the budget was well set and achievable, suggest at least one feasible 

reason for each of the variances that you identified in (a), given what you know about 
the business’s performance for may.

(d) if it were discovered that the actual total world market demand for the business’s 
product was 10 per cent lower than estimated when the may budget was set, explain 
how and why the variances that you identified in (a) could be revised to provide infor-
mation that would be potentially more useful.

the solution to this question can be found in Appendix C.

Self-assessment question 13.1

Summary

The main points of this chapter may be summarised as follows:

Controlling through budgets

●	 Budgets act as a system of both feedback and feedforward control.

●	 To exercise control, budgets can be flexed to match actual volume of output.

Variance analysis

●	 Variances may be favourable or adverse according to whether they result in an 
increase to, or a decrease from, the budgeted profit figure.

●	 Budgeted profit plus all favourable variances less all adverse variances equals actual 
profit.

SummArY
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●	 Commonly calculated variances:
– Sales volume variance =  difference between the original budget and the flexed 

budget profit figures.
– Sales price variance =  difference between actual sales revenue and actual volume at 

the standard sales price.
– Total direct materials variance =  difference between the actual direct materials cost 

and the direct materials cost according to the flexed budget.
– Direct materials usage variance =  difference between actual usage and budgeted 

usage, for the actual volume of output, multiplied by the standard materials cost.
– Direct materials price variance =  difference between the actual materials cost and 

the actual usage multiplied by the standard materials cost.
– Total direct labour variance =  difference between the actual direct labour cost and 

the direct labour cost according to the flexed budget.
– Direct labour efficiency variance =  difference between actual labour time and 

budgeted time, for the actual volume of output, multiplied by the standard labour 
rate.

– Direct labour rate variance =  difference between the actual labour cost and the 
actual labour time multiplied by the standard labour rate.

– Fixed overhead spending variance =  difference between the actual and budgeted 
spending on fixed overheads.

●	 Significant and/or persistent variances should normally be investigated to establish their 
cause. However, the costs and benefits of investigating variances must be considered.

●	 Trading off favourable variances against linked adverse variances should not be auto
matically acceptable.

●	 Not all activities can usefully be controlled through traditional variance analysis.

Standard costing

●	 Standards =  budgeted physical quantities and financial values for one unit of inputs 
and outputs.

●	 Two types of standards: ideal standards and practical standards.

●	 Information necessary for developing standards can be gathered by analysing the task 
or by using past data.

●	 There tends to be a learningcurve effect: routine tasks are performed more quickly 
with experience.

●	 Standards can be useful in providing data for income measurement, pricing decisions, 
product sourcing and efficiency measurement.

●	 Standards have their limitations, particularly in modern manufacturing environ
ments; however, they are still widely used.

Effective budgetary control

●	 Good budgetary control requires establishing systems and routines to ensure such things 
as a clear distinction between individual managers’ areas of responsibility; prompt, fre
quent and relevant variance reporting; and senior management commitment.

●	 There are behavioural aspects of control relating to management style, participation 
in budget setting and the failure to meet budget targets that should be taken into 
account by senior managers.

●	 The view that budgetary control stifles initiative is not well supported by the evidence.
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Solutions to these questions can be found in Appendix D.

13.1 explain what is meant by feedforward control and distinguish it from feedback control.

13.2 What is meant by a variance? What is the point in analysing variances?

13.3 What is the point in flexing the budget in the context of variance analysis? does flexing imply 
that differences between budget and actual in the volume of output are ignored in variance 
analysis?

13.4 Should all variances be investigated to find their cause? explain your answer.

review questions

exercises 13.1 and 13.2 are basic level, 13.3 and 13.4 are intermediate level and 13.5 to 
13.7 are advanced level. Solutions to exercises with coloured numbers can be found in 
Appendix e.

13.1 You have recently overheard the following remarks:

(a) ‘A favourable direct labour rate variance can only be caused by staff working more effi-
ciently than budgeted.’

(b) ‘Selling more units than budgeted, because the units were sold at less than standard price, 
automatically leads to a favourable sales volume variance.’

(c) ‘using below-standard materials will tend to lead to adverse materials usage variances but 
cannot affect labour variances.’

(d) ‘higher-than-budgeted sales could not possibly affect the labour rate variance.’
(e) ‘An adverse sales price variance can only arise from selling a product at less than standard 

price.’

Required:
Critically assess these remarks, explaining any technical terms.

13.2 You have recently overheard the following remarks:

(a) ‘When calculating variances, we ignore differences of volume of output, between original 
budget and actual, by flexing the budget. if there were a volume difference, it is water under 
the bridge by the time that the variances come to be calculated.’

(b) ‘it is very valuable to calculate variances because they will tell you what went wrong.’
(c) ‘All variances should be investigated to find their cause.’
(d) ‘research evidence shows that the more demanding the target, the more motivated the 

manager.’
(e) ‘most businesses do not have feedforward controls of any type, just feedback controls 

through budgets.’

Required:
Critically assess these remarks, explaining any technical terms.

exercises

M13_MCLA8297_08_SE_C13.indd   540 24/09/15   7:33 pm



541exerCiSeS

13.3 Pilot ltd makes a standard product, which is budgeted to sell at £5.00 a unit. it is made by tak-
ing a budgeted 0.5 kg of material, budgeted to cost £3.00 a kilogram and working on it by hand 
by an employee, paid a budgeted £10.00 an hour, for a budgeted 71�2 minutes. monthly fixed 
overheads are budgeted at £6,000. The output for march was budgeted at 5,000 units.

The actual results for march were as follows:

£

Sales revenue (5,400 units) 26,460
materials (2,830 kg) (8,770)
labour (650 hours) (6,885)
fixed overheads (6,350)
Actual operating profit 4,455

No inventories existed at the start or end of march.

Required:
(a) deduce the budgeted profit for march and reconcile it with the actual profit in as much 

detail as the information provided will allow.
(b) State which manager should be held accountable, in the first instance, for each variance 

calculated.

13.4 Antonio plc makes Product x, the standard costs of which are:

£

Sales revenue 31
direct labour (1 hour) (11)
direct materials (1 kg) (10)
fixed overheads (3)
Standard profit  7

The budgeted output for march was 1,000 units of Product x; the actual output was 1,100 
units, which was sold for £34,950. There were no inventories at the start or end of march.

The actual production costs were:

£

direct labour (1,075 hours) 12,210
direct materials (1,170 kg) 11,630
fixed overheads 3,200

Required:
Calculate the variances for march as fully as you are able from the available information and use 
them to reconcile the budgeted and actual profit figures.
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13.5 Bradley-Allen ltd makes one standard product. its budgeted operating statement for may is as 
follows:

£ £

Sales (volume and revenue): 800 units 64,000
direct materials: Type A (12,000)

Type B (16,000)
direct labour: Skilled (4,000)

unskilled (10,000)
fixed overheads: (12,000)

(54,000)
Budgeted operating profit 10,000

The standard costs were as follows:

direct materials: Type A £50/kg
Type B £20/m

direct labour: Skilled £10/hour
unskilled £8/hour

during may, the following occurred:

1 950 units were sold for a total of £73,000.
2 310 kg (costing £15,200) of type A material were used in production.
3 920 metres (costing £18,900) of type B material were used in production.
4 Skilled workers were paid £4,628 for 445 hours.
5 unskilled workers were paid £11,275 for 1,375 hours.
6 fixed overheads cost £11,960.

There were no inventories of finished production or of work in progress at either the begin-
ning or end of may.

Required:
(a) Prepare a statement that reconciles the budgeted to the actual profit of the business for 

may, through variances. Your statement should analyse the difference between the two 
profit figures in as much detail as you are able.

(b) explain how the statement in (a) might be helpful to managers.

13.6 mowbray ltd makes and sells one product, the standard costs of which are as follows:

£

direct materials (3 kg at £2.50/kg) (7.50)
direct labour (15 minutes at £9.00/hr) (2.25)
fixed overheads  (3.60)

(13.35)
Selling price 20.00
Standard profit margin  6.65
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The monthly production and sales are planned to be 1,200 units.
The actual results for may were as follows:

£

Sales revenue 18,000
direct materials (7,400) (2,800kg)
direct labour (2,300) (255 hr)
fixed overheads (4,100)
operating profit 4,200

There were no inventories at the start or end of may. As a result of poor sales demand during 
may, the business reduced the price of all sales by 10 per cent.

Required:

Calculate the budgeted profit for may and reconcile it to the actual profit through variances, 
going into as much detail as is possible from the information available.

13.7 Brive plc has the following standards for its only product:

Selling price: £110/unit
direct labour: 1 hour at £10.50/hour
direct material: 3 kg at £14.00/kg
fixed overheads: £27.00/unit, based on a budgeted output of 800 units/month

during may, there was an actual output of 850 units and the operating statement for the 
month was as follows:

£

Sales revenue 92,930
direct labour (890 hours) (9,665)
direct materials (2,410 kg) (33,258)
fixed overheads (21,365)
operating profit 28,642

There were no inventories of any description at the beginning and end of may.

Required:

Prepare the original budget and a budget flexed to the actual volume. use these to compare the 
budgeted and actual profits of the business for the month, going into as much detail with your 
analysis as the information given will allow.
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Part 3 examines the area of ‘business finance’ or ‘financial 
management’. In broad terms, this part is concerned with 
decisions regarding the raising and investment of funds. 
Businesses can be seen, from an economic perspective, as 
entities that raise funds from investors (broadly, shareholders 
and lenders) and then use those funds to make investments 
(typically in equipment and other assets). These are important 
decision areas, often involving large sums of money and long 
time horizons. The ultimate objective of these decisions is to 
make the owners of the business more wealthy.

Chapter 14 considers how a business may determine 
whether proposed investments in long-term assets are 
worthwhile. We describe the various decision-making 
techniques available and examine their strengths and 
weaknesses. Although our focus is on investment 
proposals concerning buildings, equipment, motor vehicles 
and so on, the decision-making techniques discussed can 
be used when considering proposals to acquire shares in a 
business, or other ‘financial’ assets.

Chapter 15 deals with how businesses may raise the funds 
required to make investments. Here we review the main 
forms of funding available. We shall see how various 
factors, such as the size of the business, the period for 
which the funds are required and the degree of risk that 
businesses are prepared to take, will influence the form in 
which funds are raised.

14 Making capital 
investment decisions

15 Financing a business

16 Managing working capital

Financial management

Part 3
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Chapter 16 considers the management of working capital. Working capital 
is made up of the short-term assets and claims of the business. It consists 
of inventories, trade receivables, cash and trade payables. Businesses 
often invest large amounts of finance in working capital and so it needs to 
be managed carefully. In this chapter, each element of working capital is 
reviewed along with the various techniques that can be used in its 
management.
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This chapter looks at how businesses should assess proposed investments in new plant, 
machinery, buildings and other long-term assets. This is a very important area; expensive 

and far-reaching consequences can flow from bad investment decisions.
We shall also consider some of the practical aspects that should be taken into account 

when evaluating investment proposals. Finally, we shall discuss the ways that managers 
can oversee capital investment projects and how control may be exercised throughout the 
life of a project.

Introduction

Making capital investment 
decisions

ChaPter 14

Learning outcomes

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

●	 explain the nature and importance of investment decision making;

●	 identify and evaluate the four main investment appraisal methods found in 
practice;

●	 discuss the popularity and use of the four main investment apparaisal 
methods in practice;

●	 explain the methods used to monitor and control investment projects.
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     the nature of investment decisions 

 The essential feature of investment decisions is  time.  Investment involves making an 
outlay of something of economic value, usually cash, at one point in time, which is 
expected to yield economic benefi ts to the investor at some other point in time. Usually, 
the outlay precedes the benefi ts. Furthermore, the outlay is typically a single large 
amount while the benefi ts arrive as a series of smaller amounts over a fairly protracted 
period. 

 Investment decisions tend to be of profound importance to the business because: 

   ●	    Large amounts of resources are often involved.  Many investments made by businesses 
involve laying out a signifi cant proportion of their total resources (see  real World   14.2   ). 
If mistakes are made with the decision, the eff ects on the businesses could be signifi cant, 
if not catastrophic.  

  ●	    It is often diffi  cult and/or expensive to bail out of an investment once it has been undertaken.  
Investments made by a business are often specifi c to its needs. A hotel business, for 
example, may invest in a new, custom-designed hotel complex. If the business 
found, after having made the investment, that room occupancy rates were too low, 
the only course of action might be to sell the complex. The specialist nature of the 
complex may, however, lead to it having a rather limited resale value. This could 
mean that the amount recouped from the investment is much less than it had origin-
ally cost.   

   real World   14.1     gives an illustration of a major investment by a well-known business 
operating in the UK.  

     the nature of investment decisions 

 Brittany Ferries launches an investment 
 Brittany Ferries, the cross-Channel ferry operator, is having an additional ferry built. The 
ferry is costing the business    £225    million and will be used on the Portsmouth to santander 
route from 2017. Although Brittany Ferries is a substantial business, this level of expend-
iture is significant. Clearly, the business believes that acquiring the new ferry will be profit-
able for it, but how would it have reached this conclusion? Presumably the anticipated 
future benefits from carrying passengers and freight will have been major inputs to the 
decision. 

  Source:   www.brittany-ferries.co.uk . 

 real World 14.1 

 The issues raised by Brittany Ferries’ investment will be the main subject of this 
chapter. 

   Real World    14.2     indicates the level of annual net investment for a number of ran-
domly selected, well-known UK businesses. We can see that the scale of investment var-
ies from one business to another. (It also tends to vary from one year to another for a 
particular business.) In nearly all of these businesses the scale of investment was signifi -
cant, despite the fact that many businesses were cutting back on investment during the 
economic recession.  
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  Real World    14.2    considers only expenditure on non-current assets, but this type of 
investment often requires a signifi cant outlay on current assets to support it (additional 
inventories, for example). This suggests that the real scale of investment is even greater 
than indicated above.   

   When managers are making decisions involving capital investments, what should the 
decision seek to achieve?  

  Investment decisions must be consistent with the objectives of the particular organisation. 
For a private-sector business, maximising the wealth of the owners (shareholders) is normally 
assumed to be the key financial objective.   

 activity 14.1 

 The scale of investment by uk businesses 

    Expenditure on additional non-
current assets as a percentage of:  

    Annual sales 
revenue  

  End-of-year  
  non-current assets  

 British sky Broadcasting plc (television)   9.0  17.8 
 go-Ahead group plc (transport)   2.3  10.6 
 J d Wetherspoon plc (pub operator)   7.9  10.2 
 Marks and spencer plc (stores)   8.3  13.2 
 Ryanair Holdings plc (airline)   6.4   6.0 
 severn Trent Water plc (water and sewerage)  24.4   6.3 
 vodafone plc (telecommunications)  32.4  12.0 
 Wm Morrison supermarkets plc (supermarkets)   5.6  11.1 

  Source:  Annual reports of the businesses concerned for the financial year ending in 2013. 

 real World 14.2 

  Investment appraisal methods 

 Given the importance of investment decisions, it is essential that proper screening of 
investment proposals takes place. An important part of this screening process is to 
ensure that appropriate methods of evaluation are used. 

 Research shows that there are basically four methods used by businesses to evaluate 
investment opportunities. They are: 

   ●	   accounting rate of return (ARR)  
  ●	   payback period (PP)  
  ●	   net present value (NPV)  
  ●	   internal rate of return (IRR).   

  Investment appraisal methods 
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It is possible to find businesses that use variants of these four methods. It is also pos-
sible to find businesses, particularly smaller ones, that do not use any formal appraisal 
method but rely instead on the ‘gut feeling’ of their managers. Most businesses, how-
ever, seem to use one (or more) of these four methods.

We are going to assess the effectiveness of each of these methods, but we shall see that 
only one of them (NPV) is a wholly logical approach. The other three all have flaws. This 
raises the question as to why we should be examining three methods that are flawed. The 
answer is that all four of the methods are fairly widely used by managers in practice, as 
we shall see later in the chapter.

To help in examining each of the methods, it might be useful to see how each of them 
would cope with a particular investment opportunity. Let us consider the following 
example.

Billingsgate Battery Company has carried out some research that shows there to be 
a market for a standard service that it has recently developed.

Provision of the service would require investment in a machine that would cost 
£100,000, payable immediately. Sales of the service would take place throughout 
the next five years. At the end of that time, it is estimated that the machine could 
be sold for £20,000.

Inflows and outflows from sales of the service would be expected to be:

Time £000

Immediately Cost of machine (100)
1 year’s time operating profit before depreciation 20
2 years’ time operating profit before depreciation 40
3 years’ time operating profit before depreciation 60
4 years’ time operating profit before depreciation 60
5 years’ time operating profit before depreciation 20
5 years’ time disposal proceeds from the machine 20

Note that, broadly speaking, the operating profit before deducting depreciation 
(that is, before non-cash items) equals the net amount of cash flowing into the busi-
ness. Broadly, apart from depreciation, all of this business’s expenses cause cash to 
flow out of the business. Sales revenues tend to lead to cash flowing in. Expenses 
tend to lead to it flowing out. For the time being, we shall assume that working 
capital – which is made up of inventories, trade receivables and trade payables – 
remains constant. This means that operating profit before depreciation will tend to 
equal the net cash inflow.

To simplify matters, we shall assume that the cash from sales and for the 
expenses of providing the service are received and paid, respectively, at the end of 
each year. This is clearly unlikely to be true in real life. Money will have to be paid 
to employees (for salaries and wages) on a weekly or a monthly basis. Customers 
will pay within a month or two of buying the service. On the other hand, making 
the assumption probably does not lead to a serious distortion. It is a simplifying 
assumption, that is often made in real life, and it will make things more straightfor-
ward for us now. We should be clear, however, that there is nothing about any of 
the four methods that demands that this assumption is made.

example 14.1

M14_MCLA8297_08_SE_C14.indd   550 22/09/15   10:47 pm



ACCounTIng RATe oF ReTuRn (ARR) 551

 Having set up the example, we shall now go on to consider how each of the appraisal 
methods works.  

  accounting rate of return (arr) 

 The fi rst of the four method that we shall consider is the  accounting rate of return 
(arr).  This method takes the average accounting operating profi t that the investment 
will generate and expresses it as a percentage of the average investment made over the 
life of the project. In other words: 

   ARR =
Average annual operating profit

Average investment to earn that profit : 100%   

 We can see from the equation that, to calculate the ARR, we need to deduce two pieces 
of information about the particular project: 

   ●	   the annual average operating profi t; and  
  ●	   the average investment.   

 In our example, the average annual operating profi t  before depreciation  over the fi ve 
years is    £40,000    (that is,    £000(20 + 40 + 60 + 60 + 20)/5   ). Assuming ‘straight-line’ 
depreciation (that is, equal annual amounts), the annual depreciation charge will be 
   £16,000    (that is,    £(100,000 - 20,000)/5   ). Therefore, the average annual operating profi t 
 after depreciation  is    £24,000    (that is,    £40,000 - £16,000   ). 

 The average investment over the fi ve years can be calculated as follows: 

    Average investment =
Cost of machine + Disposal value*

2

 =
£100,000 + £20,000

2

 = £60,000   

  * Note: To fi nd the average investment we are simply adding the value of the amount invested at the 
beginning and end of the investment period together and dividing by two.  

 The ARR of the investment, therefore, is: 

   ARR =
£24,000
£60,000

* 100% = 40%   

 The following decision rules apply when using ARR: 

  accounting rate of return (arr) 

   ●	   For any project to be acceptable, it must achieve a target ARR as a minimum.  
  ●	   Where there are competing projects that all seem capable of exceeding this 

 minimum rate (that is, where the business must choose between more than one 
project), the one with the higher (or highest) ARR should be selected.   

 To decide whether the 40 per cent return is acceptable, we need to compare this 
 percentage return with the minimum rate required by the business.  
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arr and rOCe

In essence, ARR and the return on capital employed (ROCE) ratio take the same approach 
to measuring business performance. Both relate operating profit to the cost of assets used 
to generate that profit. ROCE , however, assesses the performance of the entire business 
after it has performed, while ARR assesses the potential performance of a particular 
investment before it has performed.

Chaotic Industries is considering an investment in a fleet of ten delivery vans to take its 
products to customers. The vans will cost £15,000 each to buy, payable immediately. 
The annual running costs are expected to total £50,000 for each van (including the 
driver’s salary). The vans are expected to operate successfully for six years, at the end 
of which period they will all have to be sold, with disposal proceeds expected to be 
about £3,000 a van. At present, the business outsources transport, for all of its deliver
ies, to a commercial carrier. It is expected that this carrier will charge a total of £530,000 
each year for the next six years to undertake the deliveries.

What is the ARR of buying the vans? (Note that cost savings are as relevant a benefit 
from an investment as are net cash inflows.)

The vans will save the business £30,000 a year (that is, £530,000 - (£50,000 * 10)), before 
depreciation, in total. Therefore, the inflows and outflows will be:

Time £000

Immediately Cost of vans (10 * £15,000) (150)
1 year’s time saving before depreciation 30
2 years’ time saving before depreciation 30
3 years’ time saving before depreciation 30
4 years’ time saving before depreciation 30
5 years’ time saving before depreciation 30
6 years’ time saving before depreciation 30
6 years’ time disposal proceeds from the vans (10 * £3,000) 30

The total annual depreciation expense (assuming a straight-line method) will be £20,000 
(that is, (£150,000 - £30,000)/6). Therefore, the average annual saving, after depreciation, is 
£10,000 (that is, £30,000 - £20,000).

The average investment will be

 Average investment =
£150,000 + £30,000

2
 = £90,000

and the ARR of the investment is

 ARR =
£10,000
£90,000

* 100%

 = 11.1%

activity 14.2
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We saw that investments are required to achieve a minimum target ARR. Given the link 
between ARR and ROCE, this target could be based on overall rates of returns previously 
achieved – as measured by ROCE. It could also be based on the industry-average ROCE.

The link between ARR and ROCE strengthens the case for adopting ARR as the appro-
priate method of investment appraisal. ROCE is a widely-used measure of profitability 
and some businesses express their financial objective in terms of a target ROCE. It may 
seem sensible, therefore, to use a method of investment appraisal that is consistent with 
this overall measure of business performance. A secondary point in favour of ARR is that 
it provides a result expressed percentage terms, which many managers seem to prefer.

Problems with arr

ARR suffers from a major defect as a means of assessing investment opportunities. 
Can you reason out what this is? Consider the three competing projects whose profits 
are shown below. All three involve investment in a machine that is expected to have no 
residual value at the end of the five years. Note that all of the projects have the same 
total operating profits after depreciation over the five years.

Project A Project B Project C
Time £000 £000 £000

Immediately Cost of machine (160) (160) (160)
1 year’s time operating profit after depreciation 20 10 160
2 years’ time operating profit after depreciation 40 10 10
3 years’ time operating profit after depreciation 60 10 10
4 years’ time operating profit after depreciation 60 10 10
5 years’ time operating profit after depreciation 20 160 10

(Hint: The defect is not concerned with the ability of the decision maker to forecast 
future events, though this too can be a problem. Try to remember the essential feature 
of investment decisions, which we identified at the beginning of this chapter.)

The problem with ARR is that it ignores the time factor and, therefore, the cost of financing 
the project. In this example, exactly the same ARR would have been computed for each of 
the three projects.

since the same total operating profit over the five years (£200,000) arises in all three of 
these projects, and the average investment in each project is £80,000 (that is, £160,000/2), 
each project will give rise to the same ARR of 50 per cent (that is, £40,000/£80,000).

activity 14.3

To maximise the wealth of the owners, a manager faced with a choice between the 
three projects set out in Activity 14.3 should select Project C. This is because most of the 
benefits arise within twelve months of making the initial investment. Project A would 
rank second and Project B would come a poor third. Any appraisal technique that is not 
capable of distinguishing between these three situations is seriously flawed. We shall 
look at why timing is so important later in the chapter.

There are further problems associated with the ARR method, which we shall now 
discuss.
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Use of average investment
Using the average investment in calculating ARR can lead to daft results. Example 14.2 
illustrates the kind of problem that can arise.

George put forward an investment proposal to his boss. The business uses ARR to 
assess investment proposals using a minimum ‘hurdle’ rate of 27 per cent. Details 
of the proposal were:

Cost of equipment £200,000
estimated residual value of equipment £40,000
Average annual operating profit before  
 depreciation

£48,000

estimated life of project 10 years
Annual straight-line depreciation charge £16,000 (that is, (£200,000 - £40,000)/10)

The ARR of the project will be:

ARR =
48,000 - 16,000

(200,000 + 40,000)/2
* 100% = 26.7%

The boss rejected George’s proposal because it failed to achieve an ARR of at least 
27 per cent. Although George was disappointed, he realised that there was still 
hope. In fact, all that the business had to do was to give away the piece of equip-
ment at the end of its useful life rather than sell it. The residual value of the equip-
ment then became zero and the annual depreciation charge became 
([£200,000 - £0]/10) = £20,000 a year. The revised ARR calculation was then:

ARR =
48,000 - 20,000
(200,000 + 0)/2

* 100% = 28%

example 14.2

Use of accounting profit
We have seen that ARR is based on accounting profit. When measuring performance 
over the whole life of a project, however, it is cash flows rather than accounting profits 
that are important. Cash is the ultimate measure of the economic wealth generated by 
an investment. This is because it is cash that is used to acquire resources and for distribu-
tion to owners. Accounting profit is more appropriate for reporting achievement on a 
periodic basis. It is a useful measure of productive effort for a relatively short period, such 
as a year or half year. It is really a question of ‘horses for courses’. Accounting profit is 
extrememly useful for measuring performance over short period but cash is the appro-
priate measure when considering performance over the life of a project.

Competing investments
The ARR method can create problems when considering competing investments of dif-
ferent size. Consider Activity 14.4.
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   real World   14.3     illustrates how using percentage measures can lead to confusion.     

   Sinclair Wholesalers plc is currently considering opening a new sales outlet in Coven
try. Two possible sites have been identified for the new outlet. Site A has an area of 
30,000 square metres. It will require an average investment of    £6 million    and will pro
duce an average operating profit of    £600,000    a year. Site B has an area of 20,000 
square metres. It will require an average investment of    £4 million    and will produce an 
average operating profit of    £500,000    a year. 

 What is the ARR of each investment opportunity? Which site would you select and 
why?  

  The ARR of site A is    £600,000/£6m = 10 per cent.    The ARR of site B is    £500,000/£4m =  
12.5 per cent.    site B, therefore has the higher ARR. In terms of the absolute operating profit 
generated, however, site A is the more attractive. If the ultimate objective is to increase the 
wealth of the shareholders of sinclair Wholesalers plc, it would be better to choose site A 
even though the percentage return is lower. It is the absolute size of the return rather than the 
relative (percentage) size that is important. This is a general problem of using comparative 
measures, such as percentages, when the objective is measured in absolute terms, like an 
amount of money.   

 activity 14.4 

 Increasing road capacity by sleight of hand 
 during the 1970s, the Mexican government wanted to increase the capacity of a major 
four-lane road. It came up with the idea of repainting the lane markings so that there were 
six narrower lanes occupying the same space as four wider ones had previously done. 
This increased the capacity of the road by 50 per cent (that is,    2�4 * 100   ). A tragic outcome 
of the narrower lanes was an increase in deaths from road accidents. A year later the 
Mexican government had the six narrower lanes changed back to the original four wider 
ones. This reduced the capacity of the road by 33 per cent (that is,    2�6 * 100   ). The Mexi-
can government reported that, overall, it had increased the capacity of the road by 17 per 
cent (that is,    50% - 33%   ), despite the fact that its real capacity was identical to that which 
it had been originally. The confusion arose because each of the two percentages (50 per 
cent and 33 per cent) is based on different bases (four and six). 

  Source:  gigerenzer, g.,  Reckoning with Risk,  Penguin, 2002. 

 real World 14.3 

  Payback period (PP) 

 Another approach to appraising possible investments is the  payback period (PP).  This is 
the time taken for an initial investment to be repaid out of the net cash infl ows from a 
project. As the PP method takes time into account and it deals with cash, rather than 
accounting profi t, it appears, at fi rst glance, to overcome two key weaknesses of the ARR 
method. 

  Payback period (PP) 
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Let us consider PP in the context of the Billingsgate Battery example. We should recall 
that the project’s cash flows are:

Time £000

Immediately Cost of machine (100)
1 year’s time operating profit before depreciation 20
2 years’ time operating profit before depreciation 40
3 years’ time operating profit before depreciation 60
4 years’ time operating profit before depreciation 60
5 years’ time operating profit before depreciation 20
5 years’ time disposal proceeds 20

Note that all of these figures are amounts of cash to be paid or received (we saw earlier 
that operating profit before depreciation is a rough measure of the cash flows from the 
project).

We can see that this investment will take three years before the £100,000 outlay is 
covered by the inflows. (This is still assuming that the cash flows occur at year ends.) 
Derivation of the payback period can be shown by calculating the cumulative cash flows 
as follows:

Time Net cash flows Cumulative cash flows
£000 £000

Immediately Cost of machine (100) (100)
1 year’s time operating profit before depreciation 20  (80) (-100 + 20)
2 years’ time operating profit before depreciation 40  (40) (-80 + 40)
3 years’ time operating profit before depreciation 60   20 (-40 + 60)
4 years’ time operating profit before depreciation 60   80 (20 + 60)
5 years’ time operating profit before depreciation 20  100 (80 + 20)
5 years’ time disposal proceeds 20  120 (100 + 20)

We can see that the cumulative cash flows become positive at the end of the third 
year. Had we assumed that the cash flows arise evenly over the year, the precise payback 
period would be:

2 years + (40�60) years = 22�3 years

where 40 represents the cash flow still required at the beginning of the third year to repay 
the initial outlay and 60 is the projected cash flow during the third year.

The following decision rules apply when using PP:

●	 For a project to be acceptable it should have a payback period no longer than a 
maximum payback period set by the business.

●	 If there were two (or more) competing projects whose payback periods were all 
shorter than the maximum payback period requirement, the project with the 
shorter (or shortest) payback period should be selected.

If, for example, Billingsgate Battery had a maximum acceptable payback period of 
four years, the project would be undertaken. A project with a longer payback period 
would not be acceptable.
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The logic of using PP is that projects that can recoup their cost quickly are economi-
cally more attractive than those with longer payback periods. In other words, it empha-
sises liquidity.

The PP method has certain advantages. It is quick and easy to calculate. Also, it can 
easily be understood by managers. PP is an improvement on ARR in respect of timing 
and of the use cash flows (rather than accounting flows). It is not, however, a complete 
answer to the problem.

Problems with PP

What is the payback period of the Chaotic Industries project from Activity 14.2?

The inflows and outflows are expected to be:

Time Net cash  
flows

Cumulative net 
cash flows

£000 £000

Immediately Cost of vans (150) (150)
1 year’s time saving before depreciation 30 (120) (-150 + 30)
2 years’ time saving before depreciation 30  (90) (-120 + 30)
3 years’ time saving before depreciation 30  (60) (-90 + 30)
4 years’ time saving before depreciation 30  (30) (-60 + 30)
5 years’ time saving before depreciation 30   0 (-30 + 30)
6 years’ time saving before depreciation 30   30 (0 + 30)
6 years’ time disposal proceeds from the vans 30   60 (30 + 30)

The payback period here is five years; that is, it is not until the end of the fifth year that the 
vans will pay for themselves out of the savings that they are expected to generate.

activity 14.5

In what respect is PP not a complete answer as a means of assessing investment 
opportunities? Consider the cash flows arising from three competing projects:

Time Project 1 Project 2 Project 3
£000 £000 £000

Immediately Cost of machine (200) (200) (200)
1 year’s time operating profit before depreciation 70  20  70
2 years’ time operating profit before depreciation 60  20 100
3 years’ time operating profit before depreciation 70 160  30
4 years’ time operating profit before depreciation 80  30 200
5 years’ time operating profit before depreciation 50  20 440
5 years’ time disposal proceeds 40  10  20

(hint: Again, the defect is not concerned with the ability of the manager to forecast 
future events. This is a problem, but it is a problem whatever approach we take.)

activity 14.6

➔
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The cumulative cash flows of each project in Activity 14.6 are set out in Figure 14.1.

activity 14.6 continued

The PP for each project is three years and so the PP method would regard the projects as 
being equally acceptable. It cannot distinguish between those projects that pay back a sig-
nificant amount early within the three-year payback period and those that do not.

In addition, this method ignores cash flows after the payback period. A decision maker 
concerned with increasing owners’ wealth would greatly prefer Project 3 because the cash 
inflows are received earlier. In fact, most of the initial cost of making the investment has been 
repaid by the end of the second year. Furthermore, the cash inflows are greater in total.

The payback method of investment appraisal would view Projects 1, 2 and 3 as being equally 
attractive. In doing so, the method completely ignores the fact that Project 3 provides most of 
the payback cash earlier in the three-year period and goes on to generate large benefits in later 
years.

the cumulative cash flows of each project in activity 14.6Figure 14.1

Some additional points concerning the PP method are considered below.

relevant information
We saw earlier that the PP method is simply concerned with how quickly the initial 
investment can be recouped. Cash flows arising beyond the payback period are ignored. 
While this neatly avoids the practical problems of forecasting cash flows over a long 
period, it means that not all relevant information may be taken into account.

risk
By favouring projects with a short payback period, the PP method appears to provide a 
means of dealing with the problem of risk. This is, however, a fairly crude approach to 
assessing risk. It looks only at the risk that the project will end earlier than expected. This 
is only one of many risk areas. What, for example, about the risk that the demand for the 
product may be less than expected? There are more systematic approaches to dealing with 
risk that can be used, for example sensitivity analysis that we discussed in Chapter 8.
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  Wealth maximisation 
 Although the PP method takes some note of the timing of project costs and benefi ts, it is 
not concerned with maximising the wealth of the business owners. Instead, it favours 
projects that pay for themselves quickly.  

  required payback period 
 Managers must select a maximum acceptable payback period. As this cannot be object-
ively determined, it is really a matter of judgement. The maximum period can, therefore, 
vary from one business to the next. 

   real World    14.4     explains that Next plc, the well-known fashion and household 
retailer, uses the payback period approach to assessing the opening of new stores. It also 
seems to use ARR.     

The next investment 
 next plc has identified ‘five core operational objectives’; one of these is to ‘Invest in profit-
able new space’ (stores and so on). More specifically it plans to: 

  open profitable new retail space, maintaining the Company’s strict payback and profitability hur-
dles of 15% net store profit (before central overheads) and payback on net capital invested in 24 
months.  

 later in the annual report, next says that new space opened during the year ended on 25 
January 2014 is expected to achieve a profitability of 22 per cent and a payback period of 
24 months. 

  Source:  next plc Annual Report 2014, pages 4 and 7. 

 real World 14.4

  Net present value (NPV) 

 From what we have seen so far, it seems that to make sensible investment decisions, we 
need a method of appraisal that both: 

   ●	   considers  all  of the costs and benefi ts of each investment opportunity; and  
  ●	   makes a logical allowance for the  timing  of those costs and benefi ts.   

 The  net present value (NPV)  method of investment appraisal provides us with this. 
 Consider the Billingsgate Battery example’s cash fl ows, which we should recall are: 

  Time        £000    

 Immediately  Cost of machine  (100) 
 1 year’s time  operating profi t before depreciation  20 
 2 years’ time  operating profi t before depreciation  40 
 3 years’ time  operating profi t before depreciation  60 
 4 years’ time  operating profi t before depreciation  60 
 5 years’ time  operating profi t before depreciation  20 
 5 years’ time  disposal proceeds  20 

  Net present value (NPV) 
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Given a financial objective of maximising owners’ wealth, it would be easy to assess 
this investment if all cash inflows and outflows were to occur immediately. It would then 
simply be a matter of adding up the cash inflows (total £220,000) and comparing them 
with the cash outflows (£100,000). This would lead us to conclude that the project 
should go ahead because the owners would be better off by £120,000. Of course, it is not 
as easy as this because time is involved. The cash outflow will occur immediately, 
whereas the cash inflows will arise at different times.

Time is an important issue because people do not normally see an amount paid out 
now as equivalent in value to the same amount being received in a year’s time. There-
fore, if we were offered £100 in one year’s time in exchange for paying out £100 now, we 
would not be interested, unless we wished to do someone a favour.

Why would you see £100 to be received in a year’s time as not equal in value to £100 
to be paid immediately? (There are basically three reasons.)

The reasons are:

●	 interest lost
●	 risk
●	 inflation.

activity 14.7

We shall now take a closer look at these three reasons in turn.

Interest lost

If we are to be deprived of the opportunity to spend our money for a year, we could 
equally well be deprived of its use by placing it on deposit in a bank or building society. 
By doing this, we could have our money back at the end of the year along with some 
interest earned. This interest, which is foregone if we do not place our money on deposit, 
represents an opportunity cost. As we saw in Chapter 8, an opportunity cost occurs where 
one course of action deprives us of the opportunity to derive some benefit from an alter-
native action.

An investment must exceed the opportunity cost of the funds invested if it is to be 
worthwhile. Therefore, if Billingsgate Battery Company sees putting the money in the 
bank on deposit as the alternative to investment in the machine, the return from invest-
ing in the machine must be better than that from investing in the bank. If this is not the 
case, there is no reason to buy the machine.

risk

All investments expose their investors to risk. Hence buying a machine, on the strength 
of estimates made before its purchase, exposes a business to risk. Things may not turn 
out as expected.
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As we saw in Chapter 8, it is important to remember that the purchase decision must 
be taken before any of these things are known. It is only after the machine has been pur-
chased that we find out whether, for example, the forecast level of sales is going to be 
achieved. We can study reports and analyses of the market. We can commission sophis-
ticated market surveys and advertise widely to promote sales. All these may give us more 
confidence in the likely outcome. Ultimately, however, we must decide whether to 
accept the risk that things will not turn out as expected in exchange for the opportunity 
to generate wealth.

We saw in Chapter 1 that people normally expect greater returns in exchange for tak-
ing on greater risk. Examples of this in real life are not difficult to find. One such example 
is that banks tend to charge higher rates of interest to borrowers whom the bank per-
ceives as more risky. Those who can offer good security for a loan and who can point to 
a regular source of income, tend to be charged lower rates of interest.

Going back to Billingsgate Battery Company’s investment opportunity, it is not 
enough to say that we should buy the machine providing the expected returns are higher 
than those from investing in a bank deposit. We should expect much greater returns 
than the bank deposit interest rate because of the much greater risk involved. The logical 
equivalent of investing in the machine would be an investment that is of similar risk. 
Determining how risky a particular project is and, therefore, how large the risk premium 
should be, is a difficult task. Sensitivity analysis, which we met in Chapter  8, is one 
approach to assessing the riskiness of a particular project.

Inflation

If we are to be deprived of £100 for a year, when we come to spend that money it will not 
buy the same amount of goods and services as it would have done a year earlier. Gener-
ally, we shall not be able to buy as many tins of baked beans or loaves of bread or bus 
tickets as before. This is because of the loss in the purchasing power of money, or infla-
tion, which tends to occur over time. Investors will expect to be compensated for this loss 
of purchasing power. This will be on top of a return that takes account of what could be 
gained from an alternative investment of similar risk.

In practice, interest rates observable in the market tend to take inflation into account. 
This means that, rates offered to building society and bank depositors normally include 
an allowance for the expected rate of inflation.

Can you suggest some areas where things could go other than according to plan in the 
Billingsgate Battery Company example (basically, buying a machine and using it to 
render a service for five years)?

We have come up with the following:

●	 The machine might not work as well as expected; it might break down, leading to loss 
of the business’s ability to provide the service.

●	 sales of the service may not be as buoyant as expected.
●	 labour costs may prove to be higher than expected.
●	 The sale proceeds of the machine could prove to be less than were estimated.

activity 14.8
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What will logical investors do?

To summarise, logical investors seeking to increase their wealth will only invest 
when they believe they will be adequately compensated for the loss of interest, for 
the loss in the purchasing power of money invested and for the risk that the 
expected returns may not materialise. This normally involves checking to see 
whether the proposed investment will yield a return greater than the basic rate of 
interest (which will normally include an allowance for inflation) plus an appropri-
ate risk premium.

These three factors (interest lost, risk and inflation) are set out in Figure 14.2.

There are three factors that influence the required return to investors (opportunity cost of 
finance).

Factors influencing the return required by investors from a 
projectFigure 14.2

Let us now return to the Billingsgate Battery Company example. We should recall that 
the cash flows expected from this investment are:

Time £000

Immediately Cost of machine (100)
1 year’s time operating profit before depreciation 20
2 years’ time operating profit before depreciation 40
3 years’ time operating profit before depreciation 60
4 years’ time operating profit before depreciation 60
5 years’ time operating profit before depreciation 20
5 years’ time disposal proceeds 20

We have already seen that it is not emough simply to compare the basic cash inflows 
and outflows for the investment. Each of these cash flows must be expressed in similar 
terms, so that a direct comparison can be made between the sum of the inflows over time 
and the immediate £100,000 investment. Fortunately, we can do this.

Let us assume that, instead of making this investment, the business could make an 
alternative investment with similar risk and obtain a return of 20 per cent a year.
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   We know that Billingsgate Battery Company could alternatively invest its money at a 
rate of 20 per cent a year. How much do you judge the present (immediate) value of the 
expected first year receipt of    £20,000    to be? In other words, if instead of having to wait 
a year for the    £20,000,    and being deprived of the opportunity to invest it at 20 per cent, 
you could have some money now, what sum to be received now would you regard as 
exactly equivalent to getting    £20,000    but having to wait a year for it?  

  We should obviously be happy to accept a lower amount if we could get it immediately than 
if we had to wait a year. This is because we could invest it at 20 per cent (in the alternative 
project). logically, we should be prepared to accept the amount that, with a year’s income, 
will grow to    £20,000.    If we call this amount Pv (for present value) we can say: 

   Pv + (Pv * 20%) = £20,000   

 that is, the amount plus income from investing the amount for the year equals the    £20,000.    
 If we rearrange this equation we find: 

   Pv * (1 + 0.2) = £20,000   

 (note that 0.2 is the same as 20 per cent, but expressed as a decimal.) Further rearranging 
gives: 

   Pv = £20,000/(1 + 0.2) = £16,667   

 Therefore, logical investors who have the opportunity to invest at 20 per cent a year would 
not mind whether they have    £16,667    now or    £20,000    in a year’s time. In this sense we can 
say that, given a 20 per cent alternative investment opportunity, the present value of    £20,000    
to be received in one year’s time is    £16,667.      

 activity 14.9 

 If we derive the present value (PV) of each of the cash fl ows associated with Billings-
gate’s machine investment, we could easily make the direct comparison between the 
cost of making the investment    (£100,000)    and the various benefi ts that will derive from 
it during years 1 to 5. 

 Using the same logic as was used to derive the PV of a cash fl ow expected after one 
year, it can be shown that the PV of a particular cash fl ow is: 

   PV of the cash flow of year n = actual cash flow of year n divided by (1 + r)n   

 where  n  is the year of the cash fl ow (that is, how many years into the future) and  r  is the 
opportunity fi nancing cost expressed as a decimal (instead of as a percentage). 

 We have already seen how this works for the    £20,000    infl ow for year 1 for the Billings-
gate project. For year 2 the calculation would be: 

    PV of year 2 cash flow (that is, £40,000) = £40,000/(1 + 0.2)2 = £40,000/(1.2)2

 = £40,000/1.44 = £27,778   

 This means that the present value of the    £40,000    to be received in two years’ time is 
   £27,778.     

PV of the cash flow of year n = actual cash flow of year n divided by (1 + r)n
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Now let us calculate the present values of all of the cash flows associated with the Bil-
lingsgate machine project and, from them, the net present value (NPV) of the project as a 
whole.

The relevant cash flows and calculations are:

Time Cash flow Calculation of PV PV
£000 £000

Immediately (time 0) (100) (100)/(1 + 0.2)0 (100.00)
1 year’s time 20 20/(1 + 0.2)1 16.67
2 years’ time 40 40/(1 + 0.2)2 27.78
3 years’ time 60 60/(1 + 0.2)3 34.72
4 years’ time 60 60/(1 + 0.2)4 28.94
5 years’ time 20 20/(1 + 0.2)5 8.04
5 years’ time 20 20/(1 + 0.2)5  8.04
net present value (nPv) 24.19

note that (1 + 0.2)0 = 1.

Once again, we must decide whether the machine project is acceptable to the busi-
ness. To help us, the following decision rules for NPV should be applied:

See if you can show that an investor would find £27,778, receivable now, as equally 
acceptable to receiving £40,000 in two years’ time, assuming that there is a 20 per cent 
investment opportunity.

The reasoning goes like this:

£
Amount available for immediate investment 27,778
Income for year 1 (20% * 27,778)  5,556

33,334
Income for year 2 (20% * 33,334)  6,667

40,001
(The extra £1 is only a rounding error.)

This is to say that since the investor can turn £27,778 into £40,000 in two years, these 
amounts are equivalent. We can say that £27,778 is the present value of £40,000 receivable 
after two years (given a 20 per cent cost of finance).

The act of reducing the value of a cash flow, to take account of the period between the 
present time and the time that the cash flow is expected, is known as discounting. dis-
counting, in effect, charges the project with the cost of financing it. Ignoring this financing 
cost would be to overlook a significant cost of undertaking the project

activity 14.10

●	 If the NPV is positive the project should be accepted; if it is negative the project 
should be rejected.

●	 If there are two (or more) competing projects that have positive NPVs, the project 
with the higher (or highest) NPV should be selected.
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In this case, the NPV is positive, so we should accept the project and buy the machine. 
The reasoning behind this decision rule is quite straightforward. Investing in the 
machine will make the business, and its owners, £24,190 better off than they would be 
by taking up the next best available opportunity. The total benefits from investing in this 
machine are worth a total of £124,190 today. Since the business can ‘buy’ these benefits 
for just £100,000 today, the investment should be made. If, however, the present value 
of the benefits were below £100,000, it would be less than the cost of ‘buying’ those 
bene fits and the opportunity should, therefore, be rejected.

What is the maximum the Billingsgate Battery Company would be prepared to pay for 
the machine, given the potential benefits of owning it?

The business would logically be prepared to pay up to £124,190 since the wealth of the own-
ers of the business would be increased up to this price – although the business would prefer 
to pay as little as possible.

activity 14.11

Using present value tables

To deduce each PV in the Billingsgate Battery Company project, we took the relevant 
cash flow and multiplied it by 1/(1 + r)n. There is a slightly different way to do this. 
Tables exist that show values of this discount factor for a range of values of r and n. Such 
a table appears in at the end of this book, in Appendix F on page 000. Take a look at it.

Look at the column for 20 per cent and the row for one year. We find that the factor is 
0.833. This means that the PV of a cash flow of £1 receivable in one year is £0.833. So the 
present value of a cash flow of £20,000 receivable in one year’s time is £16,660 (that is, 
0.833 * £20,000). This is the same result, ignoring rounding errors, as we found earlier 
by using the equation.

What is the NPV of the Chaotic Industries project from Activity 14.2, assuming a 15 per 
cent opportunity cost of finance (discount rate)? (Use the present value table in Appen
dix F, page 830.)

Remember that the inflows and outflow are expected to be:

Time £000

Immediately Cost of vans (150)
1 year’s time saving before depreciation 30
2 years’ time saving before depreciation 30
3 years’ time saving before depreciation 30
4 years’ time saving before depreciation 30
5 years’ time saving before depreciation 30
6 years’ time saving before depreciation 30
6 years’ time disposal proceeds from the vans 30

activity 14.12

➔
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activity 14.12 continued

The calculation of the nPv of the project is as follows:

Time Cash flows Discount factor Present value
£000 (15%) £000

Immediately (150) 1.000 (150.00)
1 year’s time 30 0.870 26.10
2 years’ time 30 0.756 22.68
3 years’ time 30 0.658 19.74
4 years’ time 30 0.572 17.16
5 years’ time 30 0.497 14.91
6 years’ time 30 0.432 12.96
6 years’ time 30 0.432 12.96

nPv  (23.49)

How would you interpret this result?

The fact that the project has a negative nPv means that the present values of the benefits 
from the investment are worth less than they cost. Any cost up to £126,510 (the present value 
of the benefits) would be worth paying, but not £150,000.

activity 14.13

The present value table in Appendix  F shows how the value of £1 diminishes as its 
receipt goes further into the future. Assuming an opportunity cost of finance of 20 per 
cent a year, £1 to be received immediately, obviously, has a present value of £1. How-
ever, as the time before it is to be received increases, the present value diminishes signifi-
cantly, as is shown in Figure 14.3.

the discount rate and the cost of capital

We have seen that the appropriate discount rate to use in NPV assessments is the 
opportunity cost of finance. This is, in effect, the cost to the business of the finance 
needed to fund the investment’ given its level of risk and so on. It will normally be the 
cost of a mixture of funds (shareholders’ funds and borrowings) employed by the busi-
ness and is often referred to as the cost of capital. We shall refer to it as cost of capital 
from now on.
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  Why NPV is better 

 From what we have seen, NPV off ers a better approach to appraising investment opportun-
ities than either ARR or PP. This is because it fully takes account of each of the following: 

   ●	    The timing of the cash fl ows.  By discounting the various cash fl ows associated with each 
project according to when they are expected to arise, NPV takes account of the time value 
of money. As the discounting process incorporates the opportunity cost of capital, the 
net benefi t  after  fi nancing costs have been met is identifi ed (as the NPV of the project).  

  ●	    The whole of the relevant cash fl ows.  NPV includes  all  of the relevant cash fl ows. They 
are treated diff erently according to their date of occurrence, but they are all taken into 
account. In this way, they can all have an infl uence on the decision.  

  ●	    The objectives of the business.  NPV is the only method of appraisal in which the output 
of the analysis has a direct bearing on the wealth of the owners of the business. Posi-
tive NPVs enhance wealth; negative ones reduce it. Since we assume that private sec-
tor businesses seek to increase owners’ wealth, NPV is superior to the other two 
methods (ARR and PP) that we have discussed so far.   

Why NPV is better 

  The present value of a future receipt (or payment) of    £1    depends on how far in the future it will 
occur. Those that occur in the near future will have a larger present value than those occurring 
at a more distant point in time.  

  Present value of    £1    receivable at various times in the future, 
assuming an annual financing cost of 20 per cent          Figure 14.3
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  NPV’s wider application 

 NPV is the most logical approach to making business decisions about investments in 
productive assets. It also provides the basis for valuing any economic asset, that is, any 
asset capable of yielding fi nancial benefi ts. This defi nition will include such things as 
equity shares and loans. In fact, when we talk of  economic value,  we mean the value 
derived by adding together the discounted (present) values of all future cash fl ows from 
the asset concerned. 

   real World   14.5     describes a mining project where the NPV has been used to assess its 
fi nancial viability.    

 Fully charged 
 The Fleur-el sauz mining project in northern Mexico is being undertaken to produce lith-
ium carbonate. This is an important industrial chemical that is used, amongst other things, 
for the production of battery cathodes. The project is 30 per cent owned by Rare earth 
Minerals plc and 70 per cent owned by Bacanora Minerals ltd. on 26 August 2014 it was 
announced that the net present value (nPv) of the mining project, at an 8% discount rate, 
is estimated to be $us848 million. The nPv calculation assumes an output of 35,000 
tonnes of battery grade lithium carbonate over a 20 year open pit life. It also assumes an 
average lithium carbonate price of $us6,000/tonne for the life of the mine. 

  Source:  Based on information in  www.rareearthmineralsplc.com , 26 August 2014. 

 real World 14.5 

  Internal rate of return (Irr) 

 This is the last of the four major methods of investment appraisal found in practice. It is 
closely related to the NPV method in that both involve discounting future cash fl ows. 
The  internal rate of return (Irr)  of an investment is the discount rate that, when applied 
to its future cash fl ows, will produce an NPV of precisely zero. In essence, it represents the 
yield from an investment opportunity.  

  Internal rate of return (Irr) 

   We should recall that, when we discounted the cash flows of the Billingsgate Battery 
Company machine project at 20 per cent, we found that the NPV was a positive figure 
of    £24,190    (see page 000). What does the NPV of the machine project tell us about the 
rate of return that the investment will yield for the business (that is, the project’s IRR)?  

  The fact that the nPv is positive when discounting at 20 per cent implies that the rate of 
return that the project generates is more than 20 per cent. The fact that the nPv is a pretty 
large figure implies that the actual rate of return is quite a lot above 20 per cent. We should 
expect increasing the size of the discount rate to reduce nPv, because a higher discount rate 
gives a lower discounted figure.   

 activity 14.14 
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IRR cannot usually be calculated directly. Iteration (trial and error) is the approach 
normally adopted. Doing this manually, however, is fairly laborious. Fortunately, com-
puter spreadsheet packages can do this with ease.

Despite it being labourious, we shall now go on and derive the IRR for the Billingsgate 
project manually, to show how it works.

Let us try a higher rate, say 30 per cent and see what happens.

Time Cash flow Discount factor PV
£000 30% £000

Immediately (time 0) (100) 1.000 (100.00)
1 year’s time 20 0.769 15.38
2 years’ time 40 0.592 23.68
3 years’ time 60 0.455 27.30
4 years’ time 60 0.350 21.00
5 years’ time 20 0.269 5.38
5 years’ time 20 0.269 5.38

nPv (1.88)

By increasing the discount rate from 20 per cent to 30 per cent, we have reduced the 
NPV from £24,190 (positive) to £1,880 (negative). Since the IRR is the discount rate that 
will give us an NPV of exactly zero, we can conclude that the IRR of Billingsgate Battery 
Company’s machine project is very slightly below 30 per cent. Further trials could lead 
us to the exact rate, but there is probably not much point, given the likely inaccuracy of 
the cash flow estimates. For most practical purposes, it is good enough to say that the IRR 
is about 30 per cent.

The relationship between the NPV and the IRR is shown graphically in Figure  14.4 
using the information relating to the Billingsgate Battery Company.

When the nPv line crosses the horizontal axis there will be a zero nPv. That point indicates the IRR.

the relationship between the NPV and Irr methodsFigure 14.4
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In Figure 14.4, if the discount rate is equal to zero, the NPV will be the sum of the net 
cash flows. In other words, no account is taken of the time value of money. However, as 
the discount rate increases there is a corresponding decrease in the NPV of the project. 
When the NPV line crosses the horizontal axis there will be a zero NPV. That point 
 represents the IRR.

What is the internal rate of return of the Chaotic Industries project from Activity 14.2?
(hint: Remember that you already know the NPV of this project at 15 per cent (from 
Activity 14.12).)

since we know that, at a 15 per cent discount rate, the nPv is a relatively large negative 
figure, our next trial should use a lower discount rate, say 10 per cent:

Time Cash flows Discount factor Present value
£000 (10% – from the table) £000

Immediately (150) 1.000 (150.00)
1 year’s time 30 0.909 27.27
2 years’ time 30 0.826 24.78
3 years’ time 30 0.751 22.53
4 years’ time 30 0.683 20.49
5 years’ time 30 0.621 18.63
6 years’ time 30 0.564 16.92
6 years’ time 30 0.564 16.92

nPv (2.46)

This figure is close to zero nPv. However, the nPv is still negative and so the precise IRR will 
be a little below 10 per cent.

activity 14.15

We could undertake further trials to derive the precise IRR. If, however, we have to do 
this manually, further trials can be time consuming.

We can get an acceptable approximation to the answer fairly quickly by first calculat-
ing the change in NPV arising from a 1 per cent change in the discount rate. This can be 
done by taking the difference between the two trials (that is, 15 per cent and 10 per cent) 
that have already been carried out (in Activities 14.12 and 14.15):

Trial Discount factor Net present value
% £000

1 15 (23.49)
2 10 (2.46)
difference  5 21.03

The change in NPV for every 1 per cent change in the discount rate will be:

(21.03/5) = 4.21

The amount by which the IRR would need to fall below the 10% discount rate, in order 
to achieve a zero NPV would therefore be:

[2.46/4.21] * 1% = 0.58%
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The IRR is therefore:

(10.00 - 0.58) = 9.42%

To say that the IRR is about 9 or 10 per cent, however, is near enough for most 
purposes.

Note that this approach to obtaining a more accurate figure for IRR assumes a straight-
line relationship between the discount rate and NPV. We can see from Figure 14.4 that 
this assumption is not strictly correct. Over a relatively short range, however, this simpli-
fying assumption is not usually a problem and so we can still arrive at a reasonable 
approximation using the approach that we took.

In practice, most businesses would use a computer spreadsheet, which will derive a 
project’s IRR very quickly. In practice, therefore, it is not usually necessary either to use 
a series of trial discount rates manually or to make the approximation just described.

The following decision rules are applied when using IRR:

●	 For any project to be acceptable, it must meet a minimum IRR requirement. This is 
often referred to as the hurdle rate and, logically, this should be the opportunity cost 
of capital.

●	 Where there are competing projects, the one with the higher (or highest) IRR 
should be selected.

A project has an IRR that exceeds the business’s cost of capital. Why might it be helpful 
to consider how much it exceeds it by?

What technique (that we met earlier in the book) will be involved here?

It might be helpful because it would enable us to make some judgement about the riskiness 
of the project, as far as the projected cost of capital is concerned. We should be able to see 
how far this figure could rise in practice before the project would become unfavourable 
(assuming all of the other inputs to the project appraisal turned out to be as projected).

The technique is, of course, sensitivity analysis, which we met in Chapter 8.

activity 14.16

real World  14.6 illustrates how IRR is used to assess the economic effectiveness of 
research and development activities of pharmaceutical development and manufactur-
ing businesses.

IRR from R & d
The world’s large pharmaceutical businesses (‘big pharma’) have traditionally spent vast 
sums on researching and developing new drugs and making them available to patients.

In recent years, however, the rewards from their research and development (R and d) 
efforts have proved not to be very encouraging for the big pharma businesses. The aver-
age IRR from such R and d activities has been around 7.2 per cent which barely covers 
the businesses’ average cost of capital, estimated at about 7 per cent. This seems likely 

real World 14.6

➔
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real World 14.7 gives some examples of IRRs sought in practice.

real World 14.6 continued

to alter the approach to this kind of R and d. It could mean that the businesses will seek 
to enter alliances, probably with the universities, in an effort to cut R and d costs.

one big pharma business that seems to be bucking this trend is glaxosmithkline plc, 
a uk-based business, that reports an IRR of 13 per cent from its R and d activities.

Sources: Information taken from: 4d Pharma plc, share issue placing document, www.4dpharmaplc.com, 11 February 2014 and 
glaxosmithkline plc, Annual Report 2013, page 4.

Rates of return
IRRs for investment projects can vary considerably. Here are a few examples of the 
expected or target returns from investment projects of large businesses.

●	 glaxosmithkline plc, the leading pharmaceuticals business, is aiming to increase its 
annual IRR from investments in new products to 15 per cent.

●	 next plc, the fashion retailer, requires an annual IRR of 20 per cent when appraising 
new stores.

●	 Carillion plc, a facilities management and construction business seeks a 15 per cent 
IRR on new Public/Private partnership projects.

●	 Rentokil Initial plc, the business services provider, has an after-tax required IRR of 20 
per cent for any takeover targets that it may be considering.

●	 Marks and spencer plc, the stores chain, has targeted a ‘hurdle’ internal rate of return 
of 12 to 15 per cent on a new investment programme.

●	 standard life, the pensions and life assurance business, requires a 15 per cent internal 
rate of return from new products.

These values seem surprisingly high. A study of returns made by all of the businesses 
listed on the london stock exchange between 1900 and 2013 showed an average annual 
return of 5.3 per cent. This figure is the real return (that is, ignoring inflation). It would prob-
ably be fair to add at least 3 per cent to it to compare it with the targets for the businesses 
listed above. Also, the targets for five of the businesses are probably pre-tax (the busi-
nesses do not specify, except Rentokil Initial). In that case it is probably reasonable to add 
about a third to the average stock exchange returns. This would give us around 11 per 
cent per year. This would be roughly in line with the Marks and spencer target. The targets 
for the other businesses, however, seem rather ambitious – particularly ambitious in the 
case of Rentokil Initial, given that its an after-tax rate. Their rate is for takeover targets, 
which they may regard as being particularly risky.

Sources: glaxosmithkline plc, Annual report 2013 page 4; next plc, Results for the half-year to 31 July 2012; Carillion plc, Annual 
Report 2013; Rentokil Initial, Preliminary earnings presentation, Thompson Reuters streetevents, www.streetevents.com, 28 February 
2014; Press release on 2012 annual results, Marks and spencer plc, 22 May 2012; standard life flags ‘step up in performance’, FT.
com, 10 March 2011; dimson, e., Marsh, P. and staunton, M., Credit suisse global Investments Returns yearbook, 2013, page 56.

real World 14.7

Problems with Irr

IRR has certain key attributes in common with NPV. All cash flows are taken into account 
and their timing is logically handled. The main problem of IRR, however, is that it does 
not directly address the question of wealth generation. It can, therefore, lead to the 
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wrong decision being made. This is because the IRR approach will always rank a project 
with, for example, an IRR of 25 per cent above that of a project with an IRR of 20 per cent. 
Although accepting the project with the higher percentage return will often generate 
more wealth, this may not always be the case. This is because IRR completely ignores the 
 scale of   investment.  

 With a 15 per cent cost of capital,    £15 million    invested at 20 per cent for one year, will 
make us wealthier by    £0.75 million    (that is,    15 * (20 - 15)% = 0.75   ). With the same 
cost of capital,    £5 million    invested at 25 per cent for one year will make us only 
   £0.5 million    (that is,    5 * (25 - 15)% = 0.50   ). IRR does not recognise this. 

 Competing projects do not usually show such large diff erences in scale and so IRR and 
NPV normally give the same signal. However, as NPV will always give the correct signal, 
it is diffi  cult to see why any other method should be used.  

   Which other investment appraisal method ignores the scale of investment?  

  We saw earlier that the ARR method suffers from this problem.   

 activity 14.17 

 That ARR and IRR both suff er from the same problem is not coincidence. Their prob-
lem stems from the fact that they are both relative rates of return. Given the wealth 
generating objective of most businesses, absolute returns, measured in monetary terms, 
are much more relevant than relative returns measured as percentages. 

 A further problem with the IRR method is that it has diffi  culty handling projects with 
unconventional cash fl ows. In the examples studied so far, each project has a negative 
cash fl ow arising at the start of its life and then positive cash fl ows thereafter. In practice, 
however, a project may have both positive and negative cash fl ows at future points in its 
life. Such a pattern of cash fl ows can result in there being more than one IRR, or even no 
IRR at all. This would make the IRR method diffi  cult to use, although it should be said 
that this problem is also quite rare in practice. This is never a problem for NPV, 
however.   

  Some practical points 

 When undertaking an investment appraisal, there are several practical points to bear in 
mind: 

   ●	    Past costs.  As with all decisions, we should take account only of relevant costs in our 
analysis. Only costs that vary with the decision should be considered, as we discussed at 
length in  Chapter    8   . This means that, all past costs should be ignored as they cannot 
vary with the decision. A business may incur costs (such as development costs and mar-
ket research costs)  before  the evaluation of an opportunity to launch a new product. As 
those costs have already been incurred, they should be disregarded, even though the 
amounts may be substantial and relate directly to the project. Costs that have already 
been committed but not yet paid should also be disregarded. Where a business has 
entered into a binding contract to incur a particular cost, it becomes in eff ect a past cost 
even though payment may not be due until some point in the future.  

  Some practical points 

M14_MCLA8297_08_SE_C14.indd   573 22/09/15   10:48 pm



ChaPter 14  MAkIng CAPITAl InvesTMenT deCIsIons574

●	 Common future costs. It is not only past costs that do not vary with the decision; some 
future costs may also be the same. For example, the cost of raw materials may not vary 
with the decision whether to invest in a new piece of manufacturing plant or to con-
tinue to use existing plant.

●	 Opportunity costs. Opportunity costs arising from benefits forgone must be taken into 
account. For example, when considering a decision concerning whether or not to 
continue to use a machine already owned by the business, the realisable value of the 
machine might be an important opportunity cost.

●	 Taxation. Owners will be interested in the after-tax returns generated from the busi-
ness. As a result, taxation will usually be an important consideration when making an 
investment decision. The profits from the project will be taxed, the capital investment 
may attract tax relief and so on. Tax is levied on these at significant rates. This means 
that, in real life, unless tax is formally taken into account, the wrong decision could 
easily be made. The timing of the tax outflow should also be taken into account when 
preparing the cash flows for the project.

●	 Cash flows not profit flows. We have seen that for the NPV, IRR and PP methods, it is 
cash flows rather than profit flows that are relevant to the assessment of investment 
projects. In an investment appraisal requiring the application of any of these meth-
ods, details of the profits for the investment period may be given. These need to be 
adjusted in order to derive the cash flows. We should remember that the operating 
profit before non-cash items (such as depreciation) is an approximation to the cash 
flows for the period. We should, therefore, work back to this figure.

When the data are expressed in profit rather than cash flow terms, an adjustment 
in respect of working capital may also be necessary. Some adjustment should be made 
to take account of changes in working capital. For example, launching a new product 
may give rise to an increase in the net investment made in trade receivables and 
inventories less trade payables. This working capital investment would normally 
require an immediate outlay of cash. This outlay for additional working capital should 
be shown in the NPV calculations as an initial cash outflow. However, at the end of 
the life of the project, the additional working capital will be released. This divestment 
results in an effective inflow of cash at the end of the project. It should also be taken 
into account at the point at which it is received.

●	 Year-end assumption. In the examples and activities considered so far, we have assumed 
that cash flows arise at the end of the relevant year. This simplifying assumption is 
used to make the calculations easier. As we saw earlier, this assumption is clearly unre-
alistic, as money will have to be paid to employees on a weekly or monthly basis, 
credit customers will pay within a month or two of buying the product or service and 
so on. It is probably not a serious distortion, however. We should be clear that there is 
nothing about any of the four appraisal methods that demands that this assumption 
be made. It is perfectly possible to deal more precisely with the timing of the 
cash flows.

●	 Interest payments. When using discounted cash flow techniques (NPV and IRR), 
interest payments should not be taken into account in deriving cash flows for the 
period. Discounting already takes account of the costs of financing. To include 
interest charges in deriving cash flows for the period would therefore be double 
counting.

●	 Other factors. Investment decision making must not be viewed as simply a mechanical 
exercise. The results derived from a particular investment appraisal method will be 
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The directors of Manuff (Steel) Ltd are considering closing one of the business’s factor
ies. There has been a reduction in the demand for the products made at the factory in 
recent years. The directors are not optimistic about the longterm prospects for these 
products. The factory is situated in an area where unemployment is high.

The factory is leased with four years of the lease remaining. The directors are 
uncertain whether the factory should be closed immediately or at the end of the period 
of the lease. Another business has offered to sublease the premises from Manuff 
(Steel) Ltd at a rental of £40,000 a year for the remainder of the lease period.

The machinery and equipment at the factory cost £1,500,000. The value at which 
they appear in the statement of financial position is £400,000. In the event of immedi
ate closure, the machinery and equipment could be sold for £220,000. The working 
capital at the factory is £420,000. It could be liquidated for that amount immediately, 
if required. Alternatively, the working capital can be liquidated in full at the end of the 
lease period. Immediate closure would result in redundancy payments to employees of 
£180,000.

If the factory continues in operation until the end of the lease period, the following 
operating profits (losses) are expected:

Year 1 Year 2 Year 3 Year 4
£000 £000 £000 £000

operating profit (loss) 160 (40) 30 20

These figures are derived after deducting a charge of £90,000 a year for depreciation 
of machinery and equipment. The residual value of the machinery and equipment at 
the end of the lease period is estimated at £40,000.

Redundancy payments are expected to be £150,000 at the end of the lease period if 
the factory continues in operation. The business has an annual cost of capital of 12 per 
cent. Ignore taxation.

Required:

(a) Determine the relevant cash flows arising from a decision to continue operations 
until the end of the lease period rather than to close immediately.

(b) Calculate the net present value of continuing operations until the end of the lease 
period, rather than closing immediately.

(c) What other factors might the directors take into account before making a final 
 decision on the timing of the factory closure?

(d) State, with reasons, whether or not the business should continue to operate the 
factory until the end of the lease period.

activity 14.18

only one input to the decision-making process. There may be broader issues con-
nected to the decision that have to be taken into account but which may be difficult 
or impossible to quantify.

The reliability of the forecasts and the validity of the assumptions used in the evaluation 
will also have a bearing on the final decision.

➔

M14_MCLA8297_08_SE_C14.indd   575 22/09/15   10:48 pm



ChaPter 14  MAkIng CAPITAl InvesTMenT deCIsIons576

activity 14.18 continued

your answer should be:
(a) Relevant cash flows

Years
0 1 2 3 4

£000 £000 £000 £000 £000

operating cash flows (note 1) 250 50 120 110
sale of machinery (note 2) (220) 40
Redundancy costs (note 3) 180 (150)
sublease rentals (note 4) (40) (40) (40) (40)
Working capital invested (note 5) (420) 420

(460) 210 10 80 380

notes:
1 each year’s operating cash flows are calculated by adding back the depreciation charge for 

the year to the operating profit for the year. In the case of the operating loss, the depreciation 
charge is deducted.

2 In the event of closure, machinery could be sold immediately. As a result, an opportunity cost 
of £220,000 is incurred if operations continue.

3 By continuing operations, there will be a saving in immediate redundancy costs of £180,000. 
However, redundancy costs of £150,000 will be paid in four years’ time.

4 By continuing operations, the opportunity to sublease the factory will be foregone.
5 Immediate closure would mean that working capital could be liquidated. By continuing oper-

ations this opportunity is foregone. However, working capital can be liquidated in four years’ time.

(b) 
Years

0 1 2 3 4

discount rate 12 per cent 1.000 0.893 0.797 0.712 0.636
Present value (460) 187.5 8.0 57.0 241.7
net present value 34.2

(c) other factors that may influence the decision include:
●	 The overall strategy of the business. The business may need to set the decision 

within a broader context. It may be necessary to manufacture the products at the 
factory because they are an integral part of the business’s product range. The busi-
ness may wish to avoid redundancies in an area of high unemployment for as long 
as possible.

●	 Flexibility. A decision to close the factory is probably irreversible. If the factory 
continues, however, there may be a chance that the prospects for the factory will 
brighten in the future.

●	 Creditworthiness of sub-lessee. The business should investigate the creditworth-
iness of the sub-lessee. Failure to receive the expected sublease payments would 
make the closure option far less attractive.

●	 Accuracy of forecasts. The forecasts made by the business should be examined 
carefully. Inaccuracies in the forecasts or any underlying assumptions may change 
the expected outcomes.

(d) The nPv of the decision to continue operations rather than close immediately is 
positive. Hence, shareholders would be better off if the directors took this course of 
action. The factory should therefore continue in operation rather than close down. This 
decision is likely to be welcomed by employees and would allow the business to 
maintain its flexibility.

The main methods of investment appraisal are summarised in Figure 14.5.
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  Investment appraisal in practice 

 Many surveys have been conducted in the UK, and elsewhere in the world, into the meth-
ods of investment appraisal used by businesses. They have shown the following features: 

   ●	   Businesses tend to use more than one method to assess each investment decision.  
  ●	   The discounting methods (NPV and IRR) have become increasingly popular over 

time. NPV and IRR are now the most popular of the four methods.  
  ●	   PP continues to be popular and, to a lesser extent, so does ARR. This is despite the 

theoretical shortcomings of both of these methods.  
  ●	   Larger businesses tend to rely more heavily on discounting methods than smaller 

businesses.   

   real World    14.8     shows the results of a survey of a number of UK manufacturing busi-
nesses concerning their use of investment appraisal methods.  

  Investment appraisal in practice 

  The figure shows the four investment appraisal methods discussed in the chapter.  

the main investment appraisal methods           Figure 14.5  

 A survey of uk business practice 
 senior financial managers at 83 of the uk’s largest manufacturing businesses were asked 
about the investment appraisal methods used to evaluate both strategic and non-strategic 
projects. strategic projects usually aim to increase or change the competitive capabilities 
of a business, such as introducing a new manufacturing process. 

  Method    Non-strategic projects    Strategic projects  
    Mean score    Mean score  

 net present value  3.6829  3.9759 
 Payback  3.4268  3.6098 
 Internal rate of return  3.3293  3.7073 
 Accounting rate of return  1.9867  2.2667 

  Response scale    1 = never, 2 = rarely, 3 = often, 4 = mostly, 5 = always     

 real World 14.8 

➔
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A survey of large businesses in five leading industrialised countries, including the UK, 
also shows considerable support for the NPV and IRR methods. There is less support for 
the payback method but, nevertheless, it still seems to be fairly widely used. real 
World 14.9 sets out some key findings.

real World 14.8 continued

We can see that, for both non-strategic and for strategic investments, the nPv method 
is the most popular. As the sample consists of large businesses (nearly all with annual total 
sales revenue in excess of £100 million), a fairly sophisticated approach to evaluation 
might be expected. nevertheless, for non-strategic investments, the payback method 
comes second in popularity. It drops to third place for strategic projects.

The survey also found that 98 per cent of respondents used more than one method and 
88 per cent used more than three methods of investment appraisal.

Source: Based on information in Alkaraan, F. and northcott, d., strategic capital investment decision-making: A role for emergent 
analysis tools? A study of practice in large uk manufacturing companies, The British Accounting Review, 38, 2006, p.159.

A multinational survey of business practice
A survey of investment and financing practices in five different countries was carried out 
by Cohen and yagil. This survey, based on a sample of the largest 300 businesses in each 
country, revealed the following concerning the popularity of three of the investment 
appraisal methods discussed in this chapter.

Frequency of the use of investment appraisal techniques

USA UK Germany Canada Japan Average

IRR 4.00 4.16 4.08 4.15 3.29 3.93
nPv 3.88 4.00 3.50 4.09 3.57 3.80
PP 3.46 3.89 3.33 3.57 3.52 3.55

Response scale: 1 = never, 5 = always.

key findings of the survey include the following:

– IRR is more popular than nPv in all countries, except Japan. The difference between 
the two methods, however, is not statistically significant.

– Managers of uk businesses use investment appraisal techniques the most, while man-
agers of Japanese businesses use them the least. This may be related to business 
traditions within each country.

– There is a positive relationship between business size and the popularity of the IRR and 
nPv methods. This may be related to the greater experience and understanding of 
financial theory of managers of larger businesses. A more recent survey (by lucas, 
Prowle and lowth) of some much smaller uk businesses indicated that none of them 
carried out any investment appraisal. This adds emphasis to the size/sophistication 
relationship in this context.

Sources: g. Cohen and J. yagil, A multinational survey of corporate financial policies, Working Paper, Haifa university, 2007 and 
lucas, M., Prowle, M. and lowth, g., Management accounting practices of uk small-medium-sized enterprises, CIMA, July 2013.

real World 14.9
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The popularity of PP may suggest a lack of sophistication by managers, concerning 
investment appraisal. This criticism is most often made against managers of smaller 
businesses. This point is borne out by both of the surveys discussed in Real World 14.9 
which have found that smaller businesses are much less likely to use discounted cash 
flow methods (NPV and IRR) than are larger ones. Other surveys have tended to reach a 
similar conclusion.

IRR may be popular because it expresses outcomes in percentage terms rather than in 
absolute terms. This form of expression seems to be preferred by managers, despite the 
problems of percentage measures that we discussed earlier. This may be because manag-
ers are used to using percentage figures as targets (for example, return on capital 
employed).

real World 14.10 shows extracts from the 2014 annual report of a well-known busi-
ness: Rolls-Royce plc, the builder of engines for aircraft and other purposes.

Earlier in the chapter, we discussed the limitations of the PP method. Can you suggest 
reasons that might explain why it is still a reasonably popular method of investment 
appraisal among managers?

There seem to be several possible reasons:

●	 PP is easy to understand and use.
●	 It can avoid the problems of forecasting far into the future.
●	 It gives emphasis to the early cash flows when there is greater certainty concerning the 

accuracy of their predicted value.
●	 It emphasises the importance of liquidity. Where a business has liquidity problems, a 

short payback period for a project is likely to appear attractive.

activity 14.19

The use of nPv at Rolls-Royce
In its 2014 annual report and accounts, Rolls-Royce plc stated that:

The group subjects all investments and capital expenditure to a rigorous examination of risks and 
future cash flows to ensure that they create shareholder value. All major investments require Board 
approval.

The group has a portfolio of projects at different stages of their life cycles. discounted cash flow 
analysis of the remaining life of projects is performed on a regular basis.

Source: Rolls-Royce Holdings plc Annual Report 2014, page 160.

real World 14.10

Rolls-Royce indicates that it uses NPV (the report refers to creating shareholder value 
and to discounted cash flow, which strongly imply NPV). It is interesting to note that 
Rolls-Royce not only assesses new projects but also reassesses existing ones. This must be 
a sensible commercial approach. Businesses should not continue with existing projects 
unless those projects have a positive NPV based on future cash flows. Just because a pro-
ject seemed to have a positive NPV before it started does not mean that this will persist, 
in the light of changing circumstances. Activity 14.18 (page 575) considered a decision 
to close down a project.
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  Investment appraisal and strategic planning 

 So far, we have tended to view investment opportunities as unconnected, independent, 
projects. In practice, however, successful businesses are those that set out a clear strategic 
framework for the selection of investment projects in the way that was described in 
 Chapter   12   . Unless this framework is in place, it may be diffi  cult to identify those pro-
jects that are likely to generate a positive NPV. The best investment projects are usually 
those that match the business’s internal strengths (for example, skills, experience, access 
to fi nance) with the opportunities available. In areas where this match does not exist, 
other businesses, for which the match does exist, are likely to have a distinct competitive 
advantage. This means that they will be able to provide the product or service at a better 
price and/or quality. 

 Setting out the framework just described is an essential part of  strategic planning.  In 
practice, strategic plans often have a time span of around fi ve years. It involves asking 
‘where do we want our business to be in fi ve years’ time and how can we get there?’ It will 
set the appropriate direction in terms of products, markets, fi nancing and so on, to 
ensure that the business is best placed to generate profi table investment opportunities. 

   real World    14.11     shows how Canadian-based international insurance business, 
Manulife Financial Corporation made an investment that fi tted its strategic objectives.   

  Investment appraisal and strategic planning 

 Insuring a good fit 
 Manulife bought the Canadian division of the uk-based iinternational insurer standard life 
plc for $4 billion in september 2014. Manulife was keen to have the type of operation that 
standard was selling because it would give the Canadian business some fairly low volatil-
ity cash flows. 

 According to kevin Choquette of stockbrokers Credit suisse, the deal had ‘good stra-
tegic fit’ for Manulife. This means that, while $4 billion may be a reasonable price for 
Manulife to pay, for another business for whom the strategic fit may not be so good that 
amount would be excessive. 

  Source : Information taken from: nelson, J., With standard life deal, Manulife targets growth at home, The globe and Mail, 
 www.theglobeandmail.com , 4 september 2014. 

 real World 14.11 

  risk and investment 

 As we saw in  Chapter   8   , all business activities are risky. This means that consideration of 
risk is an important aspect of fi nancial decision making. Risk is, however, a particularly 
important issue in the context of investment decisions, because of: 

   1    The relatively long timescales involved.  There tends to be more time for things to go wrong 
between the decision being made and the end of the project, in comparison with many 
business decisions.  

  2    The scale of funds involved.  Many investment projects involve very large amounts of 
fi nance. If things go wrong, the impact can be both signifi cant and lasting.   

 Various methods for dealing with risk have been proposed and we considered one of 
these, sensitivity analysis, in  Chapter    8   . Undertaking sensitivity analysis for an 

  risk and investment 
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investment project, appraised on the basis on NPV, will follow the approach discussed in 
that chapter. Two additional factors, however, the cost of capital and the life of the pro-
ject, have to be considered.  

   When undertaking sensitivity analysis, how would we calculate the cost of capital figure 
that would produce an NPV for a project of precisely zero (that is, the ‘breakeven’ cost 
of capital)?  

  We saw earlier in the chapter that calculating the IRR, which involves trial and error, will 
 provide this cost of capital figure.   

 activity 14.20 

 Identifying the break-even project life can be achieved by adopting a similar approach 
to that used in calculating the payback period. In other words, we calculate the point in 
time when future discounted cash infl ows equal the initial cash outfl ows. It is at this 
point that the project will ‘break even’. 

   real World   14.12     describes the evaluation of a mining project that incorporated sen-
sitivity analysis to test the robustness of the fi ndings.   

 golden opportunity 
 In a news release, Amara Mining plc (a london stock exchange, Alternative Investment 
Market listed business) announced positive results from feasibility study of its Baomahun 
project in sierra leon. The project involves drilling for gold in an open pit operation. The 
business provided calculations based on a range of key variables. These variables were 
the estimated prices for gold and the discount rate to be applied. The following results 
were obtained: 

    Boamahun project sensitivity analysis: 

 gold price (us $/ounce)  1,150  1,250  1,350  1,500 
 Cash flow (us $m)  92  138  184  245 
 IRR (%)  12  17  22  28 
 nPv (us$m) assuming a:         
   5% discount rate  42  77  111  157 
   8% discount rate  20  50  80  119 
   10% discount rate  9  36  62  98 

  Source : ‘Result of first phase of Boamahun optimization work’, Amara Mining plc, 30 January 2014 ( www.amaramining.com ). 

 real World 14.12 

  Managing investment projects 

 So far, we have been concerned with the process of carrying out the necessary calcula-
tions that enable managers to select among already identifi ed investment opportunities. 
Though the assessment of projects is undoubtedly important, we must bear in mind that 

  Managing investment projects 
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it is only part of the process of investment decision making. There are other important 
aspects that managers must also consider.

It is possible to see the investment process as a sequence of five stages, each of which 
managers must consider. The five stages are set out in Figure 14.6. We shall now consider 
these:

The management of an investment project involves a sequence of five key stages. The evalu-
ation of projects using the appraisal techniques discussed earlier represents only one of these 
stages.

Managing the investment decisionFigure 14.6

Stage 1: Determine investment funds available

The amount of funds available for investment may be limited by the external market for 
funds or by internal management. In practice, it is often the business’s own senior man-
agers that restrict the amount available, perhaps because they lack confidence in the 
business’s ability to handle higher levels of investment. In either case, it may mean that 
the funds will not be sufficient to finance all of the apparently profitable investment 
opportunities available. This shortage of investment funds is known as capital rationing. 
When it arises managers are faced with the task of deciding on the most profitable use of 
those funds available.
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Stage 2: Identify profitable project opportunities

A vital part of the investment process is the search for profitable investment opportun-
ities. The business should carry out methodical routines for identifying feasible projects. 
This may be done through a research and development department or by some other 
means. Failure to do so will inevitably lead to the business losing its competitive position 
with respect to product development, production methods or market penetration. To 
help identify good investment opportunities, some businesses provide financial incen-
tives to members of staff who come forward with good investment proposals. The search 
process will, however, usually involve looking outside the business to identify changes 
in technology, customer demand, market conditions and so on. Information will need 
to be gathered and this may take some time, particularly for unusual or non-routine 
investment opportunities.

It has been argued that the sequence of these first two stages can be reversed. Can you 
figure out why this should be the case?

In theory, finance can always be found for profitable investment opportunities.

activity 14.21

Stage 3: evaluate the proposed project

If management is to agree to the investment of funds in a project, that project’s proposal 
must be rigorously screened. For larger projects, this will involve providing answers to a 
number of questions, including:

●	 What are the nature and purpose of the project?
●	 Does the project align with the overall strategy and objectives of the business?
●	 How much finance is required?
●	 What other resources (such as expertise, work space and so on) are required for suc-

cessful completion of the project?
●	 How long will the project last and what are its key stages?
●	 What is the expected pattern of cash flows?
●	 What are the major problems associated with the project and how can they be 

overcome?
●	 What is the NPV of the project? If capital is rationed, how does the NPV of this project 

compare with that of other opportunities available?
●	 Have risk and inflation been taken into account in the appraisal process and, if so, 

what are the results?

The ability and commitment of those responsible for proposing and managing the 
project will be vital to its success. This means that, when evaluating a new project, one 
consideration will be the quality of those proposing it. Senior managers may decide not 
to support a project that appears profitable on paper if they lack confidence in the ability 
of key managers to see it through to completion.
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Stage 4: approve the project

Once the managers responsible for investment decision making are satisfied that the 
project should be undertaken, formal approval can be given. However, a decision on a 
project may be postponed if senior managers need more information from those propos-
ing the project, or if revisions are required to the proposal. Proposals may be rejected if 
they are considered unprofitable or likely to fail. Before rejecting a proposal, however, 
the implications of not pursuing the project must be carefully considered. Failure to 
pursue a particular project may impact such areas as market share, staff morale and exist-
ing business operations.

Stage 5: Monitor and control the project

Making a decision to invest in, say, the plant needed to provide a new service does not 
automatically cause the investment to be made and provision of the service to go 
smoothly ahead. Managers will need to manage the project actively through to comple-
tion. This, in turn, will require further information-gathering.

Much of the control of a project would be through the routine budgetary control pro-
cedures that we met in Chapter 13. Management should also receive progress reports at 
regular intervals concerning the project. These reports should provide information relat-
ing to the actual cash flows for each stage of the project, which can then be compared 
against the forecast figures provided when the proposal was submitted for approval. The 
reasons for significant variations should be ascertained and corrective action taken 
where possible. Any changes in the expected completion date of the project or any 
expected variations in future cash flows from budget should be reported immediately; in 
extreme cases, managers may even abandon the project if circumstances appear to have 
changed dramatically for the worse.

Project management techniques (for example, critical path analysis) should be 
employed wherever possible and their effectiveness reported to senior management.

An important part of the control process is a post-completion audit of the project. 
This is, in essence, a review of the project performance to see if it lived up to expectations 
and whether any lessons can be learned from the way that the investment process was 
carried out. In addition to an evaluation of financial costs and benefits, non-financial 
measures of performance such as the ability to meet deadlines and levels of quality 
achieved should also be reported.

The fact that a post-completion audit is an integral part of the management of the 
project should also encourage those who submit projects to use realistic estimates. real 
World 14.13 provides some evidence of a need for greater realism.

looking on the bright side
Mckinsey and Co, the management consultants, surveyed 2,500 senior managers world-
wide during the spring of 2007. The managers were asked their opinions on investments 
made by their businesses in the previous three years. The general opinion is that estimates 
for the investment decision inputs had been too optimistic. For example, sales levels had 
been overestimated in about 50 per cent of cases, but underestimated in less than 20 per 

real World 14.13
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Other studies confirm a tendency among managers to use over-optimistic estimates 
when preparing investment proposals. (See reference 1 at the end of the chapter.) It 
seems that sometimes this is done deliberately in an attempt to secure project approval. 
Where over-optimistic estimates are used, the managers responsible may well find them-
selves accountable at the post-completion audit stage. Such audits, however, can be dif-
ficult and time-consuming to carry out. The likely benefits must, therefore, be weighed 
against the costs involved. Senior management may feel, therefore, that only projects 
above a certain size should be subject to a post-completion audit.

real World 14.14 provides some indication of the extent to whch post-completion 
audits are used by businesses.

cent of cases. It is not clear whether the estimates were sufficiently inaccurate to call into 
question the decision that had been made.

The survey goes on to ask about the extent that investments made seemed, in the light 
of the actual outcomes, to have been mistakes. Managers felt that 19 per cent of invest-
ments that had been made should not have gone ahead. on the other hand, they felt that 
31 per cent of rejected projects should have been taken up. Managers also felt that ‘good 
money was thrown after bad’ in that existing investments that were not performing well 
were continuing to be supported in a significant number of cases.

Source: Based on information in: How companies spend their money, A Mckinsey global survey, www.theglobalmarketer.com, 2007.

looking back
The CIMA survey, mentioned in earlier chapters, examined the extent to which post- 
completion audits are used in practice. The results for all businesses surveyed, as well as for 
very large businesses (that is, with more than 10,000 employees), are set out in Figure 14.7.

real World 14.14

The results show that around half of very large businesses and much less than half of 
 businesses overall, use post-completion audits.

Post-completion auditsFigure 14.7
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real World 14.15 describes how one large retailer, Kingfisher plc, goes about monitor-
ing and controlling its investment projects. Kingfisher sells do-it-yourself goods notably 
through the B & Q chain of stores.

real World 14.14 continued

We can see that larger businesses are more likely to use this technique. These businesses 
are likely to undertake more and bigger investment projects and have more finance staff 
to monitor business performance and so the results are not surprising.

Source: Adapted from figure in: Management accounting tools for today and tomorrow, CIMA, July 2009, p.18.

getting a grip
The 2014 annual report of kingfisher plc reveals that the business invested £304 million 
during the year 2013/14. To monitor and control this vast level of expenditure, the follow-
ing procedures are adopted:

●	 An annual strategic planning process based on detailed medium term plans for all busi-
nesses for the next three years. This process drives the key strategic capital allocation 
decisions and the output is reviewed by the Board;

●	 A capital approval process through a capital expenditure committee, attended by the 
group Chief executive, group Finance director, Ceo group Productivity and develop-
ment, group Property director, group general Counsel. The committee is delegated to 
review all projects above £0.75 million and to sign off the projects between £0.75 million 
and £15.0 million;

●	 Projects above £15.0 million are required to be approved by the Board. All projects 
above £0.75 million are also notified to the Board;

●	 Clear investment criteria including keP (kingfisher economic profit*) and nPv and chal-
lenging hurdle rates for IRR and dPB (discounted payback);

●	 An annual post-investment review process to undertake a full assessment of all projects 
above £0.75 million which were completed in the last two to four years. The findings of 
this exercise are considered by both the capital expenditure committee and the Board 
and used to inform the assumptions for similar project proposals going forward; and

●	 An annual review of keP by store is performed which drives plans to improve the 
returns of weaker stores, and develop lessons from higher returning stores.

*kingfisher economic profit is a measure of economic profit generated that is particular to kingfisher.

Source: kingfisher plc Annual Report 2013/14, p.25 (www.kingfisher.co.uk).

real World 14.15

Beacon Chemicals plc is considering buying some equipment to produce a chemical 
named X14. The new equipment’s capital cost is estimated at £100 million. If its pur-
chase is approved now, the equipment can be bought and production can commence 
by the end of this year. £50 million has already been spent on research and develop-

Self-assessment question 14.1
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ment work. estimates of revenues and costs arising from the operation of the new 
equipment are:

Year 1 Year 2 Year 3 Year 4 Year 5

sales price (£/litre) 100 120 120 100 80
sales volume (million litres) 0.8 1.0 1.2 1.0 0.8
variable cost (£/litre) 50 50 40 30 40
Fixed cost (£m) 30 30 30 30 30

If the equipment is bought, sales of some existing products will be lost resulting in a 
loss of contribution of £15 million a year, over the life of the equipment.

The accountant has informed you that the fixed cost includes depreciation of £20 million 
a year on the new equipment. It also includes an allocation of £10 million for fixed over-
heads. A separate study has indicated that if the new equipment were bought, additional 
overheads, excluding depreciation, arising from producing the chemical would be 
£8 million a year. Production would require additional working capital of £30 million.

For the purposes of your initial calculations ignore taxation.

Required:
(a) deduce the relevant annual cash flows associated with buying the equipment.
(b) deduce the payback period.
(c) Calculate the net present value using a discount rate of 8 per cent.
(d) How sensitive is the nPv calculated in (c) to the estimate of the annual loss of contri-

bution from the existing products? Comment on the sensitivity.

(Hint: you should deal with the investment in working capital by treating it as a cash out-
flow at the start of the project and an inflow at the end.)
The solution to this question can be found in Appendix C.

Summary

The main points of this chapter may be summarised as follows:

Accounting rate of return (ARR) is the average accounting profit from the project 
expressed as a percentage of the average investment.

●	 Decision rule – projects with an ARR above a defined minimum are acceptable; the 
greater the ARR, the more attractive the project becomes.

●	 Conclusion on ARR:
– does not relate directly to shareholders’ wealth – can lead to illogical conclusions;
– takes almost no account of the timing of cash flows;
– ignores some relevant information and may take account of some irrelevant;
– relatively simple to use;
– much inferior to NPV.

Payback period (PP) is the length of time that it takes for the cash outflow for the 
initial investment to be repaid out of resulting cash inflows.

●	 Decision rule – projects with a PP up to a defined maximum period are acceptable; the 
shorter the PP, the more attractive the project.
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●	 Conclusion on PP:
– does not relate to shareholders’ wealth;
– ignores inflows after the payback date;
– takes little account of the timing of cash flows;
– ignores much relevant information;
– does not always provide clear signals and can be impractical to use;
– much inferior to NPV, but it is easy to understand and can offer a liquidity insight, 

which might be the reason for its widespread use.

Net present value (NPV) is the sum of the discounted values of the net cash flows 
from the investment.

●	 Money has a time value.

●	 Decision rule – all positive NPV investments enhance shareholders’ wealth; the 
greater the NPV, the greater the enhancement and the greater the attractiveness of the 
project.

●	 PV of a cash flow = cash flow * 1/(1 + r)n, assuming a constant discount rate.

●	 Discounting brings cash flows at different points in time to a common valuation basis 
(their present value), which enables them to be directly compared.

●	 Conclusion on NPV:
– relates directly to shareholders’ wealth objective;
– takes account of the timing of cash flows;
– takes all relevant information into account;
– provides clear signals and is practical to use.

Internal rate of return (IRR) is the discount rate that, when applied to the cash 
flows of a project, causes it to have a zero NPV.

●	 Represents the average percentage return on the investment, taking account of the 
fact that cash may be flowing in and out of the project at various points in its life.

●	 Decision rule – projects that have an IRR greater than the cost of capital are acceptable; 
the greater the IRR, the more attractive the project.

●	 Cannot normally be calculated directly; a trial and error approach is usually 
necessary.

●	 Conclusion on IRR:
– does not relate directly to shareholders’ wealth. Usually gives the same signals as 

NPV but can mislead where there are competing projects of different size;
– takes account of the timing of cash flows;
– takes all relevant information into account;
– problems of multiple IRRs when there are unconventional cash flows;
– inferior to NPV.

Use of appraisal methods in practice:

●	 all four methods identified are widely used;

●	 the discounting methods (NPV and IRR) show a steady increase in usage over time;

●	 many businesses use more than one method;

●	 larger businesses seem to be more sophisticated in their choice and use of appraisal 
methods than smaller ones.
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  Investment appraisal and strategic planning 

   ●	   It is important that businesses invest in a strategic way so as to play to their strengths.    

  Dealing with risk 

   ●	   Risk is particularly important for investment projects because they tend to involve 
large amounts of fi nance and can be long lasting.  

  ●	   Sensitivity analysis (SA) can be a useful way of forming an impression about the riski-
ness of a project.    

  Managing investment projects 

   ●	   Determine investment funds available – dealing, if necessary, with capital rationing 
problems.  

  ●	   Identify profi table project opportunities.  

  ●	   Evaluate the proposed project.  

  ●	   Approve the project.  

  ●	   Monitor and control the project – using a post-completion audit approach.    

 Key terms 

      accounting rate of return (arr)       
 p.      551    

     payback period (PP)        p.      555    
     net present value (NPV)        p.      559    
     risk premium        p.      561    
     inflation        p.      561    
     discounting        p.      564    

     discount factor        p.      565    
     cost of capital        p.      566    
     internal rate of return 

(Irr)        p.      568    
     capital rationing        p.      582    
     post-completion audit        p.      584     

  reference 

   1.  Linder, S.,  Fifty Years of Research on Accuracy of Capital Expenditure Project Estimates: A Review of the 
Findings and Their Validity,  Otto Beisham Graduate School of Management, April 2005.  

  Further reading 

 If you would like to explore the topics covered in this chapter in more depth, we recommend the 
following books: 

 Arnold, G.,  Corporate Financial Management,  5th edn, Pearson, 2012,  Chapters   2   ,    3    and    4   . 

 Drury, C.,  Management and Cost Accounting,  8th edn, South Western Cengage Learning, 2012, 
 Chapters   13    and    14   . 

 McLaney, E.,   Business Finance: Theory and Practice,  10th edn, Pearson, 2014,  Chapters   4   ,    5    and    6   . 

 Pike, R., Neale, B. and Linsley, P.,  Corporate Finance and Investment,  7th edn, Pearson, 2012, 
  Chapters   3    to    7   .       

reference 

Further reading 
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exercises 14.1 and 14.2 are basic level, 14.3 and 14.4 are intermediate level and 14.5 to 
14.7 are advanced level. Solutions to exercises with coloured numbers can be found in 
appendix e.

 14.1 The directors of Mylo ltd are currently considering two mutually exclusive investment projects. 
Both projects are concerned with the purchase of new plant. The following data are available 
for each project:

Project

1 2
£000 £000

Cost (immediate outlay) 100 60
expected annual operating profit (loss):
 year 1 29 18
    2 (1) (2)
    3 2 4
estimated residual value of the plant after 3 years 7 6

The business has an estimated cost of capital of 10 per cent. It uses the straight-line method of 
depreciation for all non-current (fixed) assets when calculating operating profit. neither project 
would increase the working capital of the business. The business has sufficient funds to meet 
all investment expenditure requirements.

Required:
(a) Calculate for each project:

1 The net present value.
2 The approximate internal rate of return.
3 The payback period.

exercises

Solutions to these questions can be found in appendix D.

 14.1 Why is the net present value method of investment appraisal considered to be theoretically 
superior to other methods that are found in practice?

 14.2 The payback period method has been criticised for not taking the time value of money into 
account. Could this limitation be overcome? If so, would this method then be preferable to the 
nPv method?

 14.3 Research indicates that the IRR method is extremely popular even though it has shortcomings 
when compared to the nPv method. Why might managers prefer to use IRR rather than nPv 
when carrying out discounted cash flow evaluations?

 14.4 Why are cash flows rather than profit flows used in the IRR, nPv and PP methods of investment 
appraisal?

review questions
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(b) state, with reasons, which, if any, of the two investment projects the directors of Mylo ltd 
should accept.

 14.2 Arkwright Mills plc is considering expanding its production of a new yarn, code name X15. The 
plant is expected to cost £1 million and have a life of five years and a nil residual value. It will 
be bought, paid for and ready for operation on 31 december year 0. £500,000 has already been 
spent on development costs of the product; this has been charged in the income statement in 
the year it was incurred.

The following results are projected for the new yarn:

Year 1 Year 2 Year 3 Year 4 Year 5
£m £m £m £m £m

sales revenue 1.2 1.4 1.4 1.4 1.4
Costs, including depreciation (1.0) (1.1) (1.1) (1.1) (1.1)
Profit before tax 0.2 0.3 0.3 0.3 0.3

Tax is charged at 50 per cent on annual profits (before tax and after depreciation) and paid 
one year in arrears. depreciation of the plant has been calculated on a straight-line basis. Addi-
tional working capital of £0.6 million will be required at the beginning of the project and released 
at the end of year 5. you should assume that all cash flows occur at the end of the year in which 
they arise.

Required:
(a) Prepare a statement showing the incremental cash flows of the project relevant to a deci-

sion concerning whether or not to proceed with the construction of the new plant.
(b) Compute the net present value of the project using a 10 per cent discount rate.
(c) Compute the payback period to the nearest year. explain the meaning of this term.

 14.3 dirk plc has recently created a new male fragrance ‘sirocco’ at a total development cost of 
£0.4 million. The business is now considering producing the fragrance, which will require an 
immediate outlay for new equipment of £10.5 million. estimates relating to production of the 
fragrance are:

Year 1 Year 2 Year 3 Year 4

sales price (£/per bottle) 9.0 8.0 6.0 6.0
sales volume (bottles) 1.0m 1.2m 1.2m 0.5m
variable cost (£/per bottle) 1.0 1.0 1.0 1.4
Fixed cost (£) 4.5m 4.5m 4.5m 4.5m

The fixed cost includes depreciation of £2.5 million a year for the new equipment that is 
needed. This equipment will be sold at the end of the four years of production and the sales 
proceeds will reflect the residual value. Fixed cost also includes an allocation of £0.3 million to 
represent a ‘fair share’ of general business overheads.

If the project goes ahead, sales of an existing male fragrance, ‘Mistral’, will decline, resulting 
in a loss of contribution of £0.8 million per year for the next three years.

Producing the new fragrance will require an immediate outlay for working capital of 
£1.8 million, which can be released at the end of the production period.
dirk plc has a cost of capital of 8 per cent.

Required:
(a) Calculate for the investment project:

1 the net present value
2 the approximate internal rate of return.

(b) Briefly comment on the results of your calculations in (a).
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 14.4 newton electronics ltd has incurred expenditure of £5 million over the past three years 
researching and developing a miniature hearing aid. The hearing aid is now fully developed. The 
directors are considering which of three mutually exclusive options should be taken to exploit 
the potential of the new product. The options are:

1 The business could manufacture the hearing aid itself. This would be a new departure, since 
the business has so far concentrated on research and development projects. However, the 
business has manufacturing space available that it currently rents to another business for 
£100,000 a year. This space will not continue to be leased if the decision is not to manufac-
ture. The business would have to purchase plant and equipment costing £9 million and 
invest £3 million in working capital immediately for production to begin.

A market research report, for which the business paid £50,000, indicates that the new 
product has an expected life of five years. sales of the product during this period are pre-
dicted as:

Predicted sales for the year ended 30 November

Year 1 Year 2 Year 3 Year 4 Year 5

number of units (000s) 800 1,400 1,800 1,200 500

The selling price per unit will be £30 in the first year but will fall to £22 in the following three 
years. In the final year of the product’s life, the selling price will fall to £20. variable production 
costs are predicted to be £14 a unit. Fixed production costs (including depreciation) will be 
£2.4 million a year. Marketing costs will be £2 million a year.

The business intends to depreciate the plant and equipment using the straight-line method 
and based on an estimated residual value at the end of the five years of £1 million. The busi-
ness has a cost of capital of 10 per cent a year.

2 newton electronics ltd could agree to another business manufacturing and marketing the 
product under licence. A multinational business, Faraday electricals plc, has offered to 
undertake the manufacture and marketing of the product. In return it will make a royalty pay-
ment to newton electronics ltd of £5 per unit. It has been estimated that the annual number 
of sales of the hearing aid will be 10 per cent higher if the multinational business, rather than 
if newton electronics ltd, manufactures and markets the product.

3 newton electronics ltd could sell the patent rights to Faraday electricals plc for £24 million, 
payable in two equal instalments. The first instalment would be payable immediately and the 
second at the end of two years. This option would give Faraday electricals the exclusive right 
to manufacture and market the new product.

Ignore taxation.

Required:
(a) Calculate the net present value (as at the beginning of year 1) of each of the options avail-

able to newton electronics ltd.
(b) Identify and discuss any other factors that newton electronics ltd should consider before 

arriving at a decision.
(c) state, with reasons, what you consider to be the most suitable option.

 14.5 C. george (Controls) ltd manufactures a thermostat that can be used in a range of kitchen 
appliances. The manufacturing process is, at present, semi-automated. The equipment used 
cost £540,000 and has a carrying amount (as shown on the statement of financial position) of 
£300,000. demand for the product has been fairly stable at 50,000 units a year in recent 
years.
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The following data, based on the current level of output, have been prepared in respect of 
the product:

Per unit
£ £

selling price 12.40
labour (3.30)
Materials (3.65)
overheads: variable (1.58)
             Fixed (1.60)

(10.13)
operating profit  2.27

Although the existing equipment is expected to last for a further four years before it is sold 
for an estimated £40,000, the business has recently been considering purchasing new equip-
ment that would completely automate much of the production process. The new equipment 
would cost £670,000 and would have an expected life of four years, at the end of which it would 
be sold for an estimated £70,000. If the new equipment is purchased, the old equipment could 
be sold for £150,000 immediately.

The assistant to the business’s accountant has prepared a report to help assess the viability 
of the proposed change, which includes the following data:

Per unit
£ £

selling price 12.40
labour (1.20)
Materials (3.20)
overheads: variable (1.40)
             Fixed (3.30)

(9.10)
operating profit 3.30

depreciation charges will increase by £85,000 a year as a result of purchasing the new 
machinery; however, other fixed costs are not expected to change.

In the report the assistant wrote:

The figures shown above that relate to the proposed change are based on the current level of output and 
take account of a depreciation charge of £150,000 a year in respect of the new equipment. The effect of 
purchasing the new equipment will be to increase the operating profit to sales revenue ratio from 18.3 per 
cent to 26.6 per cent. In addition, the purchase of the new equipment will enable us to reduce our invento-
ries level immediately by £130,000.

In view of these facts, I recommend purchase of the new equipment.
The business has a cost of capital of 12 per cent. Ignore taxation.

Required:
(a) Prepare a statement of the incremental cash flows arising from the purchase of the new 

equipment.
(b) Calculate the net present value of the proposed purchase of new equipment.
(c) state, with reasons, whether the business should purchase the new equipment.
(d) explain why cash flow, rather than profit, projections are used to assess the viability of 

proposed capital expenditure projects.
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 14.6 The accountant of your business has recently been taken ill through overwork. In his absence 
his assistant has prepared some calculations of the profitability of a project, which are to be 
discussed soon at the board meeting of your business. His workings, which are set out below, 
include some errors of principle. you can assume that there are no arithmetical errors.

Year 0 1 2 3 4 5
£000 £000 £000 £000 £000 £000

sales revenue 450 470 470 470 470
Less Costs
Materials 126 132 132 132 132
labour 90 94 94 94 94
overheads 45 47 47 47 47
depreciation 120 120 120 120 120
Working capital 180
Interest on working capital 27 27 27 27 27
Write-off of development costs  30 30 30   
Total costs 180 438 450 450 420 420
Operating profit/(loss) (180) 12 20 20 50 50

Total profit (loss)
Cost of equipment

=
(£28,000)
£600,000

= Return on investment (4.7%)

you ascertain the following additional information:

1 The cost of equipment includes £100,000, being the carrying value of an old machine. If it 
were not used for this project it would be scrapped with a zero net realisable value. new 
equipment costing £500,000 will be purchased on 31 december year 0. you should assume 
that all other cash flows occur at the end of the year to which they relate.

2 The development costs of £90,000 have already been spent.
3 overheads have been costed at 50 per cent of direct labour, which is the business’s normal 

practice. An independent assessment has suggested that incremental overheads are likely 
to amount to £30,000 a year.

4 The business’s cost of capital is 12 per cent.

Ignore taxation in your answer.

Required:
(a) Prepare a corrected statement of the incremental cash flows arising from the project. Where 

you have altered the assistant’s figures you should attach a brief note explaining your 
alterations.

(b) Calculate:
1 The project’s payback period.
2 The project’s net present value as at 31 december year 0.

(c) Write a memo to the board advising on the acceptance or rejection of the project.

 14.7 simtex ltd has invested £120,000 to date in developing a new type of shaving foam. The shav-
ing foam is now ready for production and it has been estimated that the business will sell 
160,000 cans a year of the new product over the next four years. At the end of four years, the 
product will be discontinued and probably replaced by a new product.

The shaving foam is expected to sell at £6 a can and the variable cost is estimated at £4 per can. 
Fixed cost (excluding depreciation) is expected to be £300,000 a year. (This figure includes £130,000 
of the existing general overheads of the business that will be apportioned to this new product.)

To manufacture and package the new product, equipment costing £480,000 must be 
acquired immediately. The estimated value of this equipment in four years’ time is £100,000. 

ChaPter 14  MAkIng CAPITAl InvesTMenT deCIsIons
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The business calculates depreciation using the straight-line method (equal amounts each year). 
It has an estimated cost of capital of 12 per cent.

Required:
(a) deduce the net present value of the new product.
(b) Calculate by how much each of the following must change before the new product is no 

longer profitable:
1 the discount rate;
2 the initial outlay on new equipment;
3 the net operating cash flows;
4 the residual value of the equipment.

(c) should the business produce the new product?

eXeRCIses
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In this chapter we shall examine various aspects of financing a business. We begin by con-
sidering the main sources of finance available. Some of these sources have already been 

touched upon when we discussed the financing of limited companies in Chapter 4. We shall 
now look at these in more detail and will also discuss other sources of finance that have not 
yet been mentioned. The factors to be taken into account when choosing an appropriate 
source of finance are also considered.

Following our consideration of the main sources of finance, we shall examine how long-
term finance may be raised. We shall take a look at various aspects of the capital markets, 
including the ways in which share capital may be issued, the role of the Stock Exchange 
and the financing of smaller businesses.

Introduction

Financing a business

Chapter 15

Learning outcomes

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

●	 identify the main sources of finance available to a business and explain the 
advantages and disadvantages of each;

●	 outline the ways in which share capital may be issued;

●	 explain the role and nature of the Stock Exchange;

●	 discuss the ways in which smaller businesses may seek to raise finance.
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     the main objective of financing policy 

 Managers should aim to raise fi nance in such a way that the wealth of the business and 
its owners is maximised. To do this, they should select sources of fi nance that combine 
cost and risk such that the overall cost of capital is minimised. The value of a business 
can be viewed as the sum of the discounted future cash fl ows that it generates, where the 
discount rate is the business’s overall cost of capital. By minimising the cost of capital, 
the discount rate is minimised, which means, in turn, that the value of the business will 
be maximised.  

  Sources of finance 

 When considering the various sources of fi nance available to a business, it is useful to 
distinguish between  internal  and  external  sources of fi nance. By internal sources we mean 
sources that do not require the agreement of anyone beyond the directors and managers 
of the business. Thus, retained earnings are considered an internal source because the 
directors of the business have power to retain earnings without the agreement of the 
shareholders, whose earnings they are. Finance from an issue of new shares, on the other 
hand, is an external source because it requires the compliance of potential 
shareholders. 

 Within each of the two categories just described, we can further distinguish between 
 long-term  and  short-term  sources of fi nance. There is no agreed defi nition concerning 
each of these terms but, for the purpose of this chapter, long-term sources are defi ned as 
those that provide fi nance for at least one year. Short-term sources are therefore defi ned 
as those that provide fi nance for up to one year. As we shall see, sources that are regarded 
as short-term when fi rst used often end up being used by the business for quite long 
periods. 

 We shall begin the chapter by considering the various sources of internal fi nance 
available. We shall then go on to consider the various sources of external fi nance. This is 
probably the appropriate order since businesses tend to look fi rst to internal sources 
before going outside for new funds.  

  Internal sources of finance 

 Internal sources of fi nance usually have the advantage that they are fl exible. They may 
also be obtained quickly; this is particularly true of working capital sources. The main 
internal sources of funds are summarised in  Figure   15.1    and are described below.   

the main objective of financing policy 

Sources of finance 

Internal sources of finance 
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  Internal sources of long-term finance 

  retained earnings 

 Earnings that are retained within the business, rather than distributed to shareholders in 
the form of dividends, represent much the most important source of new fi nance for UK 
businesses in terms of value of funds raised.  

  Internal sources of long-term finance 

   Are retained earnings a free source of finance for the business? Explain.  

  no. This is because they have an opportunity cost to shareholders. If shareholders receive a 
dividend, they can use the cash to make other income-yielding investments. If the business 
retains the cash, shareholders are deprived of this potential income.   

 activity 15.1 

  The major internal source of long-term finance is the earnings that are retained rather than 
distributed to shareholders. The major internal sources of short-term finance involve reducing 
the level of trade receivables and inventories and increasing the level of trade payables.  

 Major internal sources of finance           Figure 15.1 

 In view of the opportunity cost involved, shareholders will expect a rate of return 
from retained earnings that is equivalent to what they would receive had the funds been 
invested in another opportunity with the same level of risk. 

 Although the reinvestment of earnings incurs a cost to the business, it may be prefer-
able to raise fi nance from equity (ordinary share) investors in this way rather than by an 
issue of shares. No issue costs are incurred and the amount raised is certain, once the 
earnings have been generated. Where new shares are issued, issue costs may be substan-
tial and the success of the issue may be uncertain, as we shall see later in this chapter. In 
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addition, any new shares issued to outside investors will result in existing shareholders 
suffering some dilution of control.

Retaining earnings may be an easier option than asking investors to subscribe to a new 
share issue. These earnings are already held by the business and so there is no delay in 
receiving the funds. Moreover, there is often less scrutiny, when earnings are retained for 
reinvestment purposes, than when new shares are issued. Investors tend to examine 
closely the reasons for any new share issue. A problem with the use of earnings as a 
source of finance, however, is that their timing and future level cannot always be reliably 
determined.

It would be wrong to gain the impression that businesses either retain their entire 
earnings or pay them all out as dividends. Larger businesses, for example, tend to pay 
dividends but normally pay out no more than 50 per cent of their earnings.

Dividend policy

The directors of profitable businesses can decide the amount of dividends to be paid to 
shareholders. This raises the question of how large each year’s dividend should be. The 
traditional view is that dividend payments should be maximised. The belief is that the 
higher the dividend payments, the more attractive the ordinary shares will become. 
This, in turn, will lead to higher share prices and to wealthier shareholders. Since the 
1950s, however, this traditional view has been subject to increasing challenge.

The main thrust of the critics’ argument is that, since the business is owned by the 
shareholders, why should transferring some of the business’s assets to shareholders 
through a cash dividend make them better off? What shareholders are gaining, through 
the dividend, they are losing through their business being less well off. Funds handed to 
shareholders as dividends means less being retained within the business for investment 
in wealth-generating projects.

An alternative, more modern, view is that the interests of shareholders are best served 
by the directors retaining and investing such funds as would generate higher returns 
than the shareholders could earn from reinvesting dividends that they might otherwise 
receive. Where the directors cannot generate higher returns, shareholders would be 
worse off. This means that the directors should only retain those earnings that can be 
invested at a rate at least as high as the shareholders’ opportunity cost of funds. The resi-
due should be paid as a dividend.

Not all businesses follow the modern view on dividend policy. One that does, how-
ever, is Ryanair Holdings plc (the ‘no frills’ airline). After never having paid a dividend, 
because it needed the funds to expand, in 2010 the business eventually found itself with 
more funds than it could profitably invest. As a result it paid a dividend. The business 
made clear that further dividends should not necessarily be expected, as real World 15.1, 
an extract from its 2011 annual report, shows.

no frills and probably no dividends
as a capital-intensive company, in a very cyclical industry, it would be wrong for shareholders to 
expect a continuous dividend stream. We intend to continue to build up cash, so that we can avail 
of opportunities including aircraft purchases, or acquisitions that will enhance ryanair’s profitabil-
ity and our returns to shareholders.

real World 15.1

➔
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  Internal sources of short-term finance 

 The major internal forms of short-term fi nance are 

   ●	   tighter credit control;  
  ●	   reducing inventories levels; and  
  ●	   delaying payments to trade payables (suppliers).   

 These are shown in  Figure   15.1   . 
 We saw in  Chapter    6   , in the context of statements of cash fl ows, that increases and 

decreases in these working capital items will have a direct and rapid eff ect on cash. Having 
funds tied up in trade receivables and inventories and failing to take advantage of free 
credit from suppliers cause a fi nancing opportunity cost. This is because those funds could 
be used for profi t-generating activities or for returning funds to shareholders or lenders. 

  tighter credit control 

 By exerting tighter control over amounts owed by credit customers, a business may be 
able to reduce the funds tied up. It is important, however, to weigh the benefi ts of tighter 
credit control against the likely costs in the form of lost customer goodwill and lost sales. 

 To remain competitive, a business must take account of the needs of its customers and 
the credit policies adopted by rival businesses.  

  reducing inventories levels 

 This internal source of funds may prove attractive to a business. However, it must ensure 
that there are suffi  cient inventories available to meet likely future production and sales 
demand. Failure to do so may well result in costly dislocation of production, lost cus-
tomer goodwill and/or lost sales revenue. 

 The nature and condition of the inventories held will determine whether it is possible 
to exploit this form of fi nance. A business may have excessive inventories as a result of 
poor buying decisions. This may mean that a signifi cant proportion of inventories held is 
slow moving or obsolete and cannot, therefore, be liquidated easily or, possibly, not at all.  

  Delaying payment to trade payables 

 By providing a period of credit, suppliers are in eff ect off ering their customers interest-
free loans. If the business delays payment, the period of the ‘loan’ is extended and funds 
are retained within the business. This can be highly benefi cial for a business, although it 

  Internal sources of short-term finance 

real World 15.1 continued

 ryanair paid a further dividends in 2011, 2012 and 2013 but again warned that dividends 
should not be expected as a matter of routine. In 2014, the business bought back some 
of its own shares, an operation similar in nature to paying a dividend. During the busi-
ness’s reporting period ending on 31 march 2015, the business paid a further dividend. 

  Source : ryanair holding plc annual reports 2011 (p. 7), 2012 (p. 109) and 2013 (p. 118), ryanair holdings plc, full year profits 
statement 2014 (p. 3). 
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is not always the case. If a business fails to pay within the agreed credit period, there may 
be significant costs: for example, the business may find it difficult to buy on credit when 
it has a reputation as a slow payer.

Activity  15.2 concerns the cash flow benefit of more efficient management of the 
working capital elements.

Trader Ltd is a wholesaler of imported washing machines. The business is partly funded 
by a bank overdraft and the bank is putting pressure on Trader Ltd to reduce this as 
soon as possible.

Sales revenue is £14.6 million a year and is all on credit. Purchases and cost of 
sales are roughly equal at 7.3 million a year. Current investment in the relevant working 
capital elements are:

£m

Inventories 1.5
Trade receivables 3.8
Trade payables 0.7

Trader Ltd’s accountant believes that much of the overdraft could be eliminated through 
better control of working capital. As a result, she has investigated and benchmarked sev-
eral successful businesses that are similar to Trader Ltd and found the following averages:

days

average inventories turnover period 22
average settlement period for trade receivables 57
average settlement period for trade payables 55

How much cash could Trader Ltd generate if it were able to bring its ratios into line 
with those of similar businesses?

The cash that could be generated is as follows:

£m £m

Inventories
 Current level 1.5
 Target level: 22�365 * 7.3 = 0.4 1.1
Trade receivables
 Current level 3.8
 Target level: 57�365 * 14.6 = 2.3 1.5
Trade payables
 Current level 0.7
 Target level: 55�365 * 7.3 = 1.1 0.4
Total 3.0

activity 15.2

Some further points

The so-called short-term sources just described are short-term to the extent that they can 
be reversed at short notice. For example, a reduction in the level of trade receivables can 
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be reversed within a couple of weeks. Typically, however, once a business has established 
a reduced receivables settlement period, a reduced inventories holding period and/or an 
expanded payables settlement period, it will tend to maintain these new levels. 

 In  Chapter   16   , we shall see how these three elements of working capital may be man-
aged. We shall also see that, for many businesses, the funds invested in working capital 
items are vast and, in many cases, unnecessarily so. There is often considerable scope for 
generating funds through more effi  cient management of working capital.   

  external sources of finance 

 The main external sources of long-term and short-term fi nance are summarised in 
 Figure   15.2   .   

external sources of finance 

Hire-purchase
agreements

  There are various external sources of long-term and short-term finance available to a 
business.  

 Major external sources of finance           Figure 15.2 

  external sources of long-term finance 

 The major external sources of long-term fi nance are 

   ●	   ordinary shares;  
  ●	   preference shares;  
  ●	   borrowing;  

external sources of long-term finance 
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●	 finance leases (including sale-and-leaseback arrangements);
●	 hire-purchase agreements; and
●	 securitisation of assets.

We shall now look at each of these sources in turn.

Ordinary shares

Ordinary (equity) shares represent the risk capital of a business and form the backbone 
of a business’s financial structure. There is no fixed rate of dividend. Furthermore, ordi-
nary shareholders will only receive a dividend if profits available for distribution still 
remain after other investors (preference shareholders and lenders) have received their 
dividend or interest payments. If the business is wound up, the ordinary shareholders 
will receive any proceeds from asset disposals only after lenders and creditors, and in 
some cases preference shareholders, have received their entitlements. Because of the 
high risks associated with this form of investment, ordinary shareholders will normally 
expect a relatively high rate of return.

Although ordinary shareholders’ potential losses are limited to the amount that they 
have invested or agreed to invest, the potential returns from their investment are unlim-
ited. After preference shareholders and lenders have received their returns, all the 
remaining profits will accrue to the ordinary shareholders. Thus, while their ‘downside’ 
risk is limited, their ‘upside’ potential is not. Ordinary shareholders control the business 
through their voting rights, which give them the power to elect the directors and to 
remove them from office.

From the business’s perspective, ordinary shares can be an effective form of financing 
compared to borrowing. It is possible to avoid paying a dividend, whereas it is not usu-
ally possible to avoid interest payments.

From the business’s point of view, ordinary shares represent a less risky form of financ-
ing than borrowing. Why is this?

It is because the obligation to make interest payments and capital repayments could put the 
business in financial jeopardy. There is no such risk with ordinary shares.

activity 15.3

preference shares

Preference shares offer investors a lower level of risk than ordinary shares. Provided there 
are sufficient profits available, preference shares will normally receive a fixed rate of divi-
dend each year and will also receive the first slice of any dividend paid. If the business is 
wound up, preference shareholders may be given priority over the claims of ordinary 
shareholders. (The business’s own particular documents of incorporation will state the 
precise rights of preference shareholders in this respect.)
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Preference shareholders are not usually given voting rights, although these may be 
granted where the preference dividend is in arrears. Both preference shares and ordinary 
shares are, in effect, redeemable. The business is allowed to buy back the shares from 
shareholders at any time.

Would you expect the market price of ordinary shares or of preference shares to be the 
more volatile? Why?

The share price, which reflects the expected future returns from the share, will normally be 
less volatile for preference shares than for ordinary shares. The dividends of preference 
shares tend to be fairly stable over time, and there is usually an upper limit on the returns that 
can be received.

activity 15.5

Would you expect the returns to preference shares to be higher or lower than those to 
ordinary shares?

Preference shareholders will be offered a lower level of return than those that ordinary share-
holders expect to earn. This is because of the lower level of risk associated with this form of 
investment (preference shareholders have priority over ordinary shareholders regarding divi-
dends and, perhaps, capital repayment).

activity 15.4

Preference shares are no longer an important source of new finance. A major reason 
for this is that dividends paid to preference shareholders, like those paid to ordinary 
shareholders, are not fully allowable against taxable profits, whereas loan interest is 
an allowable expense. From the business’s point of view, preference shares and loans 
are quite similar, so the tax treatment of loan interest is an important issue. Further-
more, in recent years, interest rates on borrowing have been at historically low 
levels.

Borrowing

Most businesses rely on borrowings as well as share capital to finance operations. Lend-
ers enter into a contract with the business in which the interest rate, dates of interest 
payments, capital repayments and security for the loan are clearly stated. If a business is 
successful, lenders will not benefit beyond the fact that their claim will become more 
secure. If, on the other hand, the business experiences financial difficulties, there is a risk 
that the agreed interest payments and capital repayments will not be made. To protect 
themselves against this risk, lenders often seek some form of security from the business. 
This may take the form of assets pledged either by a fixed charge on particular assets 
held by the business, or by a floating charge, which ‘hovers’ over the whole of the 
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business’s assets. A floating charge will only fix on particular assets in the event that the 
business defaults on its obligations.

HMV faces extinction
The CD and DVD chain said it was facing a “probable covenant breach at the end of Janu-
ary 2013,” and blamed poor sales in the run-up to the crucial Christmas trading period. 
Trevor Moore, chief executive, said: “In light of current trading performance, and market 
conditions, it is probable that the banking covenants will not be complied with at that 
time.” “HMV has had a difficult first half,” he added, but said that the retailer was in 
“constructive discussions with the group’s banks, including keeping them fully informed 
in relation to current trading”.

real World 15.2

What do you think is the advantage for the business of having a floating charge rather 
than a fixed charge on its assets?

a floating charge on assets will allow the managers of the business greater flexibility in their 
day-to-day operations than a fixed charge. Individual assets can be sold without reference to 
the lenders.

activity 15.6

Not all assets are acceptable to lenders as security. To be acceptable, they must nor-
mally be non-perishable, easy to sell and of high and stable value. (Property (real estate) 
normally meets these criteria and so is often favoured by lenders.) In the event of default, 
lenders have the right to seize the assets pledged and to sell them. Any surplus from the 
sale, after lenders have been paid, will be passed to the business. In some cases, security 
offered may take the form of a personal guarantee by the owners of the business or, per-
haps, by some third party. This most often occurs with small businesses.

Lenders may seek further protection through the use of loan covenants. These are 
obligations, or restrictions, on the business that form part of the loan contract. Cove-
nants may impose:

●	 the right of lenders to receive regular financial reports concerning the business;
●	 an obligation to insure the assets being offered as security;
●	 a restriction on the right to make further borrowings (for example, issue further loan 

notes) without prior permission of the existing lenders;
●	 a restriction on the right to sell certain assets held;
●	 a restriction on dividend payments and/or payments made to directors; and
●	 minimum levels of liquidity and/or maximum levels of financial gearing.

Any breach of these covenants can have serious consequences. Lenders may demand 
immediate repayment of the loan in the event of a material breach.

real World 15.2 describes how one well-known retailer, HMV, has recently struggled 
to generate profits, which, in turn, has led to the risk that it will breach its loan 
covenants.
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Loan covenants and the availability of security can lower the risk for lenders and can 
make the difference between a successful and an unsuccessful loan issue. They can also 
lower the cost of borrowing as the rate of return that lenders require will depend on the 
perceived level of risk to which they are exposed.

It is possible for a business to make a loan note issue that is subordinated to (that is, 
ranked below) other borrowings already in existence. Holders of subordinated loan 
notes will not receive interest payments or capital repayments until the claims of more 
senior loan holders (that is, lenders ranked above them) are met. Any restrictive coven-
ants imposed by senior lenders, concerning the issue of further borrowing, often ignore 
the issue of subordinated loans as it poses no real threat to their claims. Subordinated 
lenders normally expect to receive a higher return than senior lenders because of the 
higher risks.

Would you expect the returns to lenders to be higher or lower than those to preference 
shares?

Investors are usually prepared to accept a lower rate of return from loans. This is because 
they normally view them as being less risky than preference shares. lenders have priority 
over any claims from preference shareholders and will usually have security for their loans.

activity 15.7

Mr Moore, who recently took over at HMV, insisted that HMV had a future, and he 
planned to outline his strategic blueprint for the group in due course. The latest setbacks 
come despite HMV moving more into entertainment and selling assets in an effort to 
turn round its fortunes. “I don’t think we have tried everything,” he said. “If I thought 
we had tried everything I would not have joined.”

HMV has become a high-profile victim of the move away from high street entertainment 
sales, as consumers increasingly download music and internet competition reduces its 
market share.

In fact, HMV weighed down by its debts, went into administration on 13 January 2013. 
However, HMV’s high street presence has not totally disappeared. In April 2013, Hilco, a 
business that specialises in resurrecting collapsed businesses, bought the HMV business 
from the liquidator.

Sources: Extracts from Wembridge, M. and Felsted, A., HMV plunges 40% on covenant warning, ft.
com, 13 December 2012 and information contained in Felstead, A. and Sakoui, A., Hilco strikes deal to 
rescue HMV, ft.com, 5 April 2013.

The risk/return characteristics of loan, preference share and ordinary share finance are 
shown graphically in Figure  15.3. Note that, from the viewpoint of the business (the 
existing shareholders), the level of risk associated with each form of finance is in reverse 
order. Thus, borrowing is the most risky because it exposes shareholders to the legally 
enforceable obligation to make regular interest payments and, usually, repayment of the 
amount borrowed.
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From an investor’s perspective, borrowing is normally the least risky and ordinary shares the 
most risky.

the risk/return characteristics of sources of long-term financeFigure 15.3

What factors might a business take into account when deciding between preference 
shares and borrowing as a means of raising new finance?

The main factors are as follows:

●	 Preference shares have a higher rate of return than loans. From the investor’s point of 
view, preference shares are more risky. The amount invested cannot be secured and 
the return is paid after the returns paid to lenders.

●	 a business has a legal obligation to pay interest on borrowings and to make capital 
repayments of them at the agreed dates. It will usually make every effort to meet its 
obligations, as failure to do so can have serious consequences. Failure to pay a prefer-
ence dividend, on the other hand, is less important. There is no legal obligation to pay 
if profits are not available for distribution. Failure to pay a preference dividend may 
therefore prove to be an embarrassment and nothing more. It may, however, make it 
difficult to persuade investors to take up future preference share issues.

●	 Interest on borrowings can be fully deducted from profits for taxation purposes, 
whereas preference dividends cannot. as a result, the cost of servicing borrowings is, 
£ for £, usually rather less for a business than the cost of servicing preference shares.

●	 borrowing may result in managers having to accept some restrictions on their freedom 
of action. loan agreements often contain covenants that can be onerous. however, no 
such restrictions can be imposed by preference shareholders.

activity 15.8

A further point is that any preference shares issued form part of the permanent capital 
base of the business. If they are redeemed, UK law requires that they be replaced, either 
by a new issue of shares or by a transfer from revenue reserves, so that the business’s capi-
tal base stays intact. Borrowings, however, are not viewed, in law, as part of the busi-
ness’s permanent capital base and, therefore, there is no legal requirement to replace any 
that have been redeemed.
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Forms of borrowing

Borrowings may take various forms and we shall now consider some of the more impor-
tant of these.

term loans
A term loan is a type of loan offered by banks and other financial institutions that can be 
tailored to the needs of the client business. The amount of the loan, time period, repay-
ment terms and interest rate are all open to negotiation and agreement – which can be 
very useful. Where, for example, the whole amount borrowed is not required immedi-
ately, a business may agree with the lender that sums are drawn only when required. This 
means that interest will be paid only on amounts actually drawn and there is no need to 
pay interest on amounts borrowed that are not yet needed. Term loans tend to be cheap 
to set up (from the borrower’s perspective) and can be quite flexible as to conditions. For 
these reasons, they tend to be popular in practice.

Loan notes (or loan stock)
Another form of long-term borrowing is loan notes (or loan stock). Loan notes are fre-
quently divided into units (rather like share capital), and investors are invited to pur-
chase the number of units they require. Loan notes may be redeemable or irredeemable. 
The loan notes of public limited companies are often traded on the Stock Exchange. 
Their listed value will fluctuate according to the fortunes of the business, movements in 
interest rates, and so on.

Loan notes are usually referred to as bonds in the USA and, increasingly, in the UK.
real World 15.3 describes how Manchester United redeemed all of the UK bonds, that 

it had issued in 2010, as well as some of its US Dollar bonds. It financed this through a 
term loan with the effect of a large net saving in annual interest payments.

Manchester United win
Manchester United predicted its interest payments would fall about £10 million a year 
after refinancing its bond notes. Bank of America is providing a new facility that allows 
the club to redeem all its 8.75 per cent sterling bonds, worth £178m, and $22.1 million of 
its 8.375 percent dollar bonds.

United’s debt stands at £370 million. The club, owned by the US-based Glazer family, has 
been whittling down the debt size over recent years, and debt repayments were named a 
priority last year by Ed Woodward, vice-chairman. The club’s debt has been a major 
source of contention with disaffected fans ever since the owners’ highly leveraged takeo-
ver in 2005. Some fans claimed the size of annual interest payments was depriving the 
club of investment in the playing squad, and have complained about high ticket prices.

The new facility, which begins on June 24, will pay interest at a variable rate of Libor 
plus 1.5 per cent to 2.75 per cent a year. The estimated £10m saving is based on a starting 
rate of interest of 2.78 per cent, and should take annual interest payments down from 
£31m to about £21m.

United paid off $110 million of its debt with some of the proceeds of its 2012 flotation on 
the New York Stock Exchange. The £500 million sterling bond issue was launched in 
January 2010.

Source: Blitz, R., Manchester United cuts its debt cost, ft.com, 24 May 2013.

real World 15.3
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eurobonds
eurobonds are unsecured loan notes denominated in a currency other than the home 
currency of the business that issued them. They are issued by listed businesses (and other 
large organisations) in various countries, and the finance is raised on an international 
basis. They are often denominated in US dollars, but many are issued in other major cur-
rencies. They are bearer bonds (that is, the owner of the bond is not registered and the 
holder of the bond certificate is regarded as the owner) and interest is normally paid, 
without deduction of tax, on an annual basis.

Eurobonds are part of an international capital market that is not restricted by regula-
tions imposed by authorities in particular countries. This partly explains why the cost 
of servicing eurobonds is usually lower than the cost of similar domestic bonds. 
Numerous banks and other financial institutions throughout the world have created a 
market for the purchase and sale of eurobonds. These bonds are made available to 
financial institutions, which may retain them as an investment or sell them to 
clients.

The extent of borrowing, by UK businesses, in currencies other than sterling has 
expanded greatly in recent years. Businesses are often attracted to eurobonds because of 
the size of the international capital market. Access to a wider pool of potential investors 
can increase the chances of a successful issue.

real World  15.4 provides an example of eurobond financing by a well-known 
business.

Would you expect the market price of ordinary shares or of loan notes to be the more 
volatile? Why?

Price movements will normally be much less volatile for loan notes than for ordinary shares. 
The price of loan notes and ordinary shares will reflect the expected future returns from each. 
Interest from loan notes is fixed by contract over time. returns from ordinary shares, on the 
other hand, are very much less certain.

activity 15.9

Would you expect the returns on loan notes to be higher or lower than those of ordinary 
shares?

loan note holders will expect to receive a lower level of return than ordinary shareholders. 
This is because of the lower level of risk associated with this form of investment (loan interest 
is fixed by contract and security will often be available).

activity 15.10
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Deep discount bonds
A business may issue redeemable loan notes that offer a rate of interest below the market 
rate. In some cases, the loan notes may have a zero rate of interest. These loans are issued 
at a discount to their redeemable value and are referred to as deep discount bonds. Thus, 
loan notes may be issued at, say, £80 for every £100 of nominal value. Although lenders 
will receive little or no interest during the period of the loan, they will receive a £20 gain 
when it is finally redeemed at the full £100. The effective rate of return over the life of 
their loan (known as the redemption yield) can be quite high and often better than 
returns from other forms of lending with the same level of risk.

Deep discount bonds may have particular appeal to businesses with short-term cash 
flow problems. They receive an immediate injection of cash and there are no significant 
cash outflows associated with the loan notes until the maturity date. From an invest-
ment perspective, the situation is reversed. Deep discount bonds are likely to appeal to 
investors that do not have short-term cash flow needs since a large part of the return is 
received on maturity of the loan. However, deep discount bonds can often be traded on 
the London Stock Exchange, which will not affect the borrower but will enable the 
lender to sell the bonds and so obtain cash.

Convertible loan notes
Convertible loan notes (or convertible bonds) give investors the right to convert loan 
notes into ordinary shares at a specified price and at a given future date (or range of 
dates). The share price specified, which is known as the exercise price, will normally be 
higher than the market price of the ordinary shares at the time of the loan notes issue. In 
effect, the investor swaps the loan notes for a particular number of shares. The investor 
remains a lender to the business and will receive interest on the amount of the loan 
notes, until such time as the conversion takes place. There is no obligation to convert to 
ordinary shares. This will be done only if the market price of the shares at the conversion 
date exceeds the agreed conversion price.

An investor may find this form of investment a useful ‘hedge’ against risk (that is, it 
can reduce the level of risk). This may be particularly useful when investment in a new 
business is being considered. Initially, the investment will be in the form of loan notes, 
and regular interest payments will be received. If the business is successful, the investor 
can then convert the investment into ordinary shares.

Something worth watching?
ITV plc, the broadcasting and online business, has various Eurobonds in issue. as at 8 
march 2015, Eurobonds with the following maturity dates and interest (coupon) rates were 
outstanding:

Maturity Coupon
(date due) %

£78.4 million Eurobond october 2015 5.375
£160.6 million Eurobond January 2017 6.125

Source: itvplc.com/investors/debt_ir.

real World 15.4
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A business may also find this form of financing useful. If the business is successful, the 
loan notes become self-liquidating (that is, no cash outlay is required to redeem them) as 
investors will exercise their option to convert. It may also be possible to offer a lower rate 
of interest on the loan notes because of the expected future benefits arising from conver-
sion. There will be, however, some dilution of control and, possibly, a dilution of earn-
ings for existing shareholders if holders of convertible loan notes exercise their option to 
convert. (Dilution of earnings available to shareholders will not automatically occur as a 
result of the conversion of borrowings to share capital. There will be a saving in interest 
charges that will have, at least a partially, offsetting effect.)

real World  15.5 outlines a fairly recent convertible loan note (bond) issue. It was 
fairly unusual in that no interest was payable during the life of the bond. Investors, 
therefore, relied on the hope that the business’s share price would rise adequately during 
the conversion period.

The name’s Bond, convertible bond
Oh, James. Bonds of two kinds have produced good things for Sony. Mr Bond’s latest 
outing in Skyfall, on course to be the most lucrative film in the spy franchise, will be a 
nice earner for Sony Pictures. And its parent’s latest convertible bond, issued this week, 
netted the company ¥150 billion, or $1.8 billion. But while Skyfall’s Japanese premiere 
in Tokyo next week will produce some good publicity, the financial kind of bond is send-
ing very negative signals.

While 007 has never needed to do bond maths, Sony’s shareholders do not get that lux-
ury. Its zero-coupon convertible bonds were its first such debt in almost a decade. The 
bonds can be converted to shares at ¥957, a 10 per cent premium to Wednesday’s close, 
any time in the next five years from mid-December. Sony shares, however, fell almost 9 
per cent on Thursday to ¥793 in by far the heaviest day of trading the company has seen. 
But the fall should have been half as bad again, taking the shares to ¥753 all else being 
equal, if it were to have fully reflected expectations that the bonds would be converted. 
The result instead suggests that investors are not very sure that Sony can even lift its 
shares to a point where it makes more sense to take a punt on future profitability than 
to hold an IOU that does not even offer interest.

Sony’s troubles are well known, as are those of Sharp and Panasonic, its rivals. Its 
finances are at least on a somewhat sounder footing, thanks to its film, music, gaming 
and financial services units. But all the efforts of Mr Bond or even Sony’s new film sign-
ing, the boy band, One Direction, will not convince investors a corner has been turned 
until its electronics business produces its equivalent of a Skyfall-sized hit – a best-selling 
phone or tablet. Until then, Mr Bond will continue to make miraculous recoveries from 
disaster-laden scenarios but Sony’s shares are unlikely to follow suit.

Source: Lex column, Sony – group bonding, ft.com, 15 November 2012. © The Financial Times 
Limited 2012. All Rights Reserved.

real World 15.5

Convertibles are an example of a financial derivative. This is any form of financial 
instrument, based on equity or loans, which can be used by investors to increase their 
returns or reduce risk.
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Mortgages
A mortgage is a form of loan that is secured on an asset, typically land and property. 
Financial institutions such as banks, insurance businesses and pension funds are often 
prepared to lend to businesses on this basis. The mortgage may be over a long period 
(twenty years or more).

Interest rates
Interest rates on loan notes may be either floating or fixed. A floating interest rate means 
that the rate of return will rise and fall with market rates of interest. (However, a floating 
rate loan note can be issued that sets a maximum rate of interest and/or a minimum rate 
of interest payable.) The market value of the loan notes is likely to remain fairly stable 
over time.

The converse will normally be true for loans with a fixed interest rate. Interest pay-
ments will remain unchanged with rises and falls in market rates of interest, but the 
value of the loan notes will fall when interest rates rise, and will rise when interest rates 
fall.

Why do you think the value of fixed-interest loan notes will rise and fall with rises and 
falls in interest rates?

This is because investors will be prepared to pay less for loan notes that pay a rate of interest 
below the market rate of interest and will be prepared to pay more for loan notes that pay a 
rate of interest above the market rate of interest.

activity 15.11

Movements in interest rates can be a significant issue for businesses that have high 
levels of borrowing. A business with a floating rate of interest may find that rate rises will 
place real strains on cash flows and profitability. Conversely, a business that has a fixed 
rate of interest will find that, when rates are falling, it will not enjoy the benefits of lower 
interest charges.

Finance leases

When a business needs a particular asset, such as a piece of equipment, instead of buying 
it direct from a supplier, the business may arrange for a bank (or other financial institu-
tion) to buy it and then lease it to the business. The financial institution that owns the 
asset, and then leases it the business, is known as a ‘lessor’. The business that leases the 
asset from the bank and then uses it is known as the ‘lessee’.

A finance lease, as such an arrangement is known, is in essence a form of lending. 
This is because, had the lessee borrowed the funds and then used them to buy the asset 
itself, the effect would be much the same. The lessee would have use of the asset, but 
would also have a financial obligation to the lender – just as with a leasing 
arrangement.

With finance leasing, legal ownership of the asset remains with the lessor. However, 
the lease agreement transfers to the lessee virtually all the rewards and risks associated 
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A finance lease can be contrasted with an operating lease, where the rewards and risks 
of ownership stay with the owner and where the lease is short-term. An example of an 
operating lease is where a builder hires some earth-moving equipment for a week to carry 
out a particular job.

Over the years, some important benefits associated with finance leasing have disap-
peared. Changes in the tax laws mean that it is no longer quite such a tax-efficient 
form of financing, and changes in accounting disclosure requirements make it no 
longer possible to conceal this form of ‘borrowing’ from investors. Nevertheless, the 
popularity of finance leases has continued. Other reasons must, therefore, exist for 
businesses to adopt this form of financing. These reasons are said to include the 
following:

●	 Ease of borrowing. Leasing may be obtained more easily than other forms of long-term 
finance. Lenders normally require some form of security and a profitable track record 
before making advances to a business. However, a lessor may be prepared to lease assets 
to a new business without a track record and to use the leased assets as security for the 
amounts owing.

●	 Cost. Leasing agreements may be offered at reasonable cost. As the asset leased is used 
as security, standard lease arrangements can be applied and detailed credit checking 
of lessees may be unnecessary. This can reduce administration costs for the lessor and 
thereby help in providing competitive lease rentals.

●	 Flexibility. Leasing can help provide flexibility where there are rapid changes in tech-
nology. If an option to cancel can be incorporated into the lease, the business may be 
able to exercise this option and invest in new technology as it becomes available. This 
will help the business to avoid the risk of obsolescence. Avoiding this risk will come at 
a cost to the lessee, however, because the risk is passed to the lessor, who will require 
this increased risk to be rewarded.

●	 Cash flows. Leasing, rather than buying an asset outright, means that large cash out-
flows can be avoided. The leasing option allows cash outflows to be smoothed out 
over the asset’s life. In some cases, it is possible to arrange for low lease payments to be 
made in the early years of the asset’s life, when cash inflows may be low, and for these 
to increase over time as the asset generates higher cash flows.

These benefits are summarised in diagrammatic form in Figure 15.4.

leased assets take off
many airline businesses use finance leasing as a means of acquiring new aeroplanes. This 
includes International airlines group (Iag), the business that owns british airways and 
Iberia. at 31 December 2013, the carrying amount of Iag’s fleet of planes was made up 
roughly 47 per cent leased and 53 per cent owned outright.

Source: based on information in International airlines group annual report 2013, p. 125.

real World 15.6

with the item being leased. The finance lease agreement will cover a substantial part of 
the life of the leased item and, often, cannot be cancelled. real World  15.6 gives an 
example of the use of finance leasing by a large international business.
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real World 15.7 provides some impression of the importance of finance leasing over 
recent years.

Finance leasing in the uK
Figure 15.5 charts the changes in the value of finance leasing in the uK over the years 
2007 to 2014.

real World 15.7

There are four main benefits of a business using finance leasing.

Benefits of finance leasingFigure 15.4

asset finance provided by FLa members, 2007–14Figure 15.5
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Sale-and-leaseback arrangements

A sale-and-leaseback arrangement involves a business raising finance by selling an 
asset to a financial institution. The sale is accompanied by an agreement to lease the asset 
back to the business to allow it to continue to use the asset. The lease rental payment is 
a business expense that is allowable against profits for taxation purposes.

There are usually rental reviews at regular intervals throughout the period of the lease, 
and the amounts payable in future years may be difficult to predict. At the end of the 
lease agreement, the business must either try to renew the lease or find an alternative 
asset. Although the sale of the asset will result in an immediate injection of cash for the 
business, it will lose benefits from any future capital appreciation on the asset. Where a 
capital gain arises on the sale of the asset to the financial institution, a liability for taxa-
tion may also arise.

asset finance to businesses provided through finance leasing suffered a significant 
decline as a result of the economic recession. business investment fell by more than 20 per 
cent between 2008 and 2010, the worst fall for more than forty years. This decline seems 
to have been reversed with three consecutive years of growth. Finance leasing provides 
about 30 per cent of finance for uK business tangible, non-current asset purchases.

Source: Finance and leasing association (Fla) annual review 2014, p. 13 and press release, Thirteenth consecutive month of 
growth in asset finance, 4 December 2014, www.fla.org.uk.

Can you think which type of asset is often subject to a sale-and-leaseback 
arrangement?

Property is often the asset that is subject to such an arrangement. many of the well-known 
uK high street retailers (for example, boots, Debenhams, marks and Spencer, Tesco and 
Sainsbury) have sold off their store sites under sale-and-leaseback arrangements.

activity 15.12

Sale-and-leaseback arrangements can be used to help a business focus on its core areas 
of competence. In recent years, many hotel businesses have entered into sale-and- 
leaseback arrangements to enable them to become hotel operators rather than a combi-
nation of hotel operators and owners.

real World 15.8 explains how a leading European mobile phone operator raised funds 
through the sale-and-leaseback of some of its mobile masts.

The future of sale-and-leaseback is Orange
Orange has opened discussions with infrastructure groups about a sale of its mobile 
masts in Spain as it looks to cut costs in European markets. The French telecoms group 
could sell about 9,400 towers, or 53 per cent of its Spanish network, according to Expan-
sion, the Spanish newspaper that first reported the sale.

real World 15.8
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hire purchase

hire purchase is a form of credit used to acquire an asset. Under the terms of a hire-
purchase (HP) agreement a customer pays for the asset by instalments over an agreed 
period. Normally, the customer will pay an initial deposit (down payment) and then 
make instalment payments at regular intervals, perhaps monthly, until the balance out-
standing has been paid. The customer will usually take possession of the asset after pay-
ment of the initial deposit, although legal ownership of the asset will not be transferred 
until the final instalment has been paid. HP agreements will often involve three 
parties:

●	 the supplier;
●	 the customer; and
●	 a financial institution.

Although the supplier will deliver the asset to the customer, the financial institution 
will buy the asset from the supplier and then enter into an HP agreement with the cus-
tomer. This intermediary role played by the financial institution enables the supplier to 
receive immediate payment for the asset but allows the customer a period of extended 
credit.

Figure 15.6 sets out the main steps in the hire purchase process.
HP agreements are, perhaps, most commonly associated with private consumers 

acquiring large household items or cars. It is also, however, a significant form of finan-
cing for businesses. real World 15.9 shows the extent to which one large UK business 
depends on hire purchase to finance its main assets.

HP agreements are similar to finance leases in so far as they allow a customer to obtain 
immediate possession of the asset without paying its full cost. Under the terms of an HP 
agreement, however, the customer will eventually become the legal owner of the asset, 
whereas under the terms of a finance lease, ownership will stay with the lessor.

real World 15.8 continued

Such deals are typically structured as a sale and leaseback arrangement where Orange 
would become a tenant that uses the masts. Telecoms groups in markets in the US and 
Africa have been active in selling their mast network, although the trend is not as preva-
lent in Europe.

Orange has spoken to tower operators to gauge interest in the sale, although no firm 
decision has been taken to sell the infrastructure. A decision will depend on the level of 
interest, according to a person familiar with the situation.

The value of the deals can be difficult to estimate, although in a comparable deal in 2013 
Albertis acquired 4,227 mobile telephone towers for €385 million from Telefonica and 
Yoigo in Spain. Orange declined to comment.

Revenues and earnings in the Spanish mobile market are expected to decline this year 
for Orange amid fierce competition from rivals such as Telefonica and Vodafone which 
recently bolstered its operations with the purchase of Ono.

JP Morgan analysts said the benefits of a recent shift to SIM-only deals had receded 
faster than expected. The Spanish market is the largest country capital expenditure for 
Orange outside France.

Source: Thomas, D., Orange looks to offload Spanish mobile masts to cut costs, ft.com, 14 August 
2014.
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getting there by instalments
Stagecoach group plc, the transport business, reported in its 2014 annual report, pas-
senger service vehicles with a carrying amount of £723.4 million, of which £109.6 million 
related to assets purchased under hP agreements. This amounts to around 15 per cent of 
the total.

Source: Stagecoach group plc, annual report 2014, page 85.

real World 15.9

There are usually three parties to a hire purchase agreement. The financial institution will buy 
the asset from the supplier, who will then deliver it to the customer. The customer will pay an 
initial deposit and will agree to pay the balance to the financial institution through a series of 
regular instalments.

the hire purchase processFigure 15.6

Securitisation

Securitisation involves bundling together illiquid financial or physical assets of the 
same type so as to provide financial backing for an issue of bonds. ‘Illiquid’ in this sense 
means not readily able to be sold. This financing method was notably used by US banks, 
which bundled together residential mortgage loans to provide asset backing for bonds 
issued to investors. (Mortgage loans held by a bank are financial assets that provide 
future cash flows in the form of interest receivable and, usually, repayment of the 
amount of the loan.)

Securitisation has spread beyond the banking industry and has now become an 
important source of finance for businesses in a wide range of industries. Future cash 
flows from a variety of illiquid assets are now used as backing for bond issues, 
including:

●	 credit card receipts;
●	 water industry charges;
●	 rental income from university accommodation;
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●	 ticket sales for football matches;
●	 royalties from music copyright;
●	 consumer instalment contracts; and
●	 beer sales to pub tenants.

The effect of securitisation is to capitalise future cash flows arising from illiquid assets. 
This capitalised amount is sold to investors, through the financial markets, to raise 
finance for the business holding these assets.

Securitisation usually involves setting up a special-purpose vehicle (SPV) to acquire 
the assets from the business wishing to raise finance. This SPV will then arrange the issue 
of bonds to investors. Income generated from the securitised assets is received by the SPV 
and used to meet the interest payable on the bonds. When the bonds mature, the funds 
for repayment may come from either:

●	 receipts from the securitised assets (so long as the maturity dates are similar);
●	 the issue of new bonds, or
●	 surplus income generated by the securitised assets.

To reassure investors about the quality of the bonds, the securitised assets may be of a 
higher value than the value of the bonds (this is known as overcollateralisation). Alterna-
tively, some form of credit insurance can be available from a third party, such as a bank.

The main elements of the securitisation process are set out in Figure 15.7.

a business will transfer assets to a special-purpose vehicle, which will then arrange for the issue 
of bonds to investors. Interest paid on the bonds will be met from income generated by the 
securitised assets.

the securitisation processFigure 15.7

Securitisation may also be used to help manage risk. Where, for example, a bank has 
lent a lot of funds to a particular industry, its industry exposure can be reduced by bun-
dling together some of the outstanding loan contracts and making a securitisation issue. 
This means that those who invested in the securitised bonds will bear the risk relating to 
the loan contracts concerned and not the bank.

Securitisation and the financial crisis
Securitising mortgage loan repayments became popular among US mortgage lenders 
during the early years of the 2000s. Where this approach was adopted, the monthly 
repayments due to be made by the relevant mortgage borrowers were ‘securitised’ and 
sold to many of the major banks, particularly in the USA. Unfortunately, many of the 
mortgage loans were made to people on low incomes who were not good credit risks 
(sub-prime loans). When the borrowers started to default on their obligations, it became 
clear that the securities, now owned by the banks, were worth much less than the banks 
had paid the mortgage lenders for them. This led to the so-called ‘sub-prime’ crisis that 
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triggered the worldwide economic problems that emerged during 2008. There is, how-
ever, no inherent reason for securitisation to be the cause of such a problem and it is 
unfortunate that the practice is linked with the sub-prime crisis. It can be a perfectly 
legitimate and practical way for a business to raise fi nance.    

  external sources of short-term finance 

 Short-term, in this context, is usually taken to mean up to one year. The major external 
sources of short-term fi nance (as were shown in  Figure   15.2   ) are: 

   ●	   bank overdrafts;  
  ●	   debt factoring; and  
  ●	   invoice discounting.   

 We shall now discuss each of these. 

  Bank overdrafts 

 A  bank overdraft  enables a business to maintain a negative balance on its bank account. It 
represents a very fl exible form of borrowing as the size of an overdraft can (subject to bank 
approval) be increased or decreased more or less instantaneously. It is relatively inexpensive 
to arrange and interest rates are often very competitive, though often higher than those for 
a term loan. As with all loans, the rate of interest charged will vary according to how credit-
worthy the customer is perceived, by the bank, to be. An overdraft is fairly easy to arrange – 
sometimes it can be agreed by a telephone call to the bank. In view of these advantages, it 
is not surprising that an overdraft is an extremely popular form of short-term fi nance. 

 Banks prefer to grant overdrafts that are self-liquidating, that is, the funds are used in 
such a way as to extinguish the overdraft balance by generating cash infl ows. The banks 
may ask for projected cash fl ow statements from the business to see when the overdraft 
will be repaid and how much fi nance is required. They may also require some form of 
security on amounts advanced. 

 One potential drawback with this form of fi nance is that it is repayable on demand. 
This may pose problems for a business that is illiquid. However, many businesses operate 
for many years using an overdraft, simply because the banks remains confi dent of their 
ability to repay and the arrangement suits the business. Thus, bank overdrafts, though in 
theory regarded as short-term, can, in practice, become a source of  long-term fi nance.  

  Debt factoring 

  Debt factoring  is a service off ered by fi nancial institutions (known as factors), many of 
which are subsidiaries of commercial banks. It involves the factor taking over the trade 
receivables collection for a business. In addition to operating normal credit control pro-
cedures, a factor may off er to undertake credit investigations and advise on the credit-
worthiness of the business. It may also off er protection for approved credit sales. Two 
main forms of factoring agreement exist: 

   ●	    Recourse factoring,  where the factor assumes no responsibility for bad debts arising from 
credit sales.  

  ●	    Non-recourse factoring,  where, for an additional fee, the factor assumes responsibility 
for bad debts up to an agreed amount.   

  external sources of short-term finance 
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The factor is usually prepared to make an advance to the business of up to around 80  per 
cent of approved trade receivables (although it can sometimes be as high as 90  per cent). 
This advance is usually paid immediately after the goods have been supplied to the cus-
tomer. The balance of the debt, less any deductions for fees and interest, will be paid after 
an agreed period or when the debt is collected. The charge made for the factoring service 
is based on total sales revenue and is often around 2 or 3 percent of sales revenue. Any 
advances made to the business by the factor will attract a rate of interest similar to the 
rate charged on bank overdrafts.

Debt factoring is, in effect, outsourcing trade receivables collection to a specialist sub-
contractor. Many businesses find a factoring arrangement very convenient. It can result 
in savings in credit management costs and can create more certain cash flows. It can also 
release the time of key personnel for more profitable ends. This may be important for 
smaller businesses that rely on the talent and skills of a few key individuals. In addition, 
the level of finance available will rise spontaneously with the level of sales. The business 
can decide how much of the finance available is required and can use only that which it 
needs. There is a possibility, however, that some will see a factoring arrangement as an 
indication that the business is experiencing financial difficulties. This may have an 
adverse effect on the confidence of customers, suppliers and staff. For this reason, some 
businesses try to conceal the factoring arrangement by collecting outstanding debts on 
behalf of the factor.

Not all businesses will find factoring arrangements the answer to their financing 
needs. Factoring agreements may not be possible to arrange for very small businesses 
(those with total sales revenue of, say, less than £100,000) because of the high set-up 
costs. In addition, businesses engaged in certain sectors where trade disputes are part of 
the business culture, such as building contractors, may find that factoring arrangements 
are simply not available.

Figure 15.8 shows the factoring process diagrammatically.

There are three main parties to the factoring agreement. The client business will sell goods on 
credit and the factor will take responsibility for invoicing the customer and collecting the amount 
owing. The factor will then pay the client business the invoice amount, less fees and interest, in 
two stages. The first stage typically represents 80 per cent of the invoice value and will be paid 
immediately after the goods have been delivered to the customer. The second stage will repre-
sent the balance outstanding and will usually be paid when the customer has paid the factor 
the amount owing.

the debt-factoring processFigure 15.8
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When considering a factoring agreement, it is necessary to identify and carefully weigh 
the costs and likely benefits arising. Example 15.1 illustrates how this may be done.

Balkan Ltd has annual credit sales revenue of £50 million of which bad debts 
account for £0.2 million. The average settlement period for trade receivables is 80 
days, which is causing some strain on the liquidity of the business.

Balkan Ltd is considering whether to use a factoring business to improve its liquid-
ity position. The factor will advance an equivalent to 80 per cent of trade receivables 
(where the trade receivables figure is based on an average settlement period of 30 
days) at an interest rate of 10 per cent. In addition, the factor will collect the trade 
receivables and will charge a fee of 3 per cent of total sales revenue for doing so. The 
remaining 20 per cent of the trade receivables will be paid to Balkan Ltd when the 
factor receives the cash. If the factor service is used, it is expected that the average 
settlement period for trade receivables will be reduced to 30 days, bad debts will be 
eliminated and credit administration savings of £320,000 will be gained.

The business currently has an overdraft of £10.0 million at an interest rate of 
11 per cent a year.

In evaluating the factoring arrangement, it is useful to begin by considering the 
cost of the existing arrangements:

Existing arrangements

£000

bad debts written off each year 200
Interest cost of average receivables outstanding ((£50m * 80/365) * 11%) 1,205
total cost of existing arrangement 1,405

The cost of the factoring arrangement can now be compared with this:

Factoring arrangement

£000

Factoring fee (£50m * 3%) 1,500
Interest on factor loan (assuming 80% advance and reduction in average 

credit period) ((£40m * 30/365) * 10%) 329
Interest on overdraft (remaining 20% of receivables financed in this way) 

((£10m * 30/365) * 11%)
 

90
1,919

Savings in credit administration (320)
total cost of factoring 1,599

The net additional cost of using factoring would be £194,000 (that is, £1,599,000 
less £1,405,000). Obviously, all other things being equal, the business would 
 continue with the existing arrangements.

example 15.1

Invoice discounting

Invoice discounting involves a factor or other financial institution providing a loan 
based on a proportion of the face value of a business’s credit sales outstanding. The 
amount advanced is usually 75 to 80 per cent of the value of the approved sales invoices 
outstanding. The business must agree to repay the advance within a relatively short 
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period – perhaps 60 or 90 days. Responsibility for collecting the trade receivables out-
standing remains with the business and repayment of the advance is not dependent on 
the trade receivables being collected. Invoice discounting will not result in such a close 
relationship developing between the business and the financial institution as occurs 
with factoring. It may be a short-term arrangement, whereas debt factoring usually 
involves a longer-term arrangement.

Invoice discounting is a much more important source of funds to businesses than 
factoring (see real World 15.10). There are three main reasons for this:

●	 It is a confidential form of financing which the business’s customers will know nothing 
about.

●	 The service charge for invoice discounting is only about 0.2 to 0.3 per cent of sales 
revenue compared to 2.0 to 3.0 per cent, around ten times as much, for factoring.

●	 If customers know that a debt factor is collecting the amount due, this may cause cus-
tomers to lose confidence in the business and its ability to continue to supply.

Real World 15.10 shows the relative importance of invoice discounting and factoring.

The popularity of invoice discounting and factoring
Figure 15.9 charts the relative importance of invoice discounting and factoring in terms of 
the value of client sales revenue.

real World 15.10

Client sales revenue (UK sales): invoice discounting and 
factoring, 2007–13Figure 15.9 
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 Factoring and invoice discounting are forms of  asset-based finance  because the assets 
of receivables are, in eff ect, used as security for the cash advances received by the business.   

  Long-term versus short-term borrowing 

 Where it is clear that some form of borrowing is required to fi nance the business, a deci-
sion must be made as to whether long-term or short-term borrowing is more appropri-
ate. There are many factors to be taken into account, which include the following: 

   ●	    Matching.  The business may attempt to match the type of borrowing with the nature of 
the assets held. Thus, long-term borrowing may be used to fi nance assets that form part 
of the permanent operating base of the business. These normally include non-current 
assets and a certain level of current assets. This leaves assets held for a short period, such 
as current assets used to meet seasonal increases in demand, to be fi nanced by short-
term borrowing, which tends to be more fl exible in that funds can be raised and repaid 
at short notice.  Figure   15.10    shows this funding division graphically.  

Long-term versus short-term borrowing 

 Throughout the period, invoice discounting has been massively more important than fac-
toring. Since 2009, the level of factoring has broadly increased by about 13 per cent over 
the period. at the same time, the level of invoice discounting has increased quite strongly 
(about 44 per cent over the five years). The flatness of the uK economy over this period 
implies a clear increase in popularity of both of these funding approaches, particularly in 
the case of invoice discounting. 

  Source : Chart constructed from data published by the asset based Finance association ( www.abfa.org.uk ). 

  The broad consensus on financing seems to be that all of the permanent financial needs of the 
business should come from long-term sources. only that part of current assets that fluctuates 
in the short term, probably on a seasonal basis, should be financed from short-term sources.  

Short-term and long-term financing requirements           Figure 15.10   

 A business may wish to match the period of borrowing exactly with the asset life. This may 
not be possible, however, because of the diffi  culty of predicting the life of many assets.  
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  ●	    Flexibility.  Short-term borrowing may be used as a means of postponing a  commitment 
to long-term borrowing. Short-term borrowing does not usually incur a fi nancial pen-
alty for early repayment, whereas this may arise if long-term borrowing is repaid early.  

  ●	    Refunding risk.  Short-term borrowing has to be renewed more frequently than 
 long-term borrowing. This may create problems for the business if it is in fi nancial 
diffi  culties or if there is a shortage of funds available for borrowing.  

  ●	    Interest rates.  Interest payable on long-term borrowing is often higher than for short-
term borrowing, as lenders require a higher return where their funds are locked up for 
a long period. This fact may make short-term borrowing a more attractive source of 
fi nance for a business. However, there may be other costs associated with borrowing 
(arrangement fees, for example) to be taken into account. The more frequently bor-
rowings are renewed, the higher these costs will be.     

  Gearing and the financing decision 

 In  Chapter   7    we saw that fi nancial gearing (also known as ‘leverage’) occurs when a busi-
ness is fi nanced, in part, by contributions from borrowing. We also saw that the level of 
gearing associated with a business is often an important factor in assessing the risk and 
returns to ordinary shareholders. In  Example   15.2   , we consider the implications of mak-
ing a choice between diff erent levels of fi nancial gearing.    

Gearing and the financing decision 

   Some businesses may take up a less cautious financing position than that shown in 
 Figure   15.10    and others may take up a more cautious one. How would the diagram dif-
fer under each of these options?  

  a less cautious position would mean relying on short-term finance to help fund part of the 
permanent capital base. a more cautious position would mean relying on long-term finance 
to help finance the fluctuating assets of the business.   

 activity 15.13 

 Blue plc is a newly-formed business. Although there is some uncertainty as to the 
exact amount, operating profi t of    £40 million    a year seems most likely. The busi-
ness will have long-term fi nance totalling    £300 million,    but it has yet to be decided 
whether to raise: 

   ●	   all    £300 million    from    £1    ordinary shares (the ‘all-equity option’); or  
  ●	   £150 million from £1 ordinary shares and £150 million from the issue of secured 

loan notes paying interest at 10 per cent a year (the ‘geared option’).   

 The rate of corporation tax is 25 per cent. 
 It is useful to look at the outcomes, under each fi nancing option, for the share-

holders for a range of possible operating profi ts. 

 example 15.2 
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Note in Example 15.2 that, with an operating profit of £30 million, the EPS figures are 
the same irrespective of the financing option chosen (£0.075). This is because the rate of 
return (operating profit/long-term investment) is 10 per cent. This is the same as the 
interest rate for the loan notes. Where a business is able to generate a rate of return 
greater than the interest rate on the borrowings, the effect of gearing is to increase EPS. 
Where the opposite is the case, the effect of gearing is to decrease EPS.

All-equity option

£m £m £m £m £m

operating profit 20.00 30.00 40.00 50.00 60.00
Interest   –   –   –   –   –
Profit before taxation 20.00 30.00 40.00 50.00 60.00
Taxation (25%) (5.00)  (7.50) (10.00) (12.50) (15.00)
Profit for the year 15.00 22.50 30.00 37.50 45.00
Earnings per share £0.050 £0.075 £0.100 £0.125 £0.150

Geared option

£m £m £m £m £m

operating profit 20.00 30.00 40.00 50.00 60.00
Interest (15.00) (15.00) (15.00) (15.00) (15.00)
Profit before taxation 5.00 15.00 25.00 35.00 45.00
Taxation (25%) (1.25) (3.75) (6.25) (8.75) (11.25)
Profit for the year 3.75 11.25 18.75 26.25 33.75
Earnings per share £0.025 £0.075 £0.125 £0.175 £0.225

What do you notice about the earnings per share (EPS) values for each of the two 
financing options, in the light of different possible operating profits?

The obvious point is that, with the geared option, the EPS values are more sensitive to changes 
in the level of operating profit. an increase in £10 million from the most likely operating profit of 
£40 million will increase EPS with the geared option by 40 per cent (from £0.125 to £0.175). 
With the all-equity option, the increase is only 25 per cent (from £0.100 to £0.125).

activity 15.14

Given that a £40 million operating profit is the most likely, what advice would you give 
the shareholders as to the better financing option?

The geared option will give the shareholders £0.025 more EPS and so appears to be more 
attractive. If the operating profit proves to be greater than £40 million, shareholders would be 
still better off than under the all-equity option. If, however, the operating profit falls below 
£40 million, the reduction in EPS would be much more dramatic under the geared option.

activity 15.15
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Financial gearing: the traditional approach
The traditional view of financial gearing seems to be that an element of it is a good thing. 
This is because borrowing rates tend to be lower than the rates of return expected by share-
holders. Borrowing part of the long-term financing needs of the business, therefore, lowers 
the overall cost of capital and so increases the value of the business. Since the amount of 
interest due to lenders, and the amount owed by the business to its lenders, both tend to 
be fixed, the benefit arising from this increase in value must accrue to the shareholders. 
Thus, provided that shareholders are confident that the business can earn a rate of return 
higher than the interest rate on borrowing, the value of the business will increase, merely 
by borrowing. The fact that interest payments attract tax relief makes borrowing even 
cheaper. There is convincing evidence to show that rates of return to businesses tend to be 
higher than interest rates (see reference 1 at the end of the chapter.)

The traditional approach, however, takes the view that the benefits of financial gear-
ing are limited. Beyond a certain level, the advantages diminish so there is a point at 
which the business’s overall cost of capital is at a minimum and the value of the business 
(and the shareholders’ wealth) is at a maximum.

a challenge to the traditional approach
As with dividend policy, the traditional approach to gearing has been challenged. It seems 
illogical that, in Example 15.2, at an operating profit of £40 million (the most likely out-
come), shareholders could be 25 per cent better off (EPS of £0.125 compared to £0.100) 
simply as a result of borrowing. This ‘something for nothing’ outcome seems to defy eco-
nomic logic. This has led to an alternative, more modern, more analytical, view that this 
benefit is illusory. Although financial gearing can lead to increased returns to shareholders, 
it comes at a price. That price is increased risk. When judging the value of a share, investors 
look both at potential returns and the level of risk. In Example 15.2, we saw that returns to 
shareholders are more risky with gearing. The alternative view is that the gain from the 
cheap loan finance is exactly matched by a loss of share value due to increased risk.

In Chapter 9, we came across operating gearing. Is this the same thing as financial 
gearing?

no. operating gearing is the relationship between fixed and variable costs in the total cost of 
some activity. Financial gearing is the relationship between the amount of equity and the 
amount of fixed return finance in the long-term funding of a business.

activity 15.16

If a business’s main activity has high operating gearing, would we expect it also to have 
high financial gearing?

a business with high operating gearing will find that its operating profit is particularly sen-
sitive to changes in the level of sales revenue. a business with high financial gearing will 
find that its profit after interest is particularly sensitive to changes in the level of operating 
profit. Thus, returns to shareholders in a business that has both high operating gearing and 
high financial gearing will be highly sensitive to changes in the level of sales revenue. To 
avoid this degree of sensitivity, a business whose activities have high operating gearing 
will not usually have high financial gearing.

activity 15.17
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The tax element of gearing, however, is beneficial to shareholders. If we look at the 
£40 million operating profit case in Example 15.2, we can see that the business would pay 
£10 million in corporation tax with the all-equity option, but only £6.25 million with the 
geared option. This £3.75 million is a direct, annual transfer of wealth from the tax author-
ity to the shareholders as a result of gearing. It is a real benefit but accounts for only part of 
the difference between the two EPS figures. The remainder of the difference, the modernists 
argue, is valueless because the additional EPS is exactly matched by the additional risk.

Being forced into liquidation has a significant cost to the business, so sensible finan-
cial gearing policy tends to try to balance the benefit from the tax relief on interest with 
the potential cost of going bust. This is known as the ‘trade-off theory’ of financial gear-
ing, which is illustrated in Figure 15.11.

The fact that the tax effect of gearing has a real benefit might lead to the conclusion 
that businesses should take on very high levels of borrowing. What would stop a busi-
ness from doing this?

high levels of gearing give rise to high levels of commitment to make cash payments of inter-
est, and eventually to redeem the borrowing. These commitments expose the business to 
significant risk. If operating profits (and accompanying cash inflows) fall below the projected 
level, the business may be forced into liquidation. apart from anything else, this will tend to 
make potential lenders avoid the business.

activity 15.18

as the level of gearing increases, the cost of equity rises to reflect the additional risk that 
 gearing engenders. Despite this, the tax-deductibility of interest means that the weighted 
 average cost of capital (WaCC) decreases. once the level of gearing reaches a level that is 
considered as being excessive, the risk of forced liquidation causes the cost both of equity and 
of borrowing to increase with further elements of borrowing. This leads to a rise in WaCC.

the ‘trade-off’ theory of financial gearingFigure 15.11 
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 The fi gure shows the cost of equity, the cost of borrowing and the average of these 
two, weighted according to how much of each there is in the fi nancial structure. This 
average, the weighted average cost of capital (WACC), is the eff ective cost of capital for 
the business as a whole. These three are plotted against the level of fi nancial gearing. At 
a zero level of gearing, the cost of equity is at a minimum because there is no risk arising 
from fi nancial gearing. As borrowing becomes an increased part of the total long-term 
fi nance, the cost of equity increases, but, because of the tax-deductibility of interest, 
WACC decreases. At the point where the level of gearing stops being moderate and starts 
being excessive, the cost of both equity and borrowing start to increase sharply and, with 
them, WACC. Logically businesses should seek to have their gearing level as indicated by 
the dotted line. At this point the benefi t of the tax relief on loan interest is balanced by 
the cost of a potential forced liquidation. WACC is at a minimum and the value of the 
business at a maximum. 

 Note in  Figure    15.11    that if it were not for the tax relief, the cost of borrowing line 
would have been higher. This would have led to the increase in the cost of equity (due to 
increased perceptions of risk) exactly balancing the apparent cheapness of the cost of 
borrowing. The net eff ect would be that WACC would have remained constant at all 
moderate levels of gearing.  

  Financial gearing: the evidence 
 The formal research evidence strongly shows that businesses tend to follow the ‘trade-
off ’ theory. This evidence is discussed in the further reading recommendations at the 
end of this chapter. The informal evidence is also quite powerful. Most businesses are 
fi nancially geared, but few of them are very highly geared.     

  raising long-term finance 

 We shall now consider ways in which long-term fi nance may be raised by a business. We 
begin by looking at various forms of share issue and then go on to examine the role of 
capital markets.  

  Share issues 

 A business may issue shares in a number of ways. These may involve direct appeals to 
investors or the use of fi nancial intermediaries. The most common methods of share 
issues are set out in  Figure   15.12   .  

raising long-term finance 

Share issues 

   If shareholders gain from the business borrowing up to a reasonable level of financial 
gearing, who loses?  

  The gain to the shareholders arises only from the tax-deductibility of interest payable on 
 borrowings, so it is other taxpayers who lose.   

 activity 15.19 

M15_MCLA8297_08_SE_C15.indd   628 24/09/15   6:45 pm



SharE ISSuES 629

We shall now discuss each of these methods in turn.

rights issues

As we saw in Chapter 4, a rights issue can be made by established businesses that seek to 
raise additional funds by issuing new shares to their existing shareholders. Company law 
gives existing shareholders the first right of refusal to buy any new shares issued by a 
company, so the new shares would be offered to shareholders in proportion to their 
existing holding. Only where the existing shareholders agree to waive their right could 
the shares be offered to the investing public generally.

Rights issues are a fairly common form of share issue. During 2013, they accounted for 
approximately 57 per cent of all finance raised from share issues by businesses already 
listed on the London Stock Exchange (see reference 2 at the end of the chapter). The busi-
ness (in effect, the existing shareholders) would typically prefer that existing sharehold-
ers buy the shares through a rights issue, irrespective of the legal position. This is for two 
reasons:

●	 Ownership (and, therefore, control) of the business remains in the same hands; there is 
no ‘dilution’ of control; and

●	 Issue costs (advertising, complying with various company law requirements) tend 
to be lower where new shares are offered to existing shareholders. It is estimated 
that the average cost of a rights issue is 5.8 per cent of the funds raised. A lot of the 
cost is fixed and so this percentage will be higher for smaller rights issues and lower 
for larger rights issues (see reference 3 at the end of the chapter). This compares 
with up to 11 per cent for an issue to the public (see reference 4 at the end of the 
chapter).

To encourage existing shareholders to take up their ‘rights’ to buy new shares, they are 
offered at a price below the current market price of existing shares. The new shares are 
typically offered at 30 per cent below the current pre-rights price (see reference 3 at the 
end of the chapter).

There are five methods of issuing shares. bonus issues differ from the other methods in that 
they do not lead to an injection of cash for the business.

Common methods of share issueFigure 15.12 
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Shareholders cannot be compelled to buy the new shares. Not only that, but they can 
sell their right to buy the particular number of shares that they are entitled to buy to 
another potential investor. They can even choose to take up part of their rights (by buying 
some of the new shares that they are entitled to buy) and sell the remainder of the rights.

Calculating the value of the rights offer received by shareholders is quite  straightforward, 
as shown in Example 15.3.

In Chapter 4 (Example 4.2, p. 133) the point was made that issuing new shares at below 
their current value is to the benefit of new shareholders and to the detriment of existing 
ones. In view of this, does it matter that rights issues are always made below the cur-
rent value of the shares?

The answer is that it does not matter in these particular circumstances, because the existing 
shareholders and the new shareholders are exactly the same people. moreover, the share-
holders will hold the new shares in the same proportion as they currently hold the existing 
shares. Thus, shareholders will gain on the new shares exactly as much as they lose on the 
existing ones: in the end, no one is better or worse off as a result of the rights issue being 
made at a discount.

activity 15.20

Shaw Holdings plc has 20 million ordinary shares of 50p in issue. These shares are 
currently valued on the Stock Exchange at £1.60 per share. The directors have 
decided to make a one-for-four issue (that is, one new share for every four shares 
held) at £1.30 per share.

The first step in the valuation process is to calculate the price of a share following 
the rights issue. This is known as the ex-rights price, and is simply a weighted average 
of the price of shares before the rights issue and the price of the rights issue shares. 
In this example, we have a one-for-four rights issue. The theoretical ex-rights price 
is therefore calculated as follows:

£

Price of four shares before the rights issue (4 * £1.60) 6.40
Price of taking up one rights share 1.30

7.70
Theoretical ex-rights price =

£7.70
5 = £1.54

As the price of each share, in theory, should be £1.54 following the rights issue, 
and the price of a rights share is £1.30, the value of the rights offer will be the 
 difference between the two:

£1.54 - £1.30 = £0.24 per share:

Market forces will usually ensure that the actual and theoretical price of rights 
shares will be fairly close.

example 15.3
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An investor with 2,000 shares in Shaw Holdings plc (see Example 15.3) has contacted 
you for investment advice. She is undecided whether to take up the rights issue, sell 
the rights or allow the rights offer to lapse.

Calculate the effect on the net wealth of the investor of each of the options being 
considered.

before the rights issue, the position of the investor was:

£

Value of shares (2,000 * £1.60) 3,200

If she takes up the rights issue, she will be in the following position:

£

Value of holding after rights issue ((2,000 + 500) * £1.54) 3,850
Cost of buying the rights shares (500 * £1.30) (650)

3,200

If the investor sells the rights, she will be in the following position:

£

Value of holding after rights issue (2,000 * £1.54) 3,080
Sale of rights (500 * £0.24)  120

3,200

If the investor lets the rights offer lapse, she will be in the following position:

£

Value of holding after rights issue (2,000 * £1.54) 3,080

as we can see, the first two options should leave her in the same position concerning net 
wealth as before the rights issue. before the rights issue, she had 2,000 shares worth £1.60 
each, or £3,200 in total. however, she will be worse off if she allows the rights offer to lapse 
than under the other two options.

activity 15.21

In practice, businesses will typically sell the rights on behalf of those investors who 
seem to be allowing them to lapse. It will then pass on the proceeds in order to ensure 
that they are not worse off as a result of the issue.

When considering a rights issue, the directors must first consider the amount of funds 
needing to be raised. This will depend on the future plans and needs of the business. The 
directors must then decide on the issue price of the rights shares. Normally, this decision 
is not critical. In Example 15.3, the business made a one-for-four issue with the price of 
the rights shares set at £1.30. However, it could have raised the same amount by making 
a one-for-two issue with the rights price at £0.65, a one-for-one issue with the price at 
£0.325, and so on. The issue price that is finally decided upon will not affect the value of 
the underlying assets of the business or the proportion of the underlying assets and earn-
ings to which each shareholder is entitled. The directors must try to ensure that the issue 
price is not above the current market price of the shares, however, or the issue will be 
unsuccessful.
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real World 15.11 describes how Mothercare plc, which operates through its  Mothercare 
and Early Learning Centre retail stores, is planning to use a rights issue to help to refocus 
its business.

A rights issue is born
In September 2014, Mothercare raised £100 million through a nine-for-ten rights issue. The 
issue was made at £1.25 per new share, a discount of 34.2 per cent on the market share 
price immediately preceding the issue. The existing shareholders took up 94.6 per cent of 
the shares offered. The remainder were sold to off to other investors.

Mothercare, which has been through an adverse period of trading in its UK stores, plans 
to use the majority of the new funds to:

● finance the cost of closing up to 75 loss-making UK stores (£25 million);
● refurbish other stores (£20 million):
● invest in improved IT (£10 million); and
● repay an existing term loan (£40 million).

Source: Based on information contained in ‘Shubber, K. (2014), Shareholders back Mothercare’s 
rights issue, ft.com, 27 October.

real World 15.11

Offers for sale and public issues

An offer for sale usually involves a business that trades as a public limited company selling 
a new issue of shares to a financial institution known as an issuing house. However, shares 
that are already in issue may also be sold to an issuing house. In this case, existing sharehold-
ers agree to sell all or some of their shares to the issuing house. The issuing house will, in turn, 
sell the shares, purchased from either the business or its shareholders, to the public. It will 
publish a prospectus that sets out details of the business and the type of shares to be sold, and 
investors will be invited to apply for shares. The advantage of this type of issue, from the 
business’s viewpoint, is that the sale proceeds of the shares are certain.

A public issue involves the business making a direct invitation to the public to  purchase 
its shares. Typically, this is done through newspaper advertisements and the Internet. The 
shares may, once again, be either a new issue or those already in issue. An offer for sale and 
a public issue will both result in a widening of share ownership in the business.

In practical terms, the net effect on the business is much the same whether there is an 
offer for sale or a public issue. As we have seen, the costs of a public issue can be very 
large. Some share issues by Stock Exchange listed businesses arise from the initial listing 
of the business, often known as an initial public offering (IPO). Other share issues are 
undertaken by businesses that are already listed and are seeking additional finance from 
investors; these are usually known as seasoned equity offerings (SEOs). IPOs are very popu-
lar, but SEOs less so.

Setting a share price

When making an issue of shares, the business or the issuing house will usually set a price 
for the shares. This may not be an easy task, however, particularly where the market is 
volatile or where the business has unique characteristics. One way of dealing with this 
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pricing problem is to make a tender issue of shares. This involves the investors deter-
mining the price at which the shares are issued. Although the business (or issuing house) 
may publish a reserve price to help guide investors, it will be up to the individual invest or 
to determine the number of shares to be purchased and the price that should be paid. 
Once the offers from investors have all been received and recorded, a price at which all 
the shares can be sold will be established (known as the striking price). Investors who have 
made offers at, or above, the striking price will be issued shares at the striking price; offers 
received below the striking price will be rejected. Note that all of the shares will be issued 
at the same price irrespective of the prices actually offered by individual investors.

Although this form of issue is adopted occasionally, it is not popular with investors, 
and is therefore not in widespread use.

private placings

A private placing does not involve an invitation to the public to subscribe for shares. 
Instead the shares are ‘placed’ with selected investors, such as large financial institutions. 
This can be a quick and relatively cheap way of raising funds, because savings can be 
made in advertising and legal costs. However, it can result in the ownership of the busi-
ness being concentrated in a few hands.

real World 15.12 describes how a placing was used by the owner of a number of retail 
outlets where shoppers can buy designer brands at discounted prices.

Placings are used by both newly listed and more seasoned listed businesses. During 
2013, 83 per cent of the total finance raised from shares issued by companies that were 
newly listed on the London Stock Exchange came from placings. This was a much higher 
percentage than in recent years (see reference 2 at the end of the chapter). Unlisted busi-
nesses may also make this form of issue. Placings are also fairly popular for seasoned 
offerings (as with the case of Hammerson in Real World  15.12). Once a business has 
made its IPO, however, the rights issue route tends to be preferred.

Bonus issues

We should recall from Chapter 4 that a bonus issue is not a means of raising finance. It is 
simply converting one part of the equity (reserves) into another (ordinary shares). No 
cash changes hands; this benefits neither the business nor the shareholders.

Well placed for bargain prices
In the autumn of 2014, Hammerson plc, the shopping centre developer, raised £400 million 
through a placing of new shares, an increase in share capital of about 10 per cent.

The business plans to use £30 million to fund the expansion of Bicester Village, which it 
part owns, Kildare Village in Ireland and a new centre opening shortly in Shanghai. A 
further £70 million will be allocated to a fund to be used to buy up shopping centres across 
Europe. £180 million would be used to buy the 40 per cent of Highcross Shopping Centre 
in Leicester from Hammerson’s joint-venture partner there.

Source: Information taken from Barrett, C., Hammerson raises £400m in share placing to develop 
outlet empire, ft.com, 25 September 2014.

real World 15.12
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  the role of the Stock exchange 

 Earlier we considered the various forms of long-term capital that are available to a busi-
ness. In this section we shall consider the role that the Stock Exchange plays in providing 
fi nance for businesses. The Stock Exchange acts as both an important  primary  and  second-
ary  capital market for businesses. As a primary market, its function is to enable businesses 
to raise new fi nance. As a secondary market, its function is to enable investors to sell 
their securities (including shares and loan notes) with ease. Thus, it provides a ‘second-
hand’ market where shares and loan notes already in issue may be bought and sold. 

 In order to issue shares or loan notes through the Stock Exchange, or for existing 
shares and loan notes to be bought and sold through the Stock Exchange, a business 
must become ‘listed’. To obtain a listing, a business must meet fairly stringent require-
ments concerning size, profi t history, information disclosure, and so on. 

 Research evidence over many years has  suggested that investing in IPOs is profi table, 
relative to investment in listed shares more generally.   real World   15.13     is typical of such 
research.  

  advantages of a listing 

 The secondary market role of the Stock Exchange means that shares and other fi nancial 
claims are easily transferable. Investors are not obliged to use the Stock Exchange as the 
means of transferring shares in a listed business. There is no reason why an existing 
shareholder in a particular business should not sell the shares directly to another poten-
tial shareholder, outside the Stock Exchange. The problem here is that the two parties 
need to identify one another. Using the facility off ered by the Stock Exchange is usually 
the most convenient way of buying or selling shares. 

 The Stock Exchange can be a useful vehicle for a successful entrepreneur wishing to 
realise the value of the business that has been built up. By successfully fl oating (listing) 
the shares on the Stock Exchange, and thereby making the shares available to the public, 
the entrepreneur will be in a position to realise the value of the shares held. Thus the 
entrepreneur can turn the ‘paper’ value of some, or all, of the shares into cash. 

 The Stock Exchange is often cited as an example of an  efficient capital market . This is 
a market where share prices at all times rationally refl ect all available, relevant informa-
tion. It implies that any new information coming to light which bears on a particular 
business and its share price will be taken into account quickly and rationally, in terms of 

the role of the Stock exchange 

 Issues are not problems 
 During 2014, there were 30 IPos completed of shares listed on the london Stock 
Exchange. by 31 December 2014, an investor who had taken up some of the shares of 
each of these would have made an average return of 12.4 per cent, compared with Stock 
Exchange listed shares generally, which had a negative return of 2.0 per cent over the 
same period. In other words,    £1,000    invested in each of the 30 IPos would have grown to 
   £33,715    by the year end, compared with the    £29,388    that the same investment, made at 
the same time, in shares generally would have been worth. 

  Source : Information taken from: ballard, r. (2015).  A good year: why 2014 was a good time to invest in IPOs,  Deloitte (January), 
 www.blogs.deloitte.co.uk/scotland/2015/01/a-good-year-why-2014-was-a-good-time-to-invest-in-IPos . 

 real World 15.13 
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What benefits might a listed business gain from this tendency?

If it is generally accepted that shares can easily be sold for prices that tend to reflect their true 
worth, investors will have more confidence to invest. The business may benefit from this 
greater investor confidence by finding it easier to raise long-term finance and by obtaining 
this finance at a lower cost, as investors will view their investment as being less risky.

activity 15.22

size and direction of share price movement. This helps to promote the tendency for the 
price quoted for a share to reflect its true worth at that particular time.

If a capital market is price-efficient, does this mean that the current market price of a 
share in a particular business is the correct price?

no. a share price is based on expectations concerning its future returns. no one can know 
for certain what those future returns will be.

activity 15.23

In a secondary capital market, such as the Stock Exchange, share prices are observed 
by large numbers of people, many of them skilled and experienced. Nearly all of these 
people are moved to observe the market by that great motivator – financial gain. 
 Information on the business comes to these observers in a variety of ways. From the 
business itself come financial statements, press releases and leaks (deliberate or other-
wise). Information on the industry and economy in which the business operates will 
also be relevant. This information will emerge from a variety of sources.

Where observers spot what they consider to be an irrational price, in the light of 
their assessment of future projected dividends, they try to take advantage of it, or 
advise others to do so. For example, an investment analyst employed by an insurance 
business might assess the worth of a share in Tesco plc at £2.00 but note that the cur-
rent share price is £1.80. The analyst may therefore contact the investment manager to 
advise the purchase of some of these shares on the basis that they are currently under-
priced and there are gains to be made. Prices are set in the Stock Exchange by forces of 
supply and demand. The increase in demand from large-scale buying will increase the 
share price. Our analyst, however, will be just one of a large number of pundits con-
stantly comparing the market price of Tesco shares with their own assessments of the 
shares’ worth.

The market price of the shares at all times represents the consensus view. If people feel 
strongly that this price is irrational, they will take steps to gain from their beliefs: the 
greater they perceive the irrationality to be, the more dramatic the steps that they will 
take.

Price-efficiency does not imply perfect powers of prediction on the part of investors. 
All it means is that the current price of a share is the best estimate of its future returns on 
the basis of the available evidence.
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An enormous amount of research has been undertaken on the pricing efficiency of 
most of the world’s capital markets. Although there are some relatively minor anom-
alies, the evidence on most capital markets (including the Stock Exchange) is that:

1 The price of a share in any particular business fully, rationally and very rapidly takes 
account of all relevant publicly available information that relates to that business and its 
shares; and

2 Any information that is only privately available is not necessarily taken into account 
in the share price.

This means that it is not possible for investors to make systematic gains from trading on 
the basis of any information that is publicly available. On the other hand, relevant infor-
mation that is known only, say, to a director of a particular business, but will become 
publicly known later, may enable that person to gain from trading in the shares.

If we look at a graph of the price of a share in a particular business plotted against time, 
we often find that it jumps up and down. This is similar to the effect that we get if we 
plot a graph of a series of random numbers.

Does this mean that share prices are random and arbitrary?

no, it does not mean this. The share price movements mentioned above occurs because new 
information does not arise in a gradual or systematic way but in a random, unexpected way. 
The share price movements will, however, be a rational and timely response to the new 
 information coming to light.

activity 15.24

Disadvantages of a listing

A Stock Exchange listing can have certain disadvantages for a business. These include:

●	 Strict rules are imposed on listed businesses, including requirements for levels of 
financial disclosure additional to those already imposed by International Financial 
Reporting Standards (for example, the listing rules require that half-yearly financial 
reports are published).

●	 Financial analysts, financial journalists and others monitor closely the activ ities of 
listed businesses, particularly larger ones. Such scrutiny may not be welcome, particu-
larly if the business is dealing with sensitive issues or is experiencing oper ational 
problems.

●	 It is often suggested that listed businesses are under pressure to perform well over the 
short term. This pressure may detract from undertaking projects that will yield bene-
fits only in the longer term. If the market becomes disenchanted with the business, 
and the price of its shares falls, this may make it vulnerable to a takeover bid from 
another business.

●	 The costs of obtaining and retaining a listing are huge and this may be a real deterrent 
for some businesses. To make an initial public offering, a business will rely on the help 
of various specialists such as lawyers, accountants and bankers. As we have seen, this 
represents a significant cost to the business.

Although there are over 900 UK businesses listed on the main market of the London 
Stock Exchange, in terms of equity market value, the market is dominated by just a few 
large ones, as is shown in real World 15.14.
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listing to one side
at 31 october 2014, there were 918 businesses that had a london Stock Exchange main 
market listing. Just 152 of these (16.6 per cent) accounted for 86.8 per cent of their total 
equity market value.

a total of 247 businesses (26.9 per cent of listed businesses) accounted for 92.5 per 
cent of total equity market value.

Source: london Stock Exchange (2014), market Statistics, Table 8 (october).

real World 15.14

real World 15.15 provides an analysis of the ownership of shares in UK listed busi-
nesses at the end of 2012.

ownership of uK listed shares
at 31 october 2012, the proportion of shares of uK listed businesses held by various 
investors was as shown in Figure 15.13.

real World 15.15

Beneficial ownership of UK shares at 31 October 2012Figure 15.13 
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a striking feature of the ownership of uK shares is the extent of overseas ownership. 
at 31 october 2012 this accounted for 53 per cent of the total; in 1963 it was 7 per cent 
and in 1998, still only 31 per cent. This overseas investors ownership of shares in uK busi-
nesses is broadly mirrored by the extent to which uK investors own shares of businesses 
based elsewhere in the world. It reflects the high level of the globalisation of business.

another striking feature is the extent to which large financial institutions now dominate 
the ownership of uK listed shares. In 1963, 58 per cent of those uK shares owned by uK 
investors were owned by individuals. at 31 october 2012 it was only 23 per cent.

Information on the types of overseas investors that own uK shares is not available, but 
it seems reasonable to speculate that the make up is broadly similar to that of uK investors. 

➔
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  Going private 

 Such are the disadvantages of a stock market listing that many businesses have ‘de-listed’. This 
has obviously denied them the advantages of a listing, but it has avoided the disadvantages.   

  the alternative Investment Market  

 The  alternative Investment Market (aIM)  was established by the London Stock Exchange 
to meet the needs of smaller, young and growing businesses. It serves a similar function 
to the main Stock Exchange in so far as it enables businesses to raise new fi nance and it 
allows their securities to be traded. It is cheaper for a business to enter AIM than the main 
Stock Exchange: obtaining an AIM listing and raising funds costs the typical business 
about    £500,000.    Furthermore, the listing requirements of AIM are less stringent than 
those of a full Stock Exchange listing. 

 Businesses listed on AIM, though generally smaller than those listed on the main mar-
ket, tend to be large by the standards of the typical small business. Their market values 
often fall within the range    £1 million    to    £250 million.    Some AIM listed businesses, how-
ever, have market values greater than    £1,000 million,    as shown by   real World   15.16   .   

the alternative Investment Market  

 Take aIm 
 at 31 october 2014, there were 1,071 businesses that had shares that were listed on aIm. 
Their distribution according to market value is shown in  Figure   15.14   .  

 real World 15.16 

This is to say that individuals probably make up a relatively small part of the total and 
 professionally managed funds make up the bulk of it. 

  Source : ownership of uK Quoted Shares 2012, office for national Statistics, 25 September 2013. 

real World 15.15 continued

Distribution of aIM listed companies by equity market value           Figure 15.14   
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 AIM listed businesses are generally smaller and younger than those on the main Stock 
Exchange and so they tend to be higher-risk investments. Nevertheless, there are many 
investors who are attracted to this market. 

 AIM listed businesses include Majestic Wine plc, the wine retailer, and Asos plc, the 
online fashion retailer.  

  providing long-term finance for the small business 

 Although the Stock Exchange and AIM provide an important source of long-term 
finance for larger businesses, they are not really suitable for smaller businesses. In 
practice, the costs of obtaining and retaining a listing are high, even with AIM. Thus, 
small businesses must look elsewhere for help in raising long-term finance. The more 
important sources of finance that are available specifically to small businesses are 
venture capital, business angels and government assistance. We shall now consider 
these. 

  Venture capital 

  Venture capital  is long-term capital provided to small and medium-sized businesses 
that wish to grow but do not have ready access to stock markets. Businesses of interest 
to the venture capitalist often have higher levels of risk than would normally be accept-
able to traditional providers of fi nance, such as the major clearing banks. The attraction 
for the venture capitalist of investing in higher-risk businesses is the prospect of higher 
returns. 

 Many small businesses are created to provide their owners with a particular lifestyle 
and with job satisfaction. Since these businesses are unlikely to provide high fi nancial 
returns, they are of no interest to venture capitalists. Instead, venture capitalists seek 
out businesses where the owners are striving for signifi cant sales revenue and profi t 
growth and need some outside help to achieve this. The risks associated with these 
businesses will vary. However, they often relate to factors such as the nature of the 
products, the lack of a trading record, new management, or some combination of 
these. 

 Venture capitalists provide long-term capital in the form of share and loan fi nance for 
diff erent situations, including: 

   ●	   Start-up capital.     This is available to businesses that are not fully developed. They may 
need fi nance to help refi ne the business concept or to engage in product development 
or initial marketing. They have not yet reached the stage where they are trading.  

  ●	   Early-stage capital.     This is available for businesses that are ready to start trading.  
  ●	   Expansion capital.     This is aimed at providing additional funding for existing, growing 

businesses.  
  ●	   Buy-out or buy-in capital.     This is used to fund the acquisition of a business either by the 

existing management team (‘buy-out’) or by a new management team (‘buy-in’). 

  providing long-term finance for the small business 

 It seems that few aIm listed businesses (fewer than about one in three) have a market 
capitalisation greater than    £50 million.    The most popular range is    £10 million    to 
   £25 million.    

  Source : london Stock Exchange (2014), main market Factsheet (november). 
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Management buy-outs (MBOs) and buy-ins (MBIs) often occur where a large business 
decides to divest itself of one of its operating units or where a family business decides 
to sell out because of succession problems.

●	 Rescue capital. This is used to help turn around businesses that are in difficulties.

The venture capitalist will often make a substantial investment in the business (usu-
ally more than £100,000), and this will often take the form of ordinary shares. However, 
some of the funding may be in the form of preference shares or loans. To monitor the 
sum invested, the venture capitalist will usually require a representative on the board of 
directors as a condition of the investment. The venture capitalist may not be looking for 
a very quick return, and may well be prepared to invest in a business for five years or 
more. The return may take the form of a capital gain on the realisation of the investment 
(typically selling the shares).

Though venture capital is extremely important for some small businesses, the vast 
majority of small businesses obtain their finance from other sources. real World 15.17 
shows the main sources of finance for small businesses in the UK.

Small business funding
bank finance, such as overdrafts and loans, is the main source of external finance for small 
businesses, as the pie chart in Figure 15.15 shows.

real World 15.17

Venture capital, though very important to some small businesses, represents a very small 
part of the total finance raised. bank finance remains the most important source of external 
finance, followed by asset-based finance, such as hire purchase, factoring and trade 
finance. Though this information is not very recent, there has been no more up-to-date 
evidence on this. There is no reason to believe, however, that the current situation is much 
different from that shown in the chart.

Source: a. Cosh and a. hughes, British Enterprise: Thriving or Surviving, Centre for business research, university of 
Cambridge, 2007.

Financing small businessesFigure 15.15 
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Business angels

Business angels are often wealthy individuals who have been successful in business. 
They are usually willing to invest, through a shareholding, between £10,000 and 
£750,000 in a start-up business or in a business that is wishing to expand. If larger 
amounts are required, a syndicate of business angels may be formed to raise the money. 
Business angels typically make one or two investments over a three-year period and will 
usually be prepared to invest for a period of between three and five years. They normally 
have a minority stake in the business, and although they do not usually become involved 
in its day-to-day management, they tend to take an interest, more generally, in the way 
that the business is managed.

Business angels fill an important gap in the market as the size and nature of invest-
ments they find appealing are often not so appealing to venture capitalists. They can be 
attractive to small businesses because they may:

●	 make investment decisions quickly, particularly if they are familiar with the industry in 
which the new business operates;

●	 offer useful skills, experience and business contacts; and
●	 accept lower financial returns than those required from venture capitalists, in order to 

have the opportunity to become involved in a new and interesting project.

Business angels offer an informal source of share finance and it is not always easy for 
owners of small businesses to identify a suitable angel. However, numerous business 
angel networks have now developed to help owners of small businesses find their ‘per-
fect partner’.

The panellists on the BBC TV programme Dragons’ Den are business angels.

Government assistance

One of the most effective ways in which the UK government assists small businesses is 
through the Enterprise Finance Guarantee Scheme (EFGS)(formerly the Small Firms 
Loan Guarantee Scheme). This aims to help small businesses that have viable business 
plans but lack the security to enable them to borrow. The scheme, which is available for 
businesses with annual sales revenue of up to £41 million, guarantees:

●	 75 per cent of the amount borrowed, for which the borrower pays a premium of 2 per 
cent on the outstanding borrowing; and

●	 loans ranging from £1,000 to £1 million for a maximum period of ten years.

More recently, in 2013, the UK government set up the British Business Bank (BBB). Its 
aim is to support economic growth by bringing together public and private funds so as 
to create a more effective and efficient finance market for small and medium-sized busi-
nesses. As well as taking new initiatives, the Bank will also take over existing commit-
ments of the UK government in the area of financing smaller businesses. The finance can 
be either in the form of loans or of equity finance of the venture capital/business angel 
type.

In addition to other forms of financial assistance, such as government grants and tax 
incentives for investors to buy shares in small businesses, the government also helps by 
providing information concerning the sources of finance available.
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  Islamic finance 

 The increasing economic importance of those who follow the Islamic faith has led to 
greater attention being paid to their needs concerning the fi nancing of businesses. Many 
of these individuals are citizens of Islamic states, but many others are nationals of the US 
and Western European countries, particularly the UK and France. 

 A key feature of Islamic fi nance is the belief, based on the teachings of the Islamic holy 
book (the Quran), that charging pure interest is wrong. This stems from the notion that 
it is immoral to gain income (in the form of interest) merely because money has been 
lent. Sharia law, which guides Islamic practice, is not against free enterprise capitalism; 
it is the lack of risk taking that is the problem. Sharia is, however, also hostile to pure 
speculation. It is probably fair to say that Sharia looks favourably on profi ts earned 
through hard work and enterprise, but shuns gains from pure fi nancing and 
speculation. 

 We can see that normal interest-bearing loans to businesses, such as term loans and 
loan notes, are contrary to Sharia law. All investors, not just equity investors, are 
required to bear part of the risk associated with operating the business. In recent years, 
special types of bonds have emerged to meet this requirement. This has enabled Tesco 
plc, the supermarket business, to make an issue of Sharia-compliant bonds in 
Malaysia. 

 Sharia law also forbids investing in businesses that contravene Islamic principles, 
such as those that produce alcoholic drinks, pornography and tobacco. This is not, 
 however, diff erent in essence from ethical investing practised by many non-Islamic 
investors, for example the Church of England.         

Islamic finance 

 helsim ltd is a wholesaler and distributor of electrical components. The most recent draft 
financial statements of the business included the following: 

    Income statement for the year 

      £m        £m    
 Sales revenue    14.2 
 opening inventories  3.2   
 Purchases   8.4    
   11.6   
 Closing inventories   (3.8 )   (7.8 ) 
  Gross profit     6.4 
 administration expenses    (3.0) 
 Distribution expenses     (2.1 ) 
  Operating profit     1.3 
 Finance costs     (0.8 ) 
  profit before taxation     0.5 
 Tax     (0.2 ) 
  profit for the period      0.3  

 Self-assessment question 15.1 
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Statement of financial position as at the end of the year

£m
aSSetS
Non-current assets
Property, plant and equipment
land and buildings 3.8
Equipment 0.9
motor vehicles 0.5

5.2
Current assets
Inventories 3.8
Trade receivables 3.6
Cash at bank  0.1

7.5
total assets 12.7
eQUItY aND LIaBILItIeS
equity
Share capital 2.0
retained earnings  1.8

3.8
Non-current liabilities
loan notes (secured on property)  3.5
Current liabilities
Trade payables 1.8
Short-term borrowings  3.6

5.4
total equity and liabilities 12.7

notes:
1 land and buildings are shown at their current market value. Equipment and motor vehicles are 

shown at cost less accumulated depreciation.
2 no dividends have been paid to ordinary shareholders for the past three years.

In recent months, trade payables have been pressing for payment. The managing direc-
tor has therefore decided to reduce the level of trade payables to an average of 40 days 
outstanding. To achieve this, he has decided to approach the bank with a view to increas-
ing the overdraft (the short-term borrowings comprise only a bank overdraft). The business 
is currently paying 10 per cent a year interest on the overdraft.

Required:
(a) Comment on the liquidity position of the business.
(b) Calculate the amount of finance required to reduce trade payables, from the level 

shown on the statement of financial position, to an average of 40 days outstanding.
(c) State, with reasons, how you consider the bank would react to the proposal to grant 

an additional overdraft facility.
(d) Identify four sources of finance (internal or external, but excluding a bank overdraft) 

that may be suitable to finance the reduction in trade payables, and state, with rea-
sons, which of these you consider the most appropriate.

the solution to this question can be found in appendix C.

SElF-aSSESSmEnT QuESTIon
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Summary

The main points in this chapter may be summarised as follows:

Sources of finance

●	 Long-term finance is for at least one year whereas short-term finance is for a shorter 
period.

●	 External sources of finance require the agreement of outside parties, whereas internal 
sources do not.

●	 The higher the risk associated with a source of finance, the higher the expected return 
from investors.

Internal sources of finance

●	 Retained earnings are by far the most important source of new long-term finance 
(internal or external) for UK businesses.

●	 Retained earnings are not a free source of finance, as investors will require returns 
similar to those from ordinary shares.

●	 Dividend policy should be based on the principle that the directors should retain such 
funds that can be invested at above the rate of the shareholders opportunity cost of 
capital.

●	 Internal sources of short-term finance include tighter control of trade receivables, 
reducing inventories levels and delaying payments to trade payables.

External sources of finance

●	 External sources of long-term finance include ordinary shares, preference shares, bor-
rowings, leases, hire purchase agreements and securitisation.

●	 From an investor’s perspective, ordinary shares are normally the most risky form of 
investment and provide the highest expected returns to investors. Borrowings (loans) 
are normally the least risky and provide the lowest expected returns to investors.

●	 Loans are relatively low-risk because lenders usually have security for their loan. Loan 
covenants can further protect lenders.

●	 Types of loans include term loans, convertible loan notes, mortgages, eurobonds and 
deep discount bonds.

●	 Convertible loan notes offer the right of conversion to ordinary shares at a specified 
date and a specified price.

●	 Interest rates may be floating or fixed.

●	 A finance lease is really a form of lending that gives the lessee the use of an asset over 
most of its useful life in return for regular payments.

●	 A sale-and-leaseback arrangement involves the sale of an asset to a financial institu-
tion accompanied by an agreement to lease the asset back to the business.

●	 Hire purchase is a form of credit to acquire an asset. Under the terms of a hire purchase 
agreement, a customer pays for an asset by instalments over an agreed period.

●	 Securitisation involves bundling together similar, illiquid assets to provide backing 
for the issue of bonds.

●	 External sources of short-term finance include bank overdrafts, debt factoring and 
invoice discounting.
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●	 Bank overdrafts are flexible and cheap but are repayable on demand.

●	 Debt factoring and invoice discounting use trade receivables as a basis for borrowing, 
with the latter more popular because of cost and flexibility.

●	 When choosing between long-term and short-term borrowing, important factors 
include matching the type of borrowing to the type of assets, flexibility, refunding 
risk, and interest rates.

Financial gearing

●	 Most businesses have some fixed return element in their long-term financial 
structures.

●	 Financial gearing increases the risk to shareholders.

●	 Gearing is beneficial to shareholders because interest payments to lenders are 
tax-deductible.

●	 Sensible financial gearing policy should probably seek to strike a balance between the 
tax deductibility of interest payments and the cost of the business being forced into 
liquidation.

Share issues

●	 Share issues that involve the payment of cash by investors can take the form of a rights 
issue, public issue, offer for sale or a private placing.

●	 A rights issue is made to existing shareholders. Most share issues are of this type as the 
law requires that shares that are to be issued for cash must first be offered to existing 
shareholders. Rights issue costs are relatively low.

●	 A public issue involves a direct issue to the public and an offer for sale involves an 
indirect issue to the public.

●	 A private placing is an issue of shares to selected investors.

●	 A bonus issue of shares does not involve the receipt of cash in exchange for the shares 
issued.

The Stock Exchange

●	 The Stock Exchange is an important primary and secondary market in capital for large 
businesses. However, obtaining a Stock Exchange listing can have certain drawbacks 
for a business.

●	 The Stock Exchange is broadly seen as an efficient capital market. This means that new 
information that becomes publicly available is quickly and rationally reflected in 
share prices. This leads to share prices always representing the best estimate of the 
‘true’ value of shares, on the basis of publicly-known information.

The Alternative Investment Market (AIM)

●	 AIM is another important primary and secondary market managed by the London 
Stock Exchange for smaller, growing businesses. It tends to be a cheaper way for a busi-
ness to become listed.

Small businesses

●	 Venture capital is long-term capital for small or medium-sized businesses that are not 
listed on the Stock Exchange. These businesses often have higher levels of risk but 
provide the venture capitalist with the prospect of higher levels of return.
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  ●	   Business angels are wealthy individuals who are willing to invest in businesses at 
either an early stage or expansion stage of development.  

  ●	   The government assists small businesses through guaranteeing loans and by provid-
ing grants and tax incentives.  

  ●	   The British Business Bank has been set up by the government to support small busi-
nesses in their quest for funding by bringing together public and private funds.    

  Islamic fi nance 

   ●	   The teachings of the Islamic faith are hostile to investors receiving pure interest on 
amounts that are lent to businesses and where risk is not shared; they are also hostile 
to investors making purely speculative gains.  

  ●	   Special types of investment vehicles have been devised to try to ensure that returns to 
all investors are compliant with Sharia law.    

 Key terms 
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  Further reading 

 If you would like to explore the topics discussed in this chapter in more depth, we recommend the 
following: 

 Arnold, G.,  Corporate Financial Management,  5th edn, Pearson, 2012,  Chapters   11    and    12   . 

 Brealey, R. and Myers, S.,  Principles of Corporate Finance, Global edition,  11th edn, McGraw-Hill 
 Education, 2013,  Chapters   13    to 19 and 23 to 25. 

 Hillier, D., Clacher I., Ross, S., Westerfi eld, R. and Jordan, B.,  Fundamentals of Corporate Finance,  2nd 
European edn, McGraw-Hill Education, 2014,  Chapters   14    to 16. 

 McLaney, E.,  Business Finance: Theory and Practice,  9th edn, Pearson, 2014,  Chapters   8   ,    9   ,    11    and    12   . 

 Pike, R., Neale, B. and Linsley, P.,  Corporate Finance and Investment,  7th edn, Pearson, 2012, 
 Chapters 15 and    16   .      

Further reading 
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Solutions to these questions can be found in appendix D.

 15.1 What are the potential disadvantages of raising finance through a sale-and-leaseback 
arrangement?

 15.2 Why might a business that has a Stock Exchange listing revert to being unlisted?

 15.3 Distinguish between an offer for sale and a public issue of shares.

 15.4 Distinguish between invoice discounting and factoring.

review questions

exercises 15.1 and 15.2 are basic level, 15.3 and 15.4 are intermediate level and 15.5 to 
15.7 are advanced level. Solutions to exercises with coloured numbers can be found in 
appendix e.

 15.1 Provide reasons why a business may decide to
(a) lease rather than buy an asset which is to be held for long-term use.
(b) use retained earnings to finance growth rather than issue new shares.
(c) repay long-term borrowings earlier than the specified repayment date.

 15.2 h. brown (Portsmouth) ltd produces a range of central heating systems for sale to builders’ 
merchants. as a result of increasing demand for the business’s products, the directors have 
decided to expand production. The cost of acquiring new plant and machinery and the increase 
in working capital requirements are planned to be financed by a mixture of long-term and short- 
term borrowing.

Required:
(a) Discuss the major factors that should be taken into account when deciding on the appropri-

ate mix of long-term and short-term borrowing necessary to finance the expansion 
programme.

(b) Discuss the major factors that a lender should take into account when deciding whether to 
grant a long-term loan to the business.

(c) Identify three conditions that might be included in a long-term loan agreement.

 15.3 Devonian plc has the following equity as at 30 november year 4:

£m

ordinary shares 25p fully paid 50.0
general reserve 22.5
retained earnings 25.5

98.0

In the year to 30 november year 4, the operating profit (profit before interest and taxation) 
was £40 million and it is expected that this will increase by 25 per cent during the forthcoming 
year. The business is listed on the london Stock Exchange and the share price as at 30 novem-
ber year 4 was £2.10.

exercises
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The business wishes to raise £72 million in order to re-equip one of its factories and is 
considering two possible financing options. The first option is to make a 1-for-5 rights issue 
at a discount price of £1.80 per share. The second option is to borrow long-term at an interest 
rate of 10 per cent a year. If the first option is taken, it is expected that the price/earnings (P/E) 
ratio will remain the same for the forthcoming year. If the second option is taken, it is esti-
mated that the P/E ratio will fall by 10 per cent of its year 4 value by the end of the forthcoming 
year.

assume a tax rate of 30 per cent.

Required:
(a) assuming a rights issue of shares is made, calculate:

1 the theoretical ex-rights price of an ordinary share in Devonian plc; and
2 the value of the rights for each original ordinary share.

(b) Calculate the price of an ordinary share in Devonian plc in one year’s time assuming:
1 a rights issue is made; and
2 the required funds are borrowed.

Comment on your findings.
(c) Explain why rights issues are usually made at a discount.
(d) From the business’s viewpoint, how critical is the pricing of a rights issue likely to be?

 15.4 raphael ltd is a small engineering business that has annual sales revenue of £2.4 million, all of 
which is on credit. In recent years, the business has experienced credit control problems. The 
average settlement period for trade receivables has risen to 50 days even though the stated 
policy of the business is for payment to be made within 30 days. In addition, 1.5 per cent of 
sales are written off as bad debts each year.

The business has recently been in talks with a factor, which is prepared to make an 
advance to the business equivalent to 80 per cent of trade receivables, based on the assump-
tion that customers will, in future, adhere to a 30-day settlement period. The interest rate for 
the advance will be 11 per cent a year. The trade receivables are currently financed through 
a bank overdraft, which has an interest rate of 12 per cent a year. The factor will take over the 
credit control procedures of the business and this will result in a saving to the business of 
£18,000 a year. however, the factor will make a charge of 2 per cent of sales revenue for this 
service. The use of the factoring service is expected to eliminate the bad debts incurred by 
the business.

Required:
Calculate the net cost of the factor agreement to the business and state whether the business 
should take advantage of the opportunity to factor its trade receivables.

 15.5 russell ltd installs and services heating and ventilation systems for commercial premises.  
The business’s most recent statement of financial position and income statement are as 
follows:

Statement of financial position

£000

aSSetS

Non-current assets
Property, plant and equipment    741.8
Current assets
Inventories at cost 293.2
Trade receivables 510.3

   803.5
total assets 1,545.3
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eQUItY aND LIaBILItIeS
equity
£1 ordinary shares 400.0
general reserve 50.2
retained earnings 382.2

832.4

Non-current liabilities
borrowings – 12% loan notes (repayable in 5 years’ time) 250.0
Current liabilities
Trade payables 199.7
Taxation 128.0
borrowings – bank overdraft 135.2

462.9
total equity and liabilities 1,545.3

Income statement for the year

£000
Sales revenue 5,207.8
Operating profit  542.0
Interest payable  (30.0)
profit before taxation 512.0
Taxation (25%) (128.0)
profit for the year 384.0
Note:
Dividend paid during the year 153.6

The business wishes to invest in more machinery and equipment to enable it to cope with an 
upsurge in demand for its services. an additional operating profit of £120,000 a year is expected 
if an investment of £600,000 is made in plant and machinery.

The directors are considering an offer from venture capitalists to finance the expansion 
 programme. The finance will be made available immediately through either

●	 an issue of £1 ordinary shares at a premium on nominal value of £3 a share; or
●	 an issue of £600,000 10 per cent loan notes at nominal value.
The directors wish to maintain the same dividend payout ratio in future years as in past years 
whichever method of finance is chosen.

Required:
(a) For each of the financing schemes:

1 prepare a projected income statement for next year;
2 calculate the projected earnings per share for next year;
3 calculate the projected level of gearing as at the end of next year.

(b) briefly assess both of the financing schemes under consideration from the viewpoint of the 
existing shareholders.

 15.6 Carpets Direct plc wishes to increase the number of its retail outlets in the south of England. 
The board of directors has decided to finance this expansion programme by raising the funds 
from existing shareholders through a 1-for-4 rights issue. The following is extracted from the 
most recent income statement of the business:
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Income statement for the year ended 30 april

£m
Sales revenue 164.5
Operating profit 12.6
Interest (6.2)
profit before taxation 6.4
Taxation (1.9)
profit for the year  4.5

a £2 million ordinary dividend had been paid in respect of the year.
The share capital consists of 120 million ordinary shares with a nominal value of £0.50 a 

share. These are currently being traded on the Stock Exchange at a price/earnings ratio of 22 
times and the board of directors has decided to issue the new shares at a discount of 20 per 
cent on the current market value.

Required:
(a) Calculate the theoretical ex-rights price of an ordinary share in Carpets Direct plc.
(b) Calculate the price at which the rights in Carpets Direct plc are likely to be traded.
(c) Identify and evaluate, at the time of the rights issue, each of the options arising from the 

rights issue to an investor who holds 4,000 ordinary shares before the rights announcement.

(Hint: To answer part (a), first calculate the earnings per share and then use this and the P/E ratio 
to calculate the marker value per share.)

 15.7 gainsborough Fashions ltd operates a small chain of fashion shops. In recent months the busi-
ness has been under pressure from its suppliers to reduce the average credit period taken from 
three months to one month. as a result, the directors have approached the bank to ask for an 
increase in the existing overdraft for one year to be able to comply with the suppliers’ demands. 
The most recent financial statements of the business are as follows:

Statement of financial position as at 31 May

£
aSSetS
Non-current assets
Property, plant and equipment  74,000
Current assets
Inventories at cost 198,000
Trade receivables  3,000

201,000
total assets 275,000
eQUItY aND LIaBILItIeS
equity
£1 ordinary shares 20,000
general reserve 4,000
retained earnings  17,000

 41,000
Non-current liabilities
borrowings – loan notes repayable in just over one year’s time  40,000
Current liabilities
Trade payables 162,000
accrued expenses 10,000
borrowings – bank overdraft 17,000
Taxation  5,000

194,000
total equity and liabilities 275,000
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abbreviated income statement for the year ended 31 May

£
Sales revenue 740,000
Operating profit 38,000
Interest charges (5,000)
profit before taxation 33,000
Taxation (10,000)
profit for the year 23,000

a dividend of £23,000 was paid for the year.

notes:
1 The loan notes are secured by personal guarantees from the directors.
2 The current overdraft bears an interest rate of 12 per cent a year.

Required:
(a) Identify and discuss the major factors that a bank would take into account before deciding 

whether to grant an increase in the overdraft of a business.
(b) State whether, in your opinion, the bank should grant the required increase in the overdraft 

for gainsborough Fashions ltd. you should provide reasoned arguments and supporting 
calculations where necessary.
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This chapter considers the factors to be taken into account when managing the working 
capital of a business. Each element of working capital will be identified and the major 

issues surrounding them will be discussed. Working capital represents a significant invest-
ment for many businesses and so its proper management and control can be vital. We saw 
in Chapter 14 that an investment in working capital is typically an important aspect of many 
new investment proposals.

Introduction

Managing working capital

Chapter 16

Learning outcomes

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

●	 identify the main elements of working capital;

●	 discuss the purpose of working capital and the nature of the working capital 
cycle;

●	 explain the importance of establishing policies for the control of working 
capital; and

●	 explain the factors that have to be taken into account when managing each 
element of working capital.
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     What is working capital? 

  Working capital  is usually defi ned as current assets less current liabilities. The major ele-
ments of current assets are: 

   ●	   inventories;  
  ●	   trade receivables; and  
  ●	   cash (in hand and at bank).   

 The major elements of current liabilities are: 

   ●	   trade payables; and  
  ●	   bank overdrafts.   

 The size and composition of working capital can vary between industries. For some 
types of business, the investment in working capital can be substantial. A manufacturing 
business, for example, will often be heavily invested in raw material, work in progress 
and fi nished goods. It will also normally sell its goods on credit, giving rise to trade 
receivables. A retailer, on the other hand, holds only one form of inventories (fi nished 
goods) and will normally sell its goods for cash rather than on credit. Many service busi-
nesses hold no inventories. Few, if any, businesses operate without a cash balance. In 
some cases, however, it is a negative one (a bank overdraft). Most businesses buy goods 
and/or services on credit, giving rise to trade payables. 

 The size and composition of working capital can also vary between businesses of simi-
lar size within the same industry. This usually refl ects diff erent attitudes towards the 
management of working capital and its individual elements, which, in turn, is often 
linked to diff erent attitudes towards risk. 

 Working capital represents a net investment in short-term assets. These assets are 
continually fl owing into and out of the business and are essential for day-to-day oper-
ations. The various elements of working capital are interrelated and can be seen as part 
of a short-term cycle. For a manufacturing business, the working capital cycle can be 
depicted as shown in  Figure   16.1   .  

What is working capital? 

  Cash is used to pay trade payables for raw materials, or raw materials are bought for immediate 
cash settlement. Cash is also spent on labour and other items that turn raw materials into work 
in progress and, finally, into finished goods. The finished goods are sold to customers either for 
cash or on credit. in the case of credit customers, there will be a delay before the cash is 
received from the sales. receipt of cash completes the cycle.  

 the working capital cycle           Figure 16.1 
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 For a retailer the situation would be as in  Figure    16.1    except that there will be only 
inventories of fi nished goods. There will be no work in progress or raw materials. For a 
purely service business, the working capital cycle would also be similar to that depicted 
in  Figure   16.1    except that there would be no inventories of fi nished goods or raw mater-
ials. There may well be work in progress, however, since many forms of service take time 
to complete. A case handled by a fi rm of solicitors, for example, may take several months. 
During this period, costs will build up before the client is billed for them.  

  Managing working capital 

 The management of working capital is an essential part of the business’s short-term plan-
ning process. Management must decide how much of each element should be held. As we 
shall see later, there are costs associated with holding either too much or too little of each 
element. In order to manage working capital eff ectively, management must be aware of 
these costs, which include opportunity costs. To achieve the optimum level of each work-
ing capital element, potential benefi ts must then be weighed against likely costs. 

 The working capital needs of a business are likely to vary over time as a result of changes 
in the business environment. Managers must constantly monitor these changes to ensure 
that the business retains an appropriate level of investment in working capital.  

Managing working capital 

   What kinds of changes in the business environment might lead to a decision to change 
the level of investment in working capital? Try to identify four possible changes that 
could affect the working capital needs of a business.  

  These may include the following: 

   ●	   changes in interest rates;  
  ●	   changes in market demand for the business’s output;  
  ●	   changes in the seasons; and  
  ●	   changes in the state of the economy.   

 You may have thought of others.   

 activity 16.1 

 Changes arising within the business could also alter working capital needs. These 
internal changes might include using diff erent production methods (resulting, perhaps, 
in a need to hold a lower level of inventories) and changes in the level of risk that manag-
ers are prepared to take.  

  the scale of working capital 

 It is tempting to think that, compared with the scale of investment in non-current assets, 
the amounts invested in working capital are trivial. However, this is not the case. For 
many businesses, the scale of investment in working capital is vast. 

   real World   16.1     gives some impression of the working capital investment for fi ve UK 
businesses that are either very well known by name, or whose products are everyday 
commodities for most of us. These businesses were randomly selected, except that each 
one is high profi le and from a diff erent industry. For each business, the major items 
appearing on the statement of fi nancial position are expressed as a percentage of the total 
investment by the providers of long-term fi nance (equity and non-current liabilities).  

the scale of working capital 
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Real World 16.1 reveals quite striking differences in the make-up of the statement of 
financial position from one business to the next. Take, for example, the current assets 
and current liabilities. Although the totals for current assets are pretty large when com-
pared with the total long-term investment, these percentages vary considerably between 
businesses. When looking at the mix of current assets, we can see that only Next, Bab-
cock and Tesco, which produce and/or sell goods, hold significant amounts of inventor-
ies. The other two businesses are service providers and so inventories are not a significant 
item. We can also see that very few of the sales of Tesco, Ryanair and Severn Trent are on 
credit, as they have relatively little invested in trade receivables.

Note that Tesco’s trade payables are much higher than its trade receivables. They are 
also very high compared to its inventories. Since trade payables represent amounts due 
to suppliers of inventories, it means that Tesco receives the cash from a typical trolley 
load of groceries well in advance of paying for them. The relatively large ‘Other current 
assets’ and ‘Other short-term liabilities’ for Tesco arises from advances to and deposits 

a summary of the statements of financial position of five Uk 
businesses

Business: Next 
plc

Ryanair 
Holdings 

plc

Babcock 
Int Group 

plc

Tesco 
plc

Severn 
Trent 
plc

Statement of financial position date: 25.1.14 31.3.14 31.3.14 22.2.14 31.3.14

Non-current assets  52  82 112 120  99
Current assets

inventories 29 –  6  12 –
Trade and other receivables 61  1  27  8  7
other current assets –  2  2  25 –
Cash and near cash  21  49  4  9  2

111  52  39  54  9
total assets 163 134 151 174 108
equity and non-current liabilities 100 100 100 100 100
Current liabilities

Trade and other payables  45  26  47  37  5
other short-term liabilities  12 –  3  30 –
overdrafts and short-term 
borrowings  

6
 

8
 

1
 

7
 

3

 63  34  51  74  8
total equity and non-current 
liabilities

163 134 151 174 108

The non-current assets, current assets and current liabilities are expressed as a percent-
age of the total net long-term investment (equity plus non-current liabilities) of the busi-
ness concerned. next plc is a major retail and home shopping business. ryanair is a 
leading airline. Babcock international group plc is a large engineering and support busi-
ness. Tesco plc is one of the Uk’s leading supermarkets. Severn Trent plc is an important 
supplier of water, sewerage services and waste management, mainly in the Uk.

Source: Table constructed from information appearing in the financial statements for the year ended during 2014 for each of the five 
businesses concerned.

real World 16.1
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from customers, respectively, that arise as a result of the business being involved in 
banking.

In the sections that follow, we shall consider each element of working capital separ-
ately and how they might be properly managed. Before doing so, however, it is worth 
looking at real World 16.2, which suggests that there is scope for improving working 
capital management among European businesses.

all tied up
according to a survey of 1,000 of Europe’s largest businesses (excluding financial and 
auto manufacturing businesses), working capital is not as well managed as it could be. 
The survey, conducted in 2013 by Ernst and Young, suggests that larger European busi-
nesses had, in total, between €280 billion and €480 billion tied up in working capital that 
could be released through better management of inventories, trade receivables and trade 
payables. The potential for savings represents between 11 per cent and 19 per cent of the 
total working capital invested and between 4 per cent and 7 per cent of total sales. The 
lower figure of each range is calculated by comparing the results for each business with 
the results for the average for the industry, and the higher figure is calculated comparing 
the results for each business with the upper quartile (that is the best performing 25 percent 
of businesses) of the industry within which that business operates.

The report suggests that the higher figure for each range probably represents an ambi-
tious target for savings as there are wide variations in payment terms, customer types, 
discount practices, and so on across Europe.

The average investment (in days) for 2010, 2011, 2012 and 2013, by the largest 1,000 
European businesses, for each of the main elements of working capital is set out in 
 figure 16.2. as the figure shows, the average performance, in terms of working capital 
management, has not altered very much over the four years. Within each average, 
 however, some businesses have improved and some have deteriorated.

real World 16.2

average investment (in days) for the main working capital 
elements

Figure 16.2
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  Real World    16.2    focuses on the working capital problems of large businesses. For 
smaller businesses, however, these problems may be even more acute.   

real World 16.2 continued
 The survey results suggest that working capital is rather better managed in the United 
States than it is in Europe. 

  Source : Compiled from information in  All Tied Up: Working Capital Management Report 2014,  Ernst and Young,  www.ey.com . 

   Why might smaller businesses carry more excess working capital than larger ones? Try 
to think of at least one reason.  

  Two possible reasons are: 

   1   Smaller businesses tend to be less well managed than larger ones. They often lack the 
resources to employ people with the same level of expertise as those employed by 
larger businesses.  

  2   Economies of scale may be a factor. for example, a business with twice the sales revenue 
of a competitor business would not normally need twice the level of inventories.   

 You may have thought of other reasons.   

 activity 16.2 

  Managing inventories 

 A business may hold inventories for various reasons, the most common of which is to 
meet the immediate day-to-day requirements of customers and production. However, 
a business may hold more than is necessary for this purpose where there is a risk that 
future supplies may be interrupted or scarce. Similarly, if there is a risk that the cost of 
inventories will increase in the future, a business may decide to buy in large 
quantities. 

 For some types of business, inventories held may represent a substantial proportion of 
total assets held. For example, a car dealership that rents its premises may have nearly all 
of its total assets in the form of inventories. Manufacturers also tend to invest heavily in 
inventories, as they need to hold three kinds of inventories: raw materials, work in pro-
gress and fi nished goods. Each form of inventories represents a particular stage in the 
production cycle. 

 For some types of business, the level of inventories held may vary substantially over 
the year owing to the seasonal nature of the industry. A greetings card manufacturer may 
provide an example of such a business. For other businesses, inventories levels may 
remain fairly stable throughout the year. 

 Businesses that hold inventories simply to meet the day-to-day requirements of their 
customers, and for production, will normally seek to minimise the amount of inventor-
ies held. This is because there are signifi cant costs associated with holding inventories. 
These costs include: 

   ●	   storage and handling costs;  
  ●	   the cost of fi nancing the inventories;  

Managing inventories 
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●	 the cost of pilferage and obsolescence; and
●	 the cost of opportunities forgone in tying up funds in this form of asset.

To gain some impression of the cost involved in holding inventories, real World 16.3 
estimates the financing cost of inventories for six large businesses.

inventories financing cost
The financing cost of inventories for each of six large businesses, based on their respect-
ive opportunity costs of capital, is calculated below.

Business Type of 
operations

Cost of 
capital

 
 

(a) 
%

Average 
inventories 

held*
 

(b) 
£m

Financing  
cost of 
holding 

inventories
(a) * (b) 

£m

Operating 
profit

£m

Financing 
cost as a % 
of operating 
profit/(loss) 

 
%

associated 
British  
foods plc

food 
producer

12.9 1,606 207 1,080 19.2

Babcock 
international 
group plc

Engineering 
and business 
support

10.0 89.9 9.0 233 3.9

go-ahead 
group plc

Transport 
operator

8.3 14.9 1.2 103 1.2

Marks and 
Spencer

general 
retailer

13.1 806 106 694 15.3

reckitt 
Benckiser 
group plc

health and 
household 
products

11.0 746 82 2,345 3.5

J Sainsbury Supermarket 9.0 996 90 887 10.1

* Based on opening and closing inventories for the relevant financial period.

We can see that for four of the six businesses, inventories financing costs are significant 
in relation to their operating profits. The nature of their businesses requires associated Brit-
ish foods, Marks and Spencer and Sainsbury to invest heavily in inventories. (however, 
J Sainsbury is likely to move its inventories more quickly than the other three.) for go-ahead 
inventories’ financing costs are not significant. This is because it is a service provider with 
a much lower investment in inventories. interestingly, reckitt Benckiser, which is a manu-
facturer, has relatively low inventories’ holding costs compared with its operating profit.

These figures do not take account of other costs of inventories holding mentioned 
 earlier, such as the cost of providing secure storage. as these costs may easily outweigh 
the costs of finance, the total cost of maintaining inventories may be very high in relation 
to operating profits.

The six businesses were not selected because they have particularly high inventories costs 
but simply because they are among the relatively few that publish their costs of capital.

Source: annual reports of the businesses for the years ended during 2014.

real World 16.3
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Given that the potentially high cost of holding inventories, it may be tempting to 
think that a business should seek to hold few or no inventories. There are, however, costs 
that may arise when the level of inventories is too low.

What costs might a business incur as a result of holding too low a level of inventories? 
Try to jot down at least three types of cost.

in answering this activity you may have thought of the following costs:

●	 loss of sales, from being unable to provide the goods required immediately;
●	 loss of customer goodwill, for being unable to satisfy customer demand;
●	 purchasing inventories at a higher price than might otherwise have been possible in 

order to replenish inventories quickly;
●	 high transport costs incurred to ensure that inventories are replenished quickly;
●	 lost production due to shortage of raw materials; and
●	 inefficient production scheduling due to shortages of raw materials.

activity 16.3

Before dealing with the various approaches that can be taken to managing inventories, let 
us consider real World 16.4. It describes how one large international business, Wal-Mart 
Stores inc (which owns the UK supermarket Asda), has sought to reduce its inventories level.

Back to basics
Wal-Mart has said it will seek further reductions in the levels of backroom inventory it 
holds at its US stores, in a drive to improve its performance . . . John Menzer, vice chair-
man and head of Wal-Mart’s US operations, made the retailer’s efforts to cut inventory 
one of the key elements of remarks to reporters this week when he outlined current 
strategy. Wal-Mart, he said, currently ‘has a real focus on reducing our inventory. Inven-
tory that’s on trailers behind our stores, in backrooms and on shelves in our stores.’ 
Cutting back on inventory, he said, reduced ‘clutter’ in the retailer’s stores, gave a better 
return on invested capital, reduced the need to cut prices on old merchandise, and 
increased the velocity at which goods moved through the stores.

Eduardo Castro-Wright, chief executive of Wal-Mart’s US store network, said the inventory 
reduction marked a return to basics for the retailer, which would be ‘getting more disci-
plined’. Earlier this year, he said Wal-Mart would link inventory reduction to incentive 
payments to its officers and managers. Wal-Mart is already regarded as one of the most 
efficient logistical operations in US retailing. It is currently rolling out to all its US stores 
and distribution centres a new parallel distribution system that speeds the delivery to 
stores of 5,000 high turnover (sales revenue) items. It is also discussing with its suppliers 
how new RFID radio frequency tagging could be used to further reduce the volume of goods 
in transit to its stores. But further reductions in its inventory turnover would release work-
ing capital that could fund investment in its ongoing initiatives to improve its stores.

Adrienne Shapira, retail analyst at Goldman Sachs, has estimated that the retailer could 
reduce its annual inventory by 18 per cent, which would lead to a $6 billion reduction in 
working capital needs on a trailing 12-month basis.

Source: J. Birchall, ‘Wal-Mart aims for further inventory cuts’ ft.com, 19 April 2006.

real World 16.4
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To help manage inventories, a number of procedures and techniques may be 
employed. We shall now consider the more important of these.

Budgeting future demand

Preparing appropriate budgets is one of the best ways to ensure that inventories will be 
available to meet future production and sales requirements. These budgets should deal 
with each product that the business makes and/or sells. It is important that they are real-
istic, as they will determine future ordering and production levels. The budgets may be 
derived in various ways. They may be developed using statistical techniques, such as 
time series analysis, or may be based on the judgement of the sales and marketing staff.

Financial ratios

One ratio that can be used to help monitor inventories levels is the average inventories 
turnover period ratio. This ratio is calculated as follows:

Average inventories turnover period =
Average inventories held

Cost of sales
* 365

The ratio provides a picture of the average period for which inventories are held. This 
can be useful as a basis for comparison. The average inventories turnover period can be 
calculated for individual product lines as well as for inventories as a whole.

recording and reordering systems

A sound system of recording inventories movements is a key element in managing 
inventories. There should be proper procedures for recording inventories purchases and 
usages. Periodic checks should be made to ensure that the amount of physical inventor-
ies held corresponds with what is indicated by the inventories records.

There should also be clear procedures for the reordering of inventories. Authorisation 
for both the purchase and the issue of inventories should be confined to a few nomin-
ated members of staff. This should avoid problems of duplication and lack of coordin-
ation. To determine the point at which inventories should be reordered, information 
will be required concerning the lead time (that is, the time between the placing of an 
order and the receipt of the goods) and the likely level of demand.

An electrical wholesaler sells a particular type of light switch. The annual demand for the 
light switch is 10,400 units and the lead time for orders is four weeks. Demand for the 
light switch is steady throughout the year. At what level of inventories of the light switch 
should the business reorder, assuming that it is confident of the information given above?

The average weekly demand for the switch is 10,400/52 = 200 units. During the time 
between ordering new switches and receiving them, the quantity sold will be 4 * 200 units =  
800 units. So the business should reorder no later than when the level held reaches 800 
units. This should avoid running out of this inventories item.

activity 16.4
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For most businesses, there will be some uncertainty surrounding the level of demand, 
pattern of demand and lead time. To avoid the risk of running out of inventories, a buffer, 
or safety, inventories level may be maintained. The amount of buffer inventories is a mat-
ter of judgement. In forming this judgement, the following should be taken into account:

●	 the degree of uncertainty concerning demand factors and the lead time;
●	 the likely costs of running out of the item concerned; and
●	 the cost of holding the buffer inventories.

The effect of holding a buffer will be to raise the inventories level at which an order for 
new inventories is placed (the reorder point).

Hora plc holds inventories of a particular type of motor car tyre, which is ordered in 
batches of 1,200 units. The supply lead times and usage rates for the tyres are:

Maximum Most likely Minimum

Supply lead times 25 days 15 days 8 days
Daily usage 30 units 20 units 12 units

The business wishes to avoid completely the risk of running out of inventories.
At what minimum level of inventories should Hora place a new order, such that it 

can guarantee not to run out?
What is the size of the buffer inventories based on the most likely lead times and 

usages?
If Hora were to place an order based on the maximum lead time and usage, but only 

the minimum lead time and usage were actually to occur, what would be the level of 
inventories immediately following the delivery of the new inventories? What does this 
inventories figure represent?

To be certain of avoiding running out of inventories, the business must assume a reorder 
point based on the maximum usage and lead time. This is 750 units (that is, 30 * 25).

The most likely usage during the lead time will only be 300 units (that is, 20 * 15). Thus, the 
buffer inventories based on most likely usage and lead time is 450 units (that is, 750 - 300).

activity 16.6

Assume the same facts as in Activity 16.4. However, we are also told that the business 
maintains buffer inventories of 300 units. At what level should the business reorder?

 reorder point = expected level of demand during the lead time plus the level of buffer  
 inventories
  = 800 + 300 units
  = 1,100 units

activity 16.5

Carrying buffer inventories will increase the cost of holding inventories. This must, 
however, be weighed against the cost of running out of inventories, in terms of lost sales, 
production problems and so on.
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real World 16.5 is an extract from an article that discusses the problems of maintain-
ing control over inventories in the modern retail environment.

Taking stock
As any successful shopkeeper will tell you, it is essential to know exactly what you have 
in stock (inventories) and where to find it. But the proliferation of sales channels and 
long-distance supply chains in today’s retail environment are making this increasingly 
difficult. Typically, there are loosely joined, but not integrated, inventory systems for 
stores, distribution centres and tracking, says Stephen Leng, retail merchandising and 
supply director for IBM Global Business Services. “This is combined with inaccurate 
forecasting, poor promotional planning and little visibility on what is happening up and 
down the supply chain.”

The situation has been exacerbated in recent years, by the “tsunami” of ecommerce, says 
Jonathan Bellwood, founder of PeopleVox, a retail inventory software company. Ideally, 
customers should be able to identify what they want on a website and swiftly take deliv-
ery, or collect it, at a convenient location. “I might want to buy a Ted Baker shirt in the 
evening and pick it up on the way into the office next day,” says Mr Bellwood. To enable 
this, retailers need an integrated view of all products spanning stores, warehouses and 
goods in transit. They also need to know what has been returned by customers – up to 50 
per cent for some internet shopping sites. Most inventory systems are not up to the task, 
Mr Bellwood says.

The result is frustration for customers when they visit shops that lack items they have 
seen online, or websites unable to specify which retail outlets have an item in stock. 
Helen Slaven, vice-president of Torex, a retail consultancy and technology provider, 
agrees that retailers lack visibility of stock across multiple channels. “Sometimes they 
are discounting in one channel while out of stock in another,” she says.

Creating a unified database meant having to be “extremely brutal,” she says. “Retailers 
had to rip out existing systems and put in expensive upgrades, or lots of manual controls, 
both of which affect margins.”

Source: Extracts from Bird, J., Inventory control in retail, ft.com, 13 February 2012.

real World 16.5

The level of inventories when a new order of 1,200 units is received, immediately fol-
lowing the minimum supply lead time and minimum daily usage during the lead time, is 
1,854 units (that is, 1,200 + 750 - (8 * 12)). This represents the maximum inventories 
holding for the business.

Levels of control

Deciding on the appropriate level of inventories control to adopt requires a careful 
weighing of costs and benefits. This may lead to the implementation of different levels 
of control according to the nature of the inventories held. The aBC system of inventor-
ies control is based on the idea of selective levels of control.

For example, a particular business may find it possible to divide its inventories into 
three broad categories: A, B and C. Each category will be based on the value of inventor-
ies held, as is illustrated in Example 16.1.
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Categorising inventories, in the way illustrated in Example 16.1, helps to direct man-
agement effort to the most important areas. It also helps to ensure that the costs of con-
trolling inventories are proportionate to their value.

Figure 16.3 provides a graphical depiction of the ABC approach to inventories control.

Alascan Products plc makes door handles and door fittings. It makes them in brass, 
in steel and in plastic. The business finds that brass fittings account for 10 per cent 
of the physical volume of the finished inventories that it holds, but these represent 
65 per cent of the total value. These are treated as Category A inventories. There are 
sophisticated recording procedures, tight control is exerted over inventories move-
ments and there is a high level of security where the brass inventories are stored. 
This is economically viable because these inventories represent a relatively small 
proportion of the total volume.

The business finds that steel fittings account for 30 per cent of the total volume 
of finished inventories and represent 25 per cent of the total value. These are 
treated as Category B inventories, with a lower level of recording and management 
control being applied.

The remaining 60 per cent of the volume of inventories is plastic fittings, which 
represent the least valuable items, that account for only 10 per cent of the total 
value of finished inventories held. These are treated as Category C inventories, so 
the level of recording and management control would be lower still. Applying to 
these inventories, the level of control that is applied to Category A or even Category 
B inventories would be uneconomic.

example 16.1

Category a contains inventories that, though relatively few in quantity, account for a large propor-
tion of the total value. Category B inventories consists of those items that are less valuable, but 
more numerous. Category C comprises those inventories items that are very numerous, but rela-
tively low in value. Different inventories control rules would be applied to each category. for exam-
ple, only Category a inventories would attract the more expensive and sophisticated controls.

aBC method of analysing and controlling inventoriesFigure 16.3
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Inventories management models

economic order quantity
Decision models may be used to help manage inventories. The economic order quantity 
(eOQ) model is concerned with determining the quantity of a particular inventories item 
that should be ordered each time. In its simplest form, the EOQ model assumes that 
demand is constant. This implies that inventories will be depleted evenly over time to be 
replenished just at the point that they run out. These assumptions would lead to a ‘saw-
tooth’ pattern to represent inventories’ movements, as shown in Figure 16.4.

here we assume that there is a constant rate of usage of the inventories item and that inventories 
are reduced to zero just as new inventories arrive. at time 0 there is a full level of inventories. 
This is steadily used as time passes; and just as it falls to zero it is replaced. This pattern is then 
repeated.

patterns of inventories movements over timeFigure 16.4

The EOQ model recognises that the key costs associated with inventories manage-
ment are the cost of holding the inventories and the cost of ordering them. The cost of 
holding inventories can be substantial. Management may, therefore, try to minimise the 
average amount of inventories held and with it, the holding cost. It will, however, 
increase the number of orders placed during the period and so ordering costs will rise. 
The EOQ model seeks to calculate the optimum size of a purchase order that will balance 
both of these cost elements.

Figure 16.5 shows how, as the level of inventories and the size of inventories orders 
increase, the annual costs of placing orders will decrease because fewer orders will be 
placed. However, the cost of holding inventories will increase, as there will be higher 
average inventories levels. The total costs curve, which is based on the sum of holding 
costs and ordering costs, will fall until the point E, which represents the minimum total 
cost. Thereafter, total costs begin to rise. The EOQ model seeks to identify point E, at 
which total costs are minimised. This will represent half of the optimum amount that 
should be ordered on each occasion. Assuming, as we are doing, that inventories are used 
evenly over time and that they fall to zero before being replaced, the average inventories 
level equals half of the order size.
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The EOQ model, which can be used to derive the most economic order quantity, is:

EOQ = A2DC
H

where: D = the annual demand for the inventories item (expressed in units of the  
 inventories item);

 C = the cost of placing an order;
 H = the cost of holding one unit of the inventories item for one year.

low inventories levels imply frequent reordering and high annual ordering costs. low inventor-
ies levels also imply relatively low inventories holding costs. high inventories levels imply 
exactly the opposite. There is, in theory, an optimum order size that will lead to the sum of 
ordering and holding costs (total costs) being at a minimum.

Inventories holding and order costsFigure 16.5

HLA Ltd sells 2,000 bags of cement each year. It has been estimated that the cost of 
holding one bag of cement for a year is £4. The cost of placing an order for new inven-
tories is estimated at £250.

Calculate the EOQ for bags of cement.

Your answer to this activity should be as follows:

EoQ = A2 * 2,000 * 250
4

= 500 bags

This will mean that the business will have to order bags of cement four times each year (that 
is 2,000/500) in batches of 500 bags so that sales demand can be met.

activity 16.7
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Note that the cost of inventories, which is the price paid to the supplier, does not 
directly affect the EOQ model. The model is concerned only with the administrative 
costs of placing and handling each order and the costs of holding the inventories. How-
ever, more expensive inventories items tend to have greater holding costs. This may be 
because an ABC system of inventories control is in place or because they tie up more 
finance than less expensive inventories, or both. The cost of inventories may, therefore, 
have an indirect influence on the economic order size that is calculated.

The basic EOQ model has a number of limiting assumptions. In particular, it assumes that:

●	 demand for an inventories item can be predicted with accuracy;
●	 demand is constant over the period and does not fluctuate through seasonality or for 

other reasons;
●	 no ‘buffer’ inventories are required; and
●	 there are no discounts for bulk purchasing.

The model can be modified, however, to overcome each of these limiting assump-
tions. Many businesses use this model (or a development of it) to help in the manage-
ment of inventories.

Petrov plc sells 10,000 tonnes of sand each year and demand is constant over time. 
The purchase cost of each tonne is £15 and the cost of placing and handling an order 
is estimated to be £32. The cost of holding one tonne of sand for one year is estimated 
to be £4. The business uses the EOQ model to determine the appropriate order quantity 
and holds no buffer inventories.

Calculate the total annual cost of trading in this product.

The total annual cost will be made up of three elements:

●	 the cost of purchases;
●	 the cost of ordering; and
●	 the cost of holding this item in inventories.

The annual cost of purchases is 10,000 * £15 = £150,000
The annual cost of ordering is calculated as follows:

The EoQ is:

EoQ = A2 * 10,000 * 32
4

= 400 tonnes

This will mean that 10,000/400 = 25 orders will be placed each year. The annual cost of 
ordering is therefore 25 * £32 = £800

The annual cost of holding inventories is calculated as follows:

The average quantity of inventories held will be half the optimum order size, as men-
tioned earlier. That is, 400/2 = 200 tonnes

The annual holding cost is, therefore 200 * £4 = £800
The total annual cost of trading in this product is therefore:

£150,000 + £800 + £800 = £151,600*

*note that the annual ordering cost and annual holding cost are the same. This is no coincidence. 
if we look back at figure 16.5 we can see that the economic order quantity represents the point at 
which total costs are minimised. at this point, annual order costs and annual holding costs are equal.

activity 16.8
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Materials requirement planning systems
A materials requirement planning (Mrp) system takes planned sales demand as its starting 
point. It then uses a computer package to help schedule the timing of deliveries of bought-
in parts and materials to coincide with production requirements. It is a coordinated 
approach that links materials and parts deliveries to the scheduled time of their input to the 
production process. By ordering only those items that are necessary to ensure the flow of 
production, inventories levels are likely to be reduced. MRP is really a ‘top-down’ approach 
to inventories management, which recognises that inventories ordering decisions cannot 
be viewed as being independent of production decisions. The MRP approach can be 
extended to provide a fully integrated approach to production planning. This involves tak-
ing account of other manufacturing resources such as labour and machine capacity.

Just-in-time inventories management
In recent years, many businesses have tried to eliminate the need to hold inventories by 
adopting just-in-time (JIt) inventories management. This approach was originally used 
in the US defence industry during the Second World War, but was first used on a wide 
scale by Japanese manufacturing businesses. The essence of JIT is, as the name suggests, 
to have supplies delivered to the business just in time for them to be used in the produc-
tion process or in a sale. By adopting this approach, the inventories holding cost rests 
with suppliers rather than with the business itself. A failure by a particular supplier to 
deliver on time, however, could cause enormous problems and costs to the business. 
Thus JIT may save cost, but it tends to increase risk.

For JIT to be successful, there needs to be a close relationship between a business and 
its suppliers. It is important that a business informs suppliers of its inventories require-
ments in advance so that suppliers can schedule their own production to that of the 
business. Suppliers must then deliver materials of the right quality at the agreed times. 
Any delivery failures could lead to a dislocation of production and could be very costly. 
Successful JIT tends to require that suppliers are geographically near to the business. This 
close working relationship should result in a net saving, between supplier and business, 
in the amount of inventories that need to be held.

Adopting JIT may well require re-engineering a business’s production process. To 
ensure that orders are quickly fulfilled, factory production must be flexible and respon-
sive. This may require changes to both the production layout and to working practices. 
Production flows may have to be redesigned and employees may have to be given greater 
responsibility and allow them to deal with unanticipated problems and encourage 
greater commitment. Information systems must also be installed that facilitate an unin-
terrupted production flow.

Although a business that applies JIT will not have to hold inventories, there may be 
other costs associated with this approach. For example, the close relationship necessary 
between the business and its suppliers may prevent the business from taking advantage 
of cheaper sources of supply that become available. Furthermore, suppliers may need to 
hold inventories for the customer and so may try to recoup this additional cost through 
increased prices. The close relationship between customer and supplier, however, should 
enable the supplier to predict its customers’ inventories needs. This means that suppliers 
can tailor their own production to that of the customer.

JIT is widely viewed as more than simply an inventories control system. The philoso-
phy underpinning this approach is that of total quality management. This is concerned 
with eliminating waste and striving for excellence. There is an expectation that suppliers 
will always deliver inventories on time and that there will be no defects in the items sup-
plied. There is also an expectation that, for manufacturers, the production process will 
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operate at maximum effi  ciency. This means that there will be no production break-
downs and the queuing and storage times of products manufactured will be eliminated, 
as only time spent directly on processing the products is seen as adding value. While 
these expectations may be impossible to achieve, they can help to create a culture that is 
dedicated to the pursuit of excellence and quality. 

   real Worlds    16.6     and     16.7     show how two very well-known businesses operating in 
the UK (one a retailer, the other a manufacturer) use JIT to advantage.      

 JIT at Nissan 
 Nissan Motors UK limited, the UK manufacturing arm of the world famous Japanese car 
business has a plant in Sunderland in the north east of England. Here it operates a fairly 
well-developed JIT system. For example, Calsonic Kansei supplies car exhausts from a 
factory close to the Nissan plant. It makes deliveries to Nissan once every 30 minutes on 
average, so as to arrive exactly as they are needed in production. This is fairly typical of 
all of the 200 suppliers of components and materials to the Nissan plant. 

 The business used to have a complete JIT system. More recently, however, Nissan has 
drawn back from its total adherence to JIT. By using only local suppliers it had cut itself 
off from the opportunity to exploit low-cost suppliers, particularly those located in China. 
A change in policy has led the business to hold buffer inventories for certain items to 
guard against disruption of supply arising from sourcing parts from the Far East. 

  Source:  Information taken from: Tighe, C., Nissan reviews just-in-time parts policy,  Financial Times,  
23 October 2006 and Ludwig, C, Local logistics and Engineering partnership at Nissan Europe, 
Automotive Logistics, 5 February 2014. 

 real World 16.7 

 JiT at Boots 
 Boots, the Uk’s largest healthcare retailer, has improved inventories management at its 
stores. The business is working towards a JiT system where delivery from its one central 
warehouse in nottingham will be made every day to each retail branch, with nearly all of 
the inventories lines being placed directly on to the sales shelves, not into a store room at 
the branch. This is expected to bring major savings of stores staff time and lead to signifi-
cantly lower levels of inventories being held, without any lessening of the service offered 
to customers. in fact, the need to hold little or no inventories in the stores, except on the 
shelves, liberates more space that can be used for selling. The new system has led to 
major economic benefits for the business. 

  Source:  information taken from ‘Boots    £60 million    warehouse will improve supply chain’,  www.thisisnottingham.co.uk , 22 January 2009 
and ‘alliance Boots shortlisted for responsible business of the year 2012’, Business in the community,  www.bitc.org.uk , 29 May 2012. 

 real World 16.6 

  Managing trade receivables 

 Selling goods or services on credit will result in costs being incurred by a business. These 
costs include the costs of credit administration, of bad debts and of opportunities for-
gone to use the funds for other purposes. However, these costs must be weighed against 

Managing trade receivables 
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the benefits of increased sales revenue resulting from the opportunity for customers to 
delay payment.

Selling on credit is very widespread and is the norm outside the retail industry. When 
a business offers to sell its goods or services on credit, it must have clear policies 
concerning:

●	 which customers should receive credit;
●	 how much credit should be offered;
●	 what length of credit it is prepared to offer;
●	 whether discounts will be offered for prompt payment;
●	 what collection policies should be adopted; and
●	 how the risk of non-payment can be reduced.

In this section, we shall consider each of these issues.

Which customers should receive credit and how much should 
they be offered?

A business offering credit runs the risk of not receiving payment for goods or services 
supplied. Care must therefore be taken over the type of customer to whom credit 
facilities are offered and how much credit is allowed. When considering a proposal 
from a customer for the supply of goods or services on credit, a business should take a 
number of factors into account. The following five Cs of credit provide a useful 
checklist.

●	 Capital. The customer must appear to be financially sound before any credit is 
extended. Where the customer is a business, its financial statements should be exam-
ined. Particular regard should be given to the customer’s likely future profitability and 
liquidity. In addition, any major financial commitments (such as outstanding bor-
rowings, capital expenditure commitments and contracts with suppliers) should be 
taken into account.

●	 Capacity. The customer must appear to have the capacity to pay for the goods acquired 
on credit. The payment record of the customer to date should be examined to provide 
important clues. To help further assess capacity, the type of business and the amount 
of credit required in relation to the customer’s total financial resources should be 
taken into account.

●	 Collateral. On occasions, it may be necessary to ask for some kind of security for goods 
supplied on credit. When this occurs, the business must be convinced that the cus-
tomer is able to offer a satisfactory form of security.

●	 Conditions. The state of the industry in which the customer operates, as well as the 
general economic conditions of the particular region or country, should be consid-
ered. The sensitivity of the customer’s business to changes in economic conditions 
can also have an important influence on the ability of the customer to pay on 
time.

●	 Character. It is important to make some assessment of the customer’s character. The 
willingness to pay will depend on the honesty and integrity of the individual with 
whom the business is dealing. Where the customer is a business, this will mean assess-
ing the characters of its senior managers as well as their reputation within the indus-
try. The selling business must feel confident that the customer will make every effort 
to pay any amounts owing.
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To help assess the above factors, various sources of information are available. They 
include:

●	 Trade references. Some businesses ask potential customers to provide references from 
other suppliers that have extended credit to them. This can be extremely useful where 
the references provided are truly representative of the opinions of all the customer’s sup-
pliers. There is a danger that a potential customer will be selective when giving details of 
other suppliers, in an attempt to create a more favourable impression than is deserved.

●	 Bank references. It is possible to ask the potential customer for a bank reference. 
Although banks are usually prepared to supply references, their contents are not 
always very informative. The bank will usually charge a fee for providing a reference.

●	 Published financial statements. A limited company is obliged by law to file a copy of its 
annual financial statements with the Registrar of Companies. These are available for 
public inspection and can provide a useful insight to performance and financial posi-
tion. Many companies also publish their annual financial statements on their web-
sites or on computer-based information systems.

●	 The customer. Interviews with the directors of the customer business and visits to its 
premises may be carried out to gain an impression of the way that the customer con-
ducts its business. Where a significant amount of credit is required, the business may 
ask the customer for access to internal budgets and other unpublished financial infor-
mation to help assess the level of risk involved.

●	 Credit agencies. Specialist agencies exist to provide information that can be used to 
assess the creditworthiness of a potential customer. The information that a credit 
agency supplies may be gleaned from various sources, including the financial state-
ments of the customer and news items relating to the customer from both published 
and unpublished sources. The credit agencies may also provide a credit rating for the 
business. Agencies will charge a fee for their services.

●	 Register of County Court Judgments. Any money judgments given against the business 
or an individual in a county court will be maintained on the register for six years. This 
register is available for inspection by any member of the public for a small fee.

●	 Other suppliers. Similar businesses will often be prepared to exchange information 
concerning slow payers or defaulting customers through an industry credit circle. This 
can be a reliable and relatively cheap way of obtaining information.

It was mentioned above that, although banks are usually prepared to supply references, 
their contents are not always very informative. Why might this be the case?

if a bank customer is in financial difficulties, the bank may be unwilling to add to its problems 
by supplying a poor reference. it is worth remembering that the bank’s loyalty is likely to be 
with its customer rather than the enquirer.

activity 16.9

Once a customer is considered creditworthy, credit limits for the customer should be 
established. When doing so, the business must take account of its own financial 
resources and risk appetite. Unfortunately, there are no theories or models to guide a 
business when deciding on the appropriate credit limit to adopt; it is really a matter of 
judgement. Some businesses adopt simple ‘rule of thumb’ methods based on the amount 
of sales made to the customer (say, twice the monthly sales figure for the customer) or 
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the maximum the business is prepared to be owed (say, a maximum of 20 per cent of its 
working capital) by all of its customers.

Length of credit period

A business must determine what credit terms it is prepared to offer its customers. The 
length of credit offered to customers can vary significantly between businesses. It may be 
influenced by such factors as:

●	 the typical credit terms operating within the industry;
●	 the degree of competition within the industry;
●	 the bargaining power of particular customers;
●	 the risk of non-payment;
●	 the capacity of the business to offer credit; and
●	 the marketing strategy of the business.

A word of explanation may be helpful with this last point. If, for example, a business 
wishes to increase its market share, it may decide to be more generous in its credit policy 
in an attempt to stimulate sales. Potential customers may be attracted by the offer of a 
longer credit period. However, any such change in policy must take account of the likely 
costs and benefits arising.

To illustrate this point, consider Example 16.2.

Torrance Ltd produces a new type of golf putter. The business sells the putter to 
wholesalers and retailers and has an annual sales revenue of £600,000. The follow-
ing data relate to each putter produced:

£
Selling price 40
variable cost (20)
fixed cost apportionment  (6)
profit  14

The business’s cost of capital is estimated at 10 per cent a year.
Torrance Ltd wishes to expand the sales volume of the new putter. It believes 

that offering a longer credit period can achieve this. The business’s average trade 
receivables settlement period is currently 30 days. It is considering three options in 
an attempt to increase sales revenue. These are as follows:

Option

1 2 3

increase in average settlement period (days) 10 20 30
increase in sales revenue (£) 30,000 45,000 50,000

To help the business to decide on the best option, the benefits of the various 
options should be weighed against their respective costs. Benefits will be repre-
sented by the increase in profit from the sale of additional putters. From the infor-
mation supplied we can see that the contribution to profit (that is, selling price 

example 16.2
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(£40) less variable costs (£20)) is £20 a putter. This represents 50 per cent of the 
selling price. So, whatever increase occurs in sales revenue, the additional contribu-
tion to profit will be half of that figure. The fixed cost can be ignored in our calcula-
tions, as it will remain the same whichever option is chosen.

The increase in contribution under each option will therefore be:

Option

1 2 3

50% of the increase in sales revenue (£) 15,000 22,500 25,000

The increase in trade receivables under each option will be as follows:

Option

1 2 3

£ £ £

projected level of trade receivables:
 40 * £630,000/365 (note 1) 69,041
 50 * £645,000/365 88,356
 60 * £650,000/365 106,849
Current level of trade receivables:
 30 * £600,000/365 (49,315) (49,315) (49,315)
Increase in trade receivables 19,726 39,041 57,534

The increase in receivables that results from each option will mean an additional 
finance cost to the business.

The net increase in the business’s profit arising from the projected change is:

Option

1 2 3

£ £ £

increase in contribution (see above) 15,000 22,500 25,000
increase in finance cost (note 2)  (1,973)  (3,904) (5,753)
Net increase in profits 13,027 18,596 19,247

The calculations show that Option 3 will be the most profitable one.

notes:
1 if the annual sales revenue totals £630,000 and 40 days’ credit is allowed (both of which will 

apply under option 1), the average amount that will be owed to the business by its customers, 
at any point during the year, will be the daily sales revenue (that is, £630,000/365) multiplied by 
the number of days that the customers take to pay (that is 40). Exactly the same logic applies to 
options 2 and 3 and to the current level of trade receivables.

2 The increase in the finance cost for option 1 will be the increase in trade receivables 
(£19,726) * 10 per cent. The equivalent figures for the other options are derived in a  
similar way.
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Example 16.2 illustrates the broad approach that a business should take when assess-
ing changes in credit terms. However, by extending the length of credit, other costs may 
be incurred. These may include bad debts and additional collections costs, which should 
also be taken into account in the calculations.

real World 16.8 shows how the length of credit taken varies greatly from one well-
known UK business to the next.

Credit where it’s due
The following are the lengths of time taken, on average, for each business to pay its credit 
suppliers (trade payables).

Days taken

British Sky Broadcasting plc (brodcasting) fewer than 45
British Telecommunications group plc (telecommunications) 60
greene king plc (brewer, hotels and pubs) 59
J D Wetherspoon (pubs) 55
kingfisher plc (DiY retail) 45
Marks and Spencer group plc (retail) 24
next plc (retail) 27
Severn Trent plc (water) 18
Tate and lyle plc (sugar) 48
W h Smith plc (retail) 59
Wm Morrison Supermarkets plc (supermarket) 30

it is striking how much the days taken to pay suppliers vary from one business to another. 
industry differences do not seem to explain this. W h Smith takes over twice as long to 
pay as next and Marks and Spencer.

Source: Based on information in the financial statements of the businesses concerned for the financial year ended during 2013.

real World 16.8

an alternative approach to evaluating the credit decision
It is possible to view the credit decision as a capital investment decision. Granting trade 
credit involves an opportunity outlay of resources in the form of cash (which has been 
temporarily forgone) in the expectation that future cash flows will be increased (through 
higher sales) as a result. A business will usually have choices concerning the level of 
investment to be made in credit sales and the period over which credit is granted. These 
choices will result in different returns and different levels of risk. There is no reason in 
principle why the NPV investment appraisal method, which we considered in Chap-
ter 14, should not be used to evaluate these choices. The NPV method takes into account 
both the time value of money and the level of risk involved.

Approaching the problem as an NPV assessment is not different in principle from the 
way that we dealt with the decision in Example 16.2. In both approaches the time value 
of money is considered, but in Example 16.2 we did it by charging a financing cost on 
the outstanding trade receivables.
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Cash discounts

To encourage prompt payment from its credit customers, a business may offer a cash 
discount (or discount for prompt payment). The size of any discount will be an import-
ant influence on whether a customer decides to pay promptly.

From the business’s viewpoint, the cost of offering discounts must be weighed against 
the likely benefits in the form of a reduction both in the cost of financing trade receiv-
ables and in the amount of bad debts. Example 16.3 shows how this may be done.

Williams Wholesalers Ltd currently asks its credit customers to pay by the end of 
the month after the month of delivery. In practice, customers take rather longer to 
pay; on average 70 days. Sales revenue amounts to £4 million a year and bad debts 
to £20,000 a year.

It is planned to offer customers a cash discount of 2 per cent for payment within 
30 days. Williams estimates that 50 per cent of customers will accept this facility 
but that the remaining customers, who tend to be slow payers, will not pay until 80 
days after the sale. At present the business has an overdraft facility at an interest rate 
of 13 per cent a year. If the plan goes ahead, bad debts will be reduced to £10,000 a 
year and there will be savings in credit administration expenses of £6,000 a year.

Should the new credit terms be offered to customers?

Solution
The first step is to determine the reduction in trade receivables arising from the new 
policy.

£ £

Existing level of trade receivables (£4m * 70/365) 767,123
new level of trade receivables: (£2m * 80/365) 438,356

(£2m * 30/365) 164,384 (602,740)
reduction in trade receivables 164,383

The costs and benefits of offering the discount can be set out as follows:

Cost and benefits of policy £
Cost of discount (£2m * 2%) 40,000
Less
interest saved on the reduction in trade  

receivables (£164,383* * 13%) 21,370
administration cost saving 6,000
Bad debts saved (20,000 - 10,000) 10,000 (37,370)
net cost of policy  2,630

These calculations show that the business will be worse off by offering the new 
credit terms.

* it could be argued that the interest should be based on the amount expected to be received; that 
is the value of the trade receivables after taking account of the discount. however, basing it on the 
expected receipt figure would not, in this case, alter the conclusion that the business should not 
offer the new credit terms.

example 16.3
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Debt factoring and invoice discounting

Trade receivables can, in effect, be turned into cash by either factoring them or having 
sales invoices discounted. Both are forms of asset-based finance, which involves a finan-
cial institution providing a business with an advance up to 80 per cent of the value of the 
trade receivables outstanding. These methods, which seem to be fairly popular approaches 
to managing receivables, were discussed in Chapter 15.

Credit insurance

It is often possible for a supplier to insure its entire trade receivables, individual customer 
accounts or the outstanding balance relating to a particular transaction.

Collection policies

A business offering credit must ensure that receivables are collected as quickly as possible 
so that non-payment risk is minimised and operating cash flows are maximised. Various 
steps can be taken to achieve this, including the following:

Develop customer relationships
For major customers it is often useful to cultivate a relationship with the key staff respon-
sible for paying sales invoices. By so doing, the chances of prompt payment may be 
increased. For less important customers, the business should at least identify the key 
members of staff responsible for paying invoices, who can be contacted in the event of a 
payment problem.

publicise credit terms
The credit terms of the business should be made clear in all relevant correspondence, 
such as order acknowledgements, invoices and statements. In early negotiations with 
the prospective customer, credit terms should be openly discussed and an agreement 
reached.

Issue invoices promptly
An efficient collection policy requires an efficient accounting system. Invoices (bills) 
must be sent out promptly to customers, as must monthly statements. Reminders must 

In practice, there is always the danger that a customer may be slow to pay and yet may 
still take the discount offered. Where the customer is important to the business, it may 
be difficult to insist on full payment. How might a business overcome this problem?

instead of allowing customers to deduct a discount, those who pay promptly can be 
rewarded separately, say on a three-monthly basis. The reward could be a cash payment to 
the customer or, perhaps, a credit note. The value of the reward would be equal to the cash 
discounts earned by each customer during the three months.

activity 16.10
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also be despatched promptly to customers who are late in paying. If a customer fails to 
respond to a reminder, the accounting system should alert managers so that a stop can 
be placed on further deliveries.

Monitor outstanding receivables
Management can monitor the effectiveness of collection policies in a number of ways. 
One method is to calculate the average settlement period for trade receivables ratio. This 
ratio is calculated as follows:

Average settlement period for trade receivables =
Average trade receivables

Credit sales
* 365

Although this ratio can be useful, it is important to remember that it produces an aver-
age figure for the number of days for which debts are outstanding. This average may be 
badly distorted by a few large customers who are very slow, or very fast, payers.

produce an ageing schedule of trade receivables
A more detailed and informative approach to monitoring receivables may be to produce 
an ageing schedule of trade receivables. Receivables are divided into categories accord-
ing to the length of time they have been outstanding. An ageing schedule can be pro-
duced, on a regular basis, to help managers see the pattern of outstanding receivables. An 
example of an ageing schedule is set out in Example 16.4.

ageing schedule of trade receivables at 31 December

Customer Days outstanding Total

1 to  
30 days

31 to  
60 days

61 to  
90 days

More than  
90 days

£ £ £ £ £

a ltd 12,000 13,000 14,000 18,000 57,000
B ltd 20,000 10,000 – – 30,000
C ltd – 24,000 – – 24,000
Total 32,000 47,000 14,000 18,000 111,000

This shows a business’s trade receivables figure at 31 December, which totals 
£111,000. Each customer’s balance is analysed according to how long the amount has 
been outstanding. (This business has just three credit customers.) To help focus man-
agement attention, accounts may be listed in order of size, with the largest debts first.

We can see from the schedule,for example, that A Ltd still has £14,000 outstanding 
for between 61 and 90 days (that is, arising from sales during October) and £18,000 
outstanding for more than 90 days (that is, arising from sales during September or 
even before). This information can be very useful for credit control purposes.

Many accounting software packages now include this ageing schedule as one of 
the routine reports available to managers. Such packages often have the facility to 
put customers ‘on hold’ when they reach their credit limits. Putting a customer on 
hold means that no further credit sales will be made until amounts owing from past 
sales have been settled.

example 16.4
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Many businesses use ageing summaries to assess the effectiveness of their receivables 
collection processes. Increasingly some of these businesses show the end-of-reporting 
period summary in their annual report. real World  16.9 is an extract from the annual 
report of Next plc, the high-street and mail-order fashion and household goods business.

Who’s going to pay next?
ageing of customer and other trade receivables:

£m
not past due 687.2
0 to 30 days past due 46.4
30 to 60 days past due 10.4
60 to 90 days past due 3.8
90 to 120 days past due 2.8
over 120 days past due 55.6
otherwise impaired 21.8
Total customer and other trade receivables 828.0

next plc finds that the default rate runs at about 1 per cent of its annual credit sales.

Source: next plc, annual report, 2014, p. 93.

real World 16.9

Identify the pattern of receipts
A slightly different approach to exercising control over receivables is to identify the pat-
tern of receipts from credit sales on a monthly basis. This involves monitoring the per-
centage of credit sales that are paid in the month of sale and the percentage that is paid 
in subsequent months. To do this, credit sales for each month must be examined separ-
ately. Example 16.5 illustrates this.

A business made credit sales of £250,000 in June. It received 30 per cent of that 
amount during June, 40 per cent during July, 20 per cent during August and 10 per 
cent during September. The pattern of credit sales receipts and amounts owing is:

pattern of credit sales receipts

Receipts from June 
credit sales

Amount 
received

Amount outstanding from 
June sales at month end

Amount 
outstanding

£ % £ %

June 75,000 30 175,000 70
July 100,000 40 75,000 30
august 50,000 20 25,000 10
September 25,000 10 0  0

example 16.5
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This information can be used as a basis for control. Budgets may be established for the 
pattern of cash received from credit sales. The actual pattern can then be compared with 
the budget pattern of receipts to see whether there is any significant deviation (see Fig-
ure 16.6). Where this is the case, managers should consider corrective action.

it can be seen that 30 per cent of the sales revenue for June is received in that month; the 
remainder is received in the following three months. The expected (budgeted) pattern of cash 
receipts for June sales, which has been assumed, is also depicted. By comparing the actual 
and expected pattern of receipts, it is possible to see whether credit sales are being properly 
controlled and to decide whether corrective action is required.

Comparison of actual and expected (budgeted) receipts over 
time for example 16.5Figure 16.6

answer queries quickly
It is important for relevant staff to deal with customer queries on goods and services sup-
plied quickly and efficiently. Payment is unlikely to be made by customers until their 
queries have been dealt with.

Deal with slow payers
A business making significant sales on credit will, almost inevitably, be faced with cus-
tomers who do not pay. When this occurs, there should be established procedures for 
dealing with the problem. There should be a timetable for sending out reminders and for 
adding customers to a ‘stop list’ for future supplies. The timetable may also specify the 
point at which the unpaid amount is passed to a collection agency for recovery. These 
agencies often work on a ‘no collection – no fee’ basis. Charges for their services vary but 
can be up to 15 per cent of the amounts collected.

Legal action may also be considered against delinquent credit customers. The cost of 
such action, however, must be weighed against likely returns. There is little point, for 
example, in incurring large legal expenses to try to recoup amounts owing if there is 
evidence that the customer has no money. Where possible, an estimate of the cost of bad 
debts should be taken into account when setting prices for products or services.
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 As a footnote to our consideration of managing receivables,   real World   16.10     outlines 
some of the excuses that long-suff ering credit managers must listen to when chasing 
payment for outstanding debts.   

 it’s in the post 
 The atradius group provides trade credit insurance and trade receivables collections 
 services worldwide. it has a presence in 40 countries. its products and services aim to 
reduce its customers’ exposure to buyers who cannot pay for the products and services 
customers purchase. in a press release atradius stated: 

  although it happens rarely, some debtors (credit customers) still manage to surprise even us. 
These excuses have actually been used by credit customers: 
   ●	   it’s not a valid debt as my vindictive ex-wife ran off  with the company credit card.  
  ●	   i just got back from my luxury holiday, it cost more than i thought so i no longer have the 

funds to pay.  
  ●	   i wanted to pay but all the invoices were in my briefcase, which was stolen on the street.  
  ●	   My wife has been kidnapped and i need the money to get her back.    

  Source:   www.atradius.us/news/press-releases , 13 august 2008. 

 real World 16.10 

  reducing the risk of non-payment 
 Effi  cient collection policies are important in reducing the risk of non-payment. There 
are, however, other ways in which a business can reduce this type of risk. Possibilities 
include: 

   ●	   requiring customers to pay part of their sale value in advance of the goods being sent; and  
  ●	   agreeing to off set amounts owed for the purchase of goods against amounts due for 

goods supplied to the same business; and  
  ●	   requiring a third-party guarantee from a fi nancially sound business such as a bank or 

parent company; and  
  ●	   making it a condition of sale that the legal title to the goods is not passed to the cus-

tomer until the goods are paid for; and  
  ●	   taking out insurance to cover the cost of any legal expenses incurred in recovering the 

amount owed. (Some customers may refuse to pay if they feel the business does not 
have the resources to pursue the debt through the courts.)      

  Managing cash 

  Why hold cash? 

 Most businesses hold a certain amount of cash. There are broadly three reasons why they 
do so.   

  Managing cash 
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how much cash should be held?

The amount of cash held tends to vary considerably between businesses. The decision 
as to how much cash a business should hold is a difficult one. Various factors can influence 
the final decision.

Can you think what these reasons may be?

The three reasons are:

1 To meet day-to-day commitments. a business needs a certain amount of cash to pay 
for wages, overhead expenses, goods purchased and so on, when they fall due. Cash 
has been described as the lifeblood of a business. Unless it circulates through the busi-
ness and is available to meet maturing obligations, the survival of the business will be 
put at risk. Simply being profitable is not enough to ensure survival.

2 For precautionary purposes. if future cash flows are uncertain, it would be prudent to 
hold a balance of cash. for example, a major customer that owes a large sum to the 
business may be in financial difficulties. This could lead to an expected large receipt 
not arriving. By holding cash, the business could still retain its capacity to meet its 
obligations. Similarly, if there is some uncertainty concerning future outlays, a cash bal-
ance will be needed.

3 To exploit opportunities. a business may decide to hold cash to put itself in a position to 
exploit profitable opportunities as and when they arise. for example, it may enable the 
acquisition of a competitor business that suddenly becomes available at an attractive price.

activity 16.11

Try to think of four possible factors that might influence the amount of cash that a par-
ticular business holds.

You may have thought of the following:

●	 The nature of the business. Some businesses, such as utilities (for example, water, electricity 
and gas suppliers), have cash flows that are both predictable and reasonably certain. This 
will enable them to hold lower cash balances. for some businesses, cash balances may 
vary greatly according to the time of year. a seasonal business may accumulate cash during 
the high season to enable it to meet commitments during the low season.

●	 The opportunity cost of holding cash. Where there are profitable opportunities in which 
to invest, either within or outside the business, it may not be economically prudent to 
hold a large cash balance.

●	 The level of inflation. holding cash during a period of rising prices will lead to a loss of 
purchasing power. The higher the level of inflation, the greater will be this loss.

●	 The availability of near-liquid assets. if a business has marketable securities or invento-
ries that may easily be liquidated, a high cash balance may not be necessary.

●	 The availability of borrowing. if a business can borrow easily (and quickly) – for example, 
through a bank overdraft – there may be less need to hold cash.

●	 The cost of borrowing. When interest rates are high, the option of borrowing becomes 
less attractive.

activity 16.12

➔
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Controlling the cash balance

Several models have been developed to help control the cash balance of the business. 
One such model proposes the use of upper and lower control limits for cash balances and 
the use of a target cash balance. The model assumes that the business will invest in mar-
ketable investments that can easily be liquidated. These investments will be purchased 
or sold, as necessary, in order to keep the cash balance within the control limits.

The model proposes two upper and two lower control limits (see Figure 16.7). If the 
business exceeds either of the outer limits, the managers must decide whether the cash 
balance is likely to return to a point within the inner control limits set, over the next few 
days. If this seems likely, then no action is required. If, on the other hand, it does not 
seem likely, managers should change the cash position by either buying or selling mar-
ketable investments.

activity 16.12 continued

●	 Economic conditions. When the economy is in recession, businesses may prefer to 
hold cash so that they can be well placed to invest when the economy improves. in 
addition, during a recession, businesses may experience difficulties in collecting trade 
receivables. They may, therefore, prefer to hold higher cash balances than usual in 
order to meet commitments.

●	 Relationships with suppliers. Too little cash may hinder the ability of the business to pay 
suppliers promptly. This can lead to a loss of goodwill. it may also lead to discounts 
being forgone.

Management sets the upper and lower limits for the business’s cash balance. When the balance 
goes beyond either of these limits, unless it is clear that the balance will return fairly quickly to 
within the limit, action will need to be taken. if the upper limit is breached, some cash will be 
placed on deposit or used to buy some marketable securities. if the lower limit is breached, the 
business will need to borrow some cash or sell some securities.

Controlling the cash balanceFigure 16.7
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In Figure 16.7 we can see that the lower outer control limit has been breached for four 
days. If a four-day period is unacceptable, managers should sell marketable investments 
to replenish the cash balance.

The model relies heavily on management judgement to determine where the control 
limits are set and the length of the period within which breaches of the control limits are 
acceptable. Past experience may be useful in helping managers decide on these issues. 
There are other models, however, that do not rely on management judgement. Instead, 
these use quantitative techniques to determine an optimal cash policy. One model pro-
posed, for example, is the cash equivalent of the inventories economic order quantity 
model, discussed earlier in the chapter.

Cash budgets and managing cash

To manage cash effectively, it is useful for a business to prepare a cash budget. This is a 
very important tool for both planning and control purposes. Cash budgets were consid-
ered in Chapter  12 and so we shall not consider them again in detail. However, it is 
worth repeating that these statements enable managers to see how planned events are 
expected to affect the cash balance. The cash budget will identify periods when cash 
surpluses and cash deficits are expected.

When a cash surplus is expected to arise, managers must decide on the best use of the 
surplus funds. When a cash deficit is expected, managers must make adequate provision 
by borrowing, liquidating assets or rescheduling cash payments or receipts to deal with 
this. Cash budgets can help to control the cash held. Actual cash flows can be compared 
with the planned cash flows for the period. If there is a significant divergence between 
the planned cash flows and the actual cash flows, explanations must be sought and cor-
rective action taken where necessary.

(To refresh your memory on cash budgets it would probably be worth looking back at 
Chapter 12, pages 476 to 477.)

the operating cash cycle

When managing cash, it is important to be aware of the operating cash cycle (OCC) of 
the business. For a business that purchases goods on credit for subsequent resale on 
credit, such as a wholesaler, it represents the period between the outlay of cash for the 
purchase of inventories and the ultimate receipt of cash from their sale. The OCC for this 
type of business is as shown in Figure 16.8.

Figure 16.8 shows that payment for inventories acquired on credit occurs some time 
after those inventories have been purchased. Therefore, no immediate cash outflow 
arises from the purchase. Similarly, cash receipts from credit customers will occur some 
time after the sale is made so there will be no immediate cash inflow as a result of the sale. 
The OCC is the period between the payment made to the supplier, for the goods con-
cerned, and the cash received from the credit customer. Although Figure 16.8 depicts the 
position for a wholesaling business, the precise definition of the OCC can easily be 
adapted for other types of business.

The OCC is important because it has a significant influence on the financing require-
ments of the business. Broadly, the longer the cycle, the greater will be the financing 
requirements and the greater the financial risks. The business may therefore wish to 
reduce the OCC to the minimum period possible. A business with a short OCC is said to 
have ‘good (or strong) cash flow’.
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For businesses that buy and sell goods on credit, the OCC can be deduced from their 
financial statements through the use of certain ratios. The calculations required are as 
shown in Figure 16.9.

The oCC is the time lapse between paying for goods and receiving the cash from the sale of 
those goods. The length of the oCC has a significant impact on the amount of funds that the 
business needs to apply to working capital.

the operating cash cycleFigure 16.8

for businesses that buy and sell on credit, three ratios are required to calculate the oCC.

Calculating the operating cash cycleFigure 16.9
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The financial statements of Freezeqwik Ltd, a distributor of frozen foods, for the year 
ended 31 December last year are:

Income statement for the year ended 31 December last year

£000 £000
Sales revenue 820
Cost of sales:
 opening inventories 142
 purchases 568

710
 Closing inventories (166) (544)
Gross profit 276
administration expenses (120)
Distribution expenses  (95)
Operating profit 61
financing expenses (32)
profit before taxation 29
Taxation  (7)
profit for the year  22

Statement of financial position as at 31 December last year

£000

aSSetS
Non-current assets
property, plant and equipment 364
Current assets
inventories 166
Trade receivables 264
Cash   24

454
total assets 818
eQUItY aND LIaBILItIeS
equity
ordinary share capital 300
retained earnings 352

652
Current liabilities
Trade payables 159
Taxation     7

166
total equity and liabilities 818

All purchases and sales are on credit. There has been no change in the level of trade 
receivables or payables over the period.

Calculate the length of the OCC for the business.

activity 16.13

➔
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We can see from the formula above that, if a business wishes to reduce the OCC, it 
should do one or more of the following:

●	 reduce the average inventories turnover period;
●	 reduce the average settlement period for trade receivables; and/or
●	 increase the average settlement period for trade payables.

activity 16.13 continued

The oCC may be calculated as follows:

Number 
of days

average inventories turnover period:
(opening inventories + Closing inventories)/2

Cost of sales
* 365 =

(142 + 166)/2
544

* 365
103

average settlement period for trade receivables:
Trade receivables

Credit sales
* 365 =

264
820

* 365
118

average settlement period for trade payables:
Trade payables

Credit purchases
* 365 =

159
568

* 365
(102)

oCC 119

Assume that Freezequick Ltd (Activity 16.13) wishes to reduce its OCC by 30 days. 
Evaluate each of the options available to this business.

The average inventories turnover period for the business represents more than three months’ 
sales requirements. Similarly, the average settlement period for trade receivables represent 
nearly four months’ sales. Both periods seem quite long. it is possible that both could be 
reduced through greater operating efficiency. improving inventories control and credit control 
procedures may achieve the required reduction in oCC without any adverse effect on future 
sales. if so, this may offer the best way forward.

The average settlement period for trade payables represents more than three months’ 
purchases. any decision to extend this period, however, must be given very careful consid-
eration. it is quite long and may already be breaching the payment terms required by 
suppliers.

There is no reason why the 30 days reduction in the oCC could not come from a combin-
ation of altering all three of the periods involved (inventories, trade receivables and trade 
payables).

Before a final decision is made, full account must be taken of current trading conditions.

activity 16.14
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It may be that a business wishes to maintain the OCC at a particular target level. How-
ever, not all days in the OCC are of equal value. In Activity 16.13, for example, the oper-
ating cycle is 119 days. If the average settlement period for both trade receivables and 
trade payables were increased by seven days, the OCC would remain at 119 days. The 
amount tied up in working capital, however, would not remain the same. Trade receiv-
ables would increase by £15,726 (that is, 7 * £820,000/365) and trade payables would 
increase by £10,893 (that is, 7 * £568,000/365). This means that there would be a net 
increase of £4,833 in working capital.

It seems that a number of businesses use the OCC, or a version of it, as a key perform-
ance indicator. real World 16.11 shows extracts from the annual report of Tate and Lyle, 
the sugar business.

Cash is sweet
Tate and lyle plc sees the oCC as a crucial measure of management performance, so 
much so that it is employed as one of three measures on which senior management 
bonuses are based (the other two being directly profit related). it seems that many busi-
nesses base bonuses on measures of working capital management efficiency.

Tate and lyle calls the measure the ‘cash conversion cycle’, which it defines as:

The number of days between cash expenditure and collection, taking account of inventory, pay-
ables and receivables.

The report goes on to say that its purpose is to:

Measure whether the business is managing its working capital and converting profit into cash 
effectively.

The report also states that the cash conversion cycle was shorter in 2014 than it had 
been the previous year. The report explains:

This improved by three days as a result of lower inventory levels in the US and significantly lower 
corn prices.

Source: Tate and lyle plc, annual report 2014, p. 67.

real World 16.11

real World  16.12 shows the average operating cash cycle for large European 
businesses.

Cycling along
The survey of working capital by Ernst and Young (see real World 16.2, page 657) calcu-
lates the average operating cash cycle for the top 1,000 European businesses (excluding 
financial and auto manufacturing businesses).

real World 16.12

➔
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Cash transmission

A business will normally wish to benefit from receipts from customers at the earliest 
opportunity. Where cash is received, the benefit is immediate. Where, however, payment 
is made by cheque, there may be a delay before it is cleared through the banking system. 
The business must therefore wait before it can benefit from the amount paid in. In recent 
years, however, the CHAPS (Clearing House Automated Payments) system has helped to 
reduce the time that cheques spend in the banking system. It is now possible for cheques 
to be fast tracked so that they reach the recipient’s bank account on the same day.

Another way for a business to receive money promptly is for the customer to pay by 
standing order or by direct debit. Both of these involve the transfer of an agreed sum 
from the customer’s bank account to the business’s bank account on an agreed date. 
Businesses providing services over time, such as insurance, satellite television and 
mobile phone services, often rely on this method of payment.

A final way in which a business may be paid promptly is through the use of a debit 
card. This allows the customer’s bank account to be charged (debited) and the seller’s 
bank account to be simultaneously increased (credited) with the sale price of the item. 
Many types of business, including retailers and restaurants, use this method. It is oper-
ated through computerised cash tills and is referred to as electronic funds transfer at 
point of sale (EFTPOS).

The average operating cash cycle has reduced by 19 per cent over the eleven years 
between 2002 and 2013, with each element of working capital making a contribution to 
this. The inventories holding period fell by 4 per cent and the trade receivables settle-
ment period fell by 12 per cent, while the trade payables settlement period increased by 
4 per cent.

Source: adapted from figure in All Tied Up: Working Capital Management Report 2014, Ernst and Young, p. 6, www.ey.com.

real World 16.12 continued
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Bank overdrafts

As we saw in Chapter 15, bank overdrafts are simply bank current accounts that have a 
negative balance. They are a type of bank loan and can be a useful tool in managing the 
business’s cash flow requirements.

real World 16.13 shows how Stagecoach Group plc, the international transport busi-
ness, and Harvey Nash Group plc, the global recruitment and IT consultancy business, 
managed to improve its cash flows through better working capital management. Both of 
these businesses took part in a major survey of working capital management undertaken 
by REL Consulting.

Dash for cash
ross paterson, finance director of Stagecoach – picked out by rEl as a top-quartile per-
former within the road and rail sector – is all for putting cash to work. There is little benefit, 
he says, in leaving it to gather dust on the balance sheet (statement of financial position). 
“if we feel the group has become under-leveraged and we don’t have an opportunity to 
reinvest that cash, we return it to shareholders,” paterson says. “There is a danger if you 
hold too much cash that it engenders a lazy approach to management because you know 
you’ve got a cushion.” and while generating free cashflow from operations, or operating 
cashflow from sales, has proved a struggle for many, there are companies – such as 
Stagecoach – that are getting it right.

according to rEl, Stagecoach was able to cut its days sales outstanding – a measure 
of the average number of days that a company takes to collect revenue after a sale has 
been made – by 12% to 15 days. not bad considering lower-quartile performers take 
upwards of 60 days to collect their cash, while the median for the sector is 24 days.“if you 
look at our operating cashflow, our conversion rate is 100%,” says paterson. “There’s no 
magic to it other than a strong focus on cash and attention to detail.”

The bus and train operator has a central treasury function that monitors its cash bal-
ances on a daily basis and forecasts cashflow over the short term – the next couple of 
weeks – and longer term – over a year or more – while paterson is charged with closely 
monitoring any variances between what the business was expecting and what actually 
happened. “it’s something i have to be quite focused on. if we ever have a review meeting 
or a budget meeting with one of our companies and spend the whole meeting talking 
about the p&l account (income statement) while not mentioning cash, i will always make 
a point back in terms of their expectations about cash,” says paterson.

not reinventing the wheel, perhaps, but finance taking a lead on pushing a focus on 
cash is a common denominator of the companies with the best working capital conversion 
rates. The fD of recruitment consultant and iT outsourcer harvey nash, the highest ranked 
Uk professional services firm in rEl’s analysis, takes a similar approach. “it’s about what 
you focus on,” explains finance director richard ashcroft. “We are very focused on our 
whole credit maintenance and credit control procedures. i get copied into the debtor 
(receivables) reports every week, the board gets a detailed report every month, and it is an 
ongoing process at an operational level.”

The approach is clearly paying off. The company achieved reductions in days sales 
outstanding (DSo)(settlement period for trade receivables), days payable outstanding 
(Dpo)( settlement period for trade payables) – a company’s average payable period – and 
days working capital. DSo was cut by 11% to 54 days, versus a sector median of 67 days 
and a lower-quartile performance of upwards of 112 days. “We place a lot of investment 

real World 16.13

➔
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on that area,” says ashcroft. “We have got a full team working on collecting money – we 
don’t skimp. our credit risk is too much to do otherwise.” 

 ironically, though, despite finance’s attention on working capital, it is not a finance 
issue. it always ends up with finance but it is driven by operational processes. for 
improvements to be made – whether in stock (inventories), payables or receivables – that 
culture has to cascade down throughout the organisation. “it’s all about cross-functional 
operational processes,” says robert Smid (working capital partner at pwC). “To make it 
sustainable comes down to how well processes are defined and how well they are 
adhered to.” That necessitates breaking down silo mentalities, something that is not 
always easy to do. kpis and targets have to cascade down through the organisation. 

 Employees work to targets that relate to them and their responsibilities. for instance, 
getting sales teams to focus on payment terms can be a challenge. Customer billing fre-
quently sits within the sales function. Encouraging sales to think about improving working 
capital performance requires tying incentives to performance. “Sales people are motivated 
by commission and bonuses, so if the debt is not repaid that will have consequences for 
bonuses,” says ashcroft at harvey nash. “a sale is not truly made until the cash is in the 
bank.” 

 That shouldn’t mean turning your sales team into a collections team, spending hours 
chasing payments from difficult clients. it’s about getting that cross-functional commun-
ication right and, just as importantly, communicating payment terms to the client early on 
in the process.“We look at the way the credit control team and finance department liaise 
with the front office,” explains ashcroft. “We make them aware of the importance of clarity 
with our clients and make sure our sales people don’t shy away from those tough 
conversations.” 

 ashcroft says this relates to the principle of no surprises – a lesson he says he learned 
almost 30 years ago when he started out at pwC. Despite invoices being sent, he was still 
receiving calls about when payment should be expected. “i will never forget that first les-
son. it’s about no surprises,” explains ashcroft. “no clients should be surprised when they 
get a bill including documents about what the payment terms are. You need client agree-
ment as to what payment terms are. Just sending the bill out doesn’t work. it’s about 
developing relationships and rapport.” 

  Source:  Crump, r., (2013) rEl working capital survey 2013,  Financial Director,  27 august. 

real World 16.13 continued

  Managing trade payables 

 Most businesses buy their goods and services on credit. Trade payables are the other side 
of the coin from trade receivables. In a trade credit transaction, one business’s trade pay-
able is another one’s trade receivable. Trade payables are an important source of fi nance 
for most businesses. They have been described as a ‘spontaneous’ source, as they tend to 
increase in line with the increase in the level of activity achieved by a business. 

 There are potential costs associated with taking trade credit. A business that buys sup-
plies on credit may incur additional administration and accounting costs resulting from 
the scrutiny and payment of invoices, maintaining and updating payables’ accounts, 
and so on. Furthermore, customers who take credit may not be as well treated as those 
who pay immediately. When goods are in short supply, they may be given lower prior-
ity. They may also be less favoured in terms of delivery dates or in gaining access to 
technical support. Where credit is required, customers may even have to pay more. In 

  Managing trade payables 
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most industries, however, trade credit is the norm. As a result, these disadvantages do 
not normally apply unless, perhaps, the credit facilities are being abused.

The benefits to be gained from taking credit usually outweigh any costs involved. In effect, 
it is an interest-free loan from suppliers. It can also provide a more convenient way of paying 
for goods and services than paying by cash. Furthermore, during a period of inflation, there 
is an economic gain from paying later rather than sooner for goods and services supplied.

Why might a supplier prefer a customer to take a period of credit, rather than pay for 
the goods or services on delivery? (There are probably two reasons.)

1 paying on delivery may not be administratively convenient for the seller. Most custom-
ers will take a period of credit, so the systems of the seller will be geared up to receive 
payment after a reasonable period of credit; and

2 a credit period can allow any problems with the goods or service supplied to be 
resolved before payment is made. This might avoid the seller having to make refunds.

activity 16.15

Delaying payment to suppliers may be a sign of financial problems. It may also, how-
ever, reflect an imbalance in bargaining power. It is not unusual for large businesses to 
delay payment to small suppliers, which are reliant on them for continuing trade. The 
UK government has encouraged large businesses to sign up to a ‘Prompt Payment 
Scheme’ to help small suppliers. real World 16.14, however, suggests that not all signa-
tories have entered into the spirit of the scheme.

Two different definitions of prompt payment
Call me naive but i always thought there was only one meaning to the phrase “prompt 
payment”. however, in the world of commercial “spin”, this is apparently not true. it has 
been well documented in the press in recent years that many large organisations like 
Carlsberg, Matalan, Boots and Dell have unilaterally amended their invoice payment terms 
to suppliers, anticipating that most of them will just roll over and accept the newly imposed 
terms in order to keep the business.

if a supplier accepts 75-day terms, and the customer pays on day 75, the customer 
would call this prompt payment. on the other hand, most organisations outside that par-
ticular commercial arrangement would see it somewhat differently. is a unilaterally 
imposed 75 days to pay a normal trade credit agreement prompt or is it slow?

Many suppliers to these large organisations that have flexed their commercial muscle 
to impose extended payment terms also consider them as bad payers, but those same 
large corporates would be quite in their rights to actually sign up to the government’s 
“prompt payment Scheme” suggesting that they are fully supportive of attempts to get big 
companies to pay smaller ones in good time to help with their cash flows. it’s quite ironic 
that the same organisation can appear on pro-SME (small and medium size enterprises) 
websites that publicise “hall of Shame” poor payers, while appearing in the government 
supported “prompt payer” list.

it’s all about which angle you’re coming from i suppose!

Source: Williams, M. (2010), The TWo different definitions of prompt payment, Accountancy Age, 28 June, www.accountancyage.com.

real World 16.14
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It appears that things have not improved much since the article in Real World  16.14 
appeared. The ‘hall of shame’ is still accepting new members, according to real 
World 16.15, which is a Daily Telegraph Business Section article about a well-known busi-
ness, Mars inc (Mars, Milky Way, M and Ms).

Mars enters hall of shame
one of the best-known names in the world of confectionery could be the next addition to 
the “hall of Shame” for late payment. Mars Uk, manufacturer of the iconic chocolate bar, 
has been named as a candidate by the forum of private Business, the small business 
lobby group behind the naming and shaming initiative.

The forum claims that Mars qualifies because it is using a variation of a supply chain 
finance scheme as cover for extending payment terms to suppliers. payment terms are 
being extended from 60 to 120 days, but suppliers are being offered the option of being 
paid a reduced amount within 10 days. The practice is becoming more widespread 
as  companies attempt to protect cash flow and companies display more impatience 
at  government delays in meeting promises to introduce measures to regulate late 
payment.

Some of the companies most recently added to the late payment list, including Deben-
hams, glaxoSmithkline, premier foods and Monsoon accessorize, have been named 
because they have used variations of the carrot-and-stick approach involved in supply 
chain finance schemes.

phil orford, the forum’s chief executive, said that while the organisation supported sup-
ply chain finance schemes in the right circumstances, “they should not be used as a jus-
tification for a company extending payment times to its suppliers”. he added: “We are 
concerned to learn that Mars Uk is doing just this, extending payment times up to 120 
days for some of their suppliers. lengthy payment delays can be extremely damaging for 
small businesses. “Whilst the supply chain finance scheme allows them to be paid 
quicker, it is at a cost. if suppliers want the full notice they are entitled to they will have to 
wait 120 days.”

The forum has written to Mars to clarify the extent of the changes for suppliers before 
making a decision on a hall of shame entry. Mars Uk said: “We can confirm that we are 
making changes to our supplier payment terms. We really value our relationships with 
suppliers and are working with our partners on the changes. We are in the process of 
communicating the details of the new terms that we believe will offer suppliers greater 
flexibility.”

Source: gribbin, r. (2014), Mars accused of delaying payments to suppliers, Daily Telegraph, Business Section, 20 May.

real World 16.15

taking advantage of cash discounts

Where a supplier offers a discount for prompt payment, the business should give careful 
consideration to the possibility of paying within the discount period. The following 
example illustrates the cost of forgoing possible discounts.
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Hassan Ltd takes 70 days to pay for goods from its supplier. To encourage prompt 
payment, the supplier has offered the business a 2 per cent discount if payment for 
goods is made within 30 days. Hassan Ltd is not sure, however, whether it is worth 
taking the discount offered. If the discount is taken, payment could be made on the 
last day of the discount period (that is, the 30th day). However, if the discount is 
not taken, payment will be made after 70 days. This means that, by not taking the 
discount, the business will receive an extra 40 days’ (that is, 70 - 30) credit. The 
cost of this extra credit to the business will be the 2 per cent discount forgone. If we 
annualise the cost of this discount forgone, we have:

365/40 * 2% = 18.3%*

We can see that the annual cost of forgoing the discount is very high. It may, there-
fore, be profitable for the business to pay the supplier within the discount period, 
even if it means that it will have to borrow to enable it to do so.

* This is an approximate annual rate. For the more mathematically minded, the precise rate is:

{[(1 + 2/98)9.125] - 1} * 100% = 20.2%

The key difference is that, in this calculation, compound interest is used whereas, in the first calcu-
lation, simple interest is used, which is not strictly correct.

example 16.6

Controlling trade payables

To help monitor the level of trade credit taken, management can calculate the average 
settlement period for trade payables ratio. This ratio is calculated as:

Average settlement period for trade payables =
Average trade payables

Credit purchases
* 365

Once again, this provides an average figure, which could be misleading. A more 
informative approach would be to produce an ageing schedule for payables. This 
would look much the same as the ageing schedule for receivables described earlier in 
Example 16.4.

We saw earlier that delaying payment to suppliers may create problems for a business. 
real World  16.16, however, describes how cash-strapped businesses may delay pay-
ments and still retain the support of its suppliers.

Would you credit it?
gavin Swindell, the European chief executive officer of rEl, the research and consulting 
business, makes the point that most businesses are not too concerned about receiving 
the cash from their credit customers within a short period, though obviously they would 
prefer to wait as little time as possible. What businesses are particularly concerned with is 
being certain that their credit customers will pay by a specified date.

real World 16.16

➔
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according to Jas Sahota, who is a partner in the restucturing arm of Deloittes, the 
international accountants, it seems that many businesses are prepared to allow credit 
customers to take three months’ credit, provided that they can be confident that payment 
will be made on the agreed date. This enables those businesses to plan their cash flows 
with confidence. Sahota goes on to say that it is important for businesses to negotiate with 
their suppliers to establish acceptable credit terms. applying pressure to suppliers, 
through taking extended, unagreed periods of credit causes bad relationships and can 
waste staff time through having to deal with frequent contacts from disgruntled 
suppliers.

The article makes the general point that it is extremely helpful to build up good relations 
with customers and suppliers. This can prove very valuable when times are difficult.

Source: Based on karaian, J. (2008), ‘Dash for cash’, CFO Europe Magazine, 8 July. 

real World 16.16 continued

As a footnote to our discussion about the management of working capital, real 
World 16.17, is an extract from an article that makes the point that many businesses do 
not pay as much attention to it as they almost certainly should since the rewards in lib-
erating cash tied up are often profound. The article was written by two consultants with 
the international management consultants, McKinsey and Company.

Uncovering cash
Managing a company’s working capital isn’t the sexiest task. it’s often painstakingly tech-
nical. it’s hard to know how well a company is doing, even relative to peers; published 
financial data are too high level for precise benchmarking. and because working capital 
doesn’t appear on the income statement, it doesn’t directly affect earnings or operating 
profit – the measures that most commonly influence compensation (salaries, bonuses and 
so on). although working capital management has long been a business-school staple, our 
research shows that performance is surprisingly variable, even among companies in the 
same industry.

That’s quite a missed opportunity – and it has implications beyond the finance depart-
ment. Working capital can amount to as much as several months’ worth of revenues, 
which isn’t trivial. improving its management can be a quick way to free up cash. We 
routinely see companies generate tens or even hundreds of millions of dollars of cash 
impact within 60 to 90 days, without increasing sales or cutting costs. and the rewards for 
persistence and dedication to continuous improvement can be lucrative. The global alu-
minum company alcoa made working capital a priority in 2009 in response to the financial 
crisis and global economic downturn, and it recently celebrated its 17th straight quarter of 
year-on-year reduction in net working capital. over that time, the company has reduced 
its net working capital cycle – the amount of time it takes to turn assets and liabilities into 
cash – by 23 days and unlocked $1.4 billion in cash. for distressed companies, that kind of 
improvement can be a lifeline. for healthy companies, the windfall can often be reinvested 

real World 16.17
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in ways that more directly affect value creation, such as growth initiatives or increased 
balance-sheet flexibility. Moreover, the process of improving working capital can also 
highlight opportunities in other areas, such as operations, supply-chain management, 
procurement, sales, and finance.

of course, not all reductions in working capital are beneficial. Too little inventory can 
disrupt operations. Stretching supplier payment terms can leak back in the form of higher 
prices, if not negotiated carefully, or unwittingly send a signal of distress to the market. 
But managers who are mindful of such pitfalls can still improve working capital by setting 
incentives that ensure visibility, collecting the right data, defining meaningful targets, and 
managing ongoing performance.

Working capital is often under managed simply because of lack of awareness or atten-
tion. it may not be tracked or published in a way that is transparent and relevant to 
employees, or it may not be communicated as a priority. in particular, working capital is 
often underemphasized when the performance of a business – and of its managers – is 
evaluated primarily on income-statement measures such as earnings before interest, 
taxes, depreciation, and amortization (EBiTDa) or earnings per share, which don’t reflect 
changes in working capital.

What actions should managers take, beyond communicating that working capital is 
important? in our experience, the selection of metrics (measurements) to manage the 
business and measure performance is especially important, because different metrics will 
lead to different outcomes. for one manufacturing company, switching from EBiTDa to 
free cash flow as a primary measure of performance had an immediate effect; managers 
began to measure cash flow at the plant level and then distributed inventory metrics to 
frontline supervisors. as a result, inventories quickly fell as managers, for the first time, 
identified and debated issues such as the right level of stocks and coordination among 
plants.

Source: Extract from: Davies, r. and Merin, D. (2014), Uncovering cash and insights from working capital, Mckinsey and Company, 
July, www.mckinsey.com.

Town Mills ltd is a wholesale business. Extracts from the business’s most recent financial 
statements are as follows:

Income statement for the year ended 31 May

£000
Sales 903
Cost of sales (652)
Gross profit 251
other operating expenses (109)
Operating profit 142
interest   (11)
profit before taxation 131
Taxation   (38)
profit for the year    93

Self-assessment question 16.1

➔
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Statement of financial position as at 31 May

£000
aSSetS
Non-current assets
property, plant and equipment at cost 714
accumulated depreciation (295)

419
Current assets
inventories 192
Trade receivables 202

394
total assets 813
eQUItY aND LIaBILItIeS
equity
ordinary share capital 200
retained earnings 246

446
Current liabilities
Trade payables 260
Borrowings (all bank overdraft) 107

367
total equity and liabilities 813

The levels of trade receivables and trade payables increased by 10%, by value, during 
the year ended 31 May. inventories levels remained the same. The finance director 
believes that inventories levels are too high and should be reduced.

Required:
(a) Calculate the average operating cash cycle (in days) during the year ended 31 May 

and explain to what use this value can be put and what limitations it has.
(b) Discuss whether there is evidence that the company has a liquidity problem.
(c) Explain the types of risk and cost that might be reduced by following the finance 

director’s proposal to reduce inventories levels.

the solution to this question can be found in appendix C.

Self-assessment question 16.1 continued

Summary

The main points of this chapter may be summarised as follows.

Working capital

●	 Working capital is the difference between current assets and current liabilities.

●	 That is, working capital = inventories + trade receivables + cash - trade payables - 
short term borrowings (including bank overdrafts).

●	 An investment in working capital cannot be avoided in practice – typically large 
amounts of finance are involved.
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Inventories

●	 There are costs of holding inventories, which include:
– lost interest
– storage cost
– insurance cost
– obsolescence.

●	 There are also costs of not holding sufficient inventories, which include:
– loss of sales and customer goodwill
– production dislocation
– loss of flexibility – cannot take advantage of opportunities
– reorder costs – low inventories imply more frequent ordering.

●	 Practical points on inventories management include:
– identify optimum order size – models can help with this
– set inventories reorder levels
– use budgets
– keep reliable inventories records
– use accounting ratios (for example, inventories turnover period ratio)
– establish systems for security of inventories and authorisation
– implement just-in-time (JIT) inventories management.

Trade receivables

●	 When assessing which customers should receive credit, the five Cs of credit can be 
used:
– capital
– capacity
– collateral
– condition
– character.

●	 The costs of allowing credit include:
– lost interest
– lost purchasing power
– costs of assessing customer creditworthiness
– administration cost
– bad debts
– cash discounts (for prompt payment).

●	 The costs of denying credit include:
– loss of customer goodwill.

●	 Practical points on receivables management:
– establish a policy
– assess and monitor customer creditworthiness
– establish effective administration of receivables
– establish a policy on bad debts
– consider cash discounts
– use financial ratios (for example, average settlement period for trade receivables 

ratio)
– use ageing summaries.
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Cash

●	 The costs of holding cash include:
– lost interest
– lost purchasing power.

●	 The costs of holding insufficient cash include:
– loss of supplier goodwill if unable to meet commitments on time
– loss of opportunities
– inability to claim cash discounts
– costs of borrowing (should an obligation need to be met at short notice).

●	 Practical points on cash management:
– establish a policy
– plan cash flows
– make judicious use of bank overdraft finance – it can be cheap and flexible
– use short-term cash surpluses profitably
– bank frequently
– operating cash cycle (for a wholesaler) = length of time from buying inventories to 

receiving cash from receivables less payables’ payment period (in days)
– transmit cash promptly.

●	 An objective of working capital management is to limit the length of the operating 
cash cycle (OCC), subject to any risks that this may cause.

Trade payables

●	 The costs of taking credit include:
– higher price than purchases for immediate cash settlement
– administrative costs
– restrictions imposed by seller.

●	 The costs of not taking credit include:
– lost interest-free borrowing
– lost purchasing power
– inconvenience – paying at the time of purchase can be inconvenient.

●	 Practical points on payables management:
– establish a policy
– exploit free credit as far as possible
– use accounting ratios (for example, average settlement period for trade payables ratio).

Key terms

lead time  p. 661
aBC system of inventories 

control  p. 663
economic order quantity (eOQ)  p. 665
materials requirement planning (Mrp) 

system  p. 668
just-in-time (JIt) inventories 

management  p. 668

five Cs of credit  p. 670
cash discount  p. 675
ageing schedule of trade 

receivables  p. 677
operating cash cycle (OCC)   

p. 683

M16_MCLA8297_08_SE_C16.indd   698 24/09/15   6:47 pm



699fUrThEr rEaDing

  Further reading 

 If you would like to explore the topics covered in this chapter in more depth, try the following 
books: 

 Arnold, G.,  Corporate Financial Management,  5th edn, Pearson, 2012,  Chapter   13   . 

 Brealey, R. and Myers, S.,  Principles of   Corporate Finance, Global edition,  11th edn, McGraw-Hill 
Education, 2013, Chapter 30. 

 Hillier, D., Clacher I., Ross, S., Westerfi eld, R. and Jordan, B.,  Fundamentals of Corporate Finance  , 2nd 
European edn, McGraw-Hill Education, 2014, Chapter 17. 

 McLaney E.,  Business Finance: Theory and practice,  10th edn, Pearson, 2014,  Chapters   8   ,    9   ,    11    and    12   . 

 Pike, R., Neale, B. and Linsley, P.,  Corporate Finance and Investment,  7th edn, Pearson, 2012, 
 Chapters   13    and    14   .      

Further reading 
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Solutions to these questions can be found in appendix D.

16.1 Tariq is the credit manager of heltex plc. he is concerned that the pattern of monthly cash 
receipts from credit sales shows that credit collection is poor compared with budget. heltex’s 
sales director believes that Tariq is to blame for this situation, but Tariq insists that he is not. 
Why might Tariq not be to blame for the deterioration in the credit collection period?

16.2 how might each of the following affect the level of inventories held by a business?

(a) an increase in the number of production bottlenecks experienced by the business.
(b) a rise in the business’s cost of capital.
(c) a decision to offer customers a narrower range of products.
(d) a switch of suppliers from an overseas business to a local business.
(e) a deterioration in the quality and reliability of bought-in components.

16.3 What are the reasons for holding inventories? are these reasons different from the reasons for 
holding cash?

16.4 identify the costs of holding:

(a) too little cash; and
(b) too much cash.

review questions

exercises 16.1 and 16.2 are basic level, 16.3 and 16.4 are intermediate level and 16.5 to 
16.7 are advanced level. Solutions to exercises with coloured numbers can be found in 
appendix e.

If you wish to try more exercises, visit the students’ side of the Companion Website and 
MyaccountingLab.

16.1 The chief financial officer of Sparkrite ltd, a trading business, has just received summary sets 
of financial statements for last year and this year:

Income statements for years ended 30 September

Last year This year
£000 £000 £000 £000

Sales revenue 1,800 1,920
Cost of sales
 opening inventories 160 200
 purchases 1,120 1,175

1,280 1,375
 Closing inventories   (200) (1,080)   (250) (1,125)
Gross profit 720 795
Expenses   (680)   (750)
profit for the year    40    45

exercises
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Statements of financial position as at 30 September

Last year This year
£000 £000

aSSetS
Non-current assets    950     930
Current assets
inventories 200 250
Trade receivables 375 480
Cash at bank     4     2

   579    732
total assets 1,529 1,662
eQUItY aND LIaBILItIeS
equity
fully paid £1 ordinary shares 825 883
retained earnings  509  554

 1,334 1,437
Current liabilities  195  225
total equity and liabilities  1,529 1,662

The chief financial officer has expressed concern at the increase in inventories and trade 
receivables levels.

Required:
(a) Show, by using the data given, how you would calculate ratios that could be used to meas-

ure inventories and trade receivables levels during last year and this year.
(b) Discuss the ways in which the management of Sparkrite ltd could exercise control over the 

levels of:
1 inventories; and
2 trade receivables.

16.2 hercules Wholesalers ltd’s managers have been particularly concerned with the business’s 
liquidity position in recent months. The most up-to-date income statement and statement of 
financial position of the business are as follows:

Income statement for the year ended 31 December last year

£000 £000
Sales revenue 452
Cost of sales:

opening inventories 125
purchases 341

466
Closing inventories (143) (323)

Gross profit 129
Expenses (132)
Loss for the year  (3)
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Statement of financial position as at 31 December last year

£000
aSSetS
Non-current assets
property, plant and equipment 357
Current assets
inventories 143
Trade receivables 163

306
total assets 663
eQUItY aND LIaBILItIeS
equity
ordinary share capital 100
retained earnings 158

258
Non-current liabilities
Borrowings – loans 120
Current liabilities
Trade payables 145
Borrowings – Bank overdraft 140

285
total equity and liabilities 663

The trade receivables and payables were maintained at a constant level throughout the year.

Required:
(a) Explain why hercules Wholesalers ltd is concerned about its liquidity position.
(b) Calculate the operating cash cycle for hercules Wholesalers ltd.
(c) State what steps may be taken to improve the operating cash cycle of the business.

16.3 international Electric plc at present offers its customers 30 days’ credit. half of the customers, 
by value, pay on time. The other half takes an average of 70 days to pay. The business is con-
sidering offering a cash discount of 2 per cent to its customers for payment within 30 days.

The credit controller anticipates that half of the customers who now take an average of 70 
days to pay (that is, a quarter of all customers) will pay in 30 days. The other half (the final quar-
ter) will still take an average of 70 days to pay. The scheme will also reduce bad debts by 
£300,000 a year.

annual sales revenue of £365 million is made evenly throughout the year. at present the busi-
ness has a large overdraft (£60 million) with its bank at an interest cost of 10 per cent a year.

Required:
(a) Calculate the approximate equivalent annual percentage cost of a discount of 2 per cent, 

which reduces the time taken by credit customers to pay from 70 days to 30 days. (Hint: 
This part can be answered without reference to the narrative above.)

(b) Calculate the value of trade receivables outstanding under both the old and new schemes.
(c) how much will the scheme cost the business in discounts?
(d) Should the business go ahead with the scheme?
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16.4 Your superior, the general manager of plastics Manufacturers limited, has recently been talking 
to the chief buyer of plastic Toys limited, which manufactures a wide range of toys for young 
children. at present, plastic Toys is considering changing its supplier of plastic granules and has 
offered to buy its entire requirement of 2,000 kg a month from you at the going market rate, 
provided that you will grant it three months’ credit on its purchases. The following information 
is available:

1 plastic granules sell for £10 a kg, variable costs are £7 a kg and fixed cost £2 a kg.
2 Your own business is financially strong, and has sales revenue of £15 million a year. for the 

foreseeable future it will have surplus capacity and it is actively looking for new business.
3 Your general manager has managed to obtain copies of plastic Toys recent financial state-

ments. Extracts from these are:

Year 1 Year 2 Year 3 (last year)
£000 £000 £000

Sales revenue 800 980 640
profit before interest and tax 100 110 (150)
Capital employed 600 650 575
Current assets
inventories 200 220 320
Trade receivables 140 160 160

340 380 480
Current liabilities
Trade payables 180 190 220
overdraft 100 150 310

280 340 530
Working capital   60   40 (50)

Required:
advise your general manager on the acceptability of the proposal. You should give your reasons 
and do any calculations you consider necessary.

16.5 Mayo Computers ltd has annual sales of £20 million. Bad debts amount to £0.1 million a year. 
all sales made by the business are on credit and, at present, credit terms are negotiable by the 
customer. on average, the settlement period for trade receivables is 60 days. Trade receivables 
are financed by an overdraft bearing a 10 per cent rate of interest per year. The business is cur-
rently reviewing its credit policies to see whether more efficient and profitable methods could 
be employed.

only one proposal has so far been put forward concerning the management of trade credit. 
This is that customers should be given a 21�2 per cent discount if they pay within 30 days. for 
those who do not pay within this period, a maximum of 50 days’ credit should be given. The 
credit department believes that 60 per cent of customers will take advantage of the discount by 
paying at the end of the discount period. The remainder will pay at the end of 50 days. The credit 
department believes that bad debts can be effectively eliminated by adopting the proposed 
policies and by employing stricter credit investigation procedures, which will cost an additional 
£20,000 a year. The credit department is confident that these new policies will not result in any 
reduction in sales revenue.

Required:
Calculate the net annual cost (savings) to the business of abandoning its existing credit policies 
and adopting the proposals of the credit control department. (Hint To answer this question you 
must weigh the costs of administration and cash discounts against the savings in bad debts and 
interest charges.)
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16.6 Boswell Enterprises ltd is reviewing its trade credit policy. The business, which sells all of its 
goods on credit, has estimated that sales revenue for the forthcoming year will be £3 million 
under the existing policy. Credit customers representing 30 per cent of trade receivables are 
expected to pay one month after being invoiced and 70 per cent are expected to pay two 
months after being invoiced. These estimates are in line with previous years’ figures.

at present, no cash discounts are offered to customers. however, to encourage prompt pay-
ment, the business is considering giving a 21�2 per cent cash discount to credit customers who 
pay in one month or less. given this incentive, the business expects that credit customers 
accounting for 60 per cent of trade receivables to pay one month after being invoiced and those 
accounting for 40 per cent of trade receivables to pay two months after being invoiced. The 
business believes that the introduction of a cash discount policy will prove attractive to some 
customers and will lead to a 5 per cent increase in total sales revenue.

irrespective of the trade credit policy adopted, the gross profit margin of the business will be 
20 per cent for the forthcoming year and three months’ inventories will be held. fixed monthly 
expenses of £15,000 and variable expenses (excluding discounts), equivalent to 10 per cent of 
sales revenue, will be incurred and will be paid one month in arrears. Trade payables will be paid 
in arrears and will be equal to two months’ cost of sales. The business will hold a fixed cash 
balance of £140,000 throughout the year, whichever trade credit policy is adopted. ignore 
taxation.

Required:
(a) Calculate the investment in working capital at the end of the forthcoming year under:

1 the existing policy; and
2 the proposed policy.

(b) Calculate the expected profit for the forthcoming year under:
1 the existing policy; and
2 the proposed policy.

(c) advise the business as to whether it should implement the proposed policy. (Hint: The 
investment in working capital will be made up of inventories, trade receivables and cash, 
less trade payables and any unpaid expenses at the year end.)

16.7 goliath plc is a food wholesaler. The most recent financial statements of the business are as 
follows:

Income statement for the year to 31 May

£000 £000
Sales revenue 2,400.0
Cost of sales:

opening inventories 550.0
purchases 1,450.0

2,000.0
Closing inventories   (560.0) (1,440.0)

Gross profit 960.0
administration expenses (300.0)
Selling expenses   (436.0)
Operating profit 224.0
interest payable   (40.0)
profit before taxation 184.0
Taxation (25%)  (46.0)
profit for the period    138.0
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Statement of financial position as at 31 May

£000
Non-current assets
property, plant and equipment  456.4
Current assets
inventories 560.0
Trade receivables 565.0
Cash at bank    36.4

1,161.4
total assets 1,617.8
equity
£1 ordinary shares 200.0
retained earnings  520.8

 720.8
Non-current liabilities
Borrowings – loan notes 400.0
Current liabilities
Trade payables 451.0
Taxation    46.0

   497.0
total equity and liabilities 1,617.8

all sales and purchases are made on credit.
The business is considering whether to grant extended credit facilities to its customers. it has 

been estimated that increasing the settlement period for trade receivables by a further 20 days 
will increase the sales revenue of the business by 10 per cent. however, inventories will have to 
be increased by 15 per cent to cope with the increased demand. it is estimated that purchases 
will have to rise to £1,668,000 during the next year as a result of these changes. To finance the 
increase in inventories and trade receivables, the business will increase the settlement period 
taken from suppliers by 15 days and use a bank loan facility bearing a 10 per cent rate of interest 
for the remaining balance.

if the policy is implemented, bad debts are likely to increase by £120,000 a year and admin-
istration costs will rise by 15 per cent.

Required:
(a) Calculate the increase or decrease to each of the following that will occur in the forthcoming 

year if the proposed policy is implemented:
1 operating cash cycle (based on year-end figures)
2 net investment in inventories, trade receivables and trade payables
3 profit for the period.

(b) Should the business implement the proposed policy? give reasons for your conclusion.
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Part 4 provides information that is supplementary to the 
main text.

Appendix A takes the format of a normal textual chapter 
and describes the way in which financial transactions are 
recorded in books of account. Generally, this is by means 
of the ‘double-entry’ system, described in basic terms in 
the appendix.

Appendix B gives definitions of the key terms highlighted 
throughout the main text and listed at the end of each 
chapter. The aim of the appendix is to provide a single 
location to check on the meanings of the major accounting 
terms used in this book and in the world of finance.

Appendices C, D and E give answers to some of the 
questions set in the course of the main text. Appendix C 
gives answers to the self-assessment questions, 
Appendix D gives the answers to the review questions and 
Appendix E gives answers to those of the exercises that 
are marked as having their answers provided in the book.

Appendix F is a table of present value factors that can be 
used to discount future cash flows.

Appendix A  
Recording financial 
transactions

Appendix B  
Glossary of key terms 

Appendix C  
Solutions to self-assessment 
questions 

Appendix D  
Solutions to review 
questions 

Appendix E  
Solutions to selected 
exercises 

Appendix F  
Present value table 

Supplementary information

Part 4
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In Chapters 2 and 3, we saw how the financial transactions of a business may be recorded 
by making a series of entries on the statement of financial position and/or the income state-

ment. Each of these entries had its corresponding ‘double’, meaning that both sides of the 
transaction were recorded. However, adjusting the financial statements for each transaction, 
by hand, can be very messy and confusing. Where there are a large number of transactions 
it is pretty certain to result in mistakes.

For businesses whose accounting systems are on a computer, this problem is overcome 
because suitable software can deal with a series of ‘plus’ and ‘minus’ entries very reliably. 
Where the accounting system is not computerised, however, it would be helpful to have 
some more practical way of keeping accounting records. Such a system not only exists 
but, before the advent of the computer, was the routine way of keeping accounting 
records. In fact, the system had been in constant use for recording business transactions 
since medieval times. It is this system that is explained in this appendix. We should be clear 
that this system follows exactly the same rules as those that we have already met. Its dis-
tinguishing feature is that it provides those keeping accounting records, by hand, with a 
methodical approach that allows each transaction to be clearly identified and errors to be 
minimised.

Introduction

recording financial 
transactions

aPPENDIX A

Learning outcomes

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

●	 explain the basic principles of double-entry bookkeeping;

●	 write up a series of business transactions and balance the accounts;

●	 extract a trial balance and explain its purpose;

●	 prepare a set of financial statements from the underlying double-entry 
accounts.
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     the basics of double-entry bookkeeping 

 When we record accounting transactions by hand, we use a recording system known as 
 double-entry bookkeeping.  This system does not use plus and minus entries on the face 
of a statement of fi nancial position and income statement to record a particular transac-
tion, in the way described in  Chapters    2    and    3   . Instead, individual transactions are 
recorded in accounts. An  account  is simply a record of one or more transactions relating 
to a particular item, such as: 

   ●	   cash;  
  ●	   property, plant and equipment;  
  ●	   borrowings;  
  ●	   sales revenue;  
  ●	   rent payable; and  
  ●	   equity.   

 A business may keep few or many accounts, depending on the size and complexity of its 
operations. Broadly, businesses tend to keep a separate account for each item that 
appears in either the income statement or the statement of fi nancial position. 

 An example of an account, in this case the cash account, is as follows: 

 Cash 

    £        £    

 We can see that an account, which has a T-shape, has three main features: 

   ●	   a title indicating the item to which it relates;  
  ●	   a left-hand side, known as the  debit  side; and  
  ●	   a right-hand side, known as the  credit  side.   

 One side of an account will record increases in the particular item and the other will 
record decreases. This, of course, is slightly diff erent from the approach that we used 
when adjusting the fi nancial statements. When adjusting the statement of fi nancial 
position, for example, we put a reduction in an asset or claim in the same column as any 
increases, but with a minus sign against it. However, when accounts are used, a reduc-
tion is shown on the opposite side of the account. 

 The side on which an increase or decrease is shown will depend on the nature of the 
item to which the account relates. For example, an account for an asset, such as cash, will 
show increases on the left-hand (debit) side of the account and decreases on the right-
hand (credit) side. However, for claims (that is, equity and liabilities) it is the other way 
around. An increase in the account for equity or for a liability will be shown on the right-
hand (credit) side and a decrease will be shown on the left-hand (debit) side. 

 To understand why this diff erence exists, we need to go back to the accounting equa-
tion that we fi rst came across in  Chapter   2   .  

the basics of double-entry bookkeeping 

   Can you recall the basic accounting equation?  

  The equation is: 
   Assets = Equity + liabilities     

 activity a.1 
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We can see that assets appear on one side of the equation and equity and liabilities 
appear on the other. Recording transactions in accounts simply expresses this difference 
in the recording process. Increases in assets are shown on the left-hand side of an 
account and increases in equity and liabilities are shown on the right-hand side of the 
account. We should recall the point made in Chapter 2 that each transaction has two 
aspects. Thus, when we record a particular transaction, two separate accounts will be 
affected. Recording transactions in this way is known as double-entry bookkeeping.

It is worth going through a simple example to see how transactions affecting state-
ment of financial position items would be recorded under the double-entry bookkeeping 
system. Suppose a new business started on 1 January with the owner putting £5,000 into 
a newly opened business bank account, as initial equity. This entry would appear in the 
cash account as follows:

Cash

£ £
1 January Equity 5,000

The corresponding entry would be made in the equity account as follows:

Equity

£ £
1 January Cash 5,000

It is usual to show, in each account by way of note, where the other side of the entry 
will be found. Thus, someone looking at the equity account will know that the £5,000 
arose from a receipt of cash. This provides potentially useful information, partly because 
it establishes a ‘trail’ that can be followed when checking for errors. Including the date 
of the transaction provides additional information to the reader of the accounts.

Now suppose that, on 2 January, £600 of the cash is used to buy some inventories. 
This would affect the cash account as follows:

Cash

£ £
1 January Equity 5,000 2 January Inventories 600

This cash account, in effect, shows ‘positive’ cash of £5,000 and ‘negative’ cash of 
£600, a net amount of £4,400.

As you know, we must record the other side of the transaction involving the acquisition 
of the inventories for £600. See if you can work out what to do in respect of the inven-
tories and then record the transaction.

We must open an account for inventories. Since inventories are assets, an increase in it will 
appear on the left-hand side of the account, as follows:

Inventories

£ £
2 January Cash 600

activity a.2
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 What we have seen so far highlights the key rule of double-entry bookkeeping: each 
left-hand entry must have a right-hand entry of equal size. Using the jargon, we can say 
that  every debit must have a credit.  

 It might help at this point to make it absolutely clear that the words ‘debit’ and ‘credit’ 
are no more than accounting jargon for left and right, respectively. When used outside 
the context of accounting, people tend to use the word ‘credit’ to imply something good 
and ‘debit’ something undesirable. When used in accounting, however, the words 
‘debit’ and ‘credit’ have no such implication. Each transaction requires both a debit 
entry and a credit entry. This is true whether the transaction is ‘good’, like receiving cash 
from a credit customer, or ‘bad’, like having to treat a credit customer’s balance as worth-
less because the customer has gone bankrupt.  

  recording trading transactions 

 The rules of double entry also extend to ‘trading’ transactions, which involve making 
revenues (sales and so on) and incurring expenses. To understand how these transac-
tions are recorded, we should recall that in  Chapter   3    the extended accounting equation 
was set out as follows: 

   Assets = Equity + (Revenues − Expenses) + Liabilities   

 This equation can be rearranged as follows: 

   Assets + Expenses = Equity + Revenues + Liabilities   

 We can see that increases in expenses are shown on the same side as assets. This means 
that they will be dealt with in the same way for recording purposes. Thus, an increase in 
an expense, such as wages, will be shown on the left-hand (debit) side of the wages 
account and a decrease will be shown on the right-hand (credit) side. Increases in reve-
nues are shown on the same side as equity and liabilities and so will be dealt with in the 
same way. Thus, an increase in revenues, such as sales, will be shown on the right-hand 
(credit) side and a decrease will be shown on the left-hand (debit) side. 

 To summarise, therefore, we can say that: 

   ●	   Debits (left-hand entries) represent increases in assets and expenses and decreases in 
equity, liabilities and revenues.  

  ●	   Credits (right-hand entries) represent increases in equity, liabilities and revenues and 
decreases in assets and expenses.   

 Let us continue with our example by assuming that, on 3 January, the business paid 
   £900    to rent business premises for the three months to 31 March. To record this transac-
tion, we should normally open a ‘rent account’ and make entries in this account and in 
the cash account as follows: 

 rent 

      £        £    
 3 January Cash  900   

recording trading transactions 

Assets = Equity + (Revenues − Expenses) + Liabilities

Assets + Expenses = Equity + Revenues + Liabilities
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Cash

£ £
1 January Equity 5,000 2 January Inventories 600

3 January rent 900

The fact that assets and expenses are dealt with in the same way should not be alto-
gether surprising   assets and expenses are closely linked. Most assets transform into 
expenses as they are ‘used up’. Rent, which, as here, is usually paid in advance, is an asset 
when it is first paid. It represents the value to the business of being entitled to occupy the 
premises for the forthcoming period (until 31 March in this case). As the three months 
progress, this asset becomes an expense; it is ‘used up’. The debit entry in the rent 
account does not necessarily represent either an asset or an expense; it could be a mix-
ture of the two. Strictly, by the end of the day on which it was paid (3 January), £30 
would have represented an expense for the three days; the remaining £870 would have 
been an asset. As each day passes, an additional £10 (that is, £900/90 (there are 90 days 
in January, February and March altogether)) will transform from an asset into an 
expense. As we have already seen, it is not necessary for us to make any adjustment to the 
rent account as the days pass.

Now let us assume that, on 5 January, the business sold inventories costing £200 for 
£300 on credit. When we can identify the cost of the inventories sold at the time of sale, 
we should deal with the sale and the cost of sales separately, with each having its own 
debits and credits.

First, let us deal with the sale. We need to open accounts for both ‘sales revenue’ and 
‘trade receivables’ – which do not, as yet, exist.

Can you work out what to do in respect of the sale?

The sale gives rise to an increase in revenue and so there is a credit entry in the sales revenue 
account. The sale also creates an asset of trade receivables and so there is debit entry in 
trade receivables.

activity a.3

The two accounts will, therefore, be as follows:

Sales revenue

£ £
5 January Trade receivables 300

trade receivables

£ £
5 January Sales revenue 300

Let us now deal with the inventories sold. Since they have become the 
expense ‘cost of sales’, we need to reduce the figure on the inventories account 
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by making a credit entry. We must also make a corresponding debit in a ‘cost 
of sales’ account, opened for the purpose:

Inventories

£ £
2 January Cash 600 5 January Cost of sales 200

Cost of sales

£ £
5 January Inventories 200

We shall now look at other transactions for our hypothetical business for the remain-
der of January. They are as follows:

 8 January Bought some inventories on credit costing £800
11 January Bought some office furniture for £600 cash
15 January Sold inventories costing £600 for £900, on credit
18 January received £800 from trade receivables
21 January Paid trade payables £500
24 January Paid wages for the month £400
27 January Bought inventories on credit for £800
31 January Borrowed £2,000 from the Commercial Finance Company

We have to open several additional accounts to enable us to record all of these transac-
tions. By the end of January, the set of accounts would appear as follows:

Cash

£ £
 1 January Equity 5,000  2 January Inventories 600
18 January Trade receivables 800  3 January rent 900
31 January Borrowings 2,000 11 January office furniture 600

21 January Trade payables 500
24 January Wages 400

Equity

£ £
1 January Cash 5,000

Inventories

£ £
 2 January Cash 600  5 January Cost of sales 200
 8 January Trade payables 800 15 January Cost of sales 600
27 January Trade payables 800

rent

£ £
3 January Cash 900
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 Sales revenue 

    £          £    
    5 January Trade receivables  300 
   15 January Trade receivables  900 

 trade receivables 

      £          £    
  5 January Sales revenue  300  18 January Cash  800 
 15 January Sales revenue  900     

 Cost of sales 

      £        £    
  5 January Inventories  200   
 15 January Inventories  600   

 trade payables 

      £          £    
 21 January Cash  500   8 January Inventories  800 
     27 January Inventories  800 

 Offi  ce furniture 

      £        £    
 11 January Cash  600   

 Wages 

      £        £    
 24 January Cash  400   

 Borrowings 

    £          £    
   31 January Cash  2,000 

 All of the transactions from 8 January onwards are similar to those up to that date, 
which have been discussed in detail. We should, therefore, be able to follow them using 
the date references as our guide.  

  Balancing accounts and the trial balance 

 Businesses keeping their accounts in the way shown tend to fi nd it helpful to summarise 
their individual accounts periodically – perhaps weekly or monthly – for two reasons: 

   ●	   To be able to see at a glance how much is in each account (for example, to see how much 
cash the business has left).  

  ●	   To help to check the accuracy of the bookkeeping so far.   

Balancing accounts and the trial balance 
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Let us look at the cash account again:

Cash

£ £
 1 January Equity 5,000  2 January Inventories 600
18 January Trade receivables 800  3 January rent 900
31 January Borrowings 2,000 11 January office furniture 600

21 January Trade payables 500
24 January Wages 400

Does this account tell us how much cash the business has at 31 January? The answer 
is partly yes and partly no.

We do not have a single figure showing the cash balance but we can fairly easily deduce 
this by adding up the debit (receipts) column and deducting the sum of the credit (pay-
ments) column. It would be better, however, if the current cash balance were provided for us.

To summarise or ‘balance’ this account, we simply add up the column with the larger 
amount (in this case, the debit side) and put this total on both sides of the account. We 
then record, on the credit side (in this case), the figure that will make that side add up to 
the total appearing on both sides of the account. We cannot record this balancing figure 
just once, as that would contravene the double-entry rule. Thus, to preserve the double 
entry, we must also carry down this figure. This involves putting it on the other side of the 
same account below the totals, as follows:

Cash

£ £
 1 January Equity 5,000  2 January Inventories 600
18 January Trade receivables 800  3 January rent 900
31 January Borrowings 2,000 11 January office furniture 600

21 January Trade payables 500
24 January Wages 400

_____ 31 January Balance carried down 4,800
7,800 7,800

1 February Balance brought down 4,800

Note that the balance carried down (usually abbreviated to ‘c/d’) at the end of one period 
becomes the balance brought down (‘b/d’) at the beginning of the next. We can now see at 
a glance what the cash position is, without having to do any mental arithmetic.

Try balancing the inventories account and then state what we know about the invento-
ries position at the end of January.

The inventories account will be balanced as follows:

Inventories

£ £
 2 January Cash 600  5 January Cost of sales 200
 8 January Trade payables 800 15 January Cost of sales 600
27 January Trade payables    800 31 January Balance c/d 1,400

2,200 2,200
1 February Balance b/d 1,400

We can see that the business held inventories costing £1,400 at the end of January. We 
can also see the movements in inventories during January leading to this figure.

activity a.4
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The remaining accounts can be balanced in a similar way. However, we need not bal-
ance accounts that have only one entry (for example, the equity account). This is 
because they are already in as summarised a form as possible. Following the balancing 
process, the remaining accounts will appear as shown below:

Equity

£ £
1 January Cash 5,000

rent

£ £
3 January Cash 900

Sales revenue

£ £
31 January Balance c/d 1,200  5 January Trade receivables 300

15 January Trade receivables 900
1,200 1,200

 1 February Balance b/d 1,200

trade receivables

£ £
 5 January Sales revenue 300 18 January Cash 800
15 January Sales revenue    900 31 January Balance c/d    400

1,200 1,200
 1 February Balance b/d 400

Cost of sales

£ £
 5 January Inventories 200 31 January Balance c/d 800
15 January Inventories 600

800 800
 1 February Balance b/d 800

trade payables

£ £
21 January Cash 500  8 January Inventories 800
31 January Balance c/d 1,100 27 January Inventories    800

1,600 1,600
 1 February Balance b/d 1,100

Office furniture

£ £
11 January Cash 600

Wages

£ £
24 January Cash 400

Borrowings

£ £
31 January Cash 2,000
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Let us see if our expectation in Activity A.5 works in our example, by listing the debit 
and credit balances in separate columns as follows:

Debits Credits
£ £

Cash 4,800
Inventories 1,400
Equity 5,000
rent 900
Sales revenue 1,200
Trade receivables 400
Cost of sales 800
Trade payables 1,100
office furniture 600
Wages 400
Borrowings          2,000

9,300 9,300

This listing is known as a trial balance. The fact that the totals for each column agree 
provides some indication that we have not made bookkeeping errors.

We cannot, however, have total confidence that there are no errors. Consider, for 
example, the transaction that took place on 3 January (paid rent for the month of £900). 
In each of the following cases, all of which are an incorrect treatment of the transaction, 
the trial balance would still have agreed:

●	 The transaction was completely omitted from the accounts, that is, no entries were 
made at all.

●	 The amount was misread as £9,000 but then (correctly) debited to the rent account 
and credited to cash.

●	 The correct amount of £900 was (incorrectly) debited to cash and credited to rent.

Nevertheless, a trial balance, where the totals agree, provides some assurance that the 
accounts have been correctly recorded.

If we now make a list of all the accounts, showing each one’s balance, and separately 
total the debit balances and the credit balances, what should we expect to find?

We should expect to find that these two totals are equal. This must, in theory, be true since 
every debit entry was matched by an equal-sized credit entry.

activity a.5

Why do you think the words ‘debtor’ and ‘creditor’ are used to describe those who owe 
money or are owed money by a business?

The answer simply is that debtors have a debit balance (that is, a balance brought down on 
the debit side) in the books of the business, whereas creditors have a credit balance.

activity a.6
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  Preparing the financial statements (final accounts) 

 Providing the trial balance totals agree and we are not aware of any errors in recording, 
the next stage is to prepare the income statement and statement of fi nancial position. 
Preparing the income statement is simply a matter of going through the individual 
accounts, identifying those amounts that represent revenues and expenses of the period, 
and transferring them to the income statement, which is itself also part of the double-
entry system. 

 We shall now do this for the example we have been using. The situation is compli-
cated slightly for three reasons: 

   ●	   As we know, the    £900    rent paid during January relates to the three months January, 
February and March.  

  ●	   The business's owner estimates that the electricity used during January is about    £110.    
There is no bill yet from the electricity supply business because it normally bills cus-
tomers only at the end of each three-month period.  

  ●	   The business’s owner believes that the offi  ce furniture should be depreciated by 20% 
each year (straight-line).   

 These complications will require end-of-period adjustments to be made. This is easily 
handled, however, in the double-entry accounts. Let us see how it is done. 

 After completing the transfer to the income statement, the rent account will appear as 
follows: 

 rent 

      £          £    
 3 January Cash  900  31 January Income statement  300 
               Balance c/d   600  
    900      900  
 1 February Balance b/d  600     

 At 31 January, two months’ rent is still unused and so    £600    will be an asset of the busi-
ness. This amount, which is carried down as a debit balance, will appear in the 31 Janu-
ary statement of fi nancial position. The remaining    £300    (representing January’s rent) is 
an expense for the period. It is credited to the rent account and debited to a newly-
opened income statement. 

 Let us now look at the electricity adjustment. After the transfer to the income state-
ment, the electricity account will be as follows: 

 Electricity 

    £          £    
   31 January Income statement  110 

 As there has been no cash payment or other transaction recorded so far for electricity, 
an account has not yet been opened. It is, therefore, necessary to open one. We must 
debit the income statement with the    £110    of electricity used during January and credit 
the electricity account with the same amount. At 31 January, this credit balance refl ects 
the amount owed by this business to the electricity supplier. This balance will, once 
again, appear on the statement of fi nancial position. 

 Finally, let us look at the adjustment required regarding the offi  ce furniture. The 
depreciation for the month will be    20% * £600 * 1�12,    that is    £10.    Normal accounting 

Preparing the financial statements (final accounts) 
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practice is to charge (debit) this to the income statement, with the corresponding credit 
appearing in a ‘Depreciation of office furniture’ account. The latter entry will be as 
follows:

Depreciation of office furniture account

£ £
31 January Income statement 10

This £10 balance will be shown in the statement of financial position at 31 January. It 
is deducted from the office furniture asset, as we shall see shortly.

The balances on the following accounts represent straightforward revenue and 
expenses for the month of January:

●	 Sales revenue
●	 Cost of sales
●	 Wages.

The balances on these accounts will simply be transferred to the income statement.
To transfer balances to the income statement, we simply debit or credit the account 

concerned, such that any balance amount is eliminated, and make the corresponding 
credit or debit in the income statement. Take sales revenue, for example. This has a credit 
balance (because the balance represents a revenue). We must debit the sales revenue 
account with £1,200 and credit the income statement with the same amount. So a credit 
balance on the sales revenue account becomes a credit entry in the income statement. 
For the three accounts, then, we have the following:

Sales revenue

£ £
31 January Balance c/d 1,200  5 January Trade receivables 300

     15 January Trade receivables   900
1,200 1,200

31 January Income statement 1,200  1 February Balance b/d 1,200

Cost of sales

£ £
 5 January Inventories 200
15 January Inventories 600 31 January Balance c/d 800

800 800
 1 February Balance b/d 800 31 January Income statement 800

Wages

£ £
24 January Cash 400 31 January Income statement 400

The income statement will now be as follows:

Income statement

£ £
31 January Cost of sales 800 31 January Sales revenue 1,200
31 January rent 300
31 January Wages 400
31 January Electricity 110
31 January Depreciation 10
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We must now transfer the balance on the income statement (a debit balance of £420).

What does the balance on the income statement represent, and to where should it be 
transferred?

The balance is either the profit or the loss for the period. In this case it is a loss as the total 
expenses exceed the total revenue. This loss must be borne by the owner, and it must there-
fore be transferred to the equity account.

activity a.7

The two accounts will now appear as follows:

Income statement

£ £
31 January Cost of sales 800 31 January Sales revenue 1,200
31 January rent 300
31 January Wages 400
31 January Electricity 110
31 January Depreciation     10 31 January Equity (loss)    420

1,620 1,620

Equity

£ £
31 January Income statement (loss) 420 1 January Cash 5,000
31 January Balance c/d 4,580      

5,000 5,000
1 February Balance b/d 4,580

The final recording entry was to balance the equity account.
Now all of the balances remaining on accounts represent either assets or claims as at 

31 January. These balances can now be used to produce a statement of financial position, 
as follows:

Statement of financial position as at 31 January

aSSEtS £
Non-current assets
Property, plant and equipment
office furniture – cost 600
           – depreciation (10)

  590
Current assets
Inventories 1,400
Prepaid expense 600
Trade receivables 400
Cash 4,800

7,200
total assets 7,790
EQUItY aND LIaBILItIES
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 Statement of fi nancial position as at 31 January 

  Owners' equity    4,580  
  Non-current liability    
 Borrowings   2,000  
  Current liabilities    
 Accrued expense  110 
 Trade payables   1,100  
    1,210  
  Total equity and liabilities    7,790  

 The income statement could be written in a more stylish manner, for reporting to 
users, as follows: 

 Income statement for the month ended 31 January 

      £    
 Sales revenue  1,200 
 Cost of sales     (800 ) 
  Gross profi t   400 
 rent  (300) 
 Wages  (400) 
 Electricity  (110) 
 Depreciation      (10) 
  Loss for the month      (420 ) 

  the ledger and its division 

 The book in which the accounts are traditionally kept is known as the  ledger,  and 
accounts are sometimes referred to as ‘ledger accounts’. 

 The ledger is often divided into various sections. This tends to be for three main 
reasons: 

   ●	   Having all of the accounts in one book means that it is only possible for one person at a 
time to use the accounts, either to make entries or to extract information.  

  ●	   It can allow specialisation, thereby allowing individual members of the accounts staff  
to focus on their own part of the system. This can lead to more accurate and effi  cient 
record-keeping.  

  ●	   It can lead to greater security, and so reduce the risk of fraud.    

the ledger and its division 

   Can you think how the risk of fraud could be reduced by dividing the ledger into various 
sections?  

  Each section can be written up by a different member of staff so that no one has access to 
the entire set of accounts. It then becomes much more difficult to conceal irregular transac-
tions. A withdrawal of cash, for example, could be recorded in one section with the corres-
ponding entry appearing in another section of the ledger.   

 activity a.8 
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Summary

The main points in this appendix may be summarised as follows:

Double-entry bookkeeping

●	 Double-entry bookkeeping is a system for keeping accounting records by hand, such 
that a relatively large volume of transactions can be handled effectively and 
accurately.

●	 There is a separate account for each asset, claim, expense and revenue that should be 
separately identified.

●	 Each account is T-shaped

●	 Left-hand (debit) side of the account records increases in assets and expenses and 
decreases in revenues, equity and liabilities.

●	 Right-hand (credit) side records increases in revenues, equity and liabilities and 
decreases in assets and expenses.

●	 There is an equal credit entry in one account for a debit entry in another.

●	 Double-entry bookkeeping can be used to record day-to-day transactions.

Double-entry bookkeeping and financial statements

●	 Double-entry bookkeeping can also follow through to generate the income 
statement.

●	 The statement of financial position is a list of the net figure (the ‘balance’) on each of 
the accounts after appropriate transfers have been made to the income statement.

Ledgers

●	 The accounts are traditionally kept in a ‘ledger’, a term that persists even with com-
puterised accounting.

●	 The ledger is often broken down into several sections, each containing particular 
types of account.

There are no clear, universal rules on the division of the ledger, but the following divi-
sion is fairly common:

●	 The cash book. This tends to be all of the accounts relating to cash either loose (often 
known as petty cash) or in the bank.

●	 The sales (or trade receivables) ledger. This contains the accounts of all of the business's 
individual trade receivables.

●	 The purchases (or trade payables) ledger. This consists of the accounts of all of the busi-
ness's individual trade payables.

●	 The nominal ledger. These accounts tend to be those of expenses and revenue, for 
example, sales revenue, wages, rent, and so on.

●	 The general ledger. This contains the remainder of the business's accounts, mainly 
those to do with non-current assets and long-term finance.
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 Key terms 

     double-entry bookkeeping      p.    710   
    account      p.    710   
    debit      p.    710   
    credit      p.    710   

    balance      p.    716   
    trial balance      p.    718   
    ledger      p.    722    

  Further reading 

 If you would like to explore the topics covered in this appendix in more depth, we recommend the 
following: 

 Benedict, A. and Elliott, B.,  Practical Accounting,  Financial Times Prentice Hall, 2nd edn, 2001, 
 Chapters   2   –   5   . 

 Fardon, M.,  Computer Accounting Systems Tutorial,  Osborne Books, 2013,  Chapters   1   –   12   . 

 Thomas, A. and Ward, A. M.,  Introduction to Financial Accounting,  7th edn, McGraw-Hill, 2012, 
 Chapters   3   –   8   . 

 Wood, F. and Robinson, S.,  Book-keeping and Accounts,  8th edn, Pearson, 2013,  Chapters   2   –   8   .      

  Further reading 
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the solutions to all three of these exercises can be found in appendix E.

a.1  In respect of each of the following transactions, state in which two accounts an entry must be 
made and whether the entry is a debit or a credit. (For example, if the transaction were buying 
inventories for cash, the answer would be debit the inventories account and credit the cash 
account.)

(a) Bought inventories on credit.
(b) owner made cash drawings.
(c) Paid interest on business borrowings.
(d) Bought inventories for cash.
(e) received cash from a credit customer.
(f) Paid wages to employees.
(g) The owner received some cash from a credit customer, which was taken as drawings rather 

than being paid into the business's bank account.
(h) Paid a credit supplier.
(i) Paid electricity bill.
(j) made cash sales.

a.2 (a)  record the following transactions in a set of double-entry accounts:

 1 February lee (the owner) put £6,000 into a newly-opened business bank account to 
start a new business

 3 February Bought inventories for £2,600 for cash
 5 February Bought some equipment (non-current asset) for cash for £800
 6 February Bought inventories costing £3,000 on credit
 9 February Paid rent for the month of £250
10 February Paid fuel and electricity for the month of £240
11 February Paid general expenses of £200
15 February Sold inventories for £4,000 in cash; the inventories had cost £2,400
19 February Sold inventories for £3,800 on credit; the inventories had cost £2,300
21 February lee withdrew £1,000 in cash for personal use
25 February Paid £2,000 to trade payables
28 February received £2,500 from trade receivables

(b) Balance the relevant accounts and prepare a trial balance (making sure that it agrees).
(c) Prepare an income statement for the month and a statement of financial position at the 

month end. Assume that there are no prepaid or accrued expenses at the end of the month 
and ignore any possible depreciation.

Exercises

Z01_MCLA8297_08_SE_APP1.indd   725 24/09/15   6:54 pm



aPPENDIX a  rECorDInG FInAnCIAl TrAnSACTIonS726

a.3 The following is the statement of financial position of David's business at 1 January of last year.

£ £
aSSEtS
Non-current assets
Property, plant and equipment
Buildings 25,000
Fittings – cost 10,000
      – depreciation   (2,000)   8,000

33,000
Current assets
Inventories of stationery 140
Trading inventories 1,350
Prepaid rent 500
Trade receivables 1,840
Cash   2,180

  6,010
total assets 39,010
EQUItY aND LIaBILItIES
Owners' equity 25,050
Non-current liability
Borrowings 12,000
Current liabilities
Trade payables 1,690
Accrued electricity     270

 1,960
total equity and liabilities 39,010

The following is a summary of the transactions that took place during the year:

 1  Inventories were bought on credit for £17,220.
 2  Inventories were bought for £3,760 cash.
 3  Credit sales revenue amounted to £33,100 (cost £15,220).
 4  Cash sales revenue amounted to £10,360 (cost £4,900).
 5  Wages of £3,770 were paid.
 6  rent of £3,000 was paid. The annual rental amounts to £3,000.
 7  Electricity of £1,070 was paid.
 8  General expenses of £580 were paid.
 9   Additional fittings were purchased on 1 January for £2,000. The cash for this was raised 

from additional borrowings of this amount. The interest rate is 10% a year, the same as for 
the existing borrowings.

10  £1,000 of the borrowing was repaid on 30 June.
11  Cash received from trade receivables amounted to £32,810.
12  Cash paid to trade payables amounted to £18,150.
13  The owner withdrew £10,400 cash and £560 inventories for private use.

At the end of the year:

●	 The electricity bill for the last quarter of the year for £290 had not been paid.
●	 Trade receivables amounting to £260 were unlikely to be received.
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●	 The value of stationery remaining was estimated at £150. Stationery is included in general 
expenses.

●	 The borrowings carried interest of 10% a year and were unpaid at the year end.
	 Depreciation is to be taken at 20% on the cost of the fittings owned at the year end. Buildings 

are not depreciated.

Required:
(a) open ledger accounts and bring down all of the balances in the opening statement of finan-

cial position.
(b) make entries to record the transactions 1 to 13 (above), opening any additional accounts as 

necessary.
(c) open an income statement (part of the double entry process, remember). make the neces-

sary entries for the bulleted list above and the appropriate transfers to the income statement.
(d) list the remaining balances in the same form as the opening statement of financial position 

(above).

ExErCISES
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Glossary of key terms

APPENDIX B

ABC system of inventories control A method of applying different levels of inventories 
control, based on the value of each category of inventories. p. 663

Absorption costing (or full costing) Deducing the total direct and indirect (overhead) 
costs of pursuing some activity or objective, in which an appropriate share of the total 
manufacturing/service provision overhead cost is included. p. 367

Account A section of a double-entry bookkeeping system that deals with one particular 
asset, claim, expense or revenue. p. 710

Accounting The process of identifying, measuring and communicating information to 
permit informed judgements and decisions by users of the information. p. 2

Accounting conventions Generally accepted rules that accountants tend to follow 
when preparing financial statements. They have evolved over time to deal with practi-
cal problems rather than to reflect some theoretical ideal. p. 93

Accounting information system The system used within a business to identify, record, 
analyse and report accounting information. p. 12 

Accounting rate of return (ARR) The average profit from an investment, expressed as a 
percentage of the average investment made. p. 551

Accruals accounting The system of accounting that follows the accruals convention. 
This is the system followed in drawing up the statement of financial position and the 
income statement. p. 93

Accruals convention The convention of accounting that asserts that profit is the excess 
of revenue over expenses, not the excess of cash receipts over cash payments. p. 58

Accrued expenses Expenses that are outstanding at the end of a reporting period.  
p. 89

Acid test ratio A liquidity ratio that relates the liquid assets (usually defined as current 
assets less inventories) to the current liabilities. p. 255

Activity-based budgeting (ABB) A system of budgeting based on the philosophy of 
activity-based costing (ABC). p. 483

Activity-based costing (ABC) A technique for relating overheads to specific production 
or provision of a service. It is based on acceptance of the fact that overheads do not just 
occur but are caused by activities, such as holding products in stores, which ‘drive’ the 
costs. p. 412

Adverse variance A difference between planned and actual performance, usually 
where the difference will cause the actual profit to be lower than the budgeted profit. 
p. 507
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Ageing schedule of trade receivables A report analysing receivables into categories, 
according to the length of time outstanding. p. 677

Allotted share capital See issued share capital. p. 136

Allowance for trade receivables An amount set aside out of profit to provide for antici-
pated losses arising from debts (trade receivables) that may prove irrecoverable. p. 110

Alternative investment market A stock market for the shares of smaller businesses. AIM 
is a junior market to the main London Stock Exchange market. It is cheaper for a busi-
ness to enter and has a lighter regulatory regime. p. 638

Amortisation A measure of that portion of the cost (or fair value) of a non-current asset 
that has been consumed during a reporting period. The word ‘amortisation’ tends to 
be used where the particular non-current asset is an intangible one, whereas ‘deprecia-
tion’ is normally used with tangible assets. p. 94

Assets Resources held by a business that have certain characteristics, such as the ability 
to provide future benefits. p. 44

Asset-based finance A form of finance where assets are used as security for cash 
advances to the business. Factoring and invoice discounting, where the security is 
trade receivables, are examples of asset-based financing. p. 623

Auditors Professionals whose main duty is to make a report to shareholders as to 
whether, in their opinion, the financial statements of a company show a true and fair 
view of performance and position and comply with statutory and financial reporting 
standard requirements. p. 175

AVCO See weighted average cost. p. 104

Average inventories turnover period ratio An efficiency ratio that measures the aver-
age period for which inventories are held by a business. p. 247

Average settlement period for trade payables ratio An efficiency ratio that measures 
the average time taken for a business to pay its trade payables. p. 249

Average settlement period for trade receivables ratio An efficiency ratio that meas-
ures the average time taken for trade receivables to pay the amounts owing. p. 248

Bad debt An amount owed to the business that is considered to be irrecoverable. p. 108

Balance The net of the debit and credit totals in an account in a double-entry book-
keeping system. p. 716

Balance sheet See statement of financial position. p. 40

Balanced scorecard A framework for translating the aims and objectives of a business 
into a series of key performance measures and targets. p. 434

Bank overdraft A flexible form of borrowing that allows an individual or business to 
have a negative current account balance. p. 619

Batch costing A technique for identifying full cost, where the production of many 
types of goods and services, particularly goods, involves producing a batch of identical 
or nearly identical units of output, but where each batch is distinctly different from 
other batches. p. 387

Behavioural aspects of budgetary control The effect on people’s behaviour of the vari-
ous aspects of using budgets as the basis for planning and controlling a business. p. 535

Benchmarking Identifying a successful business, or part of a business, and measuring 
the effectiveness of one’s own business by comparison with this standard. p. 431
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Benefit That outcome, resulting from a course of action, that helps a business to achieve 
its objectives. p. 296

Bond See loan note. p. 608

Bonus shares Reserves that are converted into shares and issued ‘free’ to existing share-
holders. p. 134

Break-even analysis The activity of deducing the break-even point of some activity by 
analysing the relationship between cost, volume and revenue. p. 325

Break-even chart A graphical representation of the cost and sales revenue of some 
activity, at various levels, that enables the break-even point to be identified. p. 326

Break-even point (BEP) A level of activity where revenue will exactly equal total cost, 
so there is neither profit nor loss. p. 326

Budget A financial plan for the short term, typically one year or less. p. 458

Budget committee A group of managers formed to supervise and take responsibility for 
the budget-setting process. p. 468

Budget holder An individual responsible for a particular budget. p. 473

Budget officer An individual, often an accountant, appointed to carry out the tasks of 
the budget committee. p. 468

Budgetary control Using the budget as a yardstick against which the effectiveness of 
actual performance may be assessed. p. 528

Business angel An individual who supplies finance (usually equity finance) to start-up 
businesses or small businesses wishing to expand. Usually the amount of finance sup-
plied falls between £10,000 and £750,000. p. 641

Business entity convention The convention that holds that, for accounting purposes, 
the business and its owner(s) are treated as quite separate and distinct. p. 58

Called-up share capital That part of a company’s share capital for which the share-
holders have been asked to pay the agreed amount. It is part of the claim of the owners 
against the business. p. 136 

Capital rationing Where the amount of funds committed is insufficient for the invest-
ment opportunities available and decisions have to be made concerning the most prof-
itable use of those funds. p. 582

Capital reserves Reserves that arise from unrealised ‘capital’ profits or gains, or as a 
result of issuing new shares at a price above their nominal value, rather than from nor-
mal realised trading activities. p. 132

Carrying amount The difference between the cost (or fair value) of a non-current asset 
and the accumulated depreciation relating to the asset. The carrying amount is also 
referred to as the written-down value (WDV) and the net book value (NBV). p. 97

Cash discount A reduction in the amount due for goods or services sold on credit in 
return for prompt payment. p. 675

Cash generated from operations per ordinary share ratio An investment ratio that 
relates the cash generated from operations and available to ordinary shareholders to 
the number of ordinary shares. p. 266

Cash generated from operations to maturing obligations ratio A liquidity ratio that 
compares the cash generated from operations to the current liabilities of the business. 
p. 256
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Claim Obligations on the part of a business to provide cash or some other benefit to 
outside parties. p. 44

Committed cost A cost incurred that has not yet been paid, but which must, under 
some existing contract or obligation, be paid. p. 304

Common cost See indirect cost. p. 366

Comparability The quality that helps users to identify similarities and differences between 
items of information. It enhances the usefulness of accounting information. p. 8

Compensating variances The situation where two linked variances, one adverse 
and  the other favourable, are of equal size, and therefore cancel each other out.  
p. 523

Conceptual framework The main concepts, or principles, that underpin account-
ing, which can help in identifying best practice and in developing accounting rules.  
p. 173

Consistency convention The accounting convention that holds that, when a particu-
lar method of accounting is selected to deal with a transaction, this method should be 
applied consistently over time. p. 108

Consolidated financial statements See group financial statements. p. 147

Consolidating Changing the nominal value of shares to a higher figure (from, say, £0.50 
to £1.00) and then reducing the number of shares in issue so that each shareholder has 
the same total nominal value of shares as before. p. 131

Continual budget A budget that is continually being updated so that there is always a 
budget for a full planning period. (Also known as a ‘rolling budget’.) p. 464

Contribution margin ratio The contribution from an activity expressed as a percentage 
of the sales revenue. p. 332

Contribution per unit Sales revenue per unit less variable cost per unit. p. 332

Control Compelling events to conform to plan. p. 462

Convertible loan note A loan note that give investors the right to convert it into ordin-
ary shares at a specified price and a given future date (or range of dates). p. 610

Corporate governance Matters concerned with directing and controlling a company. 
p. 180

Corporate governance statement A statement normally contained within the annual 
financial reports of a public listed company that describes various aspects of how the 
business is directed and controlled. The statement will include various matters such as 
a description of how the board operates, the names of senior directors and a descrip-
tion of key board committees. p. 184

Corporation tax Taxation that a limited company is liable to pay on its profits. p. 127

Cost allocation Where whole items of cost are allotted to a cost centre. p. 380

Cost apportionment Where a cost is subdivided between cost centres using some suit-
able basis, so that each cost centre is allotted only a proportion of the total. p. 381

Cost–benefit analysis Methodically weighing the cost of pursuing some objective 
against the benefits that it is likely to generate to enable a decision to be made as to 
whether to proceed. p. 296

Cost centre Some area, object, person or activity for which elements of cost are separ-
ately collected. p. 379
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Cost driver An activity that causes cost. p. 412

Cost of capital The cost to a business of finance needed to fund its investments. p. 566

Cost of sales The cost of the goods sold during a period. Cost of sales can be derived by 
adding the opening inventories held to the inventories purchases for the period and 
then deducting the closing inventories held. p. 82

Cost-plus pricing An approach to pricing output that is based on full cost plus a per-
centage profit loading. p. 376

Cost pool The sum of the overhead costs that are seen as being caused by the same cost 
driver. p. 413

Cost unit The objective for which the cost is being deduced, usually a product or ser-
vice. p. 362

Costs Amounts of resources, usually measured in monetary terms, sacrificed to achieve 
particular objectives. p. 296

Creative accounting Adopting accounting policies to achieve a particular view of per-
formance and position that preparers would like users to see rather than what is a true 
and fair view. p. 188

Credit An entry made in the right-hand side of an account in double-entry bookkeep-
ing. p. 710

Current assets Assets that are held for the short term. They include cash itself and 
other assets that are held for sale or consumption in the normal course of a business’s 
operating cycle. p. 53

Current liabilities Liabilities that are expected to be settled within the normal course 
of the business’s operating cycle or within twelve months of the statement of financial 
position date, or which are held primarily for trading purposes, or for which the busi-
ness does not have the right to defer settlement beyond twelve months of the state-
ment of financial position date. p. 55

Current ratio A liquidity ratio that relates the current assets of the business to the cur-
rent liabilities. p. 255

Debenture See loan note. p. 137

Debit An entry made in the left-hand side of an account in double-entry bookkeeping. 
p. 710

Debt factoring A service offered by a financial institution (a factor) that involves the 
factor taking over the management of the trade receivables of the business. The factor 
is often prepared to make an advance to the business, based on the amount of trade 
receivables outstanding. p. 619

Deep discount bond A redeemable bond (loan note) offering a rate of interest below 
the market rate and issued at a discount to its redeemable value. p. 610

Depreciation A measure of that portion of the cost (or fair value) of a non-current asset 
that has been consumed during a reporting period. p. 94

Direct cost A cost that can be identified with a specific cost unit, to the extent that the 
effect of the cost can be measured in respect of that cost unit. p. 366

Direct labour efficiency variance The difference between the actual direct labour 
hours worked and the number of direct labour hours according to the flexed budget 
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(budgeted direct labour hours for the actual output). This figure is multiplied by the 
budgeted direct labour rate for one hour. p. 512

Direct labour rate variance The difference between the actual cost of the direct labour 
hours worked and the direct labour cost allowed (actual direct labour hours worked at 
the budgeted labour rate). p. 513

Direct materials price variance The difference between the actual cost of the direct 
material used and the direct materials cost allowed (actual quantity of material used at 
the budgeted direct material cost). p. 511

Direct materials usage variance The difference between the actual quantity of direct 
materials used and the quantity of direct materials according to the flexed budget 
(budgeted usage for actual output). This quantity is multiplied by the budgeted direct 
materials cost for one unit of the direct materials. p. 511

Direct method An approach to deducing the cash flows from operating activities, in a 
statement of cash flows, by analysing the business’s cash records. p. 211

Directors Individuals who are appointed (normally by being elected by the sharehold-
ers) to act as the most senior level of management of a company. p. 129

Directors’ report A report containing information of a financial and non-financial 
nature that the directors must produce as part of the annual financial report to share-
holders. p. 184

Discount factor The rate applied to future cash flows to derive the present value of 
those cash flows. p. 565

Discounting Applying the discount factor to a project’s cash flows to take account of 
the time period involved and the cost of capital. It is, in effect, charging the project 
with the cost of financing it. p. 564

Discretionary budget A budgets based on a sum allocated at the discretion of senior 
management. p. 473

Discriminate function (in financial distress assessment) A boundary line, produced 
by multiple discriminate analysis, which can be used to identify those businesses that 
are likely to suffer financial distress and those that are not. p. 275

Dividend The transfer of assets (usually cash) made by a company to its shareholders. p. 130

Dividend cover ratio An investment ratio that relates the earnings available for divi-
dends to the dividend announced, to indicate how many times the former covers the 
latter. p. 263

Dividend payout ratio An investment ratio that relates the dividends announced for 
the period to the earnings available for dividends that were generated in that period. 
p. 262

Dividend per share An investment ratio that relates the dividends announced for a 
period to the number of shares in issue. p. 263

Dividend yield ratio An investment ratio that relates the cash return from a share to its 
current market value. p. 263

Double-entry bookkeeping A system for recording financial transactions where each 
transaction is recorded twice, once as a debit and once as a credit. p. 710
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Dual aspect convention The accounting convention that holds that each transaction 
has two aspects and that each aspect must be recorded in the financial statements.  
p. 61

Earnings per share An investment ratio that relates the earnings generated by the busi-
ness during a period, and available to shareholders, to the number of shares in issue. 
p. 264

Economic order quantity (EOQ) The quantity of inventories that should be bought 
with each order so as to minimise the sum of inventories ordering and carrying costs. 
p. 665

Economic value added (EVA®) A measure of business performance that concentrates 
on wealth generation. It is based on economic profit rather than accounting profit and 
takes full account of the cost of financing. p. 443

Economies of scale Cost savings per unit that result from undertaking a large volume 
of activities; they are due to factors such as division and specialisation of labour and 
discounts from bulk buying. p. 339

Efficient capital market A capital market (for example, a Stock Exchange) whose prices 
rapidly and rationally take account of all relevant information. p. 634

Equity The owners’ claim on the business. In the case of a limited company, it com-
prises the sum of shares and reserves. p. 47

Eurobond A form of long-term borrowing where the finance is raised on an interna-
tional basis. Eurobonds are issued in a currency that is not that of the country in which 
the bonds are issued. p. 609

Expense A measure of the outflow of assets (or increase in liabilities) incurred as a result 
of endeavouring to generate revenue. p. 79

Fair values The values ascribed to assets as an alternative to historic cost. They are usu-
ally the current market values (that is, the exchange values in an arm’s-length transac-
tion). p. 66

Faithful representation The ability of information to be relied on to represent what it 
purports to represent. This is regarded as a fundamental quality of useful accounting 
information. p. 7

Favourable variance The difference between planned and actual performance, usually 
where the difference will cause the actual profit to be higher than the budgeted profit. 
p. 507

Feedback control A form of control where actual performance is compared with 
planned performance and where action is taken to deal with any future divergences 
between the two. p. 503

Feedforward control A form of control where forecast future performance is compared 
with planned performance and where action is taken to deal with divergences between 
the two. p. 504

Final accounts The income statement, statement of cash flows and statement of finan-
cial position taken together. p. 43

Finance The study of how businesses raise funds and select appropriate investments. p. 2

Finance lease A financial arrangement where the asset title remains with the owner 
(the lessor) but the lease agreement transfers virtually all the rewards and risks to the 
business (the lessee). p. 612
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Financial accounting The identification, measurement and communication of 
accounting information for external users (those users other than the managers of the 
business). p. 13

Financial derivative Any form of financial instrument, based on share capital or bor-
rowings, which can be used by investors either to increase their returns or to decrease 
their exposure to risk. p. 611

Financial gearing The existence of fixed-payment-bearing sources of finance (for exam-
ple, borrowings) in the capital structure of a business. p. 257

Financial management See finance. p. 2

First in, first out (FIFO) A method of inventories costing that deals with issues of inven-
tories as if the inventories acquired earliest are used (in production or sales) first. p. 103

Five Cs of credit A checklist of factors to be taken into account when assessing the 
creditworthiness of a customer. p. 670

Fixed assets See non-current assets. p. 53

Fixed charge Where specific assets are pledged as security for a loan. p. 604

Fixed cost A cost that stays the same when changes occur to the volume of activity. p. 320

Fixed interest rate An interest rate on borrowings that will remain unchanged over the 
period of the loan, irrespective of rises and falls in market rates of interest. p. 612

Fixed overhead spending variance The difference between the actual fixed overhead 
cost and the fixed overhead cost, according to the flexed (and the original) budget. p. 513

Flexible budget A budget that is adjusted to reflect the actual level of output achieved. 
p. 506

Flexing the budget Revising a budget to what it would have been had the planned level 
of output been different. p. 506

Floating charge Where all a business’s assets, rather than specific assets, are pledged as 
security for a loan. The charge will only fix on specific assets if the business defaults on 
its obligations. p. 604

Floating interest rate An interest rate on borrowings that will rise and fall with market 
rates of interest. p. 612

Forecast A prediction of future outcomes or of the future state of the environment.  
p. 463

Full cost The total amount of resources, usually measured in monetary terms, sacrificed 
to achieve a particular objective. p. 362

Full costing See absorption costing. p. 362

Fully paid shares Shares on which the shareholders have paid the full issue price. p. 136

Gearing ratio A ratio that relates long-term fixed-return finance (such as borrowings) to 
the total long-term finance of the business. p. 260

Going concern convention The accounting convention that holds that a business is 
assumed to continue operations for the foreseeable future, unless there is reason to 
believe otherwise. In other words, it is assumed that there is no intention, or need, to 
liquidate the business. p. 60

Goodwill An intangible, non-current asset that lacks a clear and separate identity. The 
term is often used to cover various positive attributes such as the quality of products, 
the skill of employees and the relationship with customers. p. 62
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Gross profit The amount remaining (if positive) after the cost of sales has been deducted 
from trading revenue. p. 81

Gross profit margin ratio A profitability ratio that expresses the gross profit as a per-
centage of the sales revenue for a period. p. 245

Group financial statements Financial accounting statements that combine the perform-
ance, position and cash flows of a group of companies under common control. Also 
known as ‘consolidated financial statements’. p. 147

High-low method An approach to distinguishing between the fixed and variable ele-
ments of a cost by looking at just two sets of past data. p. 324

Hire purchase A method of acquiring an asset by paying the purchase price by instal-
ments over a period. Normally, control of the asset will pass as soon as the hire-pur-
chase contract is signed and the first instalment is paid, whereas ownership will pass 
on payment of the final instalment. p. 616

Historic cost What was paid for an asset when it was originally acquired. p. 59

Historic cost convention The accounting convention that holds that assets should be 
recorded at their historic (acquisition) cost. p. 59

Holding company See parent company. p. 146

Ideal standards Standards that assume perfect operating conditions where there is no 
inefficiency due to lost production time, defects and so on. The objective of setting 
ideal standards is to encourage employees to strive towards excellence. p. 525

Impairment loss The loss to be reported following an assessment that the value of an 
asset has been diminished. p. 68

Income statement A financial statement (also known as ‘profit and loss account’) that 
measures and reports the profit (or loss) the business has generated during a period. It 
is derived by deducting from total revenue for a period, the total expenses associated 
with that revenue. p. 40

Incremental budgeting Constructing budgets on the basis of what happened in the 
previous period, with some adjustment for expected changes in the forthcoming bud-
get period. p. 473

Indirect cost (or common cost or overheads) The element of production cost (of a 
product or service) that cannot be directly measured in respect of a particular cost unit 
– that is, all production cost except direct cost. p. 366

Indirect method An approach to deducing the cash flows from operating activities, in 
a statement of cash flows, by analysing the business’s other financial statements. p. 211

Inflation An increase in the general price of goods and services resulting in a corres-
ponding decline in the purchasing power of money. p. 561

Intangible assets Assets that do not have a physical substance (for example, patents, 
goodwill and trade receivables). p. 47

Interest cover ratio A gearing ratio that divides the operating profit (that is, profit 
before interest and taxation) by the interest payable for a period. p. 261

Internal rate of return (IRR) The discount rate for an investment that will have the 
effect of producing a zero NPV. p. 568

International Accounting Standards See International Financial Reporting Standards. 
p. 164
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International Financial Reporting Standards Transnational accounting rules that 
have been adopted, or developed, by the International Accounting Standards Board 
and which should be followed in preparing the published financial statements of listed 
limited companies. p. 164

Invoice discounting Where a financial institution provides a loan based on a propor-
tion of the face value of a business’s credit sales outstanding. p. 621

Irrelevant cost A cost that is not relevant to a particular decision. p. 298

Issued share capital That part of the share capital that has been issued to shareholders. 
Also known as ‘allotted share capital’. p. 136

Job costing A technique for identifying the full cost per cost unit, where each cost unit 
is not identical to other cost units produced. p. 365

Just-in-time (JIT) inventories management A system of inventories management that 
aims to have supplies delivered just in time for their required use in production or sales. 
p. 668

Kaizen costing An approach to cost control where an attempt is made to control cost by 
trying continually to make cost savings, often only small ones, from one time period to 
the next during the production stage of the product life cycle. p. 428

Last in, first out (LIFO) A method of inventories costing that deals with inventories 
issues as if the most recently acquired inventories are used (in production or sales) first. 
p. 103

Lead time The time lag between placing an order for goods or services and their deliv-
ery to the required location. p. 661

Learning curve The curved line on a graph that represents the tendency for people to 
carry out tasks more quickly as they become more experienced in doing them. p. 526

Ledger The book in which accounts are traditionally kept. p. 722

Liabilities Claims of individuals and organisations, apart from the owner(s), that have 
arisen from past transactions or events, such as supplying goods or lending money to 
the business. p. 47

Limited company A form of business unit that is granted a separate legal existence from 
that of its owners. The owners of this type of business are liable for debts only up to the 
amount that they have agreed to invest. p. 21

Limited liability The restriction of the legal obligation of shareholders to meet all of the 
company’s debts. p. 125

Limiting factor Some aspect of the business (for example, lack of sales demand) that 
will prevent it achieving its objectives to the maximum extent. p. 464

Loan covenant A condition contained within a loan agreement that is designed to help 
protect the lenders. p. 605

Loan note Long-term borrowings usually made by limited companies. p. 137

Loan stock See loan notes. p. 137

Management accounting The identification, measurement and communication of 
accounting information for the managers of a business. p. 13

Management by exception A system of control, based on a comparison of planned and 
actual performance, that allows managers to focus on areas of poor performance rather 
than dealing with areas where performance is satisfactory. p. 462
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Margin of safety The extent to which the planned level of output or sales lies above the 
break-even point. p. 333

Marginal analysis The activity of decision making through analysing variable cost and 
revenue, ignoring fixed cost. p. 345

Marginal cost The additional cost of producing one more unit. This is often the same 
as the variable cost. p. 345

Master budget A summary of individual budgets, usually consisting of a budgeted 
income statement, a budgeted statement of financial position and a cash budget. p. 465

Matching convention The accounting convention that holds that, when measuring 
income, expenses should be matched to revenue, which they helped generate, in the 
same reporting period as that in which the revenue was realised. p. 88

Materiality The quality of accounting information such that its omission or misrep-
resentation will alter the decisions that users make. The threshold of materiality will 
vary from one business to the next. p. 7

Materiality convention The accounting convention that states that, where the amounts 
involved are immaterial, only what is expedient should be considered. p. 92

Materials requirement planning (MRP) system A computer-based system of inventor-
ies control that schedules the timing of deliveries of bought-in parts and materials to 
coincide with production requirements to meet demand. p. 668

Mortgage A loan secured on property. p. 612

Multiple discriminate analysis A statistical technique that can be used to predict finan-
cial distress; it involves using an index based on a combination of two or more financial 
ratios. p. 275

Net asset turnover ratio See sales revenue to capital employed ratio. p. 251

Net book value See carrying amount. p. 97

Net present value (NPV) A method of investment appraisal based on the present value 
of all relevant cash flows associated with an investment. p. 559

Nominal value The face value of a share in a company. Also called par value. p. 129

Non-controlling interests That part of the net assets of a subsidiary company that is 
financed by shareholders other than the parent company. (Formerly known as ‘minor-
ity interests’.) p. 147

Non-current assets Assets held that do not meet the criteria of current assets. They are 
held for the long-term operations of the business rather than continuously circulating 
within the business. Non-current assets can be seen as the tools of the business. They 
are also known as ‘fixed assets’. p. 53

Non-current liabilities Liabilities of the business that are not current liabilities. p. 55

Non-operating-profit variance A difference between budgeted and actual performance 
that does not lead directly to a difference between budgeted and actual operating 
profit. p. 520

Offer for sale An issue of shares that involves a public limited company (or its share-
holders) selling the shares to a financial institution that will, in turn, sell the shares to 
the public. p. 632

Operating cash cycle (OCC) The period between the outlay of cash to buy supplies and 
the ultimate receipt of cash from the sale of goods. p. 683
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Operating gearing (operational gearing) The relationship between the total fixed and 
the total variable elements of cost for some activity. p. 366

Operating lease An arrangement where a business hires an asset, usually for a short 
time. Hiring an asset under an operating lease tends to be seen as an operating, rather 
than a financing, decision. p. 613

Operating profit The profit achieved during a period after all operating expenses have 
been deducted from revenues from operations. Financing expenses are deducted after 
the calculation of operating profit. p. 81

Operating profit margin ratio A profitability ratio that expresses the operating profit as 
a percentage of the sales revenue for the period. p. 244

Opportunity cost The cost incurred when one course of action prevents an opportunity 
to derive some benefit from another course of action. p. 297

Ordinary shares Portions of ownership of a company owned by those who are due the 
benefits of the company’s activities after all other stakeholders have been satisfied. p. 130

Outlay cost A cost that involves the spending of money or some other transfer of assets. 
p. 299

Outsourcing Subcontracting activities to (sourcing goods or services from) organisa-
tions outside the business. p. 350

Overhead absorption (recovery) rate The rate at which overheads are charged to cost 
units (jobs), usually in a job costing system. p. 371

Overheads See indirect cost. p. 366

Overtrading The situation arising where a business is operating at a level of activity that 
cannot be supported by the amount of finance that has been committed. p. 270

Paid-up share capital That part of the share capital of a company that has been called 
and paid. p. 136

Par value See nominal value. p. 129

Parent company A company that has a controlling interest in another company. p. 146

Partnership A form of business unit where there are at least two individuals, but usu-
ally no more than twenty, carrying on a business with the intention of making a profit.  
p. 20

Past costs Costs that have been incurred in the past. p. 299

Payback period (PP) The time taken for the initial outlay for an investment to be repaid 
from its future net cash inflows. p. 555

Periodic budget A budget developed on a one-off basis to cover a particular planning 
period. p. 464

Post-completion audit A review of the performance of an investment project to see 
whether lessons can be drawn from the way in which the project was appraised and 
carried out. p. 584

Practical standards Standards that do not assume perfect operating conditions. 
Although they demand a high level of efficiency, account is taken of possible lost pro-
duction time, defects and so on. They are designed to be challenging yet achievable. 
p. 525

Preference shares Shares of a company that entitle their owners to the first part of any 
dividend that the company may pay. p. 131
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Prepaid expenses Expenses that have been paid in advance at the end of the reporting 
period. p. 92

Price/earnings ratio An investment ratio that relates the market value of a share to the 
earnings per share. p. 266

Private limited company A limited company for which the directors can restrict the 
ownership of its shares. p. 125

Private placing An issue of shares that involves a limited company arranging for the 
shares to be sold to the clients of particular issuing houses or stockbrokers, rather than 
to the general investing public. p. 633

Process costing A technique for deriving the full cost per unit of output, where the 
units of output are exactly similar or it is reasonable to treat them as being so. p. 365

Product cost centre Some area, object, person or activity for which cost is separately 
collected, in which cost units have cost added. p. 380

Profit The increase in wealth attributable to the owners of a business that arises through 
business operations. p. 78

Profit and loss account See income statement. p. 40

Profit before taxation The result when all of the appropriately matched expenses of 
running a business have been deducted from the revenue for the year, but before the 
taxation charge is deducted. p. 143

Profit for the period The result when all of the appropriately matched expenses of run-
ning a business have been deducted from the revenue for the year and then, in the case 
of a limited company, the taxation charge deducted. p. 81

Profit–volume (PV) chart A graphical representation of the contributions (revenue less 
variable cost) of some activity, at various levels, which enables the break-even point, 
and the profit at various activity levels, to be identified. p. 338

Property, plant and equipment Those non-current assets that have a physical sub-
stance (for example, plant and machinery, motor vehicles). p. 53

Prudence convention The accounting convention that holds that caution should be 
exercised when making accounting judgements. It normally involves reporting actual 
and expected losses immediately but reporting profits when they arise. p. 60

Public issue An issue of shares that involves a public limited company (plc) making a 
direct invitation to the public to buy shares in the company. p. 632

Public limited company A limited company for which the directors cannot restrict the 
ownership of its shares. p. 125

Quality cost The cost of establishing procedures that promote the quality of output, 
either by preventing quality problems in the first place or by dealing with them when 
they occur. p. 426

Reducing-balance method A method of calculating depreciation that applies a fixed 
percentage rate of depreciation to the carrying amount of an asset in each period.  
p. 97

Relevance The ability of accounting information to influence decisions. Relevance is 
regarded as a fundamental characteristic of useful accounting information. p. 7

Relevant cost A cost that is relevant to a particular decision. p. 298

Relevant range The range of output within which a particular business is expected to 
operate. p. 341
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Reporting period The time span for which a business prepares its financial statements. 
p. 50

Reserves Part of the owners’ claim (equity) of a limited company that has arisen from 
profits and gains, to the extent that these have not been distributed to the shareholders 
or reduced by losses. p. 129

Residual value The amount for which a non-current asset is expected to be sold when 
the business has no further use for it. p. 96

Return on capital employed ratio (ROCE) A profitability ratio that expresses the oper-
ating profit (that is, profit before interest and taxation) as a percentage of the long-term 
funds (equity and borrowings) invested in the business. p. 242

Return on ordinary shareholders’ funds ratio (ROSF) A profitability ratio that expresses 
the profit for the period available to ordinary shareholders as a percentage of the funds 
that they have invested. p. 241

Revenue A measure of the inflow of assets (for example, cash or amounts owed to a 
business by credit customers), or a reduction in liabilities, arising as a result of trading 
operations. p. 78

Revenue reserve Part of the owners’ claim (equity) of a company that arises from 
realised profits and gains, including after-tax trading profits and gains from disposals 
of non-current assets. p. 130

Rights issue An issue of shares for cash to existing shareholders on the basis of the 
number of shares already held. p. 629

Risk The extent and likelihood that what is projected to occur will not actually occur. 
p. 307

Risk premium The additional return required for investing in a risky project. p. 561

Rolling budget See continual budget. p. 464

Sale and leaseback An agreement to sell an asset (usually property) to another party 
and simultaneously to lease the asset back in order to continue using the asset. p. 615

Sales price variance The difference between the actual sales revenue figure for the 
period and the sales revenue figure as shown in the flexed budget. p. 509

Sales revenue per employee ratio An efficiency ratio that relates the sales revenue gen-
erated during a period to the average number of employees of the business. p. 251

Sales revenue to capital employed ratio An efficiency ratio that relates the sales rev-
enue generated during a period to the capital employed. p. 251

Sales volume variance The difference between the operating profit as shown in the 
original budget, and the operating profit as shown in the flexed budget for the period. 
p. 507

Scenario building Creating a model of a business decision, usually on a computer 
spreadsheet, enabling the decision maker to look at the effect of different assumptions 
on the decision outcome. p. 310

Securitisation Bundling together illiquid physical or financial assets of the same type 
to provide backing for issuing interest-bearing securities such as bonds. p. 617

Security Assets pledged or guarantees given to provide lenders with some protection 
against default. p. 604

Segmental financial reports Financial reports that break down the overall results of a 
business according to its different types of business operations. p. 177
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Semi-fixed (semi-variable) cost A cost that has an element of both fixed and variable 
cost. p. 323

Sensitivity analysis An examination of the key variables affecting a decision (for exam-
ple, an investment project) to see how changes in each input might influence the out-
come. p. 308

Service cost centre Some area, object, person or activity for which cost is collected 
separately, in which cost units do not have cost added, because service cost centres only 
render services to product cost centres and to other service cost centres. p. 380

Shares Portions of the ownership, or equity, of a company. p. 6

Share premium account A capital reserve reflecting any amount, above the nominal 
value of shares, that is paid for those shares when they are issued by a company. p. 133

Sole proprietorship A form of business unit where an individual is operating a business 
on his or her own account. p. 19

Splitting Changing the nominal value of shares to a lower figure (from, say, £1.00 to 
£0.50) and then issuing sufficient shares so that each shareholder has the same total 
nominal value of shares as before. p. 131

Standard costing Using standard quantities and costs to derive variances. Effectively, 
another name for variance analysis. p. 524

Standard quantities and costs Planned quantities and costs (or revenue) for individual 
units of input or output. Standards are the building blocks used to produce the budget. 
p. 524

Statement of cash flows A statement that shows a business’s sources and uses of cash 
for a period. p. 40

Statement of changes in equity A financial statement, required by IAS 1, which shows 
the effect of gains/losses and capital injections/withdrawals on the equity base of a 
company. p. 171

Statement of comprehensive income A financial statement that extends the conven-
tional income statement to include other gains and losses that affect shareholders’ 
equity. p. 169

Statement of financial position A statement that shows the assets of a business and the 
claims on those assets. It is also known as a ‘balance sheet’. p. 40

Stepped fixed cost A fixed cost that does not remain fixed over all levels of output but 
which changes in steps as a threshold level of output is reached. p. 322

Stock Exchange A market where ‘second-hand’ shares may be bought and sold and 
new capital raised. p. 128

Straight-line method A method of accounting for depreciation that allocates the 
amount to be depreciated evenly over the useful life of the asset. p. 96

Strategic management Setting a course to achieve the business’s objectives, taking 
account of the commercial and economic environment in which the business oper-
ates. p. 25

Strategic report A report designed to provide a fair review of the company’s business. 
Directors of all but the smallest companies are legally obliged to produce a strategic 
report, which is required to be a balanced and comprehensive analysis of financial per-
formance for the year and financial position at the end of the year. The report must also 
describe the principal risks and uncertainties facing the company. p. 185
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Subordinated loan A form of loan where the lender’s claim is ranked below those of 
other loans already in existence. p. 606

Sunk cost A cost that has been incurred in the past; the same as a past cost. p. 304

Takeover The acquisition of control of one company by another, usually as a result of 
acquiring a majority of the ordinary shares of the former. p. 148

Tangible assets Those assets that have a physical substance (for example, plant and 
machinery, motor vehicles). p. 47

Target costing An approach to deriving product costs where the business starts with 
the projected selling price and from it deduces the target cost per unit that must be met 
to enable the business to meet its profit objectives. p. 427

Tender issue A public issue of shares or loan notes (by a public limited company) where 
potential investors are invited to state a bid price rather than the company setting the 
price for the securities. p. 633

Term loan Finance provided by financial institutions, for example banks and insurance 
companies, under a contract with the borrowing business that indicates the interest 
rate and date of payments of interest and repayment of the loan. The loan is not nor-
mally transferable from one lender to another. p. 608

Timeliness The provision of accounting information in time for users to make use of it 
in their decision making. This quality enhances the usefulness of accounting informa-
tion. p. 8

Total direct labour variance The difference between the actual direct labour cost and 
the direct labour cost according to the flexed budget (budgeted direct labour hours for 
the actual output). p. 512

Total direct materials variance The difference between the actual direct materials cost 
and the direct materials cost according to the flexed budget. p. 511

Total life-cycle costing An approach to costing that takes account of all the costs that 
will be incurred during the entire life of a product or service. p. 421

Total quality management (TQM) A philosophy concerned with providing products 
that meet, or exceed, customers’ requirements all of the time. p. 425

Trade payables Amounts owed to suppliers from whom the business has received 
goods or services on credit. p. 55

Trade receivables Amounts outstanding from customers to whom the business has 
provided goods or services on credit. p. 46

Transfer price The price at which goods or services are sold, or transferred, between 
divisions of the same business. p. 179

Trial balance A totalled list of the balances on each of the accounts in a double-entry 
bookkeeping system. p. 718

UK Corporate Governance Code A code of practice for companies that are listed on 
the London Stock Exchange that deals with corporate governance matters. p. 182

Understandability The quality that enables accounting information to be understood 
by those for whom the information is primarily compiled. This quality enhances the 
usefulness of accounting information. p. 8

Univariate analysis A statistical technique that can be used to help predict financial 
distress, which involves the use of a single ratio as a predictor. p. 273
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Value chain analysis Analysing each activity undertaken by a business to identify any 
that do not add value to the output of goods or services. p. 429

Value drivers Factors that create wealth, such as employee satisfaction, customer loy-
alty and the level of product innovation. p. 433

Variable cost A cost that varies according to the volume of activity. p. 320

Variable (marginal) costing An approach to costing in which only those costs that vary 
with the level of output are included in the product cost. p. 396

Variance The financial effect, usually on the budgeted profit, of the particular factor 
under consideration being more or less than budgeted. p. 507

Venture capital Long-term finance provided by certain institutions to small and 
medium-sized businesses in order to exploit relatively high-risk opportunities. p. 639

Verifiability The quality that provides assurance to users that the information pro-
vided faithfully represents what it is supposed to represent. It enhances the quality of 
accounting information. p. 8

Weighted average cost (AVCO) An approach to inventories costing, which assumes 
that inventories entering the business lose their separate identity and any issues of 
inventories reflect the weighted average cost of the inventories held. p. 104

Working capital Current assets less current liabilities. p. 213

Written-down value (WDV) See carrying amount. p. 97

Zero-base budgeting (ZBB) An approach to budgeting, based on the philosophy that 
all spending needs to be justified with each budget starting as a clean sheet. p. 474
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  Chapter 2 

     2.1 Simonson engineering 

   (a)   The statement of fi nancial position should be set out as follows: 

 Simonson engineering 
 Statement of fi nancial position as at 30 September 2015 

      £    
  ASSeTS    
  non-current assets    
  Property, plant and equipment    
 Property  72,000 
 Plant and machinery  25,000 
 fixtures and fi ttings  9,000 
 motor vehicles     15,000  
    121,000  
  Current assets    
 inventories  45,000 
 trade receivables  48,000 
 Cash in hand    1,500  
     94,500  
  Total assets    215,500  
  eQUiTY And LiABiLiTieS    
  equity    
 Closing balance*   120,500  
  non-current liabilities    
 long-term borrowings    51,000  
  Current liabilities    
 trade payables  18,000 
 Short-term borrowings    26,000  
     44,000  
  Total equity and liabilities    215,500  
 *the equity is calculated as follows:   
 opening balance  117,500 
 Profi t     18,000  
   135,500 
 Drawings     (15,000 ) 
 Closing balance   120,500  

Chapter 2 

2.1 Simonson engineering 

 Solutions to self-assessment 
questions 

     Appendix C 
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(b) The statement of financial position shows:

●	 The biggest investment in assets is property, followed by trade receivables and inventor
ies. These combined account for more than 76% of the value of assets held.

●	 The investment in current assets accounts for 44% of the total investment in assets.
●	 The total longterm finance is divided 70% equity and 30% longterm borrowings. 

There is, therefore, not excessive reliance on longterm borrowings.
●	 The current assets (which are cash or near cash) cover the current liabilities (which are 

maturing obligations) by a ratio of more than 2:1.
(c) The revised statement of position will be as follows:

Simonson engineering
Statement of financial position as at 30 September 2015

£
ASSeTS
non-current assets
Property, plant and equipment
Property 115,000
Plant and machinery 25,000
motor vehicles 15,000
fixtures and fittings  9,000

164,000
Current assets
inventories 38,000
trade receivables 48,000
Cash in hand  1,500

 87,500
Total assets 251,500
eQUiTY And LiABiLiTieS
equity
Closing balance (120,500 + 43,000 - 7,000) 156,500
non-current liabilities
long-term borrowings   51,000
Current liabilities
trade payables   18,000
Short-term borrowings   26,000

  44,000
Total equity and liabilities 251,500
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  Chapter 3 

     3.1 TT and Co. 

 Statement of fi nancial position as at 31 december 2014 

      £    
  ASSeTS    
 Delivery van    (12,000 - 2,500)     9,500 
 inventories    (143,000 + 12,000 - 74,000 - 16,000)     65,000 
 trade receivables    (152,000 - 132,000 - 400)     19,600 
 Cash at bank    (50,000 - 25,000 -
500 - 1,200 - 12,000 -
33,500 - 1,650 - 12,000 +
35,000 + 132,000 -
121,000 - 9,400)     750 
 Prepaid expenses    (5,000 + 300)       5,300  
 total assets   100,150  
  eQUiTY And LiABiLiTieS    
 equity    (50,000 + 26,900)     76,900 
 trade payables    (143,000 - 121,000)     22,000 
 accrued expenses    (630 + 620)       1,250  
  Total equity and liabilities    100,150  

 income statement for the year ended 31 december 2014 
      £    

 Sales revenue    (152,000 + 35,000)     187,000 
 Cost of goods sold    (74,000 + 16,000)      (90,000)  
 Gross profi t  97,000 
 Rent  (20,000) 
 Rates    (500 + 900)     (1,400) 
 Wages    (33,500 + 630)     (34,130) 
 electricity    (1,650 + 620)     (2,270) 
 Bad debts  (400) 
 Van depreciation    ((12,000 - 2,000)/4)     (2,500) 
 Van expenses    (9,400 ) 
 Profi t for the year    26,900  

Chapter 3 

3.1 TT and Co. 
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 The statement of fi nancial position could now be rewritten in a more stylish form as follows: 

 Statement of fi nancial position as at 31 december 2014 

      £    
  ASSeTS    
  non-current assets    
  Property, plant and equipment    
 Delivery van at cost  12,000 
 accumulated depreciation      (2,500)  
        9,500  
  Current assets    
 inventories  65,000 
 trade receivables  19,600 
 Prepaid expenses  5,300 
 Cash     750  
    90,650  
  Total assets    100,150  
  eQUiTY And LiABiLiTieS    
  equity    
 Closing balance     76,900  
  Current liabilities    
 trade payables  22,000 
 accrued expenses     1,250  
      23,250  
  Total equity and liabilities    100,150  

  Chapter 4 

     4.1 dev Ltd 

   (a)   The summarised statement of fi nancial position of Dev Ltd, immediately following the 
rights and bonus issue, is as follows: 

 Statement of fi nancial position 

      £000    
  net assets  (   235 + 40    (cash from the rights issue))    275  
  equity    
  Share capital: 180,000 shares @    £1 ((100 + 20) + 60)     180 
  Share premium account    (30 + 20 - 50)     – 
  Revaluation reserve    (37 - 10)     27 
  Retained earnings     68  
     275  

 Note that the bonus issue of    £60,000    is taken from capital reserves (reserves unavailable 
for dividends) as follows: 

      £000    
 Share premium account  50 
 Revaluation reserve     10  
      60  

 More could have been taken from the revaluation reserve and less from the share pre
mium account without making any diff erence to dividend payment possibilities.  

Chapter 4 

4.1 dev Ltd 
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  (b)   There may be pressure from a potential lender for the business to limit its ability to pay 
dividends. This would place lenders in a more secure position because the maximum buf
fer or safety margin between the value of the assets and the amount owed by the business 
is maintained. It is not unusual for potential lenders to insist on some measure to lock up 
shareholders’ funds in this way as a condition of granting the loan.  

  (c)   The summarised statement of fi nancial position of Dev Ltd, immediately following the 
rights and bonus issue, assuming a minimum dividend potential objective, is as follows: 

  Statement of fi nancial position  

      £000    
  net assets  (   235 + 40    (cash from the rights issue))   275  
  equity    
 Share capital: 180,000 shares @    £1 ((100 + 20) + 60)     180 
 Share premium account    (30 + 20)     50 
 Revaluation reserve  37 
 Retained earnings    (68 - 60)       8  
    275  

  (d)   Before the bonus issue, the maximum dividend was    £68,000.    Now it is    £8,000.    Thus the 
bonus issue has had the eff ect of locking up an additional    £60,000    of the business’s assets 
in terms of the business’s ability to pay dividends.  

  (e)   Before the issues, Lee had 100 shares worth    £2.35 (£235,000/100,000)    each or    £235    in 
total. Lee would be off ered 20 shares in the rights issue at    £2    each or    £40    in total. After the 
rights issue, Lee would have 120 shares worth    £2.2917 (£275,000/120,000)    each or    £275    
in total. 

 The bonus issue would give Lee 60 additional shares. After the bonus issue, Lee would 
have 180 shares worth    £1.5278 (£275,000/180,000)    each or    £275    in total. 

 None of this aff ects Lee’s wealth. Before the issues, Lee had    £235    worth of shares and 
   £40    more in cash. After the issues, Lee has the same total wealth but all    £275    is in the value 
of the shares.  

  (f)   The things that we know about the company are as follows: 
   ●	   It is a private (as opposed to a public) limited company, for it has ‘Ltd’ (limited) as part 

of its name, rather than plc (public limited company).  
  ●	   It has made an issue of shares at a premium, almost certainly after it had traded success

fully for a period. (There is a share premium account. It would be very unlikely that the 
original shares, issued when the company was fi rst formed, would have been issued at 
a premium.)  

  ●	   Certain of the assets in the statement of fi nancial position have been upwardly reval
ued by at least    £37,000.    (There is a revaluation reserve of    £37,000.    This may just be 
what is left after a previous bonus issue had taken part of the balance.)  

  ●	   The company has traded at an aggregate profi t (though there could have been losses in 
some years), net of tax and any dividends paid. (There is a positive balance on retained 
earnings.)       

  Chapter 5 

         5.1 (a)     1    Dividends announced between the end of the reporting period and the date at which 
the fi nancial reports are authorised for publication should  not  be treated as a liability in 
the statement of fi nancial position at the end of that period. IAS 1 specifi cally precludes 
the treatment of such dividends as liabilities.  

Chapter 5 

         5.1 (a)     1
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2 IAS 1 provides support for three key accounting conventions – accruals, going concern 
and consistency. It does not specifically support the historic cost convention.

3 IAS 1 does not permit bank overdrafts to be offset against positive bank balances when 
preparing the statement of financial position. For the sake of relevance they should be 
shown separately.

(b) Dali plc
A striking feature of the segmental reports is that the car parts segment generates the 

highest revenue – more than the other two segments combined. Nevertheless, it is the 
aircraft parts segment that generates the highest profit. We can use some simple ratios at 
this point to help evaluate performance.

We can start by considering the profit generated in relation to the sales revenue for 
each operating segment. We can see from the table below that the boat parts segment 
generates the most profit in relation to sales revenue. Around 21 per cent, or £0.21 in every 
£1, of profit is derived from the sales revenue generated. The total revenue for this seg
ment, however, is much lower than for the other two segments. Although the car parts 
segment generates the most revenue, less than 6%, or £0.06 in every £1, of profit is derived 
from the sales revenue generated. It is worth noting that the aircraft parts segment suf
fered a large impairment charge during the year, which had a significant effect on profits. 
The reasons for this impairment charge should be investigated.

We can also compare the profit generated with the net assets employed (that is, total 
assets less total liabilities) for each segment. We can see from the table below that the boat 
parts segment produces the best return on net assets employed by far: around 82 per cent, 
that is, £0.82 for every £1 invested. Once again, the car parts segment produces the worst 
results with a return of less than 24 per cent.

The relatively poor results from the car parts segment may simply reflect the nature of 
the market in which it operates. Compared with car parts segments of other businesses, 
it may be doing very well. Nevertheless, the business may still wish to consider whether 
future investment would not be better directed to those areas where greater profits can be 
found.

The investment in noncurrent assets during the period in relation to the total assets 
held is much higher for the boat parts segment. This may reflect the faith of the directors 
in the potential of this segment.

The depreciation charge as a percentage of segment assets seems to be high for all of 
the operating segments – but particularly for the car parts division. This should be inves
tigated as it may suggest poor buying decisions.

Table of key results

Car parts Aircraft parts Boat parts

total revenue £360m £210m £85m
Segment profit £20m £24m £18m
net assets (assets less liabilities) £85m £58m £22m
Segment profit as a percentage of sales revenue 5.6% 11.4% 21.2%
Segment profit as a percentage of net assets employed 23.5% 41.4% 81.8%
total assets £170m £125m £44m
expenditure on non-current assets £28m £23m £26m
Depreciation £80m £55m £15m
Depreciation as a percentage of segment assets 47.1% 44.0% 34.1%
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  Chapter 6 

     6.1 Touchstone plc 

 Statement of cash fl ows for the year ended 31 december 2015 

      £m    
  Cash fl ows from operating activities    
 Profi t before taxation (after interest) (see note 1 below)  60 
 adjustments for:   
  Depreciation  16 
  interest expense (note 2)    4  
   80 
  increase in trade receivables    (26 - 16)     (10) 
  Decrease in trade payables    (38 - 37)     (1) 
  Decrease in inventories    (25 - 24)       1  
  Cash generated from operations   70 
 interest paid  (4) 
 taxation paid (note 3)  ( 12 ) 
 Dividend paid  ( 18 ) 
  Net cash from operating activities    36  
  Cash fl ows from investing activities    
 Payments to acquire tangible non-current assets (note 4)  ( 41 ) 
  Net cash used in investing activities   ( 41 ) 
  Cash fl ows from fi nancing activities    
 issue of loan notes    (40 - 20)      20  
  Net cash used in fi nancing activities    20  
  net increase in cash and cash equivalents    15  
 Cash and cash equivalents at 1 January 2015   
  Cash    4  
 Cash and cash equivalents at 31 December 2015   
  Cash  4 
  treasury bills   15  
    19  

 To see how this relates to the cash of the business at the beginning and end of the year 
it can be useful to provide a reconciliation as follows: 

 Analysis of cash and cash equivalents during the year ended 31 december 2015 

      £m    
 Cash and cash equivalents at 1 January 2015  4 
 net cash infl ow   15  
 Cash and cash equivalents at 31 December 2015   19  

 notes: 
   1   this is simply taken from the income statement for the year.  
  2   interest payable expense must be taken out, by adding it back to the profi t before taxation fi gure. We 

subsequently deduct the cash paid for interest payable during the year. in this case the two fi gures are 
identical.  

  3   Companies pay 50% of their tax during their accounting year and the other 50% in the following year. 
thus the 2015 payment would have been half the tax on the 2014 profi t (that is, the fi gure that would 
have appeared in the current liabilities at the end of 2014), plus half of the 2015 tax charge (that is, 
   4 + (1�2 * 16) = 12   ).  

Chapter 6 
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  4   Since there were no disposals, the depreciation charges must be the diff erence between the start and end 
of the year’s non-current asset values, adjusted by the cost of any additions: 

      £m    
 Carrying amount at 1 January 2015  147 
 additions (balancing fi gure)    41  
   188 
 Depreciation    (6 + 10)       (16 ) 
 Carrying amount at 31 December 2015   172  

  Chapter 7 

     7.1 Ali plc and Bhaskar plc 

   (a)   To answer this question, you may have used the following ratios: 

   ali plc  Bhaskar plc 

 Return on ordinary 
shareholders’ funds ratio 

    
99.9

687.6
* 100 = 14.5%        

104.6
874.6

* 100 = 12.0%    

 operating profi t margin ratio     
151.3

1,478.1
* 100 = 10.2%        

166.9
1,790.4

* 100 = 9.3%    

 inventories turnover 
period ratio 

    
592.0

1,018.3
* 12 = 7.0 months        

403.0
1,214.9

* 12 = 4.0 months    

 Settlement period for trade 
receivables ratio 

    
176.4

1,478.1
* 12 = 1.4 months        

321.9
1,790.4

* 12 = 2.2 months    

 Current ratio     
853.0
422.4

= 2.0        
816.5
293.1

= 2.8    

 acid test ratio     
(853.0 - 592.0)

422.4
= 0.6        

(816.5 - 403.0)
293.1

= 1.4    

 Gearing ratio     
190

(687.6 + 190)
* 100 = 21.6%        

250
(874.6 + 250)

* 100 = 22.2%    

 interest cover ratio     
151.3
19.4

= 7.8 times        
166.9
27.5

= 6.1 times    

 earnings per share     
99.9
320

= 31.2p        
104.6
250

= 41.8p    

 Price/earnings ratio     
650
31.2

= 20.8 times        
820
41.8

= 19.6 times    

  (note: it is not possible to use any average ratios because only the end-of-year fi gures are provided for 
each business.)  

   Ali plc seems more eff ective than Bhaskar plc at generating returns for shareholders, as 
indicated by the higher ROSF ratio. This may be partly caused by Ali plc’s higher operating 
profi t margin.  
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Both businesses have a very high inventories turnover period; this probably needs to 
be investigated. This ratio is particularly high for Ali plc. Both may suffer from poor inven
tories management.

Ali plc has a lower settlement period for trade receivables than Bhaskar plc. This may 
suggest that Bhaskar plc needs to exert greater control over trade receivables.

Ali plc has a much lower current ratio and acid test ratio than Bhaskar plc. The acid test 
ratio of Ali plc is substantially below 1.0: this may suggest a liquidity problem.

The gearing ratio of each business is quite similar. Neither business seems to have exces
sive borrowing. The interest cover ratio for each business is also similar. The ratios indicate 
that both businesses have good profit coverage for their interest charges.

Earnings per share is significantly higher for Bhaskar plc than for Ali plc. However, the 
P/E ratio for Bhaskar plc is slightly lower. This latter ratio suggests that the market consid
ers Ali plc has slightly better prospects than Bhaskar plc.

To draw better comparisons between the two businesses, it would be useful to calculate 
other ratios from the financial statements. It would also be helpful to calculate ratios for 
both businesses over (say) five years as well as key ratios of other businesses operating in 
the same industry.

(b) The Altman model Zscore model is as follows:

Z = 0.717a + 0.847b + 3.107c + 0.420d + 0.998e

where a = Working capital/Total assets
b = Accumulated retained profits/Total assets
c = Operating profit/Total assets
d = Book (statement of financial position) value of ordinary and preference shares/
Total liabilities at book (statement of financial position) value
e = Sales revenue/Total assets

For Ali plc, the Zscore is:

0.717(853.0 - 422.4)/1,300.0] + 0.847 (367.6/1,300.0) + 3.107 (151.3/1,300.0)
+0.420[320.0/(190.0 + 422.4)] + 0.998 (1,478.1/1,300.0) = 2.193

For Bhaskar plc, the Zscore is:

0.717 [(816.5 - 293.1)/1,417.7] + 0.847 (624.6/1,417.7) + 3.107 (166.9/1,417.7)
+0.420[250.0/(250.0 + 293.1)] + 0.998 (1,790.4/1,417.7) = 2.457

(c) The Zscores for these two businesses are quite close, with Bhaskar looking slightly safer. 
They are both in the category of businesses in the ‘zone of ignorance’ and, therefore, dif
ficult to classify (a Zscore between 1.23 and 4.14). This is quite unusual in that the Altman 
model is able confidently to classify 91 per cent of businesses. Clearly, these two busi
nesses fall into the remaining 9 per cent.

It is questionable whether the Altman model is strictly applicable to UK businesses, 
since it was derived from data relating to US businesses that had failed. On the other 
hand, it probably provides a useful insight.
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  Chapter 8 

     8.1 JB Limited 
   

(a)

   

      £      

 material m1     
    400 * 3 @ £5.50     6,600  the original cost is irrelevant since any 

inventories used will need to be replaced 
 material P2     

    400 * 2 @ £2.00    (that is, 
   £3.60 - £1.60   ) 

 1,600  the best alternative use of this material 
is as a substitute for P4 – an eff ective 
opportunity cost of    £2.00/kg    

 Part number 678     
    400 * 1 @ £50     20,000   

 labour     
 Skilled    400 * 5 @ £12     24,000  the eff ective cost is    £12/hour    
 Semi-skilled    400 * 5 @ £10     20,000   

 overheads  3,200  it is only the additional cost which is 
relevant; the method of apportioning total 
overheads is not relevant 

    ______    
 total relevant cost   75,400    

 Potential revenue     
 400 @    £200      80,000    

 Clearly, on the basis of the information available it would be benefi cial for the business 
to undertake the contract.  

  (b)   The net fi nancial benefi t of undertaking the contract is    £4,600    (that is    £80,000 - £75,400   ). 
   1   For the project not to be fi nancially viable, the cost of Material M1 would have to 

increase by a total of    £4,600    from its projected cost of    £6,600,    an increase of around 70 
per cent.  

  2   With the skilled labour rate, the cost of this factor would have to increase by    £4,600,    
from    £20,000,    an increase of 23 per cent.    

  (c)   There are many possible answers to this part of the question, including: 
   ●	   If Material P2 had not already been held, it may be that it would not have been possible 

to buy it in and still leave the contract as a benefi cial one. In this case the business may 
be unhappy about accepting a price under the particular conditions that apply, which 
could not be accepted under other conditions.  

  ●	   Will the replacement for the skilled worker be able to do the normal work of that per
son to the necessary standard?  

  ●	   Is JB Limited confi dent that the additional semiskilled employee can be made redun
dant at the end of this contract without cost to the business?  

  ●	   The sensitivities of all of the other factors could also be established and the more 
sensitive areas examined to try to assess the riskiness of JB Limited undertaking this 
contract.       
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  Chapter 9 

     9.1 Khan Ltd 

   (a)   The breakeven point, if only the Alpha service were provided, would be: 

   
Fixed costs

Sales revenue per unit - Variable cost per unit
=

£40,000
£30 - £(15 + 6)

= 4,445 units (per year)

    (Strictly it is 4,444.44 but 4,445 is the smallest number of units of the service that must be 
provided to avoid a loss.)  

  

(b)

     

    Alpha    Beta    Gamma  

 Selling price    (£/unit)     30  39  20 
 Variable materials    (£/unit)     (15)  (18)  (10) 
 Variable production cost    (£/unit)          (6 )  ( 10 )    (5 ) 
 Contribution    (£/unit)        9    11     5  
 Staff  time (hr/unit)  2  3  1 
 Contribution/staff  hour     £4.50        £3.67        £5.00    
 order of priority  2nd  3rd  1st 

  

(c)

     

 Hours  Contribution 

          £    

 Provide:       
 5,000 Gamma using  5,000  generating (that is,    5,000 * £5 =    )  25,000 
 2,500 alpha using     5,000   generating (that is,    2,500 * £9 =    )   22,500  
    10,000     47,500 
     fixed cost  ( 40,000 ) 
     Profi t     7,500  

 This leaves a demand for 500 units of Alpha and 2,000 units of Beta unsatisfi ed.     

  Chapter 10 

     10.1 Hector and Co. Ltd 

   (a)   Job costing basis 

          £    

 materials:  metal wire     1,000 * 2 * £2.20*     4,400 
   fabric     1,000 * 0.5 * £1.00*     500 
 labour:  Skilled     1,000 * (10/60) * £12.00     2,000 
   unskilled     1,000 * (5/60) * £7.50     625 
 indirect cost 
 total cost 
 Profi t loading 

    1,000 * (15/60) * (50,000/12,500)      1,000  
   8,525 
 12.5% thereof   1,066  

 total tender price     9,591  

  *in the traditional approach to full costing, historic costs of materials tend to be used. it would not necessarily 
have been incorrect to have used the ‘relevant’ (opportunity) costs here.  
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  (b)   Minimum contract price (relevant cost basis) 

          £    
 materials:  metal wire     1,000 * 2 * £2.50    (replacement cost)  5,000 
   fabric     1,000 * 0.5 * £0.40    (scrap value)  200 
 labour:  Skilled  (there is no eff ective cost of skilled staff )  – 
   unskilled     1,000 * 5/60 * £7.50         625  
 minimum tender price     5,825  

 The diff erence between the two prices is partly that the relevant costing approach 
tends to look to the future, partly that it considers opportunity costs, and partly that the 
jobcosting basis total has a profi t loading.     

  Chapter 11 

     11.1 psilis Ltd 

   (a)   Full cost (present basis) 

    Basic      Super    
      £          £      

 Direct labour (all    £10/hour   )  40.00  (4 hours)  60.00  (6 hours) 
 Direct material  15.00    20.00   
 overheads   18.20      (£4.55* * 4)       27.30      (£4.55* * 6)    
    73.20      107.30    

  *total direct labour hours    worked = (40,000 * 4) + (10,000 * 6) = 220,000 hours.    overhead recovery 
   rate = £1,000,000/220,000 = £4.55    per direct labour hour.  

  Thus the selling prices are currently: 

 Basic:     £73.20 + 25% = £91.50    
 Super:     £107.30 + 25% = £134.13    

  (b)   Full cost (activity cost basis) 
  Here, the cost of each costdriving activity is apportioned between total production of the 

two products. 

  Activity    Cost    Basis of    Basic      Super    
      £000      apportionment      £000          £000      

 machine set-ups  280  number of set-ups  56  (20/100)  224  (80/100) 
 quality inspection  220  number of inspections  55  (500/2,000)  165  (1,500/2,000) 
 Sales order    number of orders         

 processing  240  processed  72  (1,500/5,000)  168  (3,500/5,000) 
 General production    260   machine hours   182   (350/500)    78   (150/500) 
 total   1,000      365      635    

 The overheads per unit are: 

 Basic:     
£365,000

40,000
= £9.13    

 Super:     
£635,000

10,000
= £63.50    
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Thus, on an activity basis the full costs are as follows:

Basic Super
£ £

Direct labour (all £10/hour) 40.00 (4 hours) 60.00 (6 hours)
Direct material 15.00 20.00
overheads   9.13 63.50
full cost 64.13 143.50
Current selling price 91.50 134.13

(c) It seems that the Supers are being sold for less than they cost to produce. If the price can
not be increased, there is a very strong case for abandoning this product. At the same time, 
the Basics are very profitable to the extent that it may be worth considering lowering the 
price to attract more sales revenue.

The fact that the overhead costs can be related to activities and, more specifically, to 
products does not mean that abandoning Super production would lead to immediate 
overhead cost savings. For example, it may not be possible or desirable to dismiss machine
setting staff overnight. It would certainly rarely be possible to release factory space occu
pied by machine setters and make immediate cost savings. Nevertheless, in the medium 
term it is possible to avoid these costs, and it may be sensible to do so.

(d) Three major differences between the costplus approach and the target costing approach 
to pricing are as follows:
●	 With the costplus approach, the price of a product is determined by its cost, whereas, 

with the target costing approach, it is the other way around.
●	 With the costplus approach, cost efficiencies are normally achieved after the product 

is developed, whereas, with the target costing approach, cost efficiencies are built into 
the design process.

●	 With the costplus approach, cost management is not driven by the demands of the 
market, whereas, with the target costing approach, cost management is marketdriven.

(e) Three nonfinancial measures that could act as lead indicators concerning the internal 
business processes of a laptop manufacturer are:
●	 number of new products brought to market
●	 percentage of customers requiring aftersales service
●	 time taken to process new orders.

(f) It is difficult for these different approaches to coexist in a highly competitive economy. 
The pursuit of shareholder value may be necessary in order to secure funds and for man
agers to secure their jobs. A stakeholder approach, which is committed to satisfying the 
needs of a broad group of constituents, may be difficult to sustain in such an environment.

It has been suggested that other stakeholders have been seriously adversely affected by 
the pursuit of shareholder value. It is claimed that the application of various techniques 
to improve shareholder value such as hostile takeovers, costcutting and large manage
ment incentive bonuses have badly damaged the interests of certain stakeholders such as 
employees and local communities. However, a commitment to shareholder value must 
take account of the needs of other stakeholders if it is to deliver longterm benefits.

(g) If businesses are overcapitalised it is probably because insufficient attention is given to 
the amount of capital that is required. Management incentive schemes that are geared 
towards generating a particular level of profits or achieving a particular market share with
out specifying the level of capital invested can help create such a problem. EVA® can help 
by highlighting the cost of capital, through the capital charge.
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  Chapter 12 

     12.1 Antonio Ltd 

   (a)     1     Raw materials inventories budget for the six months ending 31 December (physical 
quantities): 

    July    Aug    Sept    Oct    Nov    Dec  
    Units    Units    Units    Units    Units    Units  

 opening inventories 
 (current month’s production) 

 500  600  600  700  750  750 

 Purchases (balance fi gure)     600      600      700      750      750     750  
   1,100  1,200  1,300  1,450  1,500  1,500 
 issues to production (from question)    (500 )    (600 )    (600 )    (700 )    (750 )    (750 ) 
 Closing inventories 
 (next month’s production) 

    600      600      700      750      750      750  

 Raw material inventories budget for the six months ending 31 December (in fi nancial 
terms), that is, the physical    quantities * £8:    

    July    Aug    Sept    Oct    Nov    Dec  
      £        £        £        £        £        £    

 opening inventories  4,000  4,800  4,800  5,600  6,000  6,000 
 Purchases   4,800    4,800     5,600     6,000     6,000     6,000  
   8,800  9,600  10,400  11,600  12,000  12,000 
 issues to production  ( 4,000 )  ( 4,800 )    (4,800 )    (5,600 )    (6,000 )    (6,000 ) 
 Closing inventories   4,800    4,800     5,600     6,000     6,000     6,000  

  2   Trade payables budget for the six months ending 31 December: 

    July    Aug    Sept    Oct    Nov    Dec  
      £        £        £        £        £        £    

 opening balance 
 (current month’s payment) 

  4,000    4,800       4,800       5,600       6,000      6,000  

 Purchases (from raw 
 materials inventories budget) 

  4,800    4,800     5,600     6,000     6,000    6,000  

   8,800  9,600  10,400  11,600  12,000  12,000 
 Payments  ( 4,000 )  ( 4,800 )    (4,800 )    (5,600 )    (6,000 )    (6,000 ) 
 Closing balance 
 (next month’s payment) 

  4,800    4,800     5,600     6,000     6,000     6,000  
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3 Cash budget for the six months ending 31 December:

July Aug Sept Oct Nov Dec
£ £ £ £ £ £

inflows
trade receivables  
 (40% of sales revenue  
 of two months previous)

2,800 3,200 3,200 4,000 4,800 5,200

Cash sales revenue  
 (60% of current month’s  
 sales revenue)

4,800   6,000   7,200   7,800   8,400   9,600

total inflows 7,600   9,200  10,400   11,800 13,200 14,800
Outflows
Payables (from  
 payables budget)

(4,000) (4,800) (4,800) (5,600) (6,000) (6,000)

Direct costs (3,000) (3,600) (3,600) (4,200) (4,500) (4,500)
advertising (1,000) – – (1,500) – –
overheads: 80% (1,280) (1,280) (1,280) (1,280) (1,600) (1,600)
      20% (280) (320) (320) (320) (320) (400)
new plant        –          –   (2,200)   (2,200)   (2,200)          –
total outflows (9,560) (10,000) (12,200) (15,100) (14,620) (12,500)
net inflows/(outflows) (1,960)    (800)   (1,800)   (3,300)   (1,420)   2,300
Balance c/f 5,540   4,740   2,940    (360)  (1,780)      520

The cash balances carried forward are deduced by subtracting the deficit (net out
flows) for the month from (or adding the surplus for the month to) the previous 
month’s balance.

Note how budgets are linked; in this case the inventories budget to the trade pay
ables budget and the payables budget to the cash budget.

(b) The following are possible means of relieving the cash shortages revealed by the budget:

●	 Make a higher proportion of sales on a cash basis.
●	 Collect the money from credit customers more promptly, for example during the 

month following the sale.
●	 Hold lower levels of inventories, both of raw materials and of finished goods.
●	 Increase the trade payables payment period.
●	 Delay the payments for advertising.
●	 Obtain more credit for the overhead costs; at present only 20 per cent are on credit.
●	 Delay the payments for the new plant.

A combination of two or more of these ways might be used.
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  Chapter 13 

     13.1 Toscanini Ltd 
   (a)     

    Budget        

    Original    Flexed      Actual    

 output (units) (production and sales)     4,000      3,500        3,500    
      £        £          £      
 Sales revenue  16,000  14,000    13,820   
 Raw materials  (3,840)  (3,360)   (1,400 kg)  (3,420)   (1,425 kg) 
 labour  (3,200)  (2,800)   (350 hr)  (2,690)   (345 hr) 
 fixed overheads    ( 4,800 )    ( 4,800 )     ( 4,900 )   
 operating profi t     4,160       3,040        2,810    

      £      

 Sales volume variance    (4,160 - 3,040)     (1,120)  (a) 
 Sales price variance    (14,000 - 13,820)     (180)  (a) 
 materials price variance    (1,425 * 2.40) - 3,420     0   
 materials usage variance    ((3,500 * 0.4) - 1,425) * £2.40     (60)  (a) 
 labour rate variance    (345 * £8) - 2,690     70  (f) 
 labour effi  ciency variance    ((3,500 * 0.10) - 345) * £8     40  (f) 
 fixed overhead spending variance    (4,800 - 4,900)       (100 )  (a) 
 total net variances  ( 1,350 )  (a) 
 Budgeted profi t  4,160   
  Less  total net variance   1,350    
 actual profi t   2,810    

  (b)   Manager to be held accountable: 

 Sales volume variance  Sales manager 
 Sales price variance  Sales manager 
 materials usage variance  Production manager 
 labour rate variance  Human resources manager 
 labour effi  ciency variance  Production manager 
 fixed overhead spending variance  Various, depending on the nature of the overheads 

  (c)   Feasible explanations include the following: 

 Sales volume variance  unanticipated fall in world demand would account 
for    400 * £2.24 = £896    of this variance (   £2.24    is the 
budgeted contribution per unit). ineff ective marketing 
probably caused the remainder, though a lack of 
availability of the fi nished product to sell could be a 
reason. 

 Sales price variance  ineff ective selling seems the only logical reason. 
 materials usage variance  ineffi  cient usage of material, perhaps because of poor 

performance by labour, or substandard materials. 
 labour rate variance  less overtime worked or lower production bonuses paid 

as a result of lower volume of activity. 
 labour effi  ciency variance  more eff ective working. 
 fixed overheads spending variance  ineff ective control of overheads. 
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  (d)   Clearly, not all of the sales volume variance can be attributed to poor marketing, given a 
10 per cent reduction in demand. 

 It will probably be useful to distinguish between that part of the variance that arose 
from the shortfall in general demand (a planning variance) and a volume variance, which 
is more fairly attributable to the manager concerned. Thus accountability will be more 
fairly imposed. 

      £    

 Planning variance    (10% * 4,000) * £2.24    
 (   £2.24    is the budgeted contribution per unit). 

 896 

 ‘Revised’ sales volume variance 
    [4,000 - (10% * 4,000) - 3,500] * £2.24    

     224  

 original sales volume variance   1,120  

  Chapter 14 

     14.1 Beacon Chemicals plc 

   (a)   Relevant cash fl ows are as follows: 

    Year 0    Year 1    Year 2    Year 3    Year 4    Year 5  
      £ million        £ million        £ million        £ million        £ million        £ million    

 Sales revenue    80  120  144  100  64 
 loss of contribution    (15)  (15)  (15)  (15)  (15) 
 Variable cost    (40)  (50)  (48)  (30)  (32) 
 fixed cost (note 1)      (8 )    (8 )    (8 )    (8 )    (8 ) 
 operating cash fl ows    17  47  73  47  9 
 Working capital  (30)          30 
 Capital cost  ( 100 )                                         
 net relevant cash fl ows  ( 130 )   17    47    73    47    39  

  notes: 
  1   only the elements of fi xed cost that are incremental to the project (only existing because of the proj-

ect) are relevant. Depreciation is irrelevant because it is not a cash fl ow.  
  2   the research and development cost is irrelevant since it has been spent irrespective of the decision 

on X14 production.    

  (b)   The payback period is as follows: 

    Year 0    Year 1    Year 2    Year 3  
      £ million        £ million        £ million        £ million    

 Cumulative cash fl ows  (130)  (113)  (66)  7 

  Thus the equipment will have repaid the initial investment by the end of the third year of 
operations. The payback period is, therefore, three years.  

  (c)   The net present value is as follows: 

    Year 0    Year 1    Year 2    Year 3    Year 4    Year 5  
      £ million        £ million        £ million        £ million        £ million        £ million    

 Discount factor  1.00  0.926  0.857  0.794  0.735  0.681 
 Present value  (130)  15.74  40.28  57.96  34.55  26.56 
 net present value   45.09   (that is, the sum of the present values for years 0 to 5.) 
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  (d)   To have the eff ect of reducing the NPV to zero, the additional loss of contribution would 
have to be such that its present value would be    £45.09 million.    As the loss of contribution 
arises in each year (1 to 5), letting A    =     the additional loss of contribution: 

    45.09 = (A * 0.926) + (A * 0.857) + (A * 0.794) + (A + 0.735) + (A + 0.681)

  A = 45.09/3.993

  A = £11.29 million   

 This means that the loss of contribution would have to move from    £15 million    to 
   £26.29 million    – an increase of 75% – before a possible misestimation of this value would, 
taken alone, cause the project to be wealth destructive. In other words, the potential suc
cess of the project is not very sensitive to the estimate of the loss of contribution.     

  Chapter 15 

     15.1 Helsim Ltd 

   (a)   The liquidity position may be assessed by using the liquidity ratios discussed in  Chapter   7   : 

     Current ratio =
Current assets

Current liabilities

  =
£7.5m
£5.4m

  = 1.4

 Acid test ratio =
Current assets (excluding inventories)

Current liabilities

 =
£3.7m
£5.4m

  = 0.7   
 These ratios reveal a fairly weak liquidity position. The current ratio seems quite low 

and the acid test ratio very low. This latter ratio suggests that the business does not have 
suffi  cient liquid assets to meet its maturing obligations. It would, however, be useful to 
have details of the liquidity ratios of similar businesses in the same industry in order to 
make a more informed judgement. The bank overdraft represents 67% of the current lia
bilities and 40% of the total liabilities of the business. The continuing support of the bank 
is therefore important to the ability of the business to meet its commitments.  

  (b)   The fi nance required to reduce trade payables to an average of 40 days outstanding is cal
culated as follows: 

      £m    

 trade payables at the date of the statement of fi nancial position  1.80 
 trade payables outstanding based on 40 days’ credit: 
    40/365 * £8.4m    (that is, credit purchases)  ( 0.92)  
 finance required   0.88  (say    £0.9m   ) 

Chapter 15 
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(c) The bank may not wish to provide further finance to the business. The increase in over
draft will reduce the level of trade payables but will increase the risk exposure of the 
bank. The additional finance invested by the bank will not generate further funds (it will 
not increase profit) and will not therefore be selfliquidating. The information available 
implies that the business would not be able to offer any security for further loans. The 
loan notes (£3.5 million) are secured on the property (market value £3.8 million). On top 
of that there is already an overdraft of (£3.6 million). The profits of the business will be 
reduced and the interest cover ratio, based on the profits generated last year, would reduce 
to about 1.6* times if the additional overdraft were granted (based on interest charged at 
10% each year). This is very low and means that only a small decline in profits would leave 
interest charges uncovered.
*   existing bank overdraft (3.6) + extension of overdraft to cover reduction in trade payables (0.9) + loan notes (3.5) =  
£8.0m. assuming a 10% interest rate means a yearly interest payment of £0.8m. the operating profit was £1.3m. inter-
est cover would be 1.63 (that is, 1.3/0.8).

(d) A number of possible sources of finance might be considered. Four possible sources are as 
follows:
●	 Issue ordinary (equity) shares. This option may be unattractive to investors. The return 

on equity is fairly low at 7.9% (that is, profit for the year (0.3)/equity (3.8)) and there is 
no evidence that the profitability of the business will improve. If profits remain at their 
current level, the effect of issuing more equity will be to reduce further the returns to 
equity.

●	 Make other borrowings. This option may also prove unattractive to investors. The effect of 
making further borrowings will have a similar effect to that of increasing the overdraft. 
The profits of the business will be reduced and the interest cover ratio will decrease to 
a low level. The gearing ratio of the business is already quite high at 48% (that is, loan 
notes (3.5)/(loan notes + equity (3.5 + 3.8)) and it is not clear what security would be 
available for the loan. The gearing ratio would be much higher if the overdraft were to 
be included.

●	 Chase trade receivables. It may be possible to improve cash flows by reducing the level of 
credit outstanding from customers. At present, the average settlement period is 93 days 
(that is, (trade receivables (3.6)/sales revenue (14.2)) * 365), which seems quite high. 
A reduction in the average settlement period by approximately a quarter would gener
ate the funds required. However, it is not clear what effect this would have on sales.

●	 Reduce inventories. This appears to be the most attractive of the four options. At present, 
the average inventories holding period is 178 days (that is, (closing inventories (3.8)/ 
cost of sales (7.8)) * 365), which seems very high. A reduction in this period by less 
than a quarter would generate the funds required.
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  Chapter 16 

     16.1 Town Mills Ltd 

   (a)   Operating cash cycle 

   days 

 inventories holding period    192/652 * 365     107 
 trade receivables period    202 * (105/110)/903 * 365    (note 1)    78  
   185 
 trade payables period    260 * (105/110)/652 * 365    (notes 1 
and 2)  ( 139)  
     46  

  notes: 
 1  Since the closing level of trade receivables/payables was 10 per cent 

higher at the end of the year than at the start, the average balance 
would be 105/110 of the end of year balance. 

 2  Since inventories were the same at both ends of the year, purchases 
equal cost of sales.  

 Knowledge of the length of the operating cash cycle (OCC) enables the business to 
monitor it over time, perhaps relative to other businesses or some target. It is not possible 
to draw any helpful conclusion from looking at just one fi gure; there needs to be a basis 
of comparison. 

 A problem with using the ‘bottom line’ fi gure for the OCC is that values within it are 
not equivalent. In the case of Town Mills, one day’s sales are worth    £2,474,    whereas one 
day’s purchases or inventories holding are worth    £1,786.    So, whilst an extra day of trade 
receivables period coupled with an extra day of trade payables period would leave the 
OCC unchanged at 46 days, it would involve an additional    £700    or so of investment in 
working capital.  

  (b)   As mentioned in (a) knowledge of the number of days of the OCC tells us little without 
some basis of comparison. 

 The acid test (quick assets) ratio for this company is very low at 0.55:1 (trade receivables 
divided by trade payables plus overdraft). If the inventories are fairly fast moving with a 
short trade receivables period, this may not be a worry, but as it stands this is a concern. 

 The current ratio is close to 1:1, which looks low, but it is not possible to say too much 
without a comparison with similar businesses or this business over time. 

 A glance at  Real World    16.1    (page 656) indicates that there are some successful busi
nesses that operate with very low acid test and current ratios. 

 The level of the overdraft looks worrying. It represents almost 20% of the total fi nan
cing of the business, according to statement of fi nancial position values. The statement 
of fi nancial position may well understate the value of equity, but it still seems that there 
is a lot of shortterm fi nance that could be recalled instantly, which in practice probably 
means a couple of months. 

 A term loan may be a better arrangement than an overdraft. 
 The level of trade payables also seems high, compared with trade receivables. This too 

could be a problem. It depends on the relative market positions of Town Mills and its 
suppliers. 

 Overall, the liquidity does not look strong and probably needs to be reviewed. It is not 
possible to be too dogmatic on this with very limited bases of comparison.  

  (c)   The types of risk and cost that might be associated with high inventories levels of a whole
saler include: 

Chapter 16 
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●	 Financing cost. Inventories normally need to be financed. Usually buying on free trade 
credit covers some of this. In Town Mills’ case, at present at least, trade payables are 
greater than the value of inventories. The credit is linked to purchases not inventories 
levels, so if  inventories levels were to be reduced, the level of payables need not also be 
reduced.

●	 Storage costs. These are likely to be less where inventories are lower. How significant 
these costs are, is likely to depend on the nature of the inventories. If they are high 
value and/or need special treatment they are typically more expensive to store than 
other inventories.

●	 Insurance cost. This is likely to be subject to the same considerations as storage cost, of 
which it can be seen as being part.

●	 Obsolescence cost. The more inventories held, the greater the risk that it will lose value 
either through physical deterioration or through becoming obsolete. A spare part for a 
machine no longer used may be in perfect condition and, in principle, still as capable 
of being used. If the machine is no longer being used, the spare part may be worthless.
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     Chapter 1 

    1.1         The economic cost of providing accounting information should be less than the expected 
economic benefi t from having the information available. In other words, there should be a 
net economic benefi t from producing it. If this is not the case, it should not be produced. 
There are obvious problems, however, in determining the precise value of the benefi t. There 
are also likely to be problems in determining the amount of the cost. Hence, making a judge-
ment about whether to provide additional accounting information is not easy. 

 Economics is not the only issue to consider, particularly in the context of fi nancial account-
ing. Social and other factors may well be involved. It can be argued, for example, that society 
has a right to certain information about a large business, even though this information may 
not have any direct economic value to society.  

    1.2         The main users of fi nancial information for a university and the way in which they are likely 
to use this information may be summed up as follows: 

 Students  Whether to enrol on a course of study. This would probably involve an 
assessment of the university’s ability to continue to operate and to fulfi l 
students’ needs. 

 Other 
universities 
and colleges 

 How best to compete against the university. This might involve using 
the university’s performance in various aspects as a ‘benchmark’ when 
evaluating their own performance. 

 Employees  Whether to take up or to continue in employment with the university. 
Employees might assess this by considering the ability of the university 
to continue to provide employment and to reward employees adequately 
for their labour. 

 Government/
funding 
authority 

 How e�  cient and e� ective the university is in undertaking its various 
activities. Possible funding needs that the university may have. 

 Local 
community 
representatives 

 Whether to allow/encourage the university to expand its premises. To 
assess this, the university’s ability to continue to provide employment 
for the community, to use community resources and to help fund 
environmental improvements might be considered. 

 Suppliers  Whether to continue to supply the university at all; also whether to 
supply on credit. This would involve an assessment of the university’s 
ability to pay for any goods and services supplied. 
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 Lenders  Whether to lend money to the university and/or whether to require 
repayment of any existing loans. To assess this, the university’s ability to 
meet its obligations to pay interest and to repay the principal would be 
considered. 

 Board 
of governors 
and managers 
(faculty deans 
and so on) 

 Whether the performance of the university requires improvement. 
Performance to date would be compared with earlier plans or some other 
‘benchmark’ to decide whether action needs to be taken. Whether there 
should be a change in the university’s future direction. In making such 
decisions, management will need to look at the university’s ability to 
perform and at the opportunities available to it. 

 We can see that the users of accounting information and their needs are similar to those of 
a private-sector business.  

    1.3         Most businesses are far too large and complex for managers to be able to see and assess every-
thing that is going on in their own areas of responsibility merely by personal observation. 
Managers need information on all aspects within their control. Management accounting 
reports can provide them with this information, to a greater or lesser extent. These reports can 
be seen, therefore, as acting as the eyes and ears of the managers, providing insights not neces-
sarily obvious without them.  

    1.4         Since we can never be sure what is going to happen in the future, the best that we can often do 
is to make judgements on the basis of past experience. Thus information concerning fl ows of 
cash and of wealth in the recent past may well be a useful source on which to base judgements 
about possible future outcomes.   

  Chapter 2 

    2.1         The owner seems unaware of the business entity convention in accounting. This convention 
requires a separation of the business from the owner(s) of the business for accounting pur-
poses. The business is regarded as a separate entity and the statement of fi nancial position is 
prepared from the perspective of the business rather than that of the owner. As a result, funds 
invested in the business by the owner are regarded as a claim that the owner has on the busi-
ness. In the standard layout of the statement of fi nancial position, this claim will be shown 
alongside other claims on the business from outsiders.  

    2.2         A statement of fi nancial position does not show what a business is worth, for two major 
reasons: 

   1   Only those items that can be measured reliably in monetary terms are shown on the state-
ment of fi nancial position. Thus, things of value such as the reputation for product qual-
ity, skills of employees and so on will not normally appear in the statement of fi nancial 
position.  

  2   The historic cost convention results in assets often being recorded at their outlay cost rather 
than their current value. For certain assets, the di� erence between historic cost and current 
value may be signifi cant.    

    2.3         The accounting equation expresses the relationship between a business’s assets, liabilities and 
equity. For the standard layout, it is: 

   Assets (current and non@current) = Equity + Liabilities (current and non@current)   

    1.3         Most businesses are far too large and complex for managers to be able to see and assess every-

    1.4         Since we can never be sure what is going to happen in the future, the best that we can often do 
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 For the alternative layout mentioned in the chapter, the equation is: 

   Assets (current and non@current) - Liabilities (current and non@current) = Equity    

    2.4         Some object to the idea of humans being treated as assets for inclusion on the statement of 
fi nancial position. It is seen as demeaning for humans to be listed alongside inventories, plant 
and machinery and other assets. Others argue, however, that humans are often the most valu-
able resource of a business and that placing a value on this resource will help bring to the 
attention of managers the importance of nurturing and developing this ‘asset’. 

 Humans are likely to meet the criterion of an asset relating to future probable benefi ts, 
other wise there would be little point in employing them. The criterion relating to exclusive 
right of control is, however, more problematic. A business cannot control humans in the same 
way as most other assets but it can have exclusive rights to their employment services. This 
makes it possible to argue that this criterion can be met. 

 Normally, humans sign a contract of employment and so the criterion relating to past 
transactions is normally met. The criterion concerning whether the value of humans (or their 
services) can be reliably measured poses the major di�  culty. To date, none of the measure-
ment methods proposed has achieved widespread support.   

  Chapter 3 

    3.1         When preparing the income statement, it is not always possible to determine accurately the 
expenses that need to be matched to the sales revenue for the period. It is perhaps only at some 
later point that the true position becomes clear. Nevertheless, we must try to include all rele-
vant expenses and so estimates of the future have to be made. These estimates may include 
accrued expenses, depreciation charges and bad debts incurred. The income statement would 
lose much of its usefulness if we were to wait for all uncertainties to become clear.  

    3.2         Depreciation attempts to allocate the cost or fair value, less any residual value, of an asset over 
its useful life. Depreciation does not attempt to measure the fall in value of the asset during a 
particular accounting period. Thus, the carrying amount of the asset appearing on the state-
ment of fi nancial position normally represents the unexpired part of its cost, or fair value, 
rather than its current market value.  

    3.3         The convention of consistency aims to provide some uniformity in the application of account-
ing policies. In certain areas, there may be more than one method of accounting for an item, 
for example inventories. The convention of consistency states that, having decided on a par-
ticular accounting policy, a business should continue to apply the policy in successive peri-
ods. While this policy helps to ensure that more valid comparisons can be made of business 
performance  over time,  it does not ensure that valid comparisons can be made  between busi-
nesses.  Di� erent businesses may still consistently apply di� erent accounting policies.  

    3.4         An expense is that element of the cost incurred that is used up during the reporting period. An 
asset is that element of cost which is carried forward on the statement of fi nancial position 
and which will normally be used up in future periods. Thus, both assets and expenses arise 
from costs being incurred. The major di� erence between the two is the period over which the 
benefi ts (arising from the costs incurred) accrue.   

    2.4         Some object to the idea of humans being treated as assets for inclusion on the statement of 
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  Chapter 4 

    4.1         Both companies and individuals are required to meet their debts to the full extent of their 
available assets. Thus, their liability is limited only by the extent of their assets. It is the share-
holders of a limited company that enjoy greater protection. Their liability for the unsatisfi ed 
debts of a company is limited to the amount that they paid or have pledged to pay for their 
shares. 

 This contrasts with the position of the owner or part owner of an unincorporated business. 
Here all of the individual’s assets could be used to meet the unsatisfi ed debts of the business. 
Thus, while there is a di� erence between the position of a shareholder and that of a sole pro-
prietor or partner, there is no di� erence between the position of the company itself and that 
of a sole proprietor or partner.  

    4.2         A private limited company may place restrictions on the transfer of its shares. (There is there-
fore an opportunity to control who becomes a shareholder.) A public company cannot have 
such restrictions. 

 A public limited company must have authorised share capital of at least    £50,000.    There is 
no minimum for a private limited company. 

 A public limited company may o� er its shares and loan notes to the general public; a private 
company cannot make such an o� er.  

    4.3         A reserve is that part of the equity (owners’ claim) of a company that is not share capital. 
Reserves represent gains or surpluses that enhance the claim of the shareholders above the 
nominal value of their shares. Revenue reserves arise from realised profi ts and gains, such as 
ploughed-back trading profi ts. Capital reserves arise from issuing shares at a premium or from 
unrealised profi ts and gains (for example, the upward revaluation of non-current assets).  

    4.4         A preference share represents part of the ownership of the company. Holders of preference 
shares are entitled to the fi rst part of any dividend paid by a company. 

   (a)   Holders of preference shares are normally entitled to dividends up to a predetermined 
maximum value. Dividends to ordinary shareholders have no predetermined maximum. 
The priority awarded in receiving dividends means that preference shares are seen as less 
risky than ordinary shares. Ordinary shareholders are the primary risk takers and are 
given voting rights. Preference shareholders do not normally have voting rights.  

  (b)   Loan notes represent borrowings for the company. Loan note holders normally have a 
contract that specifi es the rate of interest, interest payment dates and redemption date. 
The loan notes are often secured on the company’s assets. Preference shareholders have 
no such contract. The claims of preference shareholders are ranked below those of loan 
note holders in the event that the company is liquidated.     

  Chapter 5 

    5.1         Accounting is an evolving subject. It is not static and so the conceptual framework that is laid 
down at any particular point in time may become obsolete as a result of changes in our under-
standing of the nature of accounting information and its impact on users and changes in the 
economic environment within which accounting is employed. We must accept, therefore, 
that accounting principles will continue to evolve and that existing ones must be regularly 
reviewed.  
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    5.2         There are various problems associated with the measurement of business segments. These 
include: 

   ●   the defi nition of a segment;  
  ●   the treatment of inter-segmental transactions, such as sales;  
  ●   the treatment of expenses and assets that are shared between segments.   

 There is no single correct method of dealing with these problems and variations will arise 
in practice. This, in turn, will hinder comparisons between businesses.  

    5.3         Accounting rules help to ensure that unscrupulous directors do not exploit their position and 
portray an unrealistic view of fi nancial health. They are also important for the purpose of 
comparability, both over time and between businesses.  

    5.4         The main methods of creative accounting are misstating revenues, massaging expenses, mis-
stating assets, concealing ‘bad news’ and inadequate disclosure.   

  Chapter 6 

    6.1         Cash is normally required in the settlement of claims. Employees, contractors, lenders and 
suppliers expect to be paid in cash. When businesses fail, it is their inability to fi nd the cash to 
pay claimants that actually drives them under. These factors lead to cash being the pre- 
eminent business asset. It is studied carefully to assess the ability of a business to survive and/
or to take advantage of commercial opportunities.  

    6.2         With the direct method, the business’s cash records are analysed for the period concerned. 
The analysis reveals the amounts of cash, in total, that have been paid and received in respect 
of each category of the statement of cash fl ows. This is not di�  cult in principle, or in practice 
if it is done by computer, as a matter of routine. 

 The indirect method takes the approach that, while the profi t (loss) for the reporting period 
is not equal to the net infl ow (outfl ow) of cash from operations, they are fairly closely linked 
to the extent that appropriate adjustment of the profi t (loss) for the period fi gure will produce 
the correct cash fl ow one. The adjustment is concerned with the depreciation charge for, and 
movements in relevant working capital items over, the period.  

    6.3           (a)     Cash fl ows from operating activities.     This would normally be positive, even for a business 
with small profi ts or even losses. The fact that depreciation is not a cash fl ow tends to lead 
to positive cash fl ows in this area in most cases.  

  (b)   Cash fl ows from investing activities.     Normally this would be negative since many non-cur-
rent assets wear out or become obsolete and need to be replaced in the normal course of 
business. This means that, typically, old non-current assets generate less cash on their 
disposal than must be paid to replace them.  

  (c)   Cash fl ows from fi nancing activities.     Businesses tend either to expand or to fail. In either 
case, this is likely to mean that, over the years, more fi nance will be raised than will be 
redeemed.    

    6.4         There are several possible reasons for this, including the following: 

   ●   Changes in inventories, trade receivables and trade payables. For example, an increase in 
trade receivables during a reporting period would mean that the cash received from credit 
sales would be less than the credit sales revenue for the same period.  

    5.2         There are various problems associated with the measurement of business segments. These 

    5.3         Accounting rules help to ensure that unscrupulous directors do not exploit their position and 

    5.4         The main methods of creative accounting are misstating revenues, massaging expenses, mis-

Chapter 6 

    6.1         Cash is normally required in the settlement of claims. Employees, contractors, lenders and 

    6.2         With the direct method, the business’s cash records are analysed for the period concerned. 

    6.3           (a)     

    6.4         There are several possible reasons for this, including the following: 

Z04_MCLA8297_08_SE_APP4.indd   770 22/09/15   7:31 pm



SOLUTIONS TO REVIEW QUESTIONS 771

  ●   Cash may have been spent on new non-current assets or received from disposals of old 
ones; these would not directly a� ect profi t.  

  ●   Cash may have been spent to redeem or repay a fi nancial claim or received as a result of the 
creation or the increase of a claim. These would not directly a� ect profi t.  

  ●   Tax charged in the income statement is not normally the same as the tax paid during the 
same reporting period.     

  Chapter 7 

    7.1         The fact that a business operates on a low operating profi t margin indicates that only a small 
operating profi t is being produced for each    £1    of sales revenue generated. However, this does 
not necessarily mean that the ROCE will be low. If the business is able to generate su�  cient 
sales revenue during a period, the operating profi t may be very high even though the operat-
ing profi t per    £1    of sales revenue is low. If the overall operating profi t is high, this can lead, in 
turn, to a high ROCE, since it is the total operating profi t that is used as the numerator (top 
part of the fraction) in this ratio. Many businesses (including supermarkets) pursue a strategy 
of ‘low margin, high sales revenue’.  

    7.2         The statement of fi nancial position is drawn up at a single point in time – usually the end of 
the reporting period. As a result, the fi gures shown on the statement represent the position at 
that single point in time and may not be representative of the position during the period. 
Wherever possible, average fi gures (perhaps based on monthly fi gures) should be used. How-
ever, an external user may only have access to the opening and closing statements of fi nancial 
position for the year and so a simple average based on these fi gures may be all that it is possible 
to calculate. Where a business is seasonal in nature or is subject to cyclical changes, this simple 
averaging may not be su�  cient.  

    7.3         In view of the fact that Z-scores are derived from information that is published by the busi-
nesses themselves, it is di�  cult to say that Z-scores should not be made publicly available. 
Indeed, many of those connected with a business – shareholders, lenders, employees, and so 
on – may fi nd this information extremely valuable for decision making. Nevertheless, there is 
a risk that a poor Z-score will lead to a loss of confi dence in the business among investors and 
suppliers, which may, in turn, prevent the business from taking corrective action as lines of 
credit and investment will be withdrawn.  

    7.4         The P/E ratio may vary between businesses within the same industry for the following 
reasons: 

   ●   Accounting policies.     Di� erences in the methods used to compute profi t (for example, inven-
tories valuation and depreciation) can lead to di� erent profi t fi gures and, therefore, di� er-
ent P/E ratios.  

  ●   Di� erent prospects.     One business may be regarded as having a much brighter future due to 
factors such as the quality of management, the quality of products, or location. This will 
a� ect the market price investors are prepared to pay for the share and hence will also a� ect 
the P/E ratio.  

  ●   Di� erent asset structure.     The business’s underlying asset base may be much higher and this 
may a� ect the market price of the shares.     
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  Chapter 8 

    8.1         The three attributes are: 

   1   They must relate to the objective(s) that the decision is intended to work towards. In most 
businesses this is taken to be wealth enhancement. This means that any information relat-
ing to the decision that does not impact on wealth enhancement is irrelevant, where wealth 
enhancement is the sole objective. In practice a business may have more than one objective.  

  2   They must relate to the future. Past costs will always be irrelevant.  
  3   They must di� er between the options under consideration. Where a cost will be the same 

irrespective of the outcome of the decision that is to be taken it is irrelevant. It is only on 
the basis of things that di� er from one outcome to another that decisions can be made.    

    8.2         A sunk cost is a past and, therefore, an irrelevant cost in the context of any decision, which will 
be (of necessity) about the future. Thus, for example, the cost of an item of inventories already 
bought is a sunk cost. It is irrelevant in any decision involving the use of the inventories 
because this cost will be the same irrespective of the decision made. 

 An opportunity cost is the cost of being deprived of the next best option to the one under 
consideration. For example, where using an hour of a worker’s time on Activity A deprives the 
business of the opportunity to use that time in a profi table Activity B, the benefi t lost from 
Activity B is an opportunity cost of pursuing Activity A.  

    8.3         A committed cost is like a past cost in that an irrevocable decision has been made to incur the 
cost. This might be because the business has entered into a binding contract, for example to 
rent some accommodation for the next two years. Thus it is e� ectively a past cost even though 
the payment (for rent, in our example) has yet to be made. Since the business cannot avoid a 
committed cost, committed costs cannot be relevant costs.  

    8.4         These two factors are not necessarily equally risky for the business. It may be that the probabil-
ity of unexpected raw material price rises is very low because, for example, there are many 
competing suppliers and there is no shortage of the particular raw materials. At the same time, 
predictions of sales volume may be very susceptible to error because, for example, it is a new 
product whose acceptability to the market is very unsure. 

 On the other hand, supplies of the particular raw material may be uncertain, which could 
lead to unpredicted price rises. At the same time, the business may be able to enter binding 
contracts for the sale of the product. 

 The decision maker would have to investigate each factor in turn, in the light of the sensi-
tivity analysis.   

  Chapter 9 

    9.1         A  fi xed cost  is one that is the same irrespective of the level of activity or output. Typical exam-
ples include rent of business accommodation, salaries of supervisory sta�  and insurance. A 
 variable cost  is one that varies with the level of activity or output. Examples include raw mater-
ials and labour, where labour is rewarded in proportion to the level of output. Note particu-
larly that it is relative to the level of activity that costs are fi xed or variable. A fi xed cost will be 
a� ected by infl ation and it will be greater for a longer period than for a shorter one. 

 For a particular product or service, knowing which element of cost is fi xed and which is 
variable enables managers to predict the total cost for any particular level of activity. It also 
enables them to concentrate only on the variable cost in circumstances where a decision will 
not alter the fi xed cost.  
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    9.2         The BEP is the break-even point, that is, the level of activity, measured either in units of output 
or in value of sales revenue, at which the sales revenue exactly covers all of the cost, both fi xed 
and variable elements. 

 Break-even point is calculated as 

   Fixed cost/(sales revenue per unit - variable cost per unit)   

 which may alternatively be expressed as 

   Fixed cost/Contribution per unit   

 Thus break-even will occur when the contributions for the period are su�  cient to cover the 
fi xed cost for the period. 

 Break-even point tends to be useful as a comparison with planned level of activity in an 
attempt to assess the riskiness of the activity.  

    9.3         Operating gearing refers to the extent of fi xed cost relative to variable cost in the total cost of 
some activity. Where the fi xed cost forms a relatively high proportion of the total (at the busi-
ness’s normal level of activity), we say that the activity has high operating gearing. 

 Typically, high operating gearing is present in environments where there is a relatively high 
level of mechanisation (that is, capital-intensive environments). This is because such environ-
ments tend simultaneously to involve relatively high fi xed cost of depreciation, maintenance, 
and so on and relatively low variable cost. 

 High operating gearing means that the e� ects of increases or decreases in the level of activ-
ity have an accentuated e� ect on operating profi t. For example, a 20% decrease in output of 
a particular service will lead to a greater than 20% decrease in operating profi t, assuming no 
cost or price changes.  

    9.4         In the face of a restricting scarce resource, profi t will be maximised by using the scarce resource 
on producing the product or service where the contribution per unit of the scarce resource is 
maximised. 

 This means that the contribution per unit of the scarce resource (for example, hour of 
scarce labour or unit of scarce raw material) for each competing product or service needs to be 
identifi ed. It is then a question of allocating the scarce resource to the product or service that 
provides the highest contribution per unit of the particular scarce resource. The logic of this 
approach is that the scarce resource is allocated to the activity that uses it most e� ectively, in 
terms of contribution and, therefore, profi t.   

  Chapter 10 

    10.1         In process costing, the total production cost for a period is divided by the number of com-
pleted units of output for the period to deduce the full cost per unit. Where there is work in 
progress at the beginning and/or the end of the period complications arise. 

 The problem is that some of the completed output incurred cost in the preceding period. 
Similarly, some of the cost incurred in the current period leads to completed production in the 
subsequent period. Account needs to be taken of these facts, if reliable full cost information 
is to be obtained.  

    10.2         The only reason for distinguishing between direct and indirect costs is to help to deduce the 
full cost of a unit of output in a job-costing environment. Where all units of output are identi-
cal, or near identical, a process costing approach will be taken. This avoids the need for separ-
ately identifying direct and indirect costs. 

    9.2         The BEP is the break-even point, that is, the level of activity, measured either in units of output 
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 Direct cost forms that part of the total cost of pursuing some activity that can be identifi ed 
with, and measured in respect of, that particular activity. Examples of direct cost items in the 
typical job-costing environment include direct labour and direct materials. Indirect cost is 
the remainder of the cost of pursuing some activity. In practice, knowledge of the direct costs 
tends to provide the basis used to charge overheads to jobs.  

    10.3         The notion of direct and indirect cost is concerned only with the extent to which particular 
elements of cost can be identifi ed with, and measured in respect of, a particular cost unit, usu-
ally a product or service. The distinction between direct and indirect costs is made exclusively 
for the purpose of deducing the full cost of some cost unit, in an environment where each cost 
unit is di� erent. Thus, it is typically in the context of job costing, or some variant of it, that the 
distinction between direct and indirect cost is usefully made. 

 The notion of variable and fi xed cost is concerned entirely with how costs behave in the 
face of changes in the volume of output. The benefi t of being able to distinguish between 
fi xed and variable cost is that predictions can be made of what total cost will be at particular 
levels of volume and/or what reduction or addition to cost will occur if the volume of output 
is reduced or increased. 

 Thus the notions of direct and indirect cost, on the one hand, and that of variable and fi xed 
cost, on the other, are not linked to one another. In most contexts, some elements of direct 
cost are variable, while some are fi xed. Similarly, indirect cost might be fi xed or variable.  

    10.4         The full cost includes all of the cost of pursuing the cost objective, including a share of the 
overheads. The fact that the full cost refl ects all aspects of cost should mean that, if the busi-
ness were to sell its output at a price exactly equal to the full cost (manufacturing and non-
manufacturing cost), the sales revenues for the period would exactly cover all of the cost and 
the business would break even, that is make neither profi t nor loss.   

  Chapter 11 

    11.1         ABC is a means of dealing with charging overheads to units of output to derive full cost in a 
multi-product (job or batch costing) environment. 

 The traditional approach tends to accept that once identifi able direct cost, normally labour 
and materials, has been taken out, all of the remaining cost (overheads) must be treated as a 
common cost and applied to jobs using some formula, typically on the basis of direct labour 
hours. 

 ABC takes a much more enquiring approach to overheads. It follows the philosophy that 
overheads do not occur for no reason, but they must be driven by activities. For example, a 
particular type of product may take up a disproportionately large part of supervisors’ time. If 
that product were not made, in the long run, the supervision cost could be cut (fewer supervi-
sors would be needed). Whereas the traditional approach would just accept that supervisory 
salaries are an overhead, which needs to be apportioned along with other overheads, ABC 
would seek to charge that part of the supervisors’ salaries which is driven by the particular 
type of product to that product.  

    11.2         One criticism is on the issue of the cost/benefi t balance. It is claimed that the work necessary 
to analyse activities and identify the cost drivers tends to be more expensive than is justifi ed 
by the increased quality of the full cost information that emerges. 

 Linked to this is the belief of many that full cost information is of rather dubious value for 
most purposes, irrespective of how the full cost information is deduced. Many argue that full 
cost information is fl awed by the fact that it takes no account of opportunity cost. 

    10.3         The notion of direct and indirect cost is concerned only with the extent to which particular 
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 ABC enthusiasts would probably argue that deducing better quality full cost information is 
not the only benefi t that is available, if the overhead cost drivers can be identifi ed. Knowing 
what drives the costs can enable management to exercise more control over them.  

    11.3         The four main areas in the balanced scorecard are: 

   1   Finance.     This specifi es the fi nancial returns required and will often involve fi nancial mea-
sures such as return on capital employed.  

  2   Customer.     Here the market/customers that the business will aim for is established, as will be 
targets for such things as measures of customer satisfaction and rate of growth in customer 
numbers.  

  3   Internal business process.     Here the processes that are vital to the business will be identifi ed. It will 
also establish measures such as levels of innovation, types of operation and after-sales service.  

  4   Learning and growth.     In this area issues relating to growing the business and development of 
sta�  are identifi ed and targets set.    

    11.4         The three phases of the product life cycle are: 

   ●   The  pre-production phase.  This is the period that precedes production of the product or ser-
vice. During this phase, research and development – both of the product or service and of 
the market – is conducted.  

  ●   The  production phase  comes next. This is the phase in which the product is made and sold or 
the service is rendered to customers.  

  ●   The  post-production phase  comes last. During this phase, costs may be incurred to correct 
faults that arose with products or services sold (after-sales service).   

 Target costing can be applied at the pre-production phase. Careful planning at this phase 
of the product’s life can prevent future manufacturing costs from becoming ‘locked in’. Thus, 
having determined a target price for the product, costs may be managed through re-design 
and so on to ensure that the total costs incurred allow room for an acceptable profi t to be 
made. Kaizen costing aims to reduce the manufacturing cost of a particular product to below 
that of the previous period. Hence it is employed at the production phase.   

  Chapter 12 

    12.1         A budget can be defi ned as a fi nancial plan for a future period of time. Thus it sets out the inten-
tions which management has for the period concerned. Achieving the budget plans should 
help to achieve the long-term plans of the business. Achievement of the long-term plans should 
mean that the business is successfully working towards its strategic objectives and mission. 

 A budget di� ers from a forecast in that a forecast is a statement of what is expected to hap-
pen without the intervention of management, perhaps because they cannot intervene (as 
with a weather forecast). A plan is an intention to achieve. 

 Normally management would take account of reliable forecasts when making its plans.  

    12.2           1     Budgets tend to promote forward thinking and the possible identifi cation of short-term 
problems. Managers must plan and the budgeting process tends to force them to do so. In 
doing so, they are likely to encounter potential problems. If the potential problems can be 
identifi ed early enough, solutions might be easily found.  

  2   Budgets can be used to help co-ordination between various sections of the business. It is 
important that the plans of one area of the business fi t in with those of other areas; a lack of 
co-ordination could have disastrous consequences. Having formal statements of plans for 
each aspect of the business enables a check to be made that plans are complementary.  

    11.3         The four main areas in the balanced scorecard are: 

    11.4         The three phases of the product life cycle are: 
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  3   Budgets can motivate managers to better performance. It is believed that people are motiv-
ated by having a target to aim for. Provided that the inherent goals are achievable, budgets 
can provide an e� ective motivational device.  

  4   Budgets can provide a basis for a system of control. Having a plan against which actual per-
formance can be measured provides a potentially useful tool of control.  

  5   Budgets can provide a system of authorisation. Many managers have ‘spending’ budgets 
such as research and development, sta�  training and so on. For these people, the size of 
their budget defi nes their authority to spend.    

    12.3         Control can be defi ned as ‘compelling things to occur as planned’. This implies that control 
can only be achieved if a plan exists. Budgets are fi nancial plans. This means that, if actual 
performance can be compared with the budget (plan) for each aspect of the business, diver-
gences from plan can be spotted. Steps can then be taken to bring matters back under control 
where they are going out of control.  

    12.4         A budget committee is a group of senior sta�  that is responsible for the budget preparation 
process within an organisation. The existence of the committee places the budget responsibil-
ity clearly with an identifi able group of people. This group can focus on the tasks involved.   

  Chapter 13 

    13.1         Feedforward controls try to anticipate what is likely to happen in the future and then assist in 
making the actual outcome match the desired outcome. They contrast with feedback con-
trols, which simply compare actual to planned outcomes after the event. Feedforward controls 
are therefore more proactive.  

    13.2         A variance is the e� ect on budgeted profi t of the particular cost or revenue item being consid-
ered. It represents the di� erence between the budgeted profi t and the actual profi t assuming 
everything, except the item under consideration, had gone according to budget. From this it 
must be the case that 

   Budgeted profit + favourable variances - unfavourable variances = actual profit.   

 The purpose of analysing variances is to identify whether, and if so where, things are not 
going according to plan. If this can be done, it may be possible to fi nd out the cause of things 
going out of control. If this can be discovered, it may then be possible to put things right for 
the future.  

    13.3         Where the budgeted and actual volumes of output do not coincide it is impossible to make 
valid comparison of ‘allowed’ and actual costs and revenues. Flexing the original budget to 
refl ect the actual output level enables a more informative comparison to be made. 

 Flexing certainly does not mean that output volume di� erences do not matter. Flexing will 
show (as the di� erence between fl exed and original budget profi ts) the e� ect on profi t of out-
put volume di� erences.  

    13.4         Deciding whether variances should be investigated involves weighing likely costs and bene-
fi ts. In practice, this will rely heavily on the use of judgement. Often management will set a 
threshold of signifi cance, for example 5 per cent of the budgeted fi gure for each variance 
relating to revenue or cost items. All variances above this threshold would then be investi-
gated. Even where variances are below the threshold, any sign of a systemic variance, shown, 
for example, by an increasing cumulative total for the factor, should be investigated. 

    12.3         Control can be defi ned as ‘compelling things to occur as planned’. This implies that control 
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 Knowledge of the cause of a particular variance may well put management in a position 
to take actions that will be benefi cial to the business in the future. Investigating variances, 
however, is likely to be relatively expensive in sta�  time. A judgement needs to be made on 
whether the value or benefi t of knowing the cause of the variance will be justifi ed by the cost 
of this knowledge. As with most investigations of this type, it is di�  cult to judge the value of 
the knowledge until after the variance has been investigated.   

  Chapter 14 

    14.1         NPV is usually considered the best method of assessing investment opportunities because it 
takes account of: 

   ●   The timing of the cash fl ows.     By  discounting  the various cash fl ows associated with each pro-
ject according to when it is expected to arise, it recognises the fact that cash fl ows do not 
all occur simultaneously. Associated with this is the fact that, by discounting, using the 
opportunity cost of fi nance (that is, the return that the next best alternative opportunity 
would generate), the net benefi t, after fi nancing costs have been met, is identifi ed (as the 
NPV).  

  ●   The whole of the relevant cash fl ows.     NPV includes all of the relevant cash fl ows irrespective 
of when they are expected to occur. It treats them di� erently according to their date of 
occurrence, but they are all taken into account in the NPV and they all have, or can have, 
an infl uence on the decision.  

  ●   The objectives of the business.     NPV is the only method of appraisal where the output of the 
analysis has a direct bearing on the wealth of the owners of the business. (Positive NPVs 
enhance wealth; negative ones reduce it.) Since most private-sector businesses seek to 
increase their owners’ wealth, NPV clearly is the best approach to use.   

 NPV provides clear decision rules concerning acceptance/rejection of projects and the 
ranking of projects. It is fairly simple to use, particularly with the availability of modern com-
puter software that takes away the need for routine calculations to be done manually.  

    14.2         The payback period method, in its original form, does not take account of the time value of 
money. However, it would be possible to modify the payback method to accommodate this 
requirement. Cash fl ows arising from a project could be discounted, using the cost of fi nance 
as the appropriate discount rate, in the same way as in the NPV and IRR methods. The dis-
counted payback approach is used by some businesses (for example Kingfi sher plc – see Real 
World 14.15, page 000) and represents an improvement on the original approach described in 
the chapter. However, it still retains the other fl aws of the original payback approach that were 
discussed. For example, it ignores relevant data after the payback period. Thus, even in its 
modifi ed form, the PP method cannot be regarded as superior to NPV.  

    14.3         The IRR method does appear to be similar in popularity to the NPV method among practising 
managers. The main reasons for this appear to be as follows: 

   ●   A preference for a percentage return ratio rather than an absolute fi gure as a means of 
expressing the outcome of a project. This preference for a ratio may refl ect the fact that 
other fi nancial goals of the business are often set in terms of ratios, for example return on 
capital employed.  

  ●   A preference for ranking projects in terms of their percentage return. Managers feel it is 
easier to rank projects on the basis of percentage returns (though NPV outcomes should be 
just as easy for them). We saw in the chapter that the IRR method could provide misleading 
advice on the ranking of projects and the NPV method was preferable for this purpose.    
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    14.4         Cash fl ows are preferred to profi t fl ows because cash is the ultimate measure of economic 
wealth. Cash is used to acquire resources and for distribution to shareholders. When cash is 
invested in a project, an opportunity cost is incurred, as the cash cannot be used in other 
investment projects. Similarly, when positive cash fl ows are generated by the project, the cash 
can be used to reinvest in other projects. 

 Profi t, on the other hand, is relevant to reporting the productive e� ort for a period. This 
measure of e� ort may have only a tenuous relationship to cash fl ows for a period. The con-
ventions of accounting may lead to the recognition of gains and losses in one period and the 
relevant cash infl ows and outfl ows occurring in another period.   

  Chapter 15 

    15.1         A sale-and-leaseback arrangement may have the following disadvantages: 

   ●   There may be a tax liability arising on the sale of the asset.  
  ●   The future cost of the lease payments may be di�  cult to predict.  
  ●   Lease payments may become a burden over time as a result of upward reviews.  
  ●   Where property is being used in a sale-and-leaseback arrangement, the business may have 

to relocate its operations at the end of the lease period if a new lease agreement cannot be 
reached.  

  ●   The business will not benefi t from any future increases in value of the asset.    

    15.2         A listed business may wish to revert to unlisted status for a number of possible reasons. These 
include: 

   ●   Cost.     A Stock Exchange listing can be costly, as the business must adhere to certain admin-
istrative regulations and fi nancial disclosures.  

  ●   Scrutiny.     Listed companies are subject to close scrutiny by analysts and this may not be wel-
come if the business is engaged in sensitive negotiations or controversial business activities.  

  ●   Takeover risk.     The shares of the business may be purchased by an unwelcome bidder and this 
may result in a takeover.  

  ●   Investor profi le.     If the business is dominated by a few investors who wish to retain their inter-
est in the business and do not wish to raise further equity by public issues, the benefi ts of a 
listing are few.    

    15.3         An o� er for sale involves an issuing house buying the shares in the business and then, in turn, 
selling the shares to the public. The issue will be advertised by the publication of a prospectus, 
which will set out details of the business and the issue price of the shares (or reserve price if a 
tender issue is being made). The shares issued by the issuing house may be either new shares 
or shares that have been purchased from existing shareholders. A public issue is where the 
business undertakes direct responsibility for issuing shares to the public. If an issuing house is 
employed it will usually be in the role of adviser and administrator of the issue. However, the 
issuing house may also underwrite the issue. A public issue runs the risk that the shares will 
not be taken up and is a less popular form of issue for businesses.  

    15.4         Invoice discounting is a service o� ered to businesses by a fi nancial institution that is prepared 
to advance a sum equivalent to 80%, or so, of outstanding trade receivables. The amount 
advanced is usually payable within 60 to 90 days. The business will retain responsibility for 
collecting the amounts owing from credit customers and the advance must be repaid 

    14.4         Cash fl ows are preferred to profi t fl ows because cash is the ultimate measure of economic 
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irrespective of whether the trade receivables have been collected. Factoring is a service that is 
also o� ered to businesses by fi nancial institutions. In this case, the factor will take over the 
business’s sales and trade receivables records and will undertake to collect trade receivables on 
behalf of the client business. The factor will also be prepared to make an advance of 80%, or so, 
of approved trade receivables that is repayable from the amounts received from customers. 
The service charge for invoice discounting is up to 0.5% of sales revenue, whereas the service 
charge for factoring is up to 3% of sales revenue. This di� erence explains, in part, why busi-
nesses have shown a preference for invoice discounting rather than factoring in recent years. 
However, the factor provides additional services, as explained.   

  Chapter 16 

    16.1         Although the credit manager is responsible for ensuring that receivables pay on time, Tariq 
may be right in denying blame. Various factors may be responsible for the situation described 
which are beyond the control of the credit manager. These include: 

   ●   a downturn in the economy leading to fi nancial di�  culties among credit customers;  
  ●   decisions by other managers within the business to liberalise credit policy in order to stim-

ulate sales;  
  ●   an increase in competition among suppliers o� ering credit, which is being exploited by 

customers;  
  ●   disputes with customers over the quality of goods or services supplied; and  
  ●   problems in the delivery of goods leading to delays.   

 You may have thought of others.  

    16.2         The level of inventories held will be a� ected in the following ways: 

   (a)   An increase in production bottlenecks is likely to result in an increase in raw materials and 
work in progress being processed within the plant. Therefore, inventories levels should 
rise.  

  (b)   A rise in the cost of capital will make holding inventories more expensive. This may, in 
turn, lead to a decision to reduce inventories levels.  

  (c)   The decision to reduce the range of products should result in a lower level of inventories being 
held. It would no longer be necessary to hold certain items in order to meet customer demand.  

  (d)   Switching to a local supplier may reduce the lead time between ordering an item and receiv-
ing it. This should, in turn, reduce the need to carry such high levels of the particular item.  

  (e)   A deterioration in the quality of bought-in items may result in the purchase of higher 
quantities of inventories in order to take account of the defective element in inventories 
acquired. It may also lead to an increase in the inspection time for items received. This too 
would lead to a rise in inventories levels.    

    16.3         Inventories are held: 

   ●   to meet customer demand;  
  ●   to avoid the problems of running out of inventories; and  
  ●   to take advantage of profi table opportunities (for example, buying a product that is 

expected to rise steeply in price in the future).   

 The fi rst reason may be described as transactionary, the second precautionary and the third 
speculative. They are, in essence, the same reasons why a business holds cash.  

Chapter 16 

    16.1         Although the credit manager is responsible for ensuring that receivables pay on time, Tariq 

    16.2         The level of inventories held will be a� ected in the following ways: 

    16.3         Inventories are held: 

Z04_MCLA8297_08_SE_APP4.indd   779 22/09/15   7:31 pm



APPENDIX D  SOLUTIONS TO REVIEW QUESTIONS 780

    16.4           (a)     The costs of holding too little cash are: 

   ●   failure to meet obligations when they fall due which can damage the reputation of the 
business and may, in the extreme, lead to the business being wound up;  

  ●   having to borrow and thereby incur interest charges;  
  ●   an inability to take advantage of profi table opportunities.    

  (b)   The costs of holding too much cash are: 

   ●   failure to use the funds available for more profi table purposes;  
  ●   loss of value during a period of infl ation.             

    16.4           (a)     The costs of holding too little cash are: 
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   Chapter   2    

    2.1      paul 

    Statement of cash fl ows for Thursday 

      £    
 opening balance (from Wednesday)  59 
 cash from sale of wrapping paper  47 
 cash paid to purchase wrapping paper  ( 53 ) 
 closing balance   53  

    income statement for Thursday 

      £    
 Sales revenue  47 
 cost of goods sold  ( 33 ) 
 Profi t   14  

    Statement of fi nancial position as at Thursday evening 

      £    
 cash  53 
 inventories of goods for resale    (23 + 53 - 33)      43  
 total assets   96  
 equity   96  

    2.2      paul (continued) 

    equity 

      £    
 cash introduced by Paul on Monday  40 
 Profi t for Monday  15 
 Profi t for tuesday  18 
 Profi t for Wednesday  9 
 Profi t for thursday   14  
 total business wealth (total assets)   96  

 Thus the equity, all of which belongs to Paul as sole owner, consists of the cash he put in to 
start the business plus the profi t earned each day.  

Chapter   2    

    2.1      paul 

    2.2      paul (

 Solutions to selected 
exercises 

     Appendix E 
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    2.3      Helen 

    income statement for day 1 

      £    
 Sales revenue    (70 * £0.80)     56 
 cost of sales    (70 * £0.50)     ( 35 ) 
 Profi t   21    

    Statement of cash fl ows for day 1 

      £    
 cash introduced by Helen  40 
 cash from sales  56 
 cash for purchases    (80 * £0.50)     ( 40 ) 
 closing balance   56  

    Statement of fi nancial position as at end of day 1 

      £    
 cash balance  56 
 inventories of unsold goods    (10 * £0.50)        5  
 total assets   61  
 equity   61  

    income statement for day 2 

      £    
 Sales revenue    (65 * £0.80)     52.0 
 cost of sales    (65 * £0.50)     ( 32.5 ) 
 Profi t   19.5  

    Statement of cash fl ows for day 2 

      £    
 opening balance  56.0 
 cash from sales  52.0 
 cash for purchases    (60 * £0.50)     ( 30.0 ) 
 closing balance   78.0  

    Statement of fi nancial position as at end of day 2 

      £    
 cash balance  78.0 
 inventories of unsold goods    (5 * £0.50)        2.5  
 total assets   80.5  
 equity   80.5  

    income statement for day 3 

      £    
 Sales revenue    ((20 * £0.80) + (45 * £0.40))     34.0 
 cost of sales    (65 * £0.50)     ( 32.5 ) 
 Profi t     1.5  

    2.3      Helen 
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    Statement of cash fl ows for day 3 

      £    
 opening balance  78.0 
 cash from sales  34.0 
 cash for purchases    (60 * £0.50)     ( 30.0 ) 
 closing balance   82.0  

    Statement of fi nancial position as at end of day 3 

      £    
 cash balance  82.0 
 inventories of unsold goods       –  
 total assets   82.0  
 equity   82.0  

    2.6      Crafty engineering 

     (a)        Statement of fi nancial position as at 30 June last year  

      £000    
  ASSeTS    
  non-current assets    
  Property, plant and equipment    
 Property  320 
 equipment and tools  207 
 Motor vehicles     38  
    565  
  Current assets    
 inventories  153 
 trade receivables   185  
    338  
  Total assets    903  
  eQUiTY And LiABiLiTieS    
  equity  (which is the missing fi gure)   441  
  non-current liabilities    
 long-term borrowings (loan from industrial Finance company)   260  
  Current liabilities    
 trade payables  86 
 Short-term borrowings   116  
    202  
  Total equity and liabilities    903  

  (b)   The statement of fi nancial position reveals a large investment in non-current assets. It repre-
sents more than 60% of the total investment in assets (565/903). The nature of the business 
may require a heavy investment in non-current assets. The current assets exceed the current 
liabilities by a large amount (approximately 1.7 times). Hence, there is no obvious sign of 
a liquidity problem. However, the statement of fi nancial position reveals that the business 
has no cash balance and is therefore dependent on the continuing support of short-term 
borrowing to meet maturing obligations. When considering the long-term fi nancing of the 
business, we can see that about 37% (that is,    260/(260 + 441)   ) of total long-term fi nance 
is supplied by borrowings and about 63% (that is,    441/(260 + 441)   ) by the owners. This 
level of long-term borrowing seems high but not excessive. However, we need to know more 
about the ability of the business to service the borrowing (that is, make interest payments 
and repayments of the amount borrowed) before a full assessment can be made.     

    2.6      Crafty engineering 
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   Chapter   3    

    3.1      Comments 

   (a)   Equity does increase as a result of the owners introducing more cash into the business, 
but it will also increase as a result of introducing other assets (for example, a motor car) 
and by the business generating revenue by trading. Similarly, equity decreases not only 
as a result of withdrawals of cash by owners but also by withdrawals of other assets (for 
example, inventories for the owners’ personal use) and through trading expenses being 
incurred. Generally speaking, equity will alter more as a result of trading activities than 
for any other reason.  

  (b)   An accrued expense is not one that relates to next year. It is one that needs to be matched with 
the revenue of the reporting period under review, but that has yet to be met in terms of cash 
payment. As such, it will appear on the statement of fi nancial position as a current liability.  

  (c)   The purpose of depreciation is not to provide for asset replacement. It is an attempt to 
allocate the cost, or fair value, of the asset (less any residual value) over its useful life. 
Depreciation provides a measure of the amount of a non-current asset that has been con-
sumed during a period. This amount is then charged as an expense for the period. Depre-
ciation is a book entry (the outlay of cash occurs when the asset is purchased) and does 
not normally entail setting aside a separate amount of cash for asset replacement. Even if 
this were done, there would be no guarantee that suffi  cient funds would be available at 
the end of the asset’s life for its replacement. Factors such as infl ation and technological 
change may mean that the replacement cost is higher than the original cost of the asset.  

  (d)   In the short term, the current value of a non-current asset may exceed its original cost. 
However, nearly all non-current assets wear out over time through being used to generate 
wealth. This will be the case for buildings. Thus, some measure of depreciation is needed 
to refl ect the fact that the asset is being consumed. Some businesses revalue their build-
ings upwards where the current value is signifi cantly higher than the original cost. Where 
this occurs, the depreciation charge should be based on the revalued amount, which will 
lead to higher depreciation charges.    

    3.3     The existence of profi t and downward movement in cash may be for various reasons, which 
include the following: 

   ●	   the purchase for cash during the period of assets (for example, motor cars and inventories) 
which were not all consumed during the period and are therefore not having as great an 
eff ect on expenses as they are on cash;  

  ●	   the payment of an outstanding liability (for example, borrowings), which will have an 
eff ect on cash but not on expenses in the income statement;  

  ●	   the withdrawal of cash by the owners from the equity invested, which will not have an 
eff ect on the expenses in the income statement;  

  ●	   the generation of revenue on credit where the cash has yet to be received. This will increase 
the sales revenue for the period but will not have a benefi cial eff ect on the cash balance 
until a later time.    

    3.4      Missing values 

 (a) Rent payable – expense for period     £9,000    
 (b) Rates and insurance – expense for period     £6,000    
 (c) General expenses – paid in period     £7,000    
 (d) Interest (on borrowings) payable – prepaid     £500    
 (e) Salaries – paid in period     £6,000    
 (f) Rent receivable – received during period     £3,000    

Chapter   3    

    3.1      Comments 

    3.3     The existence of profi t and downward movement in cash may be for various reasons, which 

    3.4      Missing values 
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    3.7      nikov and Co. 

 An examination of the income statements for the two years reveals a number of interesting 
points, which include: 

   ●	   An increase in sales revenue and gross profi t of 9.9% in 2014.  
  ●	   The gross profi t expressed as a percentage of sales revenue remaining at 70%.  
  ●	   An increase in salaries of 7.2%.  
  ●	   An increase in selling and distribution costs of 31.2%.  
  ●	   An increase in bad debts of 392.5%.  
  ●	   A decline in profi t for the year of 39.3%.  
  ●	   A decline in the profi t for the year as a percentage of sales revenue from 13.3% to 7.4%.   

 Thus, the business has enjoyed an increase in sales revenue and gross profi ts, but this has 
failed to translate to an increase in profi t for the year because of the signifi cant rise in over-
heads. The increase in selling costs during 2014 suggests that the increase in sales revenue 
was achieved by greater marketing eff ort, and the huge increase in bad debts suggests that 
the increase in sales revenue may be attributable to selling to less creditworthy customers 
or to a weak debt-collection policy. There appears to have been a change of policy in 2014 
towards sales, and this has not been successful overall as the profi t for the year has shown a 
dramatic decline.   

   Chapter   4    

    4.1    Limited companies can no more set a limit on the amount of debts they will meet than can 
human beings. They must meet their debts up to the limit of their assets, just as we as indi-
viduals must. In the context of owners’ claim, ‘reserves’ mean part of the owners’ claim against 
the assets of the company. These assets may or may not include cash. The legal ability of the 
company to pay dividends is not related to the amount of cash that it has. 

 Preference shares do not carry a guaranteed dividend. They simply guarantee that the 
preference shareholders have a right to the fi rst slice of any dividend that is paid. Shares of 
many companies can, in eff ect, be bought by one investor from another through the Stock 
Exchange. Such a transaction has no direct eff ect on the company, however. These are not new 
shares being off ered by the company, but existing shares that are being sold ‘second-hand’.  

    4.2      (a)     The fi rst part of the quote is incorrect. Bonus shares should not, of themselves, increase 
the value of the shareholders’ wealth. This is because reserves, which belong to the share-
holders, are used to create bonus shares. Thus, each shareholder’s stake in the company 
has not increased.  

  (b)   This statement is incorrect. Shares can be issued at any price, provided that it is not below 
the nominal value of the shares. Once the company has been trading profi tably for a 
period, the shares will not be worth the same as they were when the company was fi rst 
formed (the nominal value). In such circumstances, issuing shares at above their nominal 
value would not only be legal, but essential to preserve the wealth of the existing share-
holders relative to any new ones.  

  (c)   This statement is incorrect. From a legal perspective, the company is limited to a max-
imum dividend of the current extent of its revenue reserves. This amounts to any after-
tax profi ts or gains realised that have not been eroded through, for example, payments of 
previous dividends. Legally, cash is not an issue; it would be perfectly legal for a company 
to borrow the funds to pay a dividend – although whether such an action would be com-
mercially prudent is another question.  

    3.7      nikov and Co. 
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  (d)   This statement is partly incorrect. Companies do indeed have to pay tax on their prof-
its. Depending on their circumstances, shareholders might also have to pay tax on their 
dividends.    

    4.4      iqbal Ltd 

 Year  Maximum 
dividend 

   £    

  

 2011  0  no profi t exists out of which to pay a dividend. 
 2012  0  there remains a cumulative loss of    £7,000.    Since the revaluation represents a 

gain that has not been realised, it cannot be used to justify a dividend. 
 2013  13,000  the cumulative net realised gains are derived as 

   (-£15,000 + £8,000 + £15,000 + £5,000).    
 2014  14,000  the realised profi ts and gains for the year. 
 2015  22,000  the realised profi ts and gains for the year. 

    4.6      pear Limited 

    Statement of fi nancial position as at 30 September 2015 

      £000    
  ASSeTS    
  non-current assets    

  Property, plant and equipment    
 cost    (1,570 + 30)     1,600 
 depreciation    (690 + 12)        (702 ) 

      898  
  Current assets    

 inventories  207 
 trade receivables    (182 + 18 - 4)     196 
 cash at bank     21  

       424  
  Total assets    1,322  
  eQUiTY And LiABiLiTieS    
  equity    

 Share capital  300 
 Share premium account  300 
 retained earnings    (104 + 41 - 25)         120  

       720  
  non-current liabilities    

 Borrowings – 10% loan (repayable 2018)      300  
  Current liabilities    

 trade payables  88 
 other payables    (20 + 30 + 15 + 2)     67 
 taxation  17 
 dividend approved  25 
 Borrowings – bank overdraft      105  

       302  
  Total equity and liabilities    1,322  

    4.4      iqbal Ltd 

    4.6      pear Limited 
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    income statement for the year ended 30 September 2015 

      £000    

 revenue    (1,456 + 18)     1,474 
 cost of sales   (768 ) 
  Gross profi t   706 
 Salaries  (220) 
 depreciation    (249 + 12)     (261) 
 other operating costs    (131 + (2% * 200) + 2)      (137 ) 
  Operating profi t   88 
 interest payable    (15 + 15)      (30 ) 
  profi t before taxation   58 
 taxation    (58 * 30%)      (17 ) 
  profi t for the year    41  

   Chapter   5    

    5.3      i. Ching (Booksellers) plc 

    Statement of comprehensive income for the year ended 31 May 2015 

      £000    
 revenue  943 
 cost of sales  ( 460 ) 
  Gross profi t   483 
 distribution expenses  (110) 
 Administrative expenses  (212) 
 other expenses   (25 ) 
  Operating profi t   136 
 Finance charges   (40 ) 
  profi t before tax   96 
 taxation   (24 ) 
  profi t for the year    72  
  Other comprehensive income    
 revaluation of property, plant and equipment  20 
 Foreign currency translation diff erences for foreign operations  (15) 
 tax on other comprehensive income    (1 ) 
 other comprehensive income for the year, net of tax    4  
  Total comprehensive income for the year     76  

    5.4      Manet plc 

    Statement of changes in equity for the year ended 31 May 2015 

    Share 
capital  

  Share 
premium  

  Revaluation 
reserve  

  Translation 
reserve  

  Retained 
earnings    Total  

      £m        £m        £m        £m        £m        £m    
  Balance as at 1 June     2014   250  50  120  15  380  815 
  Changes in equity for the year              
 dividends (note 1)          (80)  (80) 
 total comprehensive income 

for the year (note 2)     –   –     30     (5 )   160    185  
  Balance at 31 May 2015    250    50    150    10    460    920  

Chapter   5    

    5.3      i. Ching (Booksellers) plc 

    5.4      Manet plc 
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 notes: 
 1 dividends have been shown in the statement rather than in the notes. either approach is acceptable. 
 2 the eff ect of each component of comprehensive income on each component of shareholder equity must be 

shown. the revaluation gain and loss on exchange translation are each transferred to a specifi c reserve and 
the profi t for the year is transferred to retained earnings. 

    5.5      (a)    The ‘comply or explain’ approach means that companies listed on the London Stock 
Exchange are expected to comply with the requirements of the UK Corporate Governance 
Code or the directors must give the shareholders good reason why they do not. Failure to 
do one or the other can lead to the company’s shares being suspended from listing. 

 An advantage of this approach is that it provides a company with a degree of fl exibility 
over its governance procedures. Where, for example, a company is dealing with a crisis 
situation, the board of directors may feel that a single, strong leader is required. It may, 
therefore, be decided that one person will occupy the roles of both chairman and chief 
executive. Although this is contrary to the UK Code, shareholders may agree, given the 
particular circumstances, to merging the two roles. 

 A disadvantage is that when applying the UK Code there is an element of subjectivity 
involved. The UK Code requires, for example, that the directors establish a satisfactory 
dialogue with shareholders. This may, however, be interpreted in diff erent ways and so it 
may be diffi  cult to establish whether compliance has really occurred. It may also be dif-
fi cult to make comparisons between companies.  

  (b)   Preparing a strategic report may present a problem for accountants. For information to be 
credible to all interested parties, accountants should be as neutral as possible in measur-
ing and reporting the fi nancial performance and position of the business. The strategic 
report requires some interpretation of results and there is always a risk of bias, or at least 
the perception of bias among some users, in what items are reported and how they refl ect 
on business performance. The board of directors is charged with running the business 
and it is logical that the directors accept full responsibility for preparing the report. This 
should be made clear to users.    

    5.7      Turner plc 

 We can see from the table below that the software segment generates the highest revenue, 
but also generates the lowest profi t. We can use some simple ratios at this point to help 
evaluate segmental performance. We can start by considering the profi t generated in rela-
tion to the sales revenue for each operating segment. We can see from the table below that 
the engineering segment generates the most profi t in relation to sales revenue. Around 23%, 
or    £0.23    in every    £1,    of profi t is derived from the sales revenue generated. However, for the 
software segment, only 4%, or    £0.04    in every    £1,    of profi t is derived from the sales revenue 
generated. 

 We can also compare the profi t generated with the net assets employed (that is, total assets 
less total liabilities) for each segment. We can see from the table below that the electronics 
segment produces the best return on net assets employed: around    £0.65    for every    £1    invested. 
Once again, the software segment produces the worst results. 

 The reasons for the relatively poor results from the software segment need further 
investigation. There may be valid reasons; for example, it may be experiencing severe com-
petitive pressures. The results for this segment, however, are not disastrous: it is making 
a profit. Nevertheless, the business may wish to re-evaluate its long-term presence in this 
market. 

 It is interesting to note that the software segment had the highest new investment in non-
current assets during the period – as much as the other two segments combined. The rea-
son for such a large investment in such a relatively poorly performing segment needs to be 
justifi ed. It is possible that the business will reap rewards for the investment in the future; 

    5.5      (a)    The ‘comply or explain’ approach means that companies listed on the London Stock 

    5.7      Turner plc 
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however, we do not have enough information to understand the reasons for the investment 
decision. 

 Depreciation charges in the software segment are signifi cantly higher than for the other 
operating segments. This may be because the segment has more non-current assets, although 
we do not have a fi gure for the non-current assets held. The depreciation charge as a percent-
age of segment assets is also higher and the reasons for this should be investigated. 

    Table of key results 

    Software    Electronics    Engineering  

 total revenue     £250m        £230m        £52m    
 Segment profi t     £10m        £34m        £12m    
 net assets (assets less liabilities)     £85m        £52m        £30m    
 Segment profi t as a percentage of sales revenue  4.0%  14.8%  23.1% 
 Segment profi t as a percentage of net assets employed  11.8%  65.4%  40.0% 
 expenditure on non-current assets     £22m        £12m        £10m    
 total assets     £140m        £90m        £34m    
 depreciation     £60m        £35m        £10m    
 depreciation as a percentage of segment assets  42.9%  38.9%  29.4% 

   Chapter   6    

    6.1      (a)    An increase in the level of inventories would, ultimately, have an adverse eff ect on cash.  
  (b)   A rights issue of ordinary shares will give rise to a positive cash fl ow, which will be included 

in the ‘fi nancing’ section of the statement of cash fl ows.  
  (c)   A bonus issue of ordinary shares has no cash fl ow eff ect.  
  (d)   Writing off  some of the value of the inventories has no cash fl ow eff ect.  
  (e)   A disposal for cash of a large number of shares by a major shareholder has no cash fl ow 

eff ect as far as the business is concerned.  
  (f)   Depreciation does not involve cash at all. Using the indirect method of deducing cash 

flows from operating activities involves the depreciation expense in the calculation, 
but this is simply because we are trying to find out, from the profit before taxation 
(after depreciation) figure, what the profit before taxation  and  depreciation must 
have been.    

Chapter   6    

    6.1      (a)    An increase in the level of inventories would, ultimately, have an adverse eff ect on cash.  
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    6.3      Torrent plc 

    Statement of cash fl ows for the year ended 31 december 2014 

      £m    
  Cash fl ows from operating activities    
 Profi t before taxation (after interest) (see note 1 below)  170 
 Adjustments for:   
 depreciation (note 2)  78 
 interest expense (note 3)     26  
   274 
 decrease in inventories    (41 - 35)     6 
 increase in trade receivables    (145 - 139)     (6) 
 decrease in trade payables    (54 - 41)       (13 ) 
  Cash generated from operations   261 
 interest paid  (26) 
 taxation paid (note 4)  (41) 
 dividend paid    (60 ) 
  Net cash from operating activities     134  
  Cash fl ows from investing activities    
 Payments to acquire plant and machinery    (67 ) 
  Net cash used in investing activities    (67 ) 
  Cash fl ows from fi nancing activities    
 redemption of loan notes    (250 - 150)    (note 5)  ( 100 ) 
  Net cash used in fi nancing activities   ( 100 ) 
  net decrease in cash and cash equivalents     (33 ) 
 cash and cash equivalents at 1 January 2014   
 Bank overdraft    (56 ) 
 cash and cash equivalents at 31 december 2014   
 Bank overdraft    (89 ) 

 To see how this relates to the cash of the business at the beginning and end of the year it 
can be useful to provide a reconciliation as follows: 

    Analysis of cash and cash equivalents during the year ended 31 december 2014 

      £m    
 cash and cash equivalents at 1 January 2014  (56) 
 net cash outfl ow  ( 33 ) 
 cash and cash equivalents at 31 december 2014  ( 89 ) 

  notes: 
    1   this is simply taken from the income statement for the year.  
   2    Since there were no disposals, the depreciation charges must be the diff erence between the start and end 

of the year’s plant and machinery values, adjusted by the cost of any additions. 

      £m    
 carrying amount at 1 January 2014  325 
 Additions  67 
 depreciation (balancing fi gure)      (78 ) 
 carrying amount at 31 december 2014   314  

   3    interest payable expense must be taken out, by adding it back to the profi t before taxation fi gure. We subse-
quently deduct the cash paid for interest payable during the year. in this case the two fi gures are identical.  

   4    companies pay 50% of their tax during their accounting year and 50% in the following year. thus the 2014 
payment would have been half the tax on the 2013 profi t (that is, the fi gure that would have appeared in the 
current liabilities at the end of 2013), plus half of the 2014 tax charge (that is,    23 + (1�2 * 36) = 41   ).  

    6.3      Torrent plc 
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   5    it is assumed that the cash payment to redeem the loan notes was simply the diff erence between the two 
statement of fi nancial position fi gures.    

 It seems that there was a bonus issue of ordinary shares during the year. These increased 
by    £100m.    At the same time, the share premium account balance reduced by    £40m    (to 
zero) and the revaluation reserve balance fell by    £60m.     

    6.6      Blackstone plc 

    Blackstone plc 
 Statement of cash fl ows for the year ended 31 March 2015 

      £m    
  Cash fl ows from operating activities    
 Profi t before taxation (after interest) (see note 1)  1,853 
 Adjustments for:   

 depreciation (note 2)  1,289 
 interest expense (note 3)     456  
   3,598 
 increase in inventories    (2,410 - 1,209)     (1,201) 
 increase in trade receivables    (1,173 - 641)     (532) 
 increase in trade payables    (1,507 - 931)        576  

  Cash generated from operations   2,441 
 interest paid  (456) 
 taxation paid (note 4)  (300) 
 dividend paid    (400 ) 
  Net cash from operating activities    1,285  
  Cash fl ows from investing activities    
 Proceeds of disposals  54 
 Payment to acquire intangible non-current asset  (700) 
 Payments to acquire property, plant and equipment  ( 4,578 ) 
  Net cash used in investing activities   ( 5,224 ) 
  Cash fl ows from fi nancing activities    
 Bank borrowings   2,000  
  Net cash from fi nancing activities    2,000  
  net decrease in cash and cash equivalents   ( 1,939 ) 
 cash and cash equivalents at 1 April 2014   

 cash at bank     123  
 cash and cash equivalents at 31 March 2015   

 Bank overdraft  ( 1,816 ) 

 To see how this relates to the cash of the business at the beginning and end of the year it 
can be useful to provide a reconciliation as follows: 

    Analysis of cash and cash equivalents during the year ended 31 March 2015 

      £m    
 cash and cash equivalents at 1 April 2014  123 
 net cash outfl ow  ( 1,939 ) 
 cash and cash equivalents at 31 March 2015   1,816  

  notes: 
    1   this is simply taken from the income statement for the year.  
   2    the full depreciation charge was that stated in note 2 to the question    (£1,251m),    plus the defi cit on disposal 

of the non-current assets. According to note 2, these non-current assets had originally cost    £581m    and 
had been depreciated by    £489m,    giving a net carrying amount of    £92m.    they were sold for    £54m,    lead-
ing to a defi cit on disposal of    £38m.    thus the full depreciation expense for the year was    £1,289m    (that is, 
   £1,251m + £38m   ).  

    6.6      Blackstone plc 
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   3    interest payable expense must be taken out, by adding it back to the profi t before taxation fi gure. We subse-
quently deduct the cash paid for interest payable during the year. in this case the two fi gures are identical.  

   4    companies pay tax at 50% during their accounting year and the other 50% in the following year. thus the 
2015 payment would have been half the tax on the 2014 profi t (that is, the fi gure that would have appeared in 
the current liabilities at 31 March 2014), plus half of the 2015 tax charge (that is,    105 + (1�2 * 390) = 300   ).     

    6.7      York plc 

    Statement of cash fl ows for the year ended 30 September 2015 

      £m    
  Cash fl ows from operating activities    
 Profi t before taxation (after interest) (see note 1)  10.0 
 Adjustments for:   

 depreciation (note 2)  9.8 
 interest expense (note 3)   3.0  
   22.8 
 increase in inventories and trade receivables    (122.1 - 119.8)     (2.3) 
 increase in trade payables    (82.5 - 80.0)      2.5  

  Cash generated from operations   23.0 
 interest paid  (3.0) 
 taxation paid (note 4)  (2.3) 
 dividend paid   (3.5 ) 
  Net cash from operating activities    14.2  
  Cash fl ows from investing activities    
 Proceeds of disposals (note 2)  5.2 
 Payments to acquire non-current assets  ( 20.0 ) 
  Net cash used in investing activities   ( 14.8 ) 
  Cash fl ows from fi nancing activities    
 increase in long-term borrowings  3.0 
 Share issue (note 5)    5.0  
  Net cash from fi nancing activities     8.0  
  net increase in cash and cash equivalents     7.4  
 cash and cash equivalents at 1 october 2014   

 cash at bank   9.2  
 cash and cash equivalents at 30 September 2015   

 cash at bank   16.6  

 To see how this relates to the cash of the business at the beginning and end of the year it can 
be useful to provide a reconciliation as follows: 

    Analysis of cash and cash equivalents during the year ended 30 September 2015 

      £m    
 cash and cash equivalents at 1 october 2014  9.2 
 net cash infl ow   7.4  
 cash and cash equivalents at 30 September 2015   16.6  

  notes: 
    1   this is simply taken from the income statement for the year.  
   2    the full depreciation charge was the    £13.0m,    less the surplus on disposal    (£3.2m),    both stated in note 1 to 

the question. (According to the table in note 4 to the question, the non-current assets disposed of had a net 
carrying value of    £2.0m.    to produce a surplus of    £3.2m,    they must have been sold for    £5.2m.   )  

   3    interest payable expense must be taken out, by adding it back to the profi t before taxation fi gure. We subse-
quently deduct the cash paid for interest payable during the year. in this case the two fi gures are identical.  

    6.7      York plc 
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   4    companies pay 50% of their tax during their accounting year and the other 50% in the following year. 
thus the 2015 payment would have been half the tax on the 2014 profi t (that is, the fi gure that would 
have appeared in the current liabilities at 30 September 2014), plus half of the 2015 tax charge (that is, 
   1.0 + (1�2 * 2.6) = 2.3   ).  

   5    this issue must have been for cash since it could not have been a bonus issue – the share premium is 
untouched and ‘reserves’ had altered over the year only by the amount of the 2015 retained earnings (profi t 
for the year, less the dividend). the shares seem to have been issued at their nominal value (par). this is a 
little surprising since the business has assets that seem to be above that value. on the other hand, if this was 
a rights issue, the low issue price would not have disadvantaged the existing shareholders since they were 
also the benefi ciaries of the advantage of the low issue price.      

   Chapter   7    

    7.1      Three businesses 

 A plc operates a supermarket chain. The grocery business is highly competitive and to generate 
high sales volumes it is usually necessary to accept low operating profi t margins. Thus, we can 
see that the operating profi t margin of A plc is the lowest of the three businesses. The invento-
ries turnover period of supermarket chains also tends to be quite low. They are often effi  cient 
in managing inventories and most supermarket chains have invested heavily in inventories 
control and logistical systems over the years. The average settlement period for receivables is 
very low as most sales are for cash, although, when a customer pays by credit card, there is usu-
ally a small delay before the supermarket receives the amount due. A low inventories turnover 
period and a low average settlement period for receivables usually mean that the investment 
in current assets is low. Hence, the current ratio (current assets/current liabilities) is also low. 

 B plc is the holiday tour operator. We can see that the sales to capital employed ratio is the 
highest of the three. This is because tour operators do not usually require a large investment of 
capital: they do not need a large asset base in order to conduct their operations. The inventor-
ies turnover period ratio does not apply to B plc. It is a service business, which does not hold 
inventories for resale. We can see that the average settlement period for receivables is low. This 
may be because customers are invoiced near to the holiday date for any amounts outstanding 
and must pay before going on holiday. The lack of inventories held and low average settlement 
period for receivables leads to a very low current ratio. 

 C plc is the food manufacturing business. We can see that the sales to capital employed 
ratio is the lowest of the three. This is because manufacturers tend to invest heavily in both 
current and non-current assets. The inventories turnover period is the highest of the three. 
Three diff erent kinds of inventories – raw materials, work in progress and fi nished goods – are 
held by manufacturers. The average receivables settlement period is also the highest of the 
three. Manufacturers tend to sell to other businesses rather than to the public and their cus-
tomers will normally demand credit. A one-month credit period for customers is fairly com-
mon for manufacturing businesses, although customers may receive a discount for prompt 
payment. The relatively high investment in inventories and receivables usually results in a 
high current ratio.  

    7.2      Amsterdam Ltd and Berlin Ltd 

 The ratios for Amsterdam Ltd and Berlin Ltd reveal that the average settlement period for trade 
receivables for Amsterdam Ltd is three times that for Berlin Ltd. Berlin Ltd is therefore much 
quicker in collecting amounts outstanding from customers. On the other hand, there is not 
much diff erence between the two businesses in the time taken to pay trade payables. 

Chapter   7    

    7.1      Three businesses 

    7.2      Amsterdam Ltd and Berlin Ltd 
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 It is interesting to compare the diff erence in the trade receivables and payables settlement 
periods for each business. As Amsterdam Ltd allows an average of 63 days’ credit to its custom-
ers, yet pays suppliers within 50 days, it will require greater investment in working capital than 
Berlin Ltd, which allows an average of only 21 days to its customers but takes 45 days to pay 
its suppliers. 

 Amsterdam Ltd has a much higher gross profi t margin than Berlin Ltd. However, the oper-
ating profi t margin for the two businesses is identical. This suggests that Amsterdam Ltd has 
much higher overheads (as a percentage of sales revenue) than Berlin Ltd. The average inven-
tories turnover period for Amsterdam Ltd is more than twice that of Berlin Ltd. This may be 
due to the fact that Amsterdam Ltd maintains a wider range of inventories in an attempt to 
meet customer requirements. The evidence therefore suggests that Amsterdam Ltd is the 
business that prides itself on personal service. The higher average settlement period for trade 
receivables is consistent with a more relaxed attitude to credit collection (thereby maintain-
ing customer goodwill) and the high overheads are consistent with incurring the additional 
costs of satisfying customers’ requirements. Amsterdam Ltd’s high inventories levels are con-
sistent with maintaining a wide range of inventories, with the aim of satisfying a range of 
customer needs. 

 Berlin Ltd has the characteristics of a more price-competitive business. Its gross profi t mar-
gin is much lower than that of Amsterdam Ltd, that is, a much lower gross profi t for each    £1    
of sales revenue. However, overheads have been kept low, the eff ect being that the operating 
profi t margin is the same as Amsterdam Ltd’s. The low average inventories turnover period 
and average settlement period for trade receivables are consistent with a business that wishes 
to minimise investment in current assets, thereby reducing costs.  

    7.6      Genesis Ltd 

   (a)       Current ratio =
232
550

= 0.42:1

 Acid test ratio =
104
550

= 0.19:1

 Inventories turnover period =
128

1,248
* 365 = 37 days

 Average settlement period for trade receivables =
104

1,640
* 365 = 23 days

 Average settlement period for trade payables =
184

1,260
* 365 = 53 days    

 It is diffi  cult to make a judgement about such matters with no equivalent ratios for past 
periods, other businesses or the business’s own plans, but there is some evidence that 
this business is, in fact, overtrading. Both of the liquidity ratios look weak. The acid test 
ratio should probably be around 1:1. Customers are paying more than twice as quickly as 
suppliers are being paid. This suggests that pressure may be being applied to the former to 
pay quickly, perhaps with adverse results. It may also imply that payments to suppliers are 
being delayed because of a lack of available fi nance.  

  (b)   Overtrading must be dealt with either by increasing the level of funding to match the 
level of activity, or by reducing the level of activity to match the funds available. The latter 
option may result in a reduction in operating profi t in the short term but may be neces-
sary to ensure long-term survival.    

    7.6      Genesis Ltd 
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    7.7      Harridges Ltd 

   (a)     2014    2015  

 roce 
    

310
1,600

= 19.4%
        

350
1,700

= 20.6%
    

 roSF 
    

155
1,100

= 14.1%

        

175
1,200

= 14.6%

    

 Gross profi t margin 
    

1,040
2,600

= 40%
        

1,150
3,500

= 32.9%
    

 operating profi t margin 
    

310
2,600

= 11.9%
        

350
3,500

= 10%
    

 current ratio 
    

735
400

= 1.8

        

660
485

= 1.4

    

 Acid test ratio 
    

485
400

= 1.2
        

260
485

= 0.5
    

 trade receivables settlement period 
    

105
2,600

* 365 = 15 days
        

145
3,500

* 365 = 15 days
    

 trade payables settlement period 
    

300

1,560*
* 365 = 70 days

        

375

2,350*
* 365 = 58 days

    

 inventories turnover period 
    

250
1,560

* 365 = 58 days
        

400
2,350

* 365 = 62 days
    

 Gearing ratio 
    

500
1,600

= 31.3%
        

500
1,700

= 29.4%
    

  * used because the credit purchases fi gure is not available.  

  (b)   There has been a considerable decline in the gross profi t margin during 2015. This fact, 
combined with the increase in sales revenue by more than a third, suggests that a price-
cutting policy has been adopted in an attempt to stimulate sales. The resulting increase in 
sales revenue, however, has led to only a small improvement in ROCE and ROSF. 

 Despite a large cut in the gross profi t margin, the operating profi t margin has fallen by 
less than 2%. This suggests that overheads may have been more tightly controlled during 
2015. Certainly, overheads have not risen in proportion to sales revenue. 

 The current ratio has fallen a little and the acid test ratio has fallen by more than half. 
Although liquidity ratios tend to be lower in retailing than in manufacturing, the liquid-
ity of the business should now be a cause for concern. However, this may be a passing 
problem. The business is investing heavily in non-current assets and is relying on inter-
nal funds to fi nance this growth. When this investment ends, the liquidity position may 
improve quickly. 

 The trade receivables period has remained unchanged over the two years, and there has 
been no signifi cant change in the inventories turnover period in 2015. The gearing ratio 
seems quite low and provides no cause for concern given the profi tability of the business. 

 Overall, the business appears to be fi nancially sound. Although there has been rapid 
growth during 2015, there is no real cause for alarm provided that the liquidity of the busi-
ness can be improved in the near future. In the absence of information concerning share 
price, it is not possible to say whether an investment should be made.     

    7.7      Harridges Ltd 
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   Chapter   8    

    8.1      Lombard Ltd 

 Relevant costs of undertaking the contract are: 

      £    
 equipment costs  200,000 
 component x    (20,000 * 4 * £5)      
   (Any of these components used will need to be replaced.)  400,000 
 component Y    (20,000 * 3 * £8)      
   (All of the required units will come from inventories and this   
   will be an eff ective cost of the net realisable value.)  480,000 
 Additional costs    (20,000 * £8)        160,000  
    1,240,000  
 revenue from the contract    (20,000 * £80)      1,600,000  

 Thus, from a purely fi nancial point of view the project is acceptable. (Note that there is no 
relevant labour cost since the staff  concerned will be paid irrespective of whether the contract 
is undertaken.)  

    8.2      Andrews and Co. Ltd 

 Minimum contract price 

          £    
  Materials   Steel core:     10,000 * £2.10     21,000 
   Plastic:     10,000 * 0.10 * £0.10     100 
  Labour   Skilled:    – 
   unskilled:     10,000 * 5�60 * £7.50        6,250  
 Minimum tender price       27,350  

    8.5      The local education authority 

   (a)   One-off  fi nancial net benefi ts of closing: 

    D only    A and B    A and C  

 capacity reduction  800  700  800 
      £m        £m        £m    
 Property developer (A)  –  14.0  14.0 
 Shopping complex (B)  –  8.0  – 
 Property developer (d)  9.0  –  – 
 Safety (c)  –  –  3.0 
 Adapt facilities  ( 1.8 )   –    –  
 total   7.2    22.0    17.0  
 ranking based on total one-off  benefi ts  3  1  2 

  (note that all past costs of buying and improving the schools are irrelevant.)  

Chapter   8    

    8.1      Lombard Ltd 

    8.2      Andrews and Co. Ltd 

    8.5      The local education authority 
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 Recurrent fi nancial net benefi ts of closing: 

    D only    A and B    A and C  
      £m        £m        £m    

 rent (c)  –  –  0.3 
 Administrators   0.2    0.4    0.4  
 total   0.2    0.4    0.7  
 ranking based on total of recurrent benefi ts  3  2  1 

 On the basis of the fi nancial fi gures alone, closure of either A and B or A and C looks best. 
It is not possible to add the one-off  and the recurring costs directly, but the large one-off  
cost saving associated with closing schools A and B makes this option look attractive. (In 
 Chapter   14    we shall see that it is possible to add one-off  and recurring costs in a way that 
should lead to sensible conclusions.)  

  (b)   The costs of acquiring and improving the schools in the past are past costs or sunk costs 
and, therefore, irrelevant. The costs of employing the chief education offi  cer is a future 
cost, but irrelevant because it is not dependent on outcomes, it is a common cost.  

  (c)   There are many other factors, some of a non-quantifi able nature. These include: 

   ●	   Accuracy of projections of capacity requirements.  
  ●	   Locality of existing schools relative to where potential pupils live.  
  ●	   Political acceptability of selling schools to property developers.  
  ●	   Importance of purely fi nancial issues in making the fi nal decision.  
  ●	   The quality of the replacement sporting facilities compared with those at school D.  
  ●	   Political acceptability of staff  redundancies.  
  ●	   Possible savings/costs of employing fewer teachers, which might be relevant if econ-

omies of scale are available by having fewer schools.  
  ●	   Staff  morale.      

    8.6      Rob Otics Ltd 

   (a)   The minimum price for the proposed contract would be: 

          
 Materials  £ 

 component x (   2 * 8 * £180   )  2,880 
   this inventories item is in constant use by the business. this means that, though there 

are 10 units held, these will ultimately need to be replaced, as well as a further 6 units 
purchased. All of these will cost the new price. 

  

 component Y  0 
   the history of the components held in inventories is irrelevant because it applies 

irrespective of the decision made on this contract. Since the alternative to using the 
units on this contract is to scrap them, the relevant cost is zero. 

  

  component Z    [(75 + 32) * £20] - (75 * £25)     265 
   the relevant cost here is how much extra the business will pay the supplier as a result 

of undertaking the contract. 
  

  other miscellaneous items  250 
 Labour   
 Assembly    (25 + 24 + 23 + 22 + 21 + 20 + 19 + 18) * £48     8,256 
   the assembly labour cost is irrelevant because it will be incurred irrespective of which 

work the members of staff  do. the relevant cost is based on the sales revenue per 
hour lost if the other orders are lost less the material cost per hour saved; that is 
   £60 - £12 = £48.    

  

 inspection    (8 * 6 * £12 * 150%)       864  
 Total   12,515  

 Thus the minimum price is    £12,515.     

    8.6      Rob Otics Ltd 
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  (b)   Other factors include: 

   ●	   Competitive state of the market.  
  ●	   The fact that the above fi gure is unique to the particular circumstances at the time – 

for example, having Component Y available but having no use for it. Any subsequent 
order might have to take account of an outlay cost.  

  ●	   Breaking even (that is, just covering the costs) on a contract will not fulfi l the business’s 
objective.  

  ●	   Charging a low price may cause marketing problems. Other customers may resent the 
low price for this contract. The current enquirer may expect a similar price in future.       

   Chapter   9    

    9.1      Motormusic Ltd 

   (a)   Break-even    point = fixed    cost/contribution per unit 

   = (80,000 + 60,000)/(60 - (20 + 14 + 12 + 3)) = 12,727.27 radios.   

 This means that the business would need to sell 12,728 radios before it would break 
even. 

 These would have a sales value of    £763,680    (that is,    12,728 * £60   ).  
  (b)   The margin of safety is 7,272 radios (that is,    20,000 - 12,728   ). This margin would have a 

sales value of    £436,320    (that is,    7,272 * £60   ).    

    9.3      Gandhi Ltd 

   (a)   Given that the spare capacity could not be used by other services, the Standard service 
should continue to be off ered. This is because it renders a positive contribution.  

  (b)   The Standard service renders a contribution per unit of    £15    (that is,    £80 - £65   ), or    £30    
during the time it would take to render one unit of the Nova service. The Nova service 
would provide a contribution of only    £25    (that is,    £75 - £50   ). 

 The Nova service should, therefore, not replace the Standard service.  
  (c)   Under the original plans, the following contributions would be rendered by the Basic and 

Standard services:   

        £    
 Basic     11,000 * (£50 - £25) =      275,000 
 Standard     6,000 * (£80 - £65) =         90,000  
      365,000  

 If the Basic were to take the Standard’s place, 17,000 units (that is,    11,000 + 6,000   ) of 
them could be produced in total. To generate the same total contribution, each unit of 
the Standard service would need to provide    £21.47    (that is,    £365,000/17,000   ) of contribu-
tion. Given the Basic’s variable cost of    £25,    this would mean a selling price of    £46.47    each 
(that is,    £21.47 + £25.00   ).  

    9.6      products A, B and C 

   (a)   Total time required on cutting machines is 

   (2,500 * 1.0) + (3,400 * 1.0) + (5,100 * 0.5) = 8,450 hours   

 Total time available on cutting machines is 5,000 hours. Therefore, this is a limiting factor. 

Chapter   9    
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 Total time required on assembling machines is 

   (2,500 * 0.5) + (3,400 * 1.0) + (5,100 * 0.5) = 7,200 hours   

 Total time available on assembling machines is 8,000 hours. Therefore, this is not a limit-
ing factor. 

    A 
(per unit)  

  B 
(per unit)  

  C 
(per unit)  

 Selling price    (£)     25  30  18 
 Variable materials    (£)     (12)  (13)  (10) 
 Variable production cost    (£)      (7 )   (4 )   (3 ) 
 contribution    (£)       6    13     5  
 time on cutting machines  1.0 hour  1.0 hour  0.5 hour 
 contribution per hour on cutting machines    (£)     6  13  10 
 order of priority  3rd  1st  2nd 

 Therefore, produce: 

 3,400 Product B using  3,400 hours 
 3,200 Product c using   1,600  hours 
    5,000  hours 

  (b)   Assuming that the business would make no saving in variable production cost by sub-
contracting, it would be worth paying up to the contribution per unit    (£5)    for Product C, 
which would therefore be    £5 * (5,100 - 3,200) = £9,500    in total.   

 Similarly it would be worth paying up to    £6    per unit for Product A – that is, 
   £6 * 2,500 = £15,000    in total.  

    9.7      darmor Ltd 

   (a)   Contribution per hour of skilled labour of Product X is: 

   
£(30 - 6 - 2 - 12 - 3)

6�12
= £14   

 Given the scarcity of skilled labour, if the management is to be indiff erent between the 
products, the contribution per skilled-labour-hour must be the same. Thus for Product Y 
the selling price must be: 

   £((14 * (9/12)) + 9 + 4 + 25 + 7) = £55.50   

 (that is, the contribution plus the variable cost), and for Product Z the selling price 
must be: 

   £((14 * (3/12)) + 3 + 10 + 14 + 7) = £37.50    

  (b)   The business could pay up to    £26    an hour    (£12 + £14)    for additional hours of skilled 
labour. This is the potential contribution per hour, before taking account of the labour 
rate of    £12    an hour.     

    9.7      darmor Ltd 
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   Chapter   10    

    10.1      Off ending phrases and explanations 

  Off ending phrase    Explanation  

 ‘necessary to divide up the 
business into departments’ 

 this can be done but it will not always be of much benefi t. only in 
quite restricted circumstances will it give a signifi cantly diff erent 
job cost. 

 ‘Fixed costs (or overheads)’  this implies that fi xed cost and overheads are the same thing. they 
are not really connected with one another. ‘Fixed’ is to do with how 
cost behaves as the level of output is raised or lowered; ‘overheads’ 
are to do with the extent to which cost can be directly measured 
in respect of a particular unit of output. though it is true that many 
overheads are fi xed, not all are. Also, direct labour is usually a 
fi xed cost. 

 All of the other references to fi xed and variable costs are wrong. 
the person should have referred to indirect and direct costs. 

 ‘usually this is done on the 
basis of area’ 

 Where overheads are apportioned to departments, they will be 
apportioned on some logical basis. For certain elements of cost – for 
example, rent – the fl oor area may be the most logical; for others, 
such as machine maintenance cost, the fl oor area would be totally 
inappropriate. 

 ‘When the total fi xed costs for 
each department have been 
identifi ed, this will be divided 
by the number of hours that 
were worked’ 

 Where overheads are dealt with on a departmental basis, they may 
be divided by the number of direct labour hours to deduce a recovery 
rate. However, this is only one basis of applying overheads to jobs. 
For example, machine hours or some other basis may be more 
appropriate to the particular circumstances involved. 

    10.4      promptprint Ltd 

   (a)   The plan (budget) may be summarised as: 

      £      
 Sales revenue  196,000   
 direct materials  (38,000)   
 direct labour  (32,000)   
 total indirect cost   (77,000)      (2,400 + 3,000 + 27,600 + 36,000 + 8,000)    
 Profi t   49,000    

 The job may be priced on the basis that both indirect cost and profi t should be appor-
tioned to it on the basis of direct labour cost, as follows: 

      £      
 direct materials  4,000   
 direct labour  3,600   
 overheads  8,663     (£77,000 * 3,600/32,000)    
 Profi t     5,513      (£49,000 * 3,600/32,000)    
    21,776    

Chapter   10    
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 This answer assumes that variable overheads vary in proportion to direct labour cost. 
 Various other bases of charging overheads and profi t loading the job could have been 

adopted. For example, materials cost could have been included (with direct labour) as the 
basis for profi t loading, or even apportioning overheads.  

  (b)   This part of the question is, in eff ect, asking for comments on the validity of ‘full cost-plus’ 
pricing. This approach can be useful as an indicator of the eff ective long-run cost of doing 
the job. On the other hand, it fails to take account of relevant opportunity cost as well as 
the state of the market and other external factors. For example, it ignores the price that a 
competitor printing business may quote.  

  (c)   Revised estimates of direct material cost for the job: 

      £      
 Paper grade 1  1,500     (£1,200 * 125%)    this item of inventories needs to be replaced 
 Paper grade 2  0  it has no opportunity cost value 
 card  510  (   £640 - £130:    using the card on another job would save    £640,    but 

cost    £130    to achieve that saving) 
 inks and so on      300   this item of inventories needs to be replaced 
    2,310    

    10.5      (a)    Charging overheads to jobs on a departmental basis means that overheads are collected 
‘product’ cost centre (department) by ‘product’ cost centre. This involves picking up the 
overheads that are direct to each department and adding to them a share of overheads that 
are general to the business as a whole. The overheads of ‘service’ cost centres must then be 
apportioned to the product cost centres. At this point, all of the overheads for the whole 
business are divided between the ‘product’ cost centres, such that the sum of the ‘product’ 
cost centre overheads equals those for the whole business. 

 Dealing with overheads departmentally is believed to provide more accurate and use-
ful information to decision makers, because diff erent departments may have rather dif-
ferent overheads, and applying overheads departmentally can take account of that and 
refl ect it in the job costs derived. 

 In theory, dealing with overheads on a departmental basis is more costly than on a 
business-wide basis. In practice, it possibly does not make too much diff erence to the cost 
of collecting the information. This is because, normally, businesses are divided into 
departments, and the costs are collected departmentally, as part of the normal routine for 
exercising control over the business.  

  (b)   In order to make any diff erence to the job cost that will emerge as a result of dealing with 
overheads departmentally, as compared with a business-wide basis, the following  both  
need to be the case: 

   ●	   the overheads per unit of the basis of charging (for example direct labour hours) need 
to be diff erent from one department to the next; and  

  ●	   the proportion (but not the actual amounts) of total overheads that are charged to jobs 
must diff er from one job to the next.     

 Assume, for the sake of argument, that direct labour hours are used as the basis of charging 
overheads in all departments. Also assume that there are three departments, A, B and C. 

 There will be no diff erence to the overheads charged to a particular job if the rate of 
overheads per direct labour hour is the same for all departments. Obviously, if the charg-
ing rate is the same in all departments, that same rate must also apply to the business 
taken as a whole. 

 Also, even where overheads per direct labour hour diff er signifi cantly from one depart-
ment to another – if all jobs spend, say, about 20 per cent of their time in Department A, 
50 per cent in Department B and 30 per cent in Department C – it will not make any dif-
ference whether overheads are charged departmentally or overall. 

    10.5      (a)    Charging overheads to jobs on a departmental basis means that overheads are collected 
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 These conclusions are not in any way dependent on the basis of charging overheads or 
even whether overheads are charged on the same basis in each department. 

 The statements above combine to mean that, probably in many cases in practice, 
departmentalising overheads does not provide information that is signifi cantly diff erent 
from that which would be provided by charging overheads to jobs on a business-wide 
basis.  

    10.7      Bookdon plc 

   (a)   To answer this question, we need fi rst to allocate and apportion the overheads to product 
cost centres, as follows: 

  Cost  
  Basis of 

apportionment    Total      Department    

      
  Machine 

shop  
  Fitting 
section    Canteen  

  Machine 
maintenance 

section  
        £        £        £        £        £    

 Allocated items:  Specifi c  90,380  27,660  19,470  16,600  26,650 
 rent, rates, heat, 

light 
 Floor area  17,000  9,000  3,500  2,500  2,000 

        (3,600/
6,800)  

  (1,400/
6,800)  

  (1,000/
6,800)  

  (800/
6,800)  

 dep’n and 
insurance 

 Book value  25,000  12,500  6,250  2,500  3,750 

        (150/300)    (75/300)    (30/300)    (45/300)  

 canteen  number of 
employees 

 –  10,800  8,400  ( 21,600 )    2,400  

        (18/36)    (14/36)      (4/36)  

            
 Machine 

maintenance 
section 

 Specifi ed %  –  24,360  10,440    ( 34,800 ) 

        (70%)    (30%)      

      _______    ______    ______      
      132,380    84,320    48,060      

 Note that the canteen overheads were reapportioned to the other cost centres fi rst because 
the canteen renders a service to the machine maintenance section but does not receive a 
service from it. 

 Calculation of the overhead absorption (recovery) rates can now proceed: 

   1   Total budgeted machine hours are: 

    Hours  
 Product x    (4,200 * 6)     25,200 
 Product Y    (6,900 * 3)     20,700 
 Product Z    (1,700 * 4)       6,800  
    52,700  

 Overhead absorption rate for the machine shop is: 

   
£84,320
52,700

= £1.60/machine hour    

    10.7      Bookdon plc 
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  2   Total budgeted direct labour cost for the fi tting section is: 

      £    
 Product x    (4,200 * £12)     50,400 
 Product Y    (6,900 * £3)     20,700 
 Product Z    (1,700 * £21)        35,700  
    106,800  

 Overhead absorption rate for the fi tting section is: 

   
£48,060

£106,800
* 100% = 45% or £0.45 per £ of direct labour cost.    

  (b)   The cost of one unit of Product X is calculated as follows: 

      £    
 direct materials  11.00 
 direct labour:   
  Machine shop  6.00 
  Fitting section  12.00 
 overheads:   
  Machine shop    (6 * £1.60)     9.60 
  Fitting section    (£12 * 45%)       5.40  
    44.00  

 Therefore, the cost of one unit of product X is    £44.00.        

   Chapter   11    

    11.1      Aires plc 

 The EVA ®  approach to determining shareholder value will be as follows: 

  Year    Opening 
capital 

invested 
(C)  

  Capital 
charge 

   (12% * C)     

  Operating 
profi t after 

tax  

  EVA ®   

      £m        £m        £m        £m    

 1  64.0  7.7  12.0     4.3  
 2  48.0  5.8  12.0     6.2  
 3  32.0  3.8  12.0     8.2  
 4  16.0  1.9  12.0   10.1  

Chapter   11    

    11.1      Aires plc 
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    11.2      The Balanced Scorecard 

   (a)   The balanced scorecard has nothing to do with the statement of fi nancial position. The 
former is a framework that translates the aims and objectives of a business into a series of 
key performance measures and targets. The latter is a statement of the assets of a business 
and the claims against it; it is sometimes known as the ‘balance sheet’.  

  (b)   The fi nance area of the balanced scorecard specifi es fi nancial targets for the future and 
is usually expressed in terms of fi nancial ratios, such as return on capital employed. The 
income statement is a historic statement of revenues, the expenses matched against them 
and the resulting profi t or loss.  

  (c)   The balanced scorecard approach does not prescribe a particular set of objectives and tar-
gets. It is up to the business concerned to establish its own set of parameters.  

  (d)   The balanced scorecard in no way downplays fi nancial objectives and measures. Financial 
aspects are key issues in all areas of the balanced scorecard.    

    11.3      Kaplan plc 

   (a)   The business makes each model of suitcase in a batch. The direct cost (materials and 
labour) will be recorded in respect of each batch. To this cost will be added a share of the 
overheads of the business for the period in which production of the batch takes place. The 
basis of the batch absorbing overheads is a matter of managerial judgement. A popular 
method is direct labour hours spent working on the batch, relative to total direct labour 
hours worked during the period. This is not the ‘correct’ way, however. There is no one 
correct way. If the activity is capital-intensive, some machine-hour basis of dealing with 
overheads might be more appropriate, though still not ‘correct’. Overheads might be col-
lected, cost centre by cost centre (department by department), and charged to the batch 
as it passes through each product cost centre. Alternatively, all of the overheads for the 
entire production facility might be totalled and the overheads dealt with more globally. It 
is only in restricted circumstances that overheads charged to batches will be aff ected by a 
decision to deal with them by cost centres, rather than globally. 

 Once the ‘full cost’ (direct cost plus a share of indirect cost) has been ascertained for the 
batch, the cost per suitcase can be established by dividing the batch cost by the number 
of suitcases in the batch.  

  (b)   Whereas the traditional approach to dealing with overheads is just to accept that they 
exist and deal with them in a fairly broad manner, ABC takes a much more enquiring 
approach. ABC takes the view that overheads do not just ‘occur’, but that they are caused 
or ‘driven’ by ‘activities’. It is a matter of fi nding out which activities are driving the cost 
and how much cost they are driving. 

 For example, a signifi cant part of the cost of making suitcases of diff erent sizes might 
be resetting machinery to cope with a batch of a diff erent size from its predecessor batch. 
Where a particular model is made in very small batches, because it has only a small mar-
ket, ABC would advocate that this model is charged directly with its machine-setting cost. 
The traditional approach would be to treat machine setting as a general overhead that 
the individual suitcases (irrespective of the model) might bear equally. ABC, it is claimed, 
leads to more accurate costing and thus to more accurate assessment of profi tability.  

  (c)   The other advantage of pursuing an ABC philosophy and identifying cost drivers is that, 
once the drivers have been identifi ed, they are likely to become much more susceptible to 
being controlled. Thus it becomes more feasible for management to assess the benefi t of 
certain activities against their cost.    

    11.5      Badger Ltd 

   (a)    Price using absorption costing  
 Overhead absorption    rate = total    overheads/total direct labour    hours = £280,000/ 
4,000 = £70    per direct labour hour. 

    11.2      The Balanced Scorecard 

    11.3      Kaplan plc 

    11.5      Badger Ltd 
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Largeflo 
£

Smallflo 
£

direct materials 16.00 15.00
direct labour 8.00 8.00
overheads: 1�2 * £70 35.00 35.00
total cost 59.00 58.00
Mark-up of 35% 20.65 20.30
Price 79.65 78.30

(b) Price using activity-based costing
Cost driver rates:

large machine £96,000/480 = £200 per hour
Small machine £44,800/1,280 = £35 per hour
Set-ups £32,500/260 = £125 per set-up
ordering £10,800/120 = £90 per part
Handling £45,600/380 = £120 per movement
other overheads £50,300/4,000 = £12.58 per direct labour hour

Prices for the two products:

Largeflo Smallflo
£ £

direct materials 16.00 15.00
direct labour 8.00 8.00
large machine (100 * £200)/1,000 20.00 –
Small machine (25 * £35)/50 17.50
Set-ups £125/1,000 0.13 (2 * £125)/50 5.00
ordering – (3 * £90)/50 5.40
Handling £120/1,000 0.12 (5 * £120)/50 12.00
other overheads 1�2 * £12.58 6.29 1�2 * £12.58 6.29
total cost 50.54 69.19
35% mark up 17.69 24.22
Price 68.23 93.41

(c) Points for the management

●	 Under the traditional approach, the prices are quite similar because the direct costs are 
quite similar, which also leads to a similar allocation of overheads (because these are 
absorbed on the basis of direct labour hours).

●	 With ABC there is quite a large price difference between the products. This is because 
the Smallflo product causes much more overhead cost than the Largeflo one and ABC 
reflects this fact.

●	 Management must seriously consider its pricing policy. If the traditionally based price 
is, in fact, the current selling price, the Smallflo product is earning only a small margin.

●	 If the market will not bear a higher price for Smallflo products, management may 
consider dropping them and concentrating its efforts on the Largeflo ones. Projected 
market demand for the two products will obviously have a major bearing on these 
considerations.

(d) Practical problems of using ABC

●	 Identifying the cost-driving activities and determining cost driver rates can be difficult 
and expensive. It is sometimes necessary to use arbitrary approaches to certain parts of 
the overheads, as with ‘other overheads’ in the Largeflo/Smallflo example above.
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  ●	   The costs of introducing ABC may outweigh the benefi ts.  
  ●	   Changing the culture in the way necessary to introduce ABC may pose diffi  culties. 

There may be resistance to a new approach.  
  ●	   On a positive note, ABC may have benefi ts beyond cost determination and pricing. 

Careful analysis of costs and what drives them can provide a basis for exercising better 
control over costs.       

   Chapter   12    

    12.1      prolog Ltd 

   (a)   Cash budget for the six months to 30 June 

    Jan    Feb    Mar    Apr    May    June  
      £000        £000        £000        £000        £000        £000    

  Receipts              
 credit sales revenue (note 1)   100    100    140    180    220    260  
  payments              
 trade payables (note 2)  112  144  176  208  240  272 
 operating expenses  4  6  8  10  10  10 
 Shelving        12     
 taxation   ___    ___      25    ___    ___    ___  
    116    150    209    230    250    282  
 cash fl ow    (16 )    (50 )    (69 )    (50 )    (30 )    (22 ) 
 opening balance    (68 )    (84 )  ( 134 )  ( 203 )  ( 253 )  ( 283 ) 
 closing balance    (84 )  ( 134 )  ( 203 )  ( 253 )  ( 283 )  ( 305 ) 

 notes: 
 1  Sales receipts will equal the month’s sales revenue, but will be received two months later. For 

example, the January sales    revenue = £2,000 * (50 + 20) = £140,000,    to be received in 
March. 

 2  Payments to suppliers will equal the next month’s sales requirements, payable the next month. 
For example, January    purchases = £1,600 * (50 + 40) = £144,000,    payable in February. 

  (b)   A banker may require various pieces of information before granting additional overdraft 
facilities. These may include: 

   ●	   Security available for the loan.  
  ●	   Details of past profi t performance.  
  ●	   Profi t projections for the next twelve months.  
  ●	   Cash projections beyond the next six months to help assess the prospects of repayment.  
  ●	   Details of the assumptions underlying projected fi gures supplied.  
  ●	   Details of the contractual commitment between Prolog Ltd and its supplier.  
  ●	   Details of management expertise. Can they manage the expansion programme?  
  ●	   Details of the new machine and its performance in relation to competing models.  
  ●	   Details of funds available from owners to fi nance the expansion.      

    12.3      nursing home 

   (a)   The rates per patient for the variable overheads, on the basis of experience during months 
1 to 6, are as follows: 

Chapter   12    

    12.1      prolog Ltd 

    12.3      nursing home 
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  Expense    Amount for 2,700 patients    Amount per patient  
      £        £    

 Staffi  ng  59,400  22 
 Power  27,000  10 
 Supplies  54,000  20 
 other    8,100     3  
    148,500    55  

 Since the expected level of activity for the full year is 6,000, the expected level of  activity 
for the second six months is 3,300 (that is,    6,000 - 2,700   ). 

 Thus the budget for the second six months will be: 

  Variable element:      £      

 Staffi  ng  72,600     (3,300 * £22)    
 Power  33,000     (3,300 * £10)    
 Supplies  66,000     (3,300 * £20)    
 other    9,900      (3,300 * £3)    
    181,500      (3,300 * £55)    
  Fixed element:      
  Supervision  60,000  6/12 of the annual fi gure 
  depreciation/fi nance  93,600  ditto 
  other   32,400   ditto 
    186,000   (   per patient = £56.36    (that is    £186,000/3,300   )) 
 total (second six months)   367,500   (   per patient = £111.36    (that is    £56.36 + £55.00   )) 

  (b)   For the second six months the actual activity was 3,800 patients. For a valid comparison 
with the actual outcome, the budget will need to be revised to refl ect this activity. 

    Actual costs    Budget (3,800 patients)    Diff erence  
      £        £        £    

 Variable element  203,300  209,000    (3,800 * £55)     5,700 (saving) 
 Fixed element   190,000    186,000    4,000  (overspend) 
 total   393,300    395,000    1,700  (saving) 

  (c)   Relative to the budget, there was a saving of nearly 3 per cent on the variable element and 
an overspend of about 2 per cent on fi xed costs. Without further information, it is impos-
sible to deduce much more than this. 

 The diff erences between the budget and the actual may be caused by some assumptions 
made in framing the budget for 3,300 patients in the second part of the year. There may 
be some element of economies of scale in the variable costs; that is, the costs may not be 
strictly linear. If this were the case, basing a relatively large activity budget on the experi-
ence of a relatively small activity period would tend to overstate the large activity budget. 
The fi xed-cost budget was deduced by dividing the budget for 12 months by two. In fact, 
there could be seasonal factors or infl ationary pressures at work that might make such a 
crude division of the fi xed cost element unfair.    

    12.4      Linpet Ltd 

   (a)   Cash budgets are extremely useful for decision-making purposes. They allow managers 
to see the likely eff ect on the cash balance of the plans that they have set in place. Cash is 
an important asset and it is necessary to ensure that it is properly managed. Failure to do 
so can have disastrous consequences for the business. Where the cash budget indicates a 
surplus balance, managers must decide whether this balance should be reinvested in the 

    12.4      Linpet Ltd 

Z05_MCLA8297_08_SE_APP5.indd   807 24/09/15   7:28 pm



Appendix e  SolutionS to Selected exerciSeS808

business or distributed to the owners. Where the cash budget indicates a defi cit balance, 
managers must decide how this defi cit should be fi nanced or how it might be avoided.  

  (b)   Cash budget for the six months to 30 November 

    June    July    Aug    Sept    Oct    Nov  
      £        £        £        £        £        £    

  Receipts              
 cash sales revenue (note 1)  4,000  5,500  7,000  8,500  11,000  11,000 
 credit sales revenue (note 2)    –     –    4,000    5,500    7,000    8,500  
    4,000    5,500    11,000    14,000    18,000    19,500  
  payments              
 Purchases (note 3)  –  29,000  9,250  11,500  13,750  17,500 
 overheads  500  500  500  500  650  650 
 Wages  900  900  900  900  900  900 
 commission (note 4)  –  320  440  560  680  880 
 equipment  10,000  –  –  –  –  7,000 
 Motor vehicle  6,000  –  –  –  –   
 leasehold   40,000    ______    ______    ______    ______     ______  
    57,400    30,720    11,090    13,460    15,980    26,930  
 cash fl ow  (53,400)  (25,220)  (90)  540  2,020  (7,430) 
 opening balance   60,000       6,600   ( 18,620 )  ( 18,710 )  ( 18,170 )  ( 16,150 ) 
 closing balance     6,600    (18,620)    (18,710)    (18,170)    (16,150)    (23,580)  

 notes: 
 1 50 per cent of the current month’s sales revenue. 
 2 50 per cent of sales revenue of two months previous. 
 3  to have suffi  cient inventories to meet each month’s sales will require purchases of 75 per 

cent of the month’s sales inventories fi gures (25 per cent is profi t). in addition, each month 
the business will buy    £1,000    more inventories than it will sell. in June, the business will also 
buy its initial inventories of    £22,000.    this will be paid for in the following month. For example, 
June’s purchases will be    (75% * £8,000) + £1,000 + £22,000 = £29,000,    paid for in July. 

 4  this is 5 per cent of 80 per cent of the month’s sales revenue, paid in the following month. For 
example, June’s commission will be    5% * 80% * £8,000 = £320,    payable in July. 

    12.5      Lewisham Ltd 

   (a)   The fi nished goods inventories budget for the three months ending 30 September (in 
units of production) is: 

    July    Aug    Sept  
    ’000 units    ’000 units    ’000 units  

 opening inventories (note 1)  40  48  40 
 Production (note 2)   188    232    196  
   228  280  236 
 inventories sold (note 3)  ( 180 )  ( 240 )  ( 200 ) 
 closing inventories     48      40      36  

  (b)   The raw materials inventories budget for the two months ending 31 August (in kg) is: 

    July    Aug  
    ’000 kg    ’000 kg  

 opening inventories (note 1)  40  58 
 Purchases (note 2)   112    107  
   152  165 
 Production (note 4)    (94 )  ( 116 ) 
 closing inventories    58     49  

    12.5      Lewisham Ltd 
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  (c)   The cash budget for the two months ending 30 September is: 

    Aug    Sept  
      £        £    

  infl ows      
  receivables – current month (note 5)  493,920  411,600 

 – preceding month (note 6)   151,200    201,600  
  total infl ows   645,120    613,200  
  Outfl ows      
  Payments to trade payables (note 7)  168,000  160,500 
  labour and overheads (note 8)  185,600  156,800 
  Fixed overheads    22,000     22,000  
  total outfl ows   375,600    339,300  
  net infl ows/(outfl ows)    269,520    273,900  
  Balance carried forward    289,520    563,420  

   notes:  
   1   the opening balance is the same as the closing balance from the previous month.  
  2   this is a balancing fi gure.  
  3   this fi gure is given in the question.  
  4   this fi gure derives from the fi nished inventories budget    (July 188,000 * 0.5 = 94000).     
  5   this is 98 per cent of 70 per cent of the current month’s sales revenue.  
  6   this is 28 per cent of the previous month’s sales revenue.  
  7   this fi gure derives from the raw materials inventories budget    (July 112,000 * £1.50 = £168,000).     
  8   this fi gure derives from the fi nished inventories budget    (August £232,000 * £0.80 = £185,600).           

   Chapter   13    

    13.1      True or false 

   (a)   A favourable direct labour rate variance can only be caused by something that leads to the 
rate per hour paid being less than standard. Normally, this would not be linked to effi  cient 
working. Where, however, the standard envisaged some overtime working, at premium 
rates, the actual labour rate may be below standard if effi  ciency has removed the need for 
the overtime.  

  (b)   The statement is true. The action will lead to an adverse sales price variance and may well 
lead to problems elsewhere, but the sales volume variance must be favourable.  

  (c)   It is true that below-standard materials could lead to adverse materials usage variances 
because there may be more than a standard amount of scrap. This could also cause adverse 
labour effi  ciency variances because working on materials that would not form part of the 
output would waste labour time.  

  (d)   Higher-than-budgeted sales revenue could well lead to an adverse labour rate variance 
because producing the additional work may require overtime working at premium rates.  

  (e)   The statement is true. Nothing else could cause such a variance.    

    13.2      Overheard remarks 

   (a)   Flexing the budget identifi es what the profi t would have been, had the only diff erence 
between the original budget and the actual fi gures been concerned with the diff erence 
in volume of output. Comparing the original budget profi t fi gure with that in the fl exed 
budget reveals the profi t diff erence (variance) arising solely from the volume diff erence 
(sales volume variance). Thus, fl exing the budget does not mean at all that volume diff er-
ences do not matter. Flexing the budget is the means of discovering the eff ect on profi t of 
the volume diff erence. 

Chapter   13    

    13.1      True or false 

    13.2      Overheard remarks 
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 In one sense, all variances are ‘water under the bridge’, to the extent that the past can-
not be undone, and so it is impossible to go back to the last control period and put in a 
better performance. Identifying variances can, however, be useful in identifying where 
things went wrong, which should enable management to take steps to ensure that the 
same things do not go wrong in the future.  

  (b)   Variances will not tell you what went wrong. They should, however, be a great help in 
identifying the manager within whose sphere of responsibility things went wrong. That 
manager should know why it went wrong. In this sense, variances identify relevant ques-
tions, but not answers.  

  (c)   Identifying the reason for variances may well cost money, usually in terms of staff  time. It 
is a matter of judgement in any particular situation, of balancing the cost of investigation 
against the potential benefi ts. As is usual in such judgements, it is diffi  cult, before under-
taking the investigation, to know either the cost or the likely benefi t. 

 In general, signifi cant variances, particularly adverse ones, should be investigated. Per-
sistent (over a period of months) smaller variances should also be investigated. It should 
not automatically be assumed that favourable variances can be ignored. They indicate that 
things are not going according to plan, possibly because the plans (budgets) are fl awed.  

  (d)   Research evidence does not show this. It seems to show that managers tend to be most 
motivated by having as a target the most diffi  cult goals that they fi nd acceptable.  

  (e)   Budgets normally provide the basis of feedforward and feedback control. During a budget 
preparation period, potential problems (for example, an inventories shortage) might be 
revealed. Steps can then be taken to revise the plans in order to avoid the potential prob-
lem. This is an example of a feedforward control: potential problems are anticipated and 
eliminated before they can occur. 

 Budgetary control is a very good example of feedback control, where a signal that 
something is going wrong triggers steps to take corrective action for the future.    

    13.3      pilot Ltd 

   

(a)

   

    Budget    

    Original    Flexed    Actual  

 output (units) (production and sales)   5,000    5,400    5,400  
      £        £        £    
 Sales revenue  25,000  27,000  26,460 
 raw materials  (7,500)  (8,100) (2,700 kg)  (8,770) (2,830 kg) 
 labour  (6,250)  (6,750) (675 hr)  (6,885) (650 hr) 
 Fixed overheads   (6,000 )   (6,000 )   (6,350 ) 
 operating profi t       5,250        6,150        4,455  

      £      

 Sales volume variance    (5,250 - 6,150)     900  (F) 
 Sales price variance    (27,000 - 26,460)     (540)  (A) 
 Materials price variance    (2,830 * 3) - 8,770     (280)  (A) 
 Materials usage variance    ((5,400 * 0.5) - 2,830) * £3     (390)  (A) 
 labour rate variance    (650 * £10) - 6,885     (385)  (A) 
 labour effi  ciency variance    ((5,400 * 7.5/60) - 650) * £10     250  (F) 
 Fixed overhead spending variance    (6,000 - 6,350)     ( 350 )  (A) 
 total net variances  ( 795 )  (A) 

    13.3      pilot Ltd 
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       £        
    Budgeted profi t  5,250    
     Less  total net variance    (795 )    
    Actual profi t   4,455     

  (b)   Sales volume variance: sales manager; sales price variance: sales manager; materials price 
variance: buyer; materials usage variance: production manager; labour rate variance: 
human resources manager; labour effi  ciency variance: production manager; fi xed over-
head spending variance: various, depending on the nature of the overheads.    

    13.5      Bradley-Allen Ltd 

     
(a)

    

    Budget    

    Original    Flexed    Actual  

 output (units) (production and sales)   800    950    950  

    13.5      Bradley-Allen Ltd 

       £        £        £    

 Sales revenue  64,000  76,000  73,000 
 raw materials– A  (12,000)  (14,250)    (285 kg)  (15,200)    (310 kg) 
        – B  (16,000)  (19,000)    (950 m)  (18,900)    (920 m) 
 labour– skilled  (4,000)  (4,750)    (475 hr)  (4,628)    (445 hr) 
    – unskilled  (10,000)  (11,875)    (1,484 hr)  (11,275)    (1,375 hr) 
 Fixed overheads  ( 12,000 )  ( 12,000 )  ( 11,960 ) 
 operating profi t   10,000    14,125    11,037  

  Sales variances      
  Volume:     10,000 - 14,125 = £4,125     (F) 
  Price:     76,000 - 73,000 = £3,000     (A) 

  direct materials A variances      
  usage:     ((950 * 0.3) - 310) * £50 = £1,250     (A) 
  Price:     (310 * £50) - £15,200 = £300     (F) 

  direct materials B variances      
  usage:     ((950 * 1) - 920) * £20 = £600     (F) 
  Price:     (920 * £20) - £18,900 = £500     (A) 

  Skilled direct labour variances      
  effi  ciency:     ((950 * 0.5) - 445) * £10 = £300     (F) 
  rate:     (445 * £10) - £4,628 = £178     (A) 

  Unskilled direct labour variances      
  effi  ciency:     ((950 * 1.5625) - 1,375) * £8 = £875     (F) 
  rate:     (1,375 * £8) - £11,275 = £275     (A) 

  Fixed overhead variances      
  Spending:     (12,000 - 11,960) = £40     (F) 
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  Budgeted profi t            £10,000    
 Sales:  Volume  4,125  (F)   
   Price  ( 3,000 )  (A)  1,125 
 direct material A:  usage  (1,250)  (A)   
   Price    300   (F)  (950) 
 direct material B:  usage  600  (F)   
   Price      (500 )  (A)  100 
 Skilled labour:  effi  ciency  300  (F)   
   rate     (178 )  (A)  122 
 unskilled labour:  effi  ciency  875  (F)   
   rate     (275 )  (A)  600 
 Fixed overheads:  expenditure             40  
  Actual profi t            £11,037    

  (b)   The statement in (a) is useful to management because it enables them to see where there 
have been failures to meet the original budget and to quantify the extent of such failures. 
This means that junior managers can be held accountable for the performance of their 
particular area of responsibility.     

   Chapter   14    

    14.1      Mylo Ltd 

   (a)   The annual depreciation of the two projects is: 

    Project 1: 
(£100,000 - £7,000)

3
= £31,000

 Project 2: 
(£60,000 - £6,000)

3
= £18,000   

  Project 1  
   

1

     

    Year 0    Year 1    Year 2    Year 3  
      £000        £000        £000        £000    

 operating profi t/(loss) before 
depreciation 

   60  30  33 

 capital cost  (100)       
 residual value                                       7  
 net cash fl ows     ( 100 )     60      30      40  
 10% discount factor  1.000  0.909  0.826  0.751 
 Present value  (100.00)  54.54  24.78  30.04 
 net present value       9.36       (that is, the sum of the present values 

for years 0 to 3). 

Chapter   14    

    14.1      Mylo Ltd 
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2 Clearly the IRR lies above 10%. Try 15%:

Year 0 Year 1 Year 2 Year 3
£000 £000 £000 £000

15% discount factor 1.000 0.870 0.756 0.658
Present value (100.00) 52.20 22.68 26.32
net present value      1.20

Thus the IRR lies a little above 15%, perhaps around 16%.

3 To find the payback period, the cumulative cash flows are calculated:

Year 0 Year 1 Year 2 Year 3
£000 £000 £000 £000

cumulative cash flows (100) (40) (10) 30

Thus the payback will occur after three years if we assume year-end cash flows.

Project 2

1

  

Year 0 Year 1 Year 2 Year 3
£000 £000 £000 £000

operating profit/(loss) before 
depreciation)

36 16 22

capital cost (60)
residual value                 6
net cash flows   (60)    36   16      28
10% discount factor 1.000 0.909 0.826 0.751
Present value (60.00) 32.72 13.22 21.03
net present value 6.97

2 Clearly the IRR lies above 10%. Try 15%:

Year 0 Year 1 Year 2 Year 3
£000 £000 £000 £000

15% discount factor 1.000 0.870 0.756 0.658
Present value (60.00) 31.32 12.10 18.42
net present value 1.84

Thus the IRR lies a little above 15%, perhaps around 17%.

3 The cumulative cash flows are:

Year 0 Year 1 Year 2 Year 3
£000 £000 £000 £000

cumulative cash flows (60) (24) (8) 20

Thus, the payback will occur after three years (assuming year-end cash flows).

(b) Assuming that Mylo Ltd is pursuing a wealth-enhancement objective, Project 1 is prefer-
able since it has the higher net present value. The difference between the two net present 
values is not significant, however.
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    14.3      dirk plc 

   (a)   1 Net relevant cash fl ows are: 

   Year 0  Year 1  Year 2  Year 3  Year 4 
      £m        £m        £m        £m        £m    

 Sales revenue    9.0  9.6  7.2  3.0 
 loss of contribution    (0.8)  (0.8)  (0.8)   
 Variable cost    (1.0)  (1.2)  (1.2)  (0.7) 
 Fixed cost (note 2)    ( 1.7 )  ( 1.7 )  ( 1.7 )  ( 1.7 ) 
 operating cash fl ows    5.5  5.9  3.5  0.6 
 Working capital  (1.8)        1.8 
 capital cost (note 3)  ( 10.5 )                     0.5  
 net relevant cash fl ows   12.3    5.5    5.9    3.5    2.9  

 The NPV is: 

    Year 0    Year 1    Year 2    Year 3    Year 4  
      £m        £m        £m        £m        £m    

 net relevant cash fl ows  (12.3)  5.5  5.9  3.5      2.9 
 discount rate (8%)  1.000  0.926  0.857  0.794  0.735 
 Present value  ( 12.3 )       5.1        5.1        2.8        2.1  
 nPV    2.8   (that is, the sum of the present values for years 0 

to 4). 

  notes: 
   1   the development cost of    £0.4 million    is irrelevant as it is a past cost.  
  2   only that part of the fi xed cost that arises as a direct result of the project is relevant. depreciation is irrel-

evant as it is not a cash fl ow.  
  3   the residual value of the equipment is    (£10.5m - (4 * £2.5m)) = £0.5m.     

    2 To calculate the IRR, a higher discount fi gure (12%) will be applied.    

    Year 0    Year 1    Year 2    Year 3    Year 4  
      £m        £m        £m        £m        £m    

 net relevant cash fl ows  (12.3)  5.5  5.9  3.5  2.9 
 discount rate (12%)  1.000  0.893  0.797  0.712  0.636 
 Present value  ( 12.3 )       4.9        4.7        2.5        1.8  
 nPV    1.6          

  Trial    Discount rate %    Net present value 
   £000     

 1  8  2.8 
 2   12    1.6  
 diff erence    4    1.2  

 For every 1 per cent change in the discount rate, the change in NPV will be: 

   1.2/4 = 0.3   

 The increase in the 12% discount rate necessary to achieve a zero NPV will be: 

   1.6/0.3 = 5.3%   

 Thus the approximate IRR is: 

   (12.0 + 5.3) = 17.3%    

    14.3      dirk plc 
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  (b)   The NPV of the project is positive and the IRR of the project exceeds the cost of capital. 
Acceptance of the project will therefore enhance shareholder wealth. The NPV, however, 
is not very high, and an analysis of the sensitivity of the key inputs to the decision may be 
useful to help assess the riskiness of the project.    

    14.4      newton electronics Ltd 

   (a)    Option 1  

    Year 0    Year 1    Year 2    Year 3    Year 4    Year 5  
      £m        £m        £m        £m        £m        £m    

 Plant and equipment  (9.0)          1.0 
 Sales revenue    24.0  30.8  39.6  26.4  10.0 
 Variable cost    (11.2)  (19.6)  (25.2)  (16.8)  (7.0) 
 Fixed cost (excluding. depreciation)    (0.8)  (0.8)  (0.8)  (0.8)  (0.8) 
 Working capital  (3.0)          3.0 
 Marketing cost    (2.0)  (2.0)  (2.0)  (2.0)  (2.0) 
 lease                  (0.1 )      (0.1 )      (0.1 )      (0.1 )      (0.1 ) 
    ( 12.0 )     9.9       8.3      11.5       6.7       4.1  
 discount factor 10%  1.000  0.909  0.826  0.751  0.683  0.621 
 Present value  (12.0)  9.0  6.9  8.6  4.6  2.5 
 net present value     19.6           (that is, the sum of the present values for 

years 0 to 5) 

   Option 2  

    Year 0    Year 1    Year 2    Year 3    Year 4    Year 5  
      £m        £m        £m        £m        £m        £m    

 royalties         –        4.4        7.7        9.9        6.6        2.8  
 discount factor 10%  1.000  0.909  0.826  0.751  0.683  0.621 
 Present value         –      4.0      6.4      7.4      4.5      1.7 
 net present value     24.0            

   Option 3  

    Year 0    Year 2  

 instalments     12.0      12.0  
 discount factor 10%  1.000  0.826 
 Present value    12.0      9.9 
 net present value     21.9    

  (b)   Before making a fi nal decision, the board should consider the following factors: 

   ●	   The long-term competitiveness of the business may be aff ected by the sale of the 
patents.  

  ●	   At present, the business is not involved in manufacturing and marketing products. 
Would a change in direction be desirable?  

  ●	   The business will probably have to buy in the skills necessary to produce the product 
itself. This will involve costs and problems may be encountered. Has this been taken 
into account?  

  ●	   How accurate are the forecasts made and how valid are the assumptions on which they 
are based?    

    14.4      newton electronics Ltd 

Z05_MCLA8297_08_SE_APP5.indd   815 24/09/15   7:28 pm



Appendix e  SolutionS to Selected exerciSeS816

  (c)   Option 2 has the highest net present value and is therefore the most attractive to share-
holders. However, the accuracy of the forecasts should be checked before a fi nal decision 
is made.    

    14.7      Simtex Ltd 

   (a)   Net operating cash fl ows each year will be: 

      £000    

 Sales revenue    (160 * £6)     960 
 Variable cost    (160 * £4)     (640) 
 relevant fi xed costs  ( 170 ) 
    150  

 The estimated net present value of the new product can then be calculated: 

      £000    

 Annual cash fl ows    (150 * 3.038*)     456 
 residual value of equipment    (100 * 0.636)       64  
   520 
 initial outlay  ( 480 ) 
 net present value    40  

  *this is the sum of the discount factors over four years (that is 
   0.893 + 0.797 + 0.712 + 0.636 = 3.038   ). Where the cash fl ows are con-
stant, it is a quicker procedure than working out the present value of cash 
fl ows for each year and then adding them together.  

  (b)       1   Assume the discount rate is 18%. The net present value of the project would be: 

      £000    

 Annual cash fl ows    (150 * 2.690*)     404 
 residual value of equipment    (100 * 0.516)      52  
   456 
 initial outlay  ( 480 ) 
 net present value    (24 ) 

  *that is    0.847 + 0.718 + 0.609 + 0.516 = 2.690.     

 Thus an increase of 6%, from 12% to 18%, in the discount rate causes a fall from 
   +40    to    -24    in the net present value: a fall of 64, or 10.67 (that is, 64/6) for each 1% 
rise in the discount rate. So a zero net present value will occur with a discount rate 
approximately equal to    12 + (40/10.67) = 15.75%.    (This is, of course, the internal rate 
of return.) 

 This higher discount rate represents an increase of about 31% on the existing cost of 
capital fi gure.  

  2   The initial outlay on equipment is already expressed in present-value terms and so, to 
make the project no longer viable, the outlay will have to increase by an amount equal 
to the net present value of the project (that is,    £40,000   ) – an increase of 8.3% on the 
stated initial outlay.  

  3   The change necessary in the annual net cash fl ows to make the project no longer profi t-
able can be calculated as follows. 

 Let    Y = change    in the annual operating cash fl ows. Then    Y * cumulative discount 
rates for a four-year period) - NPV = 0.    This can be rearranged as: 

    14.7      Simtex Ltd 
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   Y * cumulative discount rates for a four@year period = NPV   

    Y * 3.038 = £40,000

 Y = £40,000/3.038

 = £13,167   

 In percentage terms, this is a decrease of 8.8% on the estimated cash fl ows.  
  4   The change in the residual value required to make the new product no longer profi table 

can be calculated as follows: 
 Let    Y = change    in the residual value. Then    V * discount factor at end of four years) - 

NPV of product = 0.    This can be rearranged as: 

   V * discount factor at end of four years = NPV of product   

    V * 0.636 = £40,000

 V = £40,000/0.636

 = £62,893   

 This is a decrease of 62.9% in the residual value of the equipment.  
  5   The net present value of the product is positive and so it will increase shareholder 

wealth. Thus, it should be produced. The sensitivity analysis suggests the initial outlay 
and the annual cash fl ows are the most sensitive variables for managers to consider.       

   Chapter   15    

    15.1      Financing issues 

   (a)   This topic is dealt with in the chapter. The main benefi ts of leasing include ease of bor-
rowing, reasonable cost, fl exibility and avoidance of large cash outfl ows (which normally 
occur where an asset is purchased).  

  (b)   This topic is also dealt with in the chapter. The main benefi ts of using retained profi ts 
include no dilution of control, no share issue costs, no delay in receiving funds and the 
tax benefi ts of capital appreciation over dividends.  

  (c)   A business may decide to repay a loan earlier than required for various reasons including 
the following: 

   ●	   A fall in interest rates may make the existing loan interest rates higher than current loan 
interest rates. Thus, the business may decide to repay the existing loan using fi nance 
from a cheaper loan.  

  ●	   A rise in interest rates or changes in taxation policy may make loan fi nancing more 
expensive than other forms of fi nancing. This may make the business decide to repay 
the loan using another form of fi nance.  

  ●	   The business may have surplus cash and may have no other profi table uses for the cash.  
  ●	   The business may wish to reduce the level of fi nancial risk by reducing the level of 

gearing.      

    15.2      H. Brown (portsmouth) Ltd 

   (a)   The main factors to take into account are: 

   ●	    Risk.  If a business borrows, there is a risk that at the maturity date for the repayment 
of the funds the business will not have suffi  cient funds to repay the amount owing 
and will be unable to fi nd a suitable form of replacement borrowing. With short-term 

Chapter   15    

    15.1      Financing issues 

    15.2      H. Brown (portsmouth) Ltd 
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borrowings, the maturity dates will arrive more quickly and the type of risk outlined 
will occur at more frequent intervals.  

  ●	    Matching.  A business may wish to match the life of an asset with the maturity date of 
the borrowing. In other words, long-term assets will be purchased with long-term bor-
rowed funds. A certain level of current assets, which form part of the long-term asset 
base of the business, may also be funded by long-term borrowing. Those current assets 
that fl uctuate owing to seasonality and so on will be funded by short-term borrowing. 
This approach to funding assets will help reduce risks for the business.  

  ●	    Cost.  Interest rates for long-term borrowings may be higher than for short-term ones 
as investors may seek extra compensation for having their funds locked up for a long 
period. However, issue costs may be higher for short-term borrowings as there will be a 
need to refund at more frequent intervals.  

  ●	    Flexibility.  Short-term borrowings may be more fl exible. It may be diffi  cult to repay 
long-term ones before the maturity period.    

  (b)   When deciding to grant a loan, a lender should consider the following factors: 

   ●	   security;  
  ●	   purpose of the loan;  
  ●	   ability of the borrower to repay;  
  ●	   loan period;  
  ●	   availability of funds; and  
  ●	   character and integrity of the senior managers.    

  (c)   Loan conditions may include: 

   ●	   the need to obtain permission before issuing further loans;  
  ●	   the need to maintain a certain level of liquidity (perhaps measured by the current ratio) 

during the loan period;  
  ●	   a restriction on the level of dividends and directors’ pay.      

    15.3      devonian plc 

   (a)       1    Ex-rights price  

      £    
 5 original shares @    £2.10    per share  10.50 
 1 rights share @    £1.80        1.80  
    12.30  
 theoretical ex-rights price    (£12.30/6)        £2.05    

  2    Value of rights  

      £    
 Value of a share after the rights issue  2.05 
 cost of a rights share     1.80  
 Value of rights     0.25  
 Value of rights attached to each original    share = £0.25/5 =         £0.05    

  (b) 1     Share price in one year’s time   
      Rights issue  
 We must fi rst calculate the existing P/E ratio in order to determine the share price in 
one year’s time. This can be done as follows: 

      £m    
 operating profi t (Year 4)  40.0 

    15.3      devonian plc 
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      £m    
 taxation (30%)  ( 12.0 ) 
 Profi t for the year (available to shareholders)   28.0    

   Earnings per share (EPS) (£28.0m/200m) = £0.14

 P/E ratio =
Share price

EPS

 = £2.10/£0.14

 = 15 times   

      £m    
 operating profi t (Year 5)  50.0 
 taxation (30%)  ( 15.0 ) 
 Profi t for the year (available to ordinary shareholders)   35.0  

   Earnings per share (£35m/240m) = £0.146

 Share price (Year 5) = EPS * P/E ratio

 = £0.146 * 15

 = £2.19    

  2    Borrowing  

      £m    
 operating profi t (Year 5)  50.0 
 interest payable (   £72m    @ 10%)   (7.2 ) 
   42.8 
 taxation (30%)  ( 12.8 ) 
 Profi t for the year (available to ordinary shareholders)   30.0  

   Earnings per share (£30m/200m) = £0.15

 Share price (Year 5) = EPS * P/E ratio

 = £0.15 * 13.5

 = £2.03   

 These calculations reveal that in one year’s time the share price is expected to rise by 
more than 4% above the current share price if a rights issue is made, whereas the share 
price will fall by more than 3% if the business borrows the money. Given the additional 
fi nancial risks attached to borrowing, it seems that a rights issue off ers the better option – 
at least in the short term.    

  (c)   If rights shares are issued at a discount, shareholders are encouraged to either take up the 
shares or sell the right to someone who will take them. Failure to do one of these will lead 
to a loss of wealth for the shareholder. (Since the discount off ered on rights shares does 
not represent a real bonus to the shareholders, it can be quite large.)  

  (d)   The price at which rights issues are made is not normally critical. It should, however, be 
low enough to ensure that, between setting the rights price and the date of the rights 
issue, the market price of existing shares will not fall below the rights issue price.    

    15.6      Carpets direct plc 

   (a)   The earnings per share (EPS) is: 

   
Profit after taxation

Number of ordinary shares
=

£4.5 m
120 m

= £0.0375   

    15.6      Carpets direct plc 

Z05_MCLA8297_08_SE_APP5.indd   819 24/09/15   7:28 pm



Appendix e  SolutionS to Selected exerciSeS820

 The current market value per share is: 

   Earnings per share * P/E = £0.0375 * 22 = £0.825   

 The rights issue price will be    £0.825,    less 20%    discount = £0.66.    

 The theoretical ex-rights price is: 

      £    
 original shares (4 @    £0.825   )  3.30 
 rights share (1 @    £0.66   )   0.66  
 Value of fi ve shares following rights issue   3.96  

 Therefore, the value of one share following the rights issue is 

   
£3.96

5
= 79.2p    

  

(b)

     

 Value of one share after rights issue  79.2p 
 cost of a rights share  ( 66.0 p) 
 Value of rights to shareholder   13.2 p 

  (c)    Taking up rights issue  

      £    
 Shareholding following rights issue    ((4,000 + 1,000) * 79.2p)     3,960 
  Less  cost of rights shares    (1,000 * 66p)        (660 ) 
 Shareholder wealth   3,300  

   Selling the rights  

      £    
 Shareholding following rights issue    (4,000 * 79.2p)     3,168 
  Add  Proceeds from sale of rights    (1,000 * 13.2p)        132  
 Shareholder wealth   3,300  

   Doing nothing  
 As the rights are neither purchased nor sold, the shareholder wealth following the rights 
issue will be: 

      £    

 Shareholding    (4,000 * 79.2p)      3,168  

 We can see that the investor will have the same wealth under the fi rst two options. 
However, if the investor does nothing, the rights off er will lapse and so the investor will 
lose the value of the rights and will be worse off .     

   Chapter   16    

    16.2      Hercules Wholesalers Ltd 

   (a)   The business is probably concerned about its liquidity position because: 

   ●	   it has a substantial overdraft, which together with its non-current borrowings means 
that it has borrowed an amount roughly equal to its equity (according to statement of 
fi nancial position values);  

Chapter   16    

    16.2      Hercules Wholesalers Ltd 
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  ●	   it has increased its investment in inventories during the past year (as shown by the 
income statement); and  

  ●	   it has a low current ratio of 1.1:1 (that is, 306/285) and a low acid-test ratio of 0.6:1 (that 
is, 162/285).    

  (b)   The operating cash cycle can be calculated as follows: 

   Number 
of days 

 Average inventories holding period:   

    
((opening inventories + closing inventories)/2) * 365

cost of inventories
=

[(125 + 143)]/2 * 365
323

    
    = 151    

  Add  Average settlement period for receivables:   

    
trade receivables * 365

credit sales revenue
=

163
452

* 365    
    = 132    

   283 
  Less  Average settlement period for payables:   

    
trade payables * 365

credit purchases
=

145
341

* 365    
    = 155    

 operating cash cycle   128  

  (c)   The business can reduce the operating cash cycle in a number of ways. The average inven-
tories holding period seems quite long. At present, average inventories held represent 
about fi ve months’ inventories usage. Reducing the level of inventories held can reduce 
this period. Similarly, the average settlement period for receivables seems long at more 
than four months’ sales revenue. Imposing tighter credit control, off ering discounts, 
charging interest on overdue accounts and so on may reduce this. However, any policy 
decisions concerning inventories and receivables must take account of current trading 
conditions. 

 Extending the period of credit taken to pay suppliers would also reduce the operating 
cash cycle. For the reasons mentioned in the chapter, however, this option must be given 
careful consideration.    

    16.4      plastics Manufacturers Ltd

   Ratio analysis  

 Year  1  2  3 

 roce  16.7%  16.9%  (26.1)% 
 operating profi t margin  12.5%  11.2%  (23.4)% 
 current ratio  1.2  1.1  0.9 
 Acid test ratio  0.5  0.5  0.3 
 inventories turnover period*  91 days  82 days  183 days 
 Average settlement period for trade receivables  64 days  60 days  91 days 

  *using sales revenue fi gure rather than cost of sales, which is unavailable.  

 These fi gures reveal that Year 3 was a disastrous one for Plastic Toys Ltd (PT). Sales revenue 
and profi tability fell dramatically. The fall in sales revenue does not appear to have been antic-
ipated as inventories levels rose dramatically in Year 3. The fall in profi tability and increase 
in inventories has created a strain on liquidity that should cause acute concern. The liquidity 
ratios are very low and it seems the business is in a dangerous state. Extreme caution must 
therefore be exercised in any dealings with the business. 

    16.4      plastics Manufacturers Ltd
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 Before considering the proposal to supply, Plastics Manufacturers Ltd (PM) should establish 
why Plastic Toys Ltd wishes to change its suppliers. In view of the problems that it faces, there 
may well be problems with current suppliers. If three months’ credit were to be granted, PM 
will be committed to supplying 6,000 kilos before payment is due. At a marginal cost of    £7    a 
kilo, this means an exposure of    £42,000.    The risks of non-payment seem to be very high unless 
there is information concerning PT that indicates that its fortunes will improve in the near 
future. If PM is determined to supply the goods to PT then some kind of security should be 
required in order to reduce the risk to PM.  

    16.5      Mayo Computers Ltd 

    new proposals from credit control department 

      £000        £000    
  Current level of investment in receivables      
     (£20m * (60/365))       3,288 
  proposed level of investment in receivables      
     ((£20m * 60%) * (30/365))     (986)   
     ((£20m * 40%) * (50/365))     ( 1,096 )  ( 2,082 ) 
 reduction in level of investment     1,206  

 The reduction in overdraft interest as a result of the reduction in the level of investment will 
be    £1,206,000 * 10% = £120,600.    

      £000        £000    
 cost of cash discounts off ered    (£20m * 60% * 2.5%)       300 
 Additional cost of credit administration       20  
     320 
 Bad debt savings  (100)   
 interest charge savings (see above)  ( 121 )  ( 221 ) 
 net cost of policy each year      99  

 These calculations show that the business would incur additional annual cost if it imple-
mented this proposal. It would therefore be cheaper to stay with the existing credit policy.  

    16.6      Boswell enterprises Ltd 
   

(a)

     

    Current policy    New policy  

      £000        £000        £000        £000    

 trade receivables         
    ((£3m * 1/12 * 30%) + (£3m * 2/12 * 70%))       425.0     
    ((£3.15m * 1/12 * 60%) + (£3.15m * 2/12 * 40%))           367.5 

 inventories         
     ((£3m - (£3m * 20%)) * 3/12)       600.0     
     ((£3.15m - (£3.15m * 20%)) * 3/12)           630.0 
 cash (fi xed)        140.0       140.0  
     1,165.0    1,137.5 
 trade payables         
     (£3m - (£3m * 20%)) * 2/12)     (400.0)       
     ((£3.15m - (£3.15m * 20%)) * 2/12)         (420.0)   

    16.5      Mayo Computers Ltd 

    16.6      Boswell enterprises Ltd 
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    Current policy    New policy  

      £000        £000        £000        £000    

 Accrued variable expenses         
     (£3m * 1/12 * 10%)     (25.0)       
     (£3.15m * 1/12 * 10%)         (26.3)   
 Accrued fi xed expenses     (15.0 )   (440.0 )     (15.0 )   (461.3 ) 
 investment in working capital       725.0       676.2    

  (b)   The expected profi t for the year 

    Current policy    New policy  

      £000        £000        £000        £000    

 Sales revenue    3,000.0    3,150.0 
 cost of goods sold    ( 2,400.0 )    ( 2,520.0 ) 
 Gross profi t (20%)    600.0    630.0 
 Variable expenses (10%)  (300.0)    (315.0)   
 Fixed expenses  (180.0)    (180.0)   
 discounts    (£3.15m * 60% * 2.5%)         –       (480.0 )     (47.3 )      (542.3 ) 
 Profi t for the year         120.0            87.7  

  (c)   Under the proposed policy we can see that the investment in working capital will be 
slightly lower than under the current policy. However, profi ts will be substantially lower 
as a result of off ering discounts. The increase in sales revenue resulting from the discounts 
will not be suffi  cient to off set the additional cost of making the discounts to customers. It 
seems that the business should, therefore, stick with its current policy.     

   Appendix   A    
  

 A.1     Account to be debited    Account to be credited  

 (a)  inventories  trade payables 
 (b)  equity (or a separate drawings account)  cash 
 (c)  interest on borrowings  cash 
 (d)  inventories  cash 
 (e)  cash  trade receivables 
 (f)  Wages  cash 
 (g)  equity (or a separate drawings account)  trade receivables 
 (h)  trade payables  cash 
 (i)  electricity (or heat and light)  cash 
 (j)  cash  Sales revenue 

 Note that the precise name given to an account is not crucial so long as it is clear to those 
who are using the information what each account deals with.  

   A.2     (a) and (b) 

 Cash 

        £            £    
  1 Feb  equity  6,000   3 Feb  inventories  2,600 
 15 Feb  Sales revenue  4,000   5 Feb  equipment  800 

Appendix   A    

A.1

   A.2     
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Cash

28 Feb trade receivables 2,500  9 Feb rent 250
10 Feb Fuel and electricity 240
11 Feb General expenses 200
21 Feb equity 1,000
25 Feb trade payables 2,000

           28 Feb Balance c/d   5,410
12,500 12,500

1 Mar Balance b/d 5,410

equity

£ £
21 Feb cash 1,000 1 Feb cash 6,000
28 Feb Balance c/d 5,000 _____

6,000 6,000
28 Feb Balance b/d 5,000

28 Feb Balance c/d 7,410 28 Feb income statement 2,410
7,410 7,410

1 Mar Balance b/d 7,410

inventories

£ £
3 Feb cash 2,600 15 Feb cost of sales 2,400
6 Feb trade payables 3,000 19 Feb cost of sales 2,300

28 Feb Balance c/d 900
5,600 5,600

1 Mar Balance b/d 900

equipment

£ £
5 Feb cash 800

Trade payables

£ £
25 Feb cash 2,000 6 Feb inventories 3,000
28 Feb Balance c/d 1,000 _____

3,000 3,000
1 Mar Balance b/d 1,000

Rent

£ £
9 Feb cash 250 28 Feb income statement 250

Fuel and electricity

£ £
10 Feb cash 240 28 Feb income statement 240

General expenses

£ £
11 Feb cash 200 28 Feb income statement 200

Sales revenue

£ £
28 Feb Balance c/d 7,800 15 Feb cash 4,000
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Sales revenue

_____ 19 Feb trade receivables 3,800
7,800 7,800

28 Feb income statement 7,800 28 Feb Balance b/d 7,800

Cost of sales

£ £
15 Feb inventories 2,400 28 Feb Balance c/d 4,700
19 Feb inventories 2,300 _____

4,700 4,700
28 Feb Balance b/d 4,700 28 Feb income statement 4,700

Trade receivables

£ £
19 Feb Sales revenue 3,800 28 Feb cash 2,500

_____ 28 Feb Balance c/d 1,300
3,800 3,800

1 Mar Balance b/d 1,300

Trial balance as at 28 February

Debits Credits
£ £

cash 5,410
equity 5,000
inventories 900
equipment 800
trade payables 1,000
rent 250
Fuel and electricity 240
General expenses 200
Sales revenue 7,800
cost of sales 4,700
trade receivables   1,300            

13,800 13,800

(c) income statement

£ £
28 Feb cost of sales 4,700 28 February Sales revenue 7,800
28 Feb rent 250
28 Feb Fuel and electricity 240
28 Feb General expenses 200
28 Feb equity (profit) 2,410 _____

7,800 7,800
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Statement of financial position as at 28 February

£
ASSeTS
non-current assets

equipment    800
Current assets

inventories 900
trade receivables 1,300
cash 5,410

7,610
Total assets 8,410
eQUiTY And LiABiLiTieS
equity (owners’ claim) 7,410
Current liabilities

trade payables 1,000
Total equity and liabilities 8,410

income statement for the month ended  
28 February

£
Sales revenue 7,800
cost of sales (4,700)
Gross profit 3,100
rent (250)
Fuel and electricity (240)
General expenses   (200)
profit for the month 2,410

A.3 (a) and (b)

Buildings

£ £
1 Jan Balance b/d 25,000

Fittings – cost

£ £
1 Jan Balance b/d 10,000 31 dec Balance c/d 12,000
31 dec cash   2,000 ______

12,000 12,000
1 Jan Balance b/d 12,000

Fittings – depreciation

£ £
31 dec Balance c/d 4,400 1 Jan Balance b/d 2,000

31 dec income statement
_____ (£12,000 * 20%) 2,400
4,400 4,400

1 Jan Balance b/d 4,400

General expenses

£ £
1 Jan Balance b/d 140 31 dec income statement 570
31 dec cash 580 Balance c/d 150

720 720
1 Jan Balance b/d 150
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inventories

£ £
1 Jan Balance b/d 1,350 31 dec cost of sales 15,220
31 dec trade payables 17,220 cost of sales 4,900

cash 3,760 equity 560
______ Balance c/d 1,650
22,330 22,330

1 Jan Balance b/d 1,650

Cost of sales

£ £
31 dec inventories 15,220 31 dec income statement 20,120

inventories   4,900 ______
20,120 20,120

Rent

£ £
1 Jan Balance b/d 500 31 dec income statement 3,000
31 dec cash 3,000 Balance c/d    500

3,500 3,500
1 Jan Balance b/d 500

Trade receivables

£ £
1 Jan Balance brought down 1,840 31 dec cash 32,810
31 dec Sales revenue 33,100 income statement (bad 

debt) 260
Balance c/d   1,870

34,940 34,940
1 Jan Balance b/d 1,870

Cash

£ £
1 Jan Balance b/d 2,180 31 dec inventories 3,760
31 dec Sales revenue 10,360 Wages 3,770

Borrowings 2,000 rent 3,000
trade receivables 32,810 electricity 1,070

General expenses 580
Fittings 2,000
Borrowings 1,000
trade payables 18,150
equity 10,400

______ Balance c/d   3,620
47,350 47,350

1 Jan Balance b/d 3,620
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equity

£ £
31 dec inventories 560 1 Jan Balance b/d 25,050

cash 10,400 income statement (profit) 10,900
Balance c/d 24,990 ______

35,950 35,950
1 Jan Balance b/d 24,990

Borrowings

£ £
30 June cash 1,000 1 Jan Balance b/d 12,000
31 dec Balance c/d 13,000 cash   2,000

14,000 14,000
1 Jan Balance b/d 13,000

Trade payables

£ £
31 dec cash 18,150 1 Jan Balance b/d 1,690

Balance c/d      760 31 dec inventories 17,220
18,910 18,910

1 Jan Balance b/d 760

electricity

£ £
31 dec cash 1,070 1 Jan Balance b/d 270
31 dec Balance c/d    290 31 dec income statement 1,090

1,360 1,360
1 Jan Balance b/d 290

Sales revenue

£ £
31 dec income statement 43,460 31 dec trade receivables 33,100

______ cash 10,360
43,460 43,460

Wages

£ £
31 dec cash 3,770 31 dec income statement 3,770

interest on borrowings

£ £
31 dec income statement

((6/12 * 14,000) +
(6/12 * 13,000)) * 10% 1,350
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(c)

income statement for the year to 31 december

£ £
31 dec cost of sales 20,120 31 dec Sales revenue 43,460

depreciation 2,400
General expenses 570
rent 3,000
Bad debts (trade  
receivables)

260

electricity 1,090
Wages 3,770
interest on borrowings 1,350
Profit (equity) 10,900 ______

43,460 43,460

(d)
Statement of financial position as at 31 december last year

£ £
ASSeTS
non-current assets
Property, plant and equipment
Buildings 25,000
Fittings – cost 12,000
     – depreciation (4,400)   7,600

32,600
Current assets
inventories of stationery 150
inventories 1,650
Prepaid rent 500
trade receivables 1,870
cash   3,620

  7,790
Total assets 40,390
eQUiTY And LiABiLiTieS
equity (owners’ claim) 24,990
non-current liabilities
Borrowings 13,000
Current liabilities
trade payables 760
Accrued electricity 290
Accrued interest on borrowings   1,350

  2,400
Total equity and liabilities 40,390
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Present value of £1, that is, 1/(1 + r)n

where r = discount rate
n = number of periods until payment

Present value table

APPENDIX F

Discount rates (r)

Periods
(n)

1% 2% 3% 4% 5% 6% 7% 8% 9% 10%

1 0.990 0.980 0.971 0.962 0.952 0.943 0.935 0.926 0.917 0.909 1

2 0.980 0.961 0.943 0.925 0.907 0.890 0.873 0.857 0.842 0.826 2

3 0.971 0.942 0.915 0.889 0.864 0.840 0.816 0.794 0.772 0.751 3

4 0.961 0.924 0.888 0.855 0.823 0.792 0.763 0.735 0.708 0.683 4

5 0.951 0.906 0.863 0.822 0.784 0.747 0.713 0.681 0.650 0.621 5

6 0.942 0.888 0.837 0.790 0.746 0.705 0.666 0.630 0.596 0.564 6

7 0.933 0.871 0.813 0.760 0.711 0.665 0.623 0.583 0.547 0.513 7

8 0.923 0.853 0.789 0.731 0.677 0.627 0.582 0.540 0.502 0.467 8

9 0.914 0.837 0.766 0.703 0.645 0.592 0.544 0.500 0.460 0.424 9

10 0.905 0.820 0.744 0.676 0.614 0.558 0.508 0.463 0.422 0.386 10

11 0.896 0.804 0.722 0.650 0.585 0.527 0.475 0.429 0.388 0.350 11

12 0.887 0.788 0.701 0.625 0.557 0.497 0.444 0.397 0.356 0.319 12

13 0.879 0.773 0.681 0.601 0.530 0.469 0.415 0.368 0.326 0.290 13

14 0.870 0.758 0.661 0.577 0.505 0.442 0.388 0.340 0.299 0.263 14

15 0.861 0.743 0.642 0.555 0.481 0.417 0.362 0.315 0.275 0.239 15
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Discount rates (r)

Periods 
(n)

11% 12% 13% 14% 15% 16% 17% 18% 19% 20%

1 0.901 0.893 0.885 0.877 0.870 0.862 0.855 0.847 0.840 0.833 1

2 0.812 0.797 0.783 0.769 0.756 0.743 0.731 0.718 0.706 0.694 2

3 0.731 0.712 0.693 0.675 0.658 0.641 0.624 0.609 0.593 0.579 3

4 0.659 0.636 0.613 0.592 0.572 0.552 0.534 0.516 0.499 0.482 4

5 0.593 0.567 0.543 0.519 0.497 0.476 0.456 0.437 0.419 0.402 5

6 0.535 0.507 0.480 0.456 0.432 0.410 0.390 0.370 0.352 0.335 6

7 0.482 0.452 0.425 0.400 0.376 0.354 0.333 0.314 0.296 0.279 7

8 0.434 0.404 0.376 0.351 0.327 0.305 0.285 0.266 0.249 0.233 8

9 0.391 0.361 0.333 0.308 0.284 0.263 0.243 0.225 0.209 0.194 9

10 0.352 0.322 0.295 0.270 0.247 0.227 0.208 0.191 0.176 0.162 10

11 0.317 0.287 0.261 0.237 0.215 0.195 0.178 0.162 0.148 0.135 11

12 0.286 0.257 0.231 0.208 0.187 0.168 0.152 0.137 0.124 0.112 12

13 0.258 0.229 0.204 0.182 0.163 0.145 0.130 0.116 0.104 0.093 13

14 0.232 0.205 0.181 0.160 0.141 0.125 0.111 0.099 0.088 0.078 14

15 0.209 0.183 0.160 0.140 0.123 0.108 0.095 0.084 0.074 0.065 15

Discount rates (r)

Periods 
(n)

21% 22% 23% 24% 25% 26% 27% 28% 29% 30%

1 0.826 0.820 0.813 0.806 0.800 0.794 0.787 0.781 0.775 0.769 1

2 0.683 0.672 0.661 0.650 0.640 0.630 0.620 0.610 0.601 0.592 2

3 0.564 0.551 0.537 0.524 0.512 0.500 0.488 0.477 0.466 0.455 3

4 0.467 0.451 0.437 0.423 0.410 0.397 0.384 0.373 0.361 0.350 4

5 0.386 0.370 0.355 0.341 0.328 0.315 0.303 0.291 0.280 0.269 5

6 0.319 0.303 0.289 0.275 0.262 0.250 0.238 0.277 0.217 0.207 6

7 0.263 0.249 0.235 0.222 0.210 0.198 0.188 0.178 0.168 0.159 7

8 0.218 0.204 0.191 0.179 0.168 0.157 0.148 0.139 0.130 0.123 8

9 0.180 0.167 0.155 0.144 0.134 0.125 0.116 0.108 0.101 0.094 9

10 0.149 0.137 0.126 0.116 0.107 0.099 0.092 0.085 0.078 0.073 10

11 0.123 0.112 0.103 0.094 0.086 0.079 0.072 0.066 0.061 0.056 11

12 0.102 0.092 0.083 0.076 0.069 0.062 0.057 0.052 0.047 0.043 12

13 0.084 0.075 0.068 0.061 0.055 0.050 0.045 0.040 0.037 0.033 13

14 0.069 0.062 0.055 0.049 0.044 0.039 0.035 0.032 0.028 0.025 14

15 0.057 0.051 0.045 0.040 0.035 0.031 0.028 0.025 0.022 0.020 15
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5Cs of credit 670, 735

ABB (activity-based budgeting) 483–4, 728
ABC (activity-based costing) see activity-based 

costing
ABC system of inventories control 663–4, 728
Abdel-Kader, M. 517–18
absorption costing 367, 368–9, 728

see also full costing
academic publications 394
accountability 181, 183
accountants, budgeting responsibilities 459
accounting 1–2

for business 18
changing face of 16–17
for control 501–39
creative 187–95, 732
ethics 31–2
financial accounting see financial 

accounting
as information system 11–13
knowledge of, needing 17–18
management accounting see 

management accounting
meaning 2, 728
not-for-profit organisations 32
as service 7–8

accounting conventions 58–61, 728
accounting equation 48, 52, 57, 79–80, 712
accounting information

comparability 8, 11, 731
costs and benefits 9–11
faithful representation 7–8, 11, 734
qualities 8–9
relevance 7, 11, 740
systems 11–13, 728
timeliness 8, 11, 743
understandability 8, 11, 744
usefulness 5–7, 11
users 2–5, 13–15
value of 9–11
verifiability 8, 11, 744

accounting periods see reporting: periods
accounting policies, profits, effects on 443
accounting profits

accounting policies and 443
accounting rate of return use 554

accounting rate of return (ARR) 549–50, 551–2, 
577, 728

accounting profit use 554
average investment use 554
competing investments 554–5
NPV better approach than 567–8
problems with 553–5
return on capital employed and 552–3
use of 577

accounting ratios see financial ratios
accounting reports 7
accounting rules 161–6
accounting standards see International 

Accounting Standards; International 
Financial Reporting Standards

accounts 710–15, 728
balancing 715–18
final 43, 719–22, 734

accruals accounting 93–4, 728
accruals convention 93, 173, 175, 728
accrued expenses 89–91, 93, 728
accuracy, budgets 473
acid test ratios 255–6, 728
activity-based budgeting (ABB)  

483–4, 728
activity-based costing (ABC) 412–13, 728

attributing overheads 413
benefits 414
criticisms 419–21
service industries and 414–19
versus traditional approach 414

activity volumes 320–2, 338–9, 342
adverse variances see variances
ageing schedules of trade receivables  

677–8, 729
Ahold 431
AIM (Alternative Investment Market)  

638–9, 729
Albertis 616
allocation of costs 380–7, 731
allotted share capital see issued share capital
allowances for trade receivables  

110–12, 729
Alternative Investment Market (AIM) 638–9, 

729
Altman, E.I. 276–8
Amec plc 87

Page entries in bold refer to terms defined in the Glossary

Index
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amortisation 65, 94, 729
see also depreciation

Anglo American 243
Anglo Irish Bank 192–3
annual financial statements 125, 165

see also income statements; statements 
of cash flows; statements of financial 
position

annual sales volumes 309
apportionment of costs 381–7, 731
appraisals

costs 426–7
investment see investment

arm’s length transactions 62, 63
ARR see accounting rate of return
Arsenal FC 78
articles of association 131
artificial trading 189
Asda 127
asset-based finance 623, 640, 729

see also debt factoring; invoice: 
discounting

assets 729
characteristics 44–7
claims and, relationships between 70
classification 52–4
current see current assets
fair values 66–7
fixed see non-current assets
intangible see intangible assets
inventories see inventories
layouts of statements of financial 

position 56–7
misstating 192, 193
monetary measurement 45
non-current see non-current assets
property, plant and equipment see 

property, plant and equipment
relationships with equity and liabilities 

47–50
replacement, depreciation and 101
securitisation see securitisation
tangible see tangible assets
trading transactions effects 50–2
valuing 64–9

Associated British Foods 517, 659
Astoria 536
Atlas Iron 331
Atradius 680
auditors 175–6, 729
audits 21

fees 144
post-completion 584, 739

Australia iron ore industry 331–2
authorisation 462
Autonomy 189–90
AVCO (weighted average cost) 104, 105–8, 744
average inventories turnover period ratios 

247–8, 661, 729

average investment, accounting rate of return 
use 554

average settlement period for trade payables 
ratios 249–50, 693, 729

average settlement period for trade receivables 
ratios 248–9, 677, 729

Babcock International 656, 659
Bacanora Minerals 568
bad debts 108–12, 729
bad news, concealing 191, 193
balance sheets see statements of financial 

position
balanced scorecard 434–40, 729
balances 716–18, 729
balancing accounts 715–18
banks

deposit accounts 205
finance 640
overdrafts 205, 619, 654, 689–90, 729
references 671

Barrett Developments 243
batch costing 387–8, 729
Beaver, W.H. 273
behaviour

aspects of budgetary control  
535–6, 729

costs 320, 368–9, 731
directors 124
issues, budgets 532–7
management, budgets and 485

benchmarking 431–3, 729
benefits 730

budgets 462
costs and 9–11, 18, 296–7
non-measurable 306–7

BEP (break-even points) see break even: points
best fit, lines of 325
best-in-class 431–2
Betfair 140
Better Budgeting forum 489
Better Capital PCC 306–7
beyond budgeting 487–91
BHP Billiton 331–2
BMW 245
boards of directors see directors
bonds

deep discount 610, 732
eurobonds 609–10, 734
see also loan notes

bonus shares 134–6, 629, 633, 730
book values, net see carrying amounts
bookkeeping, double-entry 709–23
Boots 669, 691
borrowings 137–8, 602, 604–14, 

 623–4
bottom line 112–13
bottom-up approach, budgeting 469
brands 62–3
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Brazil’s Vale 331
break even

analysis 325, 730
use 342–4
weaknesses 341–4

charts 326–8, 730
economists views 339–41
margins of safety 333–5

failing to 341
points (BEP) 730

finding 325–32
margins of safety 333–5

project lives 581
British Airways 102, 329, 334
British Sky Broadcasting (BSkyB) 88, 457, 549, 

674
British Telecommunications 674
Brittany Ferries 548
BSkyB see British Sky Broadcasting
budget-constrained management styles 534
budgetary control 502–3, 730

behavioural aspects 535–6, 729
effectiveness 528–9
variances see variances

budgets 457–8, 730
accuracy 473
activity-based budgeting (ABB) 483–4, 

728
behavioural issues 532–7
benefits 462
beyond budgeting 487–91
bottom-up approach 469
capital expenditure 466
cash 466, 476–80, 482, 683
committees 468, 730
communication to interested  

parties 470
continual 464–5, 731
control 458, 460

see also budgetary control
co-ordination 470
direct labour 466
discretionary 473–5, 733
draft 469–70
failing to meet 535–6
finished inventories 465–6, 481
flexible 506, 517–18, 735
flexing 506, 517–18, 735
forecasts and 463
guidelines 468–9
helping managers 461–3
holders 473, 730
incremental budgeting 473–4, 736
innovation and 536
inventories 465–6, 481–2
inventories future demand 661
limiting factors 464, 469
links to one another 465–8
management behaviour and 485

master 465, 468, 470, 471, 476, 738
materials inventories 466
monitoring 470
need for 485–7
non-financial measures 485
officers 468, 730
overheads 466
performance 458, 460, 470
periodic 464–5, 739
preparation 476–83
problems with 490
production 466
raw materials 466, 481
responsibilities 468
reviews 458, 470
rolling see continual above
sales 465–7
setting process 468–71, 533
strategic plans and objectives, links  

with 458–60
targets 463, 502–3, 528, 532–3
time horizons 460–3
top-down approach 469
trade payables 466, 481, 482–3
trade receivables 466, 480–1, 482
use 471–3, 489–91
variances see variances
zero-base budgeting (ZBB) 474–6, 744

buffer levels, inventories 662
business angels 641, 740
business entity convention 58, 61,  

122, 730
businesses

accounting for 18
customer driven 18–19
decision making 29–31
financial management see finance 

sources; investment; working capital
kinds of 19–22
management of 25–6
objectives 27
organisation of 22–5
purpose 18–19
separation from owners 47
risks and returns, balancing 29–31
users of financial information 2–5
valuations 70

buy-in capital 639–40
buy or make decisions 349–51
buy-out capital 639–40

calculations, financial ratios 237–40
called-up share capital 136, 730
capacity 346

customer credit assessments 670
Capax Global 189, 190
capital

buy-in and buy-out 639–40
cost of see cost of capital
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capital (continued)
customer credit assessments 670
understatement 444
see also equity; share capital; shares; 

working capital
capital employed

long-term 253–4
returns on see returns: on capital 

employed
sales revenue to capital employed ratios 

251, 741
capital expenditure budgets 466
capital-intensive production 410
capital investment see investment
capital markets 634–9, 734
capital rationing 582, 730
capital reserves 132–4, 139, 730
capitalisation

expenses 190–1
issues see bonus shares

capitalism 28–9
Carillion 572
Carlsberg 691
Carlton 124
Carphone Warehouse 100
carrying amounts 65, 97, 730
cash 53, 654

accruals accounting 93
bank overdrafts 654, 689–90
budgets see budgets
controlling balance of 682–3
definitions 205
holding 680–3
importance 203–4
management 683
net increases or decreases 209
operating cash cycles 683–8
transmission 688

cash books 723
cash discounts 675–6, 692–3, 730
cash equivalents

definitions 205–6
net increases or decreases 209

cash flows 175
accounting rate of return 554
financing activities 208–9, 219
internal rate of return 568–73, 574, 577
investing activities 208, 209, 210, 211
investment appraisals 574
leasing 613–14
net present values 565, 574, 577
normal direction 209–11
operating activities 207–8, 209–10, 

211–16
payback period 556–8, 574, 577
statements of see statements of cash 

flows
timing 567

cash generated from operations (CGO)
to maturing obligations ratios 256–7, 730
per ordinary share ratios 266, 730

CEO (chief executive officers) 22
CGO see cash generated from operations
chairmen 22
channel stuffing 189
CHAPS (Clearing House Automated Payments) 

688
character, customer credit assessments 670
charges 604–5
cheque payments 688
chief executive officers (CEO) 22
China Media Express 192
Cineworld Group 186–7
City Link 306–7
claims 731

assets and, relationships between 47–50, 
70

classifying 55–6
equity see equity
liabilities see liabilities

classification
assets 52–4
claims 55–6
current liabilities 55
expenses 83–5
financial ratios 234–5
liabilities 55–6
non-current liabilities 55–6

Clearing House Automated Payments (CHAPS) 
688

Cliffs Natural Resources 331
closing or continuation decisions 351–3
Cohen, G. 578
collateral

customer credit assessments 670
see also security

collection policies, trade receivables 676–80
committed costs 304–7, 731

see also past costs
common costs see indirect costs
common future costs 574
community representatives 3, 4
companies see limited companies
Companies House see Registrar of Companies
company law 165
comparability 8, 11, 731
compensating variances 523–4, 731
competing investments

accounting rate of return 554–5
competitive environment changes 411–12
competitive international markets 410
competitors 3
completeness, accounting information 7, 11
comprehensive income, statements of see 

statements of comprehensive income
conceptual framework 173–5, 731
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conditions, customer credit assessments 670
confirmation of past events 7, 11
conflicts of interest

users of accounting information and 4–5
consistency convention 108, 173, 731
consolidated financial statements see group 

financial statements
consolidating shares 131–2, 731
consolidation, goodwill on 147, 149–50
construction contracts 87
continual budgets 464–5, 731
continuation or closing decisions 351–3
contracts

construction contracts 87
long-term 86–7
opportunities to enter, pricing or 

assessing 345–7
contribution

decision-making using 344–54
margin ratios 332–3, 731
per unit 332, 731

scarce factors 347–8
control 731

accounting for 501–39
budgets 458, 460
budgets providing basis for system of 462
cash balances 682–3
credit, tightening 600
directors’ behaviour 124
exercising 362, 363, 391, 458, 460, 502–3
feedback 503–4, 734
feedforward 504–5, 734
inventories levels 663–4
investment project management 582, 

584–6
trade payables 693–5
types 503–5
see also budgetary control; variances

convertible loan notes 610–12, 731
co-ordination, budgets 461, 470
copyrights 62
corporate governance 165, 180–4, 731

statements 731
corporation tax 127–8, 139, 731
cost-benefit analysis 296–7, 731
cost centres 377–87, 732
cost management systems 410–12
cost of capital 443, 566, 732

weighted average (WACC) 627–8
cost of sales 82–3, 732
cost-plus pricing 393–6, 732
cost pools 413, 415, 732
cost units 362, 415, 732
cost–volume–profit analysis 319

break even see break even
contribution see contribution
cost behaviour 320
fixed costs see fixed costs

marginal analysis see marginal analysis
margins of safety 333–5
operating gearing 336–8
profit–volume charts 338–9
semi-fixed (semi-variable) costs 323–5
target profits, achieving 335–6
variable costs 320, 322–3

costing 408–9
activity-based see activity-based costing
batch 387–8, 729
benchmarking 431–3, 729
cost management systems 410–12
full see full costing
inventories 103–8
kaizen 428–9, 737
new environment 410
process costing 365, 740
quality procedures 426–7
standard see standard costing
standard quantities and costs  

524–5, 742
target 427–8, 743
total life-cycle 421–4, 743
total quality management 424–6
traditional way 409, 415
value chain analysis 429–31, 744

costs
allocation 380–7, 731
analysis see cost–volume–profit analysis
apportionment 381–7, 731
behaviour 320, 368–9, 731
benefits and 9–11, 18, 296–7
of capital see cost of capital
committed 304–7, 731
common see indirect costs
drivers 412–13, 732
environmental 422
financing 309
irrelevant 298, 737
labour 320
leasing 613, 614
management systems 410–12
managing 18
marginal 345, 346–7, 738
meaning 296, 297–9, 732
non-current assets 94–5
non-measurable 306–7
operating 309
outlay 299–304, 739
pools 413, 415, 732
quality 426–7, 740
replacement 59, 365
of sales 82–3, 732
semi-fixed (semi-variable) 323–5, 742
standard quantities and costs  

524–5, 742
total 369
units 362, 415, 732
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costs (continued)
see also direct costs; fixed costs; historic 

costs; indirect costs; opportunity 
costs; past costs; relevant costs; 
variable costs

County Court Judgments 671
covenants, loans 605–6, 737
creative accounting 187–95, 732
credit 732

agencies 671–9
assessments 671
control, tightening 600
decisions 670–2, 674
insurance 676
periods 672–4
sales 53
terms, publicising 676

creditors, trade see trade payables
credits 710–12, 732
critical path analysis 584
currency translation reserves 170
current assets 53, 732

see also cash; inventories; trade 
receivables

current cost measurement 175
current liabilities 55, 732

see also trade payables
current ratios 255, 273–6, 732
current realisable values 59
current replacement costs 59
current value accounting 59–60
customer driven businesses 18–19
customers 18–19

credit assessments 670–2
loyalty 434
objectives 435, 436, 437
queries 679
relationships 676
users of financial information 3

dates, statements of financial position 58
DCF (discounted cash flow) methods see 

internal rate of return; net present values
de-listing 638
Debenhams 692
debentures see loan notes
debit cards 688
debits 710–12, 732
debt factoring 619–21, 640, 676, 732
debtors, trade see trade receivables
debts

bad 108–12, 729
doubtful 108–12
limited liability and 125
written off 109–10

decentralisation 487
decision-making 6–7

contribution, using 344–54

financial 29–31
management 295–313

decisions
capital investment see investment
closing or continuation 351–3
credit 670–2, 674
investment see investment
make or buy 349–51
making see decision-making
output 391
pricing 362, 363, 391

deep discount bonds 610, 732
Dell 691
departmental costing basis 377–87
departmental structures 23–4
deposit accounts 205
depreciation 65, 94, 443, 732

asset replacement and 101
calculations 94–6, 101
double-entry bookkeeping 720
fair values and 66
impairment and 100
judgement and 101–3
methods 96–100
over-depreciation 102–3
under-depreciation 102–3
see also amortisation

derivatives, financial 611, 735
detail, levels of 13, 14
direct costs 366–7, 732

fixed costs and, relationship between 
369

indirect costs and
relationship between 369
relative levels of 409, 410

total costs and, relationship between 369
variable costs and, relationship between 

369
direct debits 688
direct labour

budgets 466
efficiency variances 512–13, 519, 530, 

733
intensive production 409
rate variances 513, 519, 733

direct materials
price variances 511–12, 519, 733
usage variances 511–12, 519, 733

direct method, statements of cash flows 211, 
733

directors 733
auditors and, relationships between 176
behaviour, rules to monitor and control 

124
boards of 22–3, 128–9

corporate governance see corporate 
governance

duties to account 161
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election 129
executive 183
non-executive 183
remuneration 165, 183
reports 184–5, 733
shareholders and, relationships between 

176
stewardship 161

disasters 33
disclosures

corporate governance 165, 181
inadequacies 192–3
segmental financial reports 178–9
statements of comprehensive income 

169
discount factors 565, 569–70, 733
discount rates

internal rate of return 568–70
net present values 566

discounted cash flow (DCF) methods see 
internal rate of return; net present values

discounting 564, 733
discounts, cash 675–6, 692–3, 730
discretionary budgets 473–5, 733
discriminate function 275, 733
diseconomies of scale 339, 342
disposal values see residual values
distributors, passing goods to 189
dividends 130, 139, 733

cover ratios 263, 733
declared but unpaid 146
final 146
interim 146
payment 145–6, 599–600
payout ratios 262–3, 733
per share 263, 733
policies 599–600
preference 131, 603–4
yield ratios 263, 733

divisional structures 24–5
double-entry bookkeeping 709–23, 733
doubtful debts 108–12
draft budgets 469–70
Drucker, Peter 18
drug prices in developing countries 347
dual aspect convention 61, 734

early-stage capital 639
earnings

per share (EPS) 264–5, 734
price/earnings (P/E) ratios 266–70, 740
retained see retained earnings

economic growth
creative accounting and 194–5

economic lives 96
economic order quantity (EOQ) 665–7, 734
economic value added (EVA®) 443–8, 734
economic values 568

economies of scale 339–40, 342, 734
effectiveness, boards of directors 182
efficiency

direct labour, variances see direct labour
ratios 235, 247–54
relative, assessing 362, 363, 391

efficient capital markets 634–5, 734
EFGS (Enterprise Finance Guarantee Scheme) 

641
EFTPOS (electronic funds transfer at point of 

sale) 688
electronic funds transfer at point of sale 

(EFTPOS) 688
employees

representatives 3
sales revenue per employee ratios 251–2, 

741
satisfaction 434
theft by 296
users of financial information 3, 4

end-of-period adjustments 719–21
Enron 191
Enterprise Finance Guarantee Scheme (EFGS) 

641
environmental costs 422
EOQ (economic order quantity) 665–7, 734
EPS (earnings per share) 264–5, 734
equities see ordinary shares
equity 129, 734

basic division 129–30
layouts of statements of financial 

position 56–7
relationships with assets 47–50
statements of changes in see statements 

of changes in equity
trading transactions effects 50–2
withdrawing 125, 139–42
see also reserves; share capital; shares

error
freedom from, accounting information 

7, 11
full costing 389–91

estimates 7
depreciation 102–3
errors, full costing 389–91

ethics, accounting and finance 31–2
eurobonds 609–10, 734
European Union 164–5
Eurotunnel 342
EVA® (economic value added) 443–8, 734
evidence on usefulness of accounting 6–7
ex-rights prices 630
exception, management by 462, 737
exchange differences 170
executive directors 183
exercise prices 610
expansion capital 639
expenditure, out-of-pocket 298
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expenses 79, 734
accrued 89–91, 93, 728
capitalisation 190–1
classification 83–5
manipulation or massaging 190–1, 193
IAS 1 requirements 169–70
prepaid 92, 740
recognition 88–94

explanatory notes 167
external failure costs 427
external finance sources see finance sources
external measures 438

factoring see debt factoring
failure

costs 426–7
prediction using financial ratios 272–8

fair representation 167–8
fair values 66–7, 94–5, 148, 734
fairness 181
faithful representation 7–8, 11, 734
FASB (Financial Accounting Standards Board), 

USA 174
favourable variances see variances
FCA (Financial Conduct Authority) 165
feedback control 503–4, 734
feedforward control 504–5, 734
FIFO (first in, first out) 103–8, 735
final accounts 43, 719–22, 734
final dividends 146
finance 1–2

ethics 31–2
knowledge of, needing 17–18
meaning 2, 734

finance leases 602–3, 612–15, 734
finance sources 596–7

external 597, 602
long-term 602–19, 623–4
short-term 619–24

internal 597–8
long-term 598–600
short-term 600–2

Islamic finance 642
long-term 597

Alternative Investment Market 638–9
borrowing, short-term borrowing versus 

623–4
external 602–19, 623–4
gearing and 624–8
internal 598–600
raising finance 628–41
share issues 628–41
small businesses 639–43
Stock Exchange role 634–9

short-term 597
borrowing, long-term borrowing versus 

623–4
external 619–24

internal 600–2
financial accounting 35–6, 735

accounting for limited companies see 
limited companies

cash flow statements see statements of 
cash flows

financial statements analysis and 
interpretation 233–84

income statements see income 
statements

knowledge, needing 17–18
management accounting and, 

differences 13–15
statements of financial position see 

statements of financial position
Financial Accounting Standards Board (FASB), 

USA 174
financial analysts 636
Financial Conduct Authority (FCA) 165
financial decision-making 29–31
financial derivatives 611, 735
financial gearing 235, 257–62, 624–8, 735
financial journalists 636
financial management see finance sources; 

investment; working capital
financial objectives 27, 435, 436, 437
financial performance measurement and 

reporting see income statements
financial periods see reporting: periods
financial position

measurement 175
statements see statements of financial 

position
financial ratios 233–4

calculations 237–40
classifications 234–5
comparisons

basis for 280
need for 236–7

efficiency ratios 235, 247–54
failure prediction using 272–8
financial gearing see financial gearing
investment ratios 235, 262–70
limitations 278–80
liquidity ratios 235, 255–7
over-reliance on 279
overtrading problem and 270–1
overview 240
profitability ratios 235, 241–7, 253–4
trend analysis 272

financial reporting objectives 174
financial reports

segmental 176–80, 742
see also financial statements

financial services in investment 28–9
financial statements 39

analysis and interpretation 233–84
annual 125, 165
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credit assessments 671
framework 160–1
group 147–50, 736
IAS 1 requirements 167–9
interpretation and analysis 233–84
limited companies 142–5, 167–73
notes to see notes to financial statements
preparation under double-entry 

bookkeeping 719–22
publication 160, 161
qualitative characteristics 174
quality of 278–9
relationships between 206–7
see also financial reports; income 

statements; statements of cash flows; 
statements of changes in equity; 
statements of comprehensive 
income; statements of financial 
position

financial transactions, recording 709–23
financing activities, cash flows 208–9, 219
financing costs 309

inventories 659–60
financing limited companies 129–36
finished inventories budgets 465–6, 481
first in, first out (FIFO) 103–8, 735
FirstGroup 243
five Cs of credit 670, 735
fixed assets see non-current assets
fixed charges 604, 735
fixed costs 735

activity levels 320–2
direct costs and, relationship between 369
indirect costs and, relationship between 

369
irrelevance 344–5
stepped 322, 341, 742
time based 321
total costs and, relationship between 369
variable costs and, relationship between 

369
see also semi-fixed (semi-variable) costs

fixed interest rates 612, 735
fixed overhead spending variances 513–14, 519, 

735
fixtures and fittings 46
Fleur-El Sauz mining project 568
flexibility

borrowings 624
leasing 613, 614

flexible budgets 506, 517–18, 735
flexing the budget 506, 517–18, 735
floating charges 604–5, 735
floating interest rates 612, 735
football club players 63–4
Ford 245
forecasts 735

budgets and 463

foreign exchange differences 170
Fortescue 331
forward thinking 461
full costing 361, 728

batch costing 387–8
behaviour of cost and 368–9
cost centre basis 377–87
criticisms 396
departmental basis 377–87
estimation errors 389–91
indirect costs as services renderers 

370–91
information, using 391–2
job costing 365, 367–8, 370–3
meaning 362
multi-product businesses 365–70
single-product businesses 364–5
variable costing versus 396–9

full costs 362, 735
cost-plus pricing 393–6
managers’ needs to know 362–4

fully paid shares 136, 735
future events, prediction of 7, 11
future opportunity costs 299
future outlay costs 299
future performance indicators 438

gains
statements of comprehensive income 

170
Gap 27–8
gearing

financial see financial gearing
operating 336–8, 739
ratios 260, 262, 278, 735

general ledgers 723
general reserves 145
geographical sales regions 467
geographical structures 24
Gindalbie Metals 331
GlaxoSmithKline 572, 692
Go-Ahead Group plc 549, 659
going concern convention 59–60, 173,  

175, 735
goodwill 62–3, 443, 735

on consolidation 147, 149–50
Google 179–80
government

assistance to small businesses 641
users of financial information 3, 4

Granada 124
Grange Resources 331
Greene King 471–2, 674
gross profits 81, 82, 736

margin ratios 245–7, 736
group financial statements 147–50, 736
groups 146–50
growth and learning objectives 435, 436, 437
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Hammerson 633
hard financial measures 438
Harvey Nash 689–90
Helphire Group 31–2
high–low method 324, 736
Hilco 606
hire purchase (HP) 603, 616–17, 640, 736
historic costs 297, 365, 736

convention 59–60, 61, 64, 736
measurement 175

HMV 605–6
holding cash 680–3
holding companies see parent companies
hollow swaps 189
Hopwood, A.G. 533–5
Hornby 343
HP see hire purchase
human resources 63–4
hurdle rate 571

IAG (International Airlines Group) 613
IAS see International Accounting Standards
IASB see International Accounting Standards 

Board
ideal standards 525, 736
IFRS see International Financial Reporting 

Standards
impairment

depreciation and 100
losses 68, 170, 736
non-current assets 67–9

in and out trading 189
inadequate disclosures 192–3
income statements 40, 41–4, 78–9, 736

cost of sales 82–3
depreciation 94–103
double-entry bookkeeping 719–21
expenses

classification 83–5
recognition 88–94

IAS 1 requirements 169–71
inventories costing 103–8
layout 80–2, 85, 144
limited companies 142–4
revenue recognition 85–8
statements of cash flows and, 

relationships between 206–7
statements of financial position and

contrasted 79–80
relationships between 206–7

taxation 127–8
trade receivables problems 108–12
uses and usefulness 112–13
see also statements of comprehensive 

income
incorporation 122
incremental budgeting 473–4, 736
indirect costs 366–7, 736

attributing 413
basis for charging 373–6
budgets 466
cost centre basis 377–87
direct costs and

relationship between 369
relative levels of 409, 410

fixed costs and, relationship between 
369

fixed overhead spending variances 
513–14, 519, 735

non-manufacturing 388–9
overhead absorption (recovery) rate 371, 

739
problems 370, 411
segmenting 377
as services renderers 370–91
total costs and, relationship between 369
traditional approach to costing 409
variable costs and, relationship between 

369
variances 513–14

indirect method, statements of cash flows 
211–16, 736

inflation 64, 279, 561, 736
information

accounting see accounting information
comparative 167
full costing using 391–2
gathering for standard setting 525–6
inside 181
narrative 167
quality of 14
range 14
relevant, payback period 558
share price influences 636
sources 5–6
from statements of cash flows 219–20
systems, accounting as 11–13

initial outlay 309
initial public offerings (IPO) 632, 634
innovation, budgets and 536
inside information 181
insignificant variances 521
inspection costs 430
insurance, credit 676
intangible assets 47, 53, 62, 67, 443, 736

see also goodwill
interest

cover ratios 261–2, 736
lost, net present values 560
payments 574
rates 612, 624
statements of cash flows 214

interim dividends 146
internal business processes 435, 436, 437
internal failure costs 426–7
internal finance sources see finance sources
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internal measures 438
internal rate of return (IRR) 549–50, 568–72, 

577, 736
cash flows 574
problems 572–3
use of 577–9

International Accounting Standards (IAS) 164
IAS 1 Presentation of financial statements 

167–9
IAS 2 Inventories 388
IAS 7 Cash flow statements 172, 205, 209, 

219, 222–3
IAS 16 Property, Plant and Equipment 100
list 166
see also International Financial 

Reporting Standards
International Accounting Standards Board 

(IASB) 164–5
Conceptual framework for financial 

reporting 2010 174–5
International Airlines Group (IAG) 613
international competitive markets 410
International Financial Reporting Standards 

(IFRS) 64, 164, 737
adopting 165
IFRS 3 Business combinations 150
IFRS 8 Operating segments 177, 179, 180
list 166
see also International Accounting 

Standards
inventories 49–50, 654

average turnover periods see average 
inventories turnover period ratios

budgeting future demand 661
budgets 465–6, 481–2
buffer levels 662
control levels 663–4
costing 103–8
economic order quantity (EOQ) 665–7
financing costs 659–60
just-in-time (JIT) 668–9
management models 665–9
managing 658–69
materials requirement planning (MRP) 

systems 668
recording and reordering systems 661–3
reductions in levels 600
reporting 69
revaluations 69
safety levels 662
trading transactions effects 50–2

investigating variances 520–4
investing activities see cash flows
investment 46

analysts 3, 4
appraisals

methods 549–73
practical points 573–7

in practice 577–9
strategic planning and 580–1

average, accounting rate of return use 
554

decisions 547
credit decisions as 674
nature 548–9

funds availability determination 582
project management 581–2

approval 582, 584
evaluating proposals 582, 583
investment funds availability 

determination 582
monitoring and control 582, 584–6
post-completion audits 584
profitable opportunities identifying 582, 

583
ratios 235, 262–70
risks 580–1
scale of 573

invoices
discounting 621–3, 676, 737
prompt issue 676–7

IPO (initial public offerings) 632, 634
iron ore industry, Australia 331–2
IRR see internal rate of return
irrelevant costs 298, 737
Islamic finance 642
issued share capital 136, 737
issues of shares see shares
issuing houses 632
iteration 569

J D Wetherspoon 268, 549, 674
JIT (just-in-time) 668–9, 737
job costing 365, 367–8, 370–3, 737
job satisfaction 532
John Smedley 429
Johnston Press 68
judgement, depreciation and 101–3
just-in-time (JIT) 668–9, 737

kaizen costing 428–9, 737
Kaplan, Robert 434–40
key factors 347
Kingfisher 586, 674
knowledge of accounting and finance, needing 

17–18

labour
costs 320
labour-intensive production 409
variances 512–13, 519, 530
see also direct labour

lag indicators 435, 438
last in, first out (LIFO) 103–8, 737
lead indicators 435, 438
lead times 661–2, 737
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leadership, boards of directors 182
learning and growth objectives 435, 436, 437
learning-curves 526–7, 737
leases

finance 602–3, 612–15, 734
operating 613, 739

least squares regression 325
ledgers 722–3, 737
legal identity, limited companies 122
legal nature of limited companies 122
legal safeguards, limited companies 125
lenders 3, 4

confidence 136
leverage see gearing
liabilities 737

classification 55–6
current see current liabilities
from financing activities, reconciliation, 

statements of cash flows 219
layouts of statements of financial 

position 56–7
non-current 55–6, 738
relationships with assets 47–50
trade payables see trade payables
trading transactions effects 50–2

licences 62
LIFO (last in, first out) 103–8, 737
limitations of financial ratios 278–80
limited companies 20–1, 121–2, 159–60, 737

accounting rules
need for 161–3
sources 164–6

auditors’ roles 175–6
borrowings 137–8
conceptual framework 173–5
corporate governance see corporate 

governance
creative accounting 187–95
directors see directors
dividends 145–6
features

legal nature 122
legal safeguards 125
limited liability 124–5
perpetual life 122–3
share ownership transfers 128
taxation 127–8

financial statements 142–5, 167–73
financing 129–36
groups 146–50
legal identity 122
listed companies 128, 165
management of 128–9
private 125–7, 638, 740
public 125–7, 740
segmental financial reports 176–80
withdrawing equity 139–42

limited liability 21, 124–5, 737

limited liability companies see limited 
companies

limited liability partnerships (LLP) 21–2
limiting factors 347, 737

budgets 464, 469
lines of best fit 325
liquidation, voluntary 123
liquidity ratios 235, 255–7
listed companies 128, 165
listing 634–8
listing authority 165
LLP (limited liability partnerships) 21–2
loan notes 137, 608–9, 737

convertible 610–12, 731
loan stock see loan notes
loans

covenants 605–6, 737
risks and returns 606–7
subordinated 606, 743
term 608, 743

logical investors, net present values 562–5
London Stock Exchange 128, 137, 182, 183, 

634–9
long-term capital employed 253–4
long-term contracts 86–7
long-term finance 137–8

sources see finance sources
losses 79–80

impairment 68, 170, 736
non-current assets disposals 103
recognition 60
statements of comprehensive income 

170
unrealised 170

lower of cost and net realisable values 107
Ltd 125

see also private limited companies
Luther, R. 517–18

machine-paced production 410
make or buy decisions 349–51
management

behaviour, budgets and 485
businesses 25–6
cash 683
commentary 184
decision-making 295–313
by exception 462, 737
of limited companies 128–9
models, inventories 665–9
strategic 25–6, 742
styles 533–5
see also managers

management accounting 293–4, 737
budgets see budgetary control; budgets; 

variances
cost–volume–profit analysis see cost–

volume–profit analysis
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costing see costing; full costing
financial accounting, differences 13–15
knowledge, needing 17–18
management decision-making 295–313

management buy-ins (MBI) 639–40
management buy-outs (MBO) 639–40
managers 22–3

budgets and 459, 461–3, 532–3
full costs, needs to know 362–4
users of financial information 3, 4
see also management

Manchester City FC 343
Manchester United 608
Mango 33
manipulation of expenses 190–1, 193
manufacturing businesses 430, 466, 481
Manulife 580
margin ratios 332–3
marginal analysis 344–5, 738

closing or continuation decisions 351–3
make or buy decisions 349–51
opportunities to enter contracts, pricing 

or assessing 345–7
scarce resources, determining most 

efficient use 347–9
marginal costs 345, 346–7, 738
margins of safety 333–5, 738
market values 66
marketable investments 445
marketing costs 444–5
Marks and Spencer 268, 549, 572, 659, 674
Mars UK 692
massaging expenses 190–1, 193
master budgets see budgets
Matalan 691
matching borrowings 623
matching convention 89–92, 738
materiality 7, 11, 738
materiality convention 92, 738
materials

inventories budgets 466
requirement planning (MRP) systems 

668, 738
variances 511–12, 519
see also direct materials

maturing obligations
cash generated from operations ratios 

256–7, 730
MBI (management buy-ins) 639–40
MBO (management buy-outs) 639–40
McLaren 343
MDA (multiple discriminate analysis)  

275, 738
measurement

assets 45
current cost 175
financial performance see income 

statements

financial position see statements of 
financial position

historic cost 175
performance 175
profits 442–3
realisable value 175

members see shareholders
memoranda of association 131
Microsoft 25
MicroTech 189
minority interests see non-controlling interests
mission statements 458, 459, 460, 738
misstating assets 192, 193
misstating revenue 188–9, 193
monetary measurement, assets 45
monetary stability 64
money measurement, statements of financial 

position 62–4
monitoring

budgets 470
investment project management 582, 

584–6
trade receivables outstanding 677

Monotub Industries 123
Monsoon Accessorize 692
Morrison Supermarkets 127, 272, 549, 674
mortgages 612, 738
Mothercare 632
motivation 461–2, 463
MRP (materials requirement planning) systems 

668, 738
multi-product businesses 342, 365–70
multiple discriminate analysis (MDA) 275, 738
Murdoch, Rupert 298–9
MySpace 298–9

narrative information 167
National Express 243, 268
National Health Service (NHS) 363, 372
NCI (non-controlling interests) 147, 150, 738
net book values see carrying amounts
net operating profit after tax (NOPAT) 443–4, 

446–8
net present values (NPV) 549–50, 559–60, 738

better approach than ARR or PP 567–8
cash flows 574
cost of capital 566
credit decisions 674
discount rates 566
inflation 561
interest lost 560
internal rate of return and 569–73
logical investors 562–5
present value tables use 565–6
risk 560–1
use of 577–9
wider application 568

net profits see profits: for the period
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network management structures 488
neutrality of accounting information 7, 11
News Corp 298–9
Next plc 69, 501, 520, 559, 572, 656, 674
NGO (non-governmental organisations) 33
NHS see National Health Service
Nike 27–8
Nissan 245, 669
nominal ledgers 723
nominal values, shares see shares
non-accounting management styles 534
non-controlling interests (NCI) 147, 150, 738
non-current assets 53–4, 738

carrying amounts 97, 730
costs 94–5
economic lives 96
fair values 66–7, 94–5
with finite lives, valuations 65
impairment 67–9
with indefinite lives

impairment testing 68
valuations 65

intangible see intangible assets
losses on sales of 103
physical lives 96
profits on sales of 103
replacements, depreciation and 101
residual values 96, 741
revaluations 66–7
tangible see tangible assets
useful lives 65, 96
valuations 65–9

non-current liabilities 55–6, 738
non-executive directors 183
non-financial measures

budgets 485
performance 433–40

non-governmental organisations (NGO) 33
non-linear relationships 341
non-manufacturing overheads 388–9
non-operating profit variances 520, 738
non-payment, reducing risk of 680
non-recourse factoring 619
NOPAT (net operating profit after tax) 443–4, 

446–8
Norton, David 434–40
not-for-profit organisations 32
notes to financial statements 167, 169, 173
NPV see net present values

objectives
businesses 27
establishing 458–60
customer 435, 436, 437
financial 27, 435, 436, 437
financial reporting 174
internal business processes 435, 436, 437
learning and growth 435, 436, 437

obligations
maturing, cash generated from 

operations ratios 256–7, 730
OCC (operating cash cycle) 683–8, 739
offers for sale 629, 632, 738
offsetting 173
operating activities see cash flows
operating cash cycle (OCC) 683–8, 739
operating costs 309
operating cycles 53
operating gearing 336–8, 739
operating leases 613, 739
operating profits 81, 82, 253–4, 739

margin ratios 244–5, 739
operating segments see segmental financial 

reports
operational gearing 336–8, 739
opportunities to enter contracts, pricing or 

assessing 345–7
opportunity costs 297, 299–304, 560, 574, 739
Orange 615–16
ordinary shareholders 131

funds, return on 241–2, 278, 741
ordinary shares 130–1, 205, 602, 603, 739

cash generated from operations per 
ordinary share ratios 266, 730

risks and returns 606–7
organisation of businesses 22–5
Osborne, George 306
out-of-pocket expenditure 298
outcomes 438
outlays

costs 299–304, 739
initial 309

output decisions 391
outsourcing 350, 739
outstanding trade receivables, monitoring 677
overcollateralisation 618
over-depreciation 102–3
overdrafts see banks
overhead absorption (recovery) rate  

371, 739
overheads see indirect costs
over-reliance on financial ratios 279
overstating revenue 188–9
overtrading 251, 270–1, 739
owners

capital see equity
separation from businesses 47
users of financial information 3, 4
wealth enhancement 27
see also shareholders

P/E (price/earnings) ratios 266–70, 740
paid-up share capital 136, 739
par values, shares see shares: nominal values
parent companies 146, 739
partnerships 20, 21–2, 122, 124, 128, 739
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past costs 299, 573, 739
see also committed costs; sunk costs

past events, confirmation of 7, 11
patents 46, 62
patterns of receipts of sales 678–9
payables, trade see trade payables
payback period (PP) 549–50, 555–7, 739

cash flows 574
NPV better approach than 567–8
problems with 557–9
relevant information 558
required 559
risk 558
use of 577–9
wealth maximisation 559

performance
assessing 70, 362, 363, 391
budgets 458, 460, 470
evaluation

balanced scorecard 434–40
non-financial measures 433–40
see also costing

managers
budgets motivating to better performance 

461–2
improvements 532–3

measurement 175
planned 237

periodic budgets 464–5, 739
perpetual life of limited companies 122–3
physical lives 96
placings see private placings
planned performance 237
plans

beyond budgeting models 487–91
development of 458, 460
formulation of 458, 460
materials requirement planning (MRP) 

systems 668, 738
time horizons 460–3
see also budgets; strategic planning

plc 125
see also public limited companies

ploughed-back earnings see retained earnings
Plymouth Argyle FC 342
point-of-sale devices 82
position analyses 458, 460
post-completion audits 584, 739
post-production phases 422–4
PP see payback period
practical standards 525, 739
pre-dispatching 188
pre-production phases 422, 426
prediction of future events 7, 11
preference shareholders 131
preference shares 131, 602, 603–4, 606–7, 740
Premier Foods 692
prepaid expenses 92, 740

present values (PV) 563–7
see also net present values

prevention costs 426–7
price/earnings (P/E) ratios 266–70, 740
prices

direct materials, variances 511–12, 733
exercise, convertible loan notes 610
makers 394
sales 309

variances 509–10, 519, 741
shares see shares
takers 394–6

pricing
cost-plus 393–6, 732
decisions 362, 363, 391
new environment 410
opportunities to enter contracts 345–7
traditional way 409
transfer pricing 179–80, 743

primary markets 634
private limited companies 125–7, 638, 740
private placings 138, 629, 633, 740
process costing 365, 740
production

budgets 466
capital-intensive 410
labour-intensive 409
machine-paced 410
phases 422–4

products
brands 62–3
cost centres 380–7, 740
innovation 434
types, sales management 467–8

profit and loss accounts see income statements; 
statements of comprehensive income

profit-conscious management styles 534
profit–volume (PV) charts 338–9, 740
profitability per share 264
profitability ratios 235, 241–7, 253–4
profitable investment opportunities, 

identifying 582, 583
profits 78, 79–80, 740

accounting see accounting profits
accounting policies effects on 443
analysis see cost–volume–profit analysis
costs of capital and 443
derivation of 113
flows 574
forecasts 487, 490
gross 81, 82, 245–7, 736
measurement 442–3
net see for the period below
non-current assets disposals 103
non-operating, variances 520, 738
operating 81, 82, 244–5, 253–4, 739
operating gearing effects on 337–8
for the period 81–2, 143, 740
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profits (continued)
recognition 60
target achieving 335–6
before taxation 143, 740
understatement 444

project lives 309
break-even 581

project management, investment see 
investment

promoters 122
prompt payment 691–2
property, plant and equipment 46, 53–4, 

67, 740
prudence convention 60, 61, 107, 740
public limited companies 125–7, 740

see also listed companies
public share issues see shares: issues
publication of financial statements 160, 161
purchases ledgers 723
Pure Wafer plc 132
PV (profit–volume) charts 338–9, 740

qualitative characteristics of financial 
statements 174–5

qualities of accounting information 8–9
quality

costs 426–7, 740
of information 14
procedures, costing 426–7

quantities, standard, and costs 524–5, 742
queries, customers 679
quick ratios see acid test ratios

R&D see research and development
raising finance 628–41
Rare Earth Minerals 568
ratios see financial ratios
raw materials budgets 466, 481
RBS (Royal Bank of Scotland) 30–1, 305
realisable values 59, 175
receipts of sales, patterns of 678–9
receivables, trade see trade receivables
Reckitt Benckiser 659
recognition

expenses 88–94
losses 60
profits 60
revenue 85–8, 188

recording financial transactions 709–23
recording inventories 661–3
recourse factoring 619
reducing-balance depreciation method 97–100, 

443, 740
references, credit assessments 671
refunding risks 624
Registrar of Companies 122, 125, 131, 161
registration of companies 122, 125
regression, least squares 325

regulations 13, 14
reinvestment reserves 145
relationships, customers 676
relative efficiency, assessing 362, 363, 391
relevance 7, 11, 175, 527, 740
relevant costs 298, 299–304, 344, 365, 573, 741
relevant information, payback period 558
relevant ranges 341, 741
remuneration, directors 165, 183
Renault 245
rent 91–2, 322
Rentokil Initial 306–7, 572
reordering systems, inventories 661–3
replacement costs 59, 365
reporting

corporate governance 183–4
directors’ reports 184–5
financial performance see income 

statements
financial position see statements of 

financial position
intervals 13, 14
nature of reports 13, 14
periods 50, 58, 87, 741
segmental financial reports 176–80, 742
strategic reports 185–7
variances 529

representation
fair 167–8
faithful 175

rescue capital 640
research and development (R&D) 443, 444–5, 

571–2
reserves 129, 130, 741

general 145
reinvestment reserves 145
share premium accounts 133–4, 742
statements of financial position 145
see also capital reserves; retained 

earnings; revenue: reserves
residual values 96, 741
resources

investment decisions 548
scarce 347–9

restructuring costs 445
retained earnings 132, 137, 145, 598–9
returns

on capital employed (ROCE) 242–3, 
253–4, 275–6, 278–9, 741

accounting rate of return and 552–3
on ordinary shareholders’ funds (ROSF) 

241–2, 278, 741
risks and 29–31, 606–7

revaluations
intangible assets 67
inventories 69
non-current assets 66–7
property, plant and equipment 67
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revenue 78, 741
misstating 188–9, 193
overstating 188–9
recognition 85–8, 188
reserves 131, 139, 146, 741
sales see sales

reviews, budgets 458, 470
Rexam 243
rights issues 138, 629–32, 741
Rio Tinto 331–2
risks 741

ignored 443
investment 580–1
management decisions 307–10
net present values 560–1
non-payment, reducing 680
payback period 558
premiums 561, 741
refunding 624
returns and 29–31, 606–7

ROCE (return on capital employed) see returns
rolling budgets see continual budgets
Rolls-Royce 138, 424, 579
ROSF (return on ordinary shareholders’ funds) 

241–2, 278, 741
round tripping 189
Royal Bank of Scotland (RBS) 30–1, 305
Royal Dutch Shell 216
Royal Mail 338, 419–20
RWE npower 350
Ryanair 134, 220, 247, 328–9, 333–5, 549, 

599–600, 656

safety levels, inventories 662
safety margins 333–5, 738
Sainsbury’s 127, 272, 461, 659
sale and leasebacks 615–16, 741
sales

budgets 465–7
commission 89
cost of 82–3, 732
credit 53
ledgers 723
price variances 509–10, 519, 741
receipts, patterns of 678–9
revenue 253–4
revenue per employee ratios 251–2, 741
revenue to capital employed ratios 251, 

741
volume variances 507–9, 519, 741

scale economies see economies of scale
scale of investment 573
scarce resources 347–9
scenario building 310, 741
scrip issues see bonus shares
seasoned equity offerings (SEO) 632
second-hand markets 634
secondary markets 634–5

secured borrowings 138
securitisation 602–3, 617–19, 741
security 604–6, 670, 742
segmental financial reports 176–80, 742
segmenting overheads 377
self-interests 441
selling prices 59
semi-fixed (semi-variable) costs 323–5, 742
sensitivity analysis 308–10, 580–1, 742
SEO (seasoned equity offerings) 632
service, accounting as 7–8
service cost centres 380–7, 742
services

businesses 53
continuous 88
industries 414–19, 520
non-continuous 88

settlement periods 657
Severn Trent 549, 656, 674
share capital 130–2, 139

allotted see issued below
called-up 136, 730
fully paid 136
issued 136, 737
jargon 136
paid-up 136, 739
see also shares

share premium accounts 133–4, 742
shareholders 22, 122

auditors and, relationships between 175
boards of directors relationship with 183
confidence 136
directors, relationships between 175
limited liability 124–5
ordinary see ordinary shareholders
preference 131
restrictions on withdrawing equity 125
safeguarding rules 181–2
value 409, 440–8
wealth enhancement 17

shares 6, 122, 742
bonus see bonus shares
consolidating 131–2, 731
dividends per share 263, 733
earnings per share 264–5, 734
fully paid 136, 735
issues 136, 137

above nominal values 132–3
initial public offerings (IPO) 632, 634
offers for sale 629, 632, 738
private placings 138, 629, 633, 740
public 138, 629, 632, 740
rights 138, 629–32, 741
tender 633, 743

listing 634–8
nominal values 129, 131–2, 132–3, 738
ordinary see ordinary shares
par values see nominal values above
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shares (continued)
preference see preference shares
prices 135

ex-rights 630
influences on 636
setting 632–3
striking 633

private placings see issues above
profitability per share 264
public issues see issues above
rights issues see issues above
setting prices 632–3
splitting 313, 742
striking prices 633
trading 128
transfers 128
see also share capital

Sharia law 642
short-term finance sources see finance sources
significant variances 521
slow payers 679–80
small businesses, long-term finance sources for 

639–43
soft non-financial measures 438
sole proprietorships 19–20, 122, 124, 128, 129, 

742
Sony 611
sources of finance see finance sources
special purpose entities (SPE) 191
special purpose vehicles (SPV) 618
Specific Media 298–9
Spice plc 395
splitting shares 313, 742
SPV (special purpose vehicles) 618
stability, monetary 64
Stagecoach 617, 689
stakeholders 441
standard costing 524–5, 528, 530–2, 742
Standard Life 572, 580
standard quantities and costs 524–5, 742
standards

maintaining 531
new business environment 530–2
problems 529–30
relevance 527
setting 525–7

standing orders 688
start-up capital 639
statements of cash flows 40–4, 167, 172, 201–3, 

742
direct method 211, 733
features 205–11
importance of cash 203–4
income statements and, relationships 

between 206–7
indirect method 211–16, 736
information from 219–20
layout 207–9

preparation 211–18
problems with IAS 7 222–3
reconciliation of liabilities from 

financing activities 219
statements of financial position and, 

relationships between 206–7
statements of changes in equity 167,  

171–2, 742
statements of comprehensive income 167, 

169–71, 742
statements of financial position 40, 41–4, 742

accounting conventions, roles of 58–61
assets 44–7

classifying 52–4
valuing 64–9

claims 47–50
classifying 55–6

dates 58
double-entry bookkeeping 719, 721–2
IAS 1 requirements 167, 168–9
income statements and

contrasted 79–80
relationships between 206–7

layouts 56–7
limited companies 143, 145
money measurement 62–4
ratios 280
reserves 145
statements of cash flows and, 

relationships between 206–7
taxation 127–8, 145
trading transactions 50–2
user needs 70

statements of income see income statements; 
statements of comprehensive income

stepped fixed costs 322, 341, 742
Stern Stewart 443–4
stewardship 29, 161
stock see inventories
stock exchanges 742

see also Alternative Investment Market; 
London Stock Exchange

stocktaking 663
straight line depreciation method 96–7, 99, 

100, 742
strategic management 25–6, 742
strategic options 458, 460
strategic planning

budgets links with 458–60
investment appraisals and 580–1

strategic reports 185–7, 743
stretch targets 488
striking prices 633
student loans 503
Stuff U Sell 19
subcontracting 349–51
subordinated loans 606, 743
sub-prime loans 618–19
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subsidiary companies 146–50
sunk costs 304–7, 743

see also past costs
suppliers

credit assessments 671
users of financial information 3, 4

systemic variances, cumulative effect of 
521–2

takeovers 148–50, 743
tangible assets 47, 53, 743

see also property, plant and equipment
target costing 427–8, 743
targets

beyond budgeting 487–8
budgets 463, 502–3, 528, 532–3
profits, achieving 335–6

Tate and Lyle 517, 674
taxation

corporation tax 127–8, 139, 731
income statements 127
investment decisions 574
limited companies 127
profits before 143, 740
statements of financial position 127, 145

Ted Baker 69
Telefonica 616
tender issues 633, 743
term loans 608, 743
Termite Resources 331
Tesco 127, 264–5, 268, 272, 438, 642, 656
theft by employees 296
time

horizons, plans and budgets 460–3
investment decisions 548
orientation 13–14
time-based nature of fixed costs 321

timeliness 8, 11, 743
timing

cash flows 567
continuous or non-continuous services 88

Timpson, John 204, 486–7, 490
top-down approach, budgeting 469
total costs 369
total direct labour variances 512–13, 743
total direct materials variances 511–12, 733
total life-cycle costing 421–4, 743
total quality management (TQM) 424–6, 

669–70, 743
Tottenham Hotspur 64
Toyota 245, 487, 488–9, 490
TQM see total quality management
trade creditors see trade payables
trade debtors see trade receivables
trade finance 640
trade loading 189
trade-off theory of financial gearing 627–8
trade payables 49–50, 55, 654, 690–2, 743

average settlement period for trade 
payables ratios 249–50, 693, 729

budgets 466, 481, 482–3
cash discounts 692–3
controlling 693–5
delaying payments to 600–1
ledgers 723
settlement periods 657

trade receivables 46, 53–4, 654,  
669–70, 743

ageing schedules of 677–8, 729
allowances for 108–12, 729
average settlement period for trade 

receivables ratios 248–9, 677, 729
budgets 466, 480–1, 482
cash discounts 675–6
collection policies 676–80
credit decisions 670–2, 674
credit periods 672–4
debt factoring 676
invoice discounting 676
ledgers 723
non-payment, reducing risk of 680
outstanding, monitoring 677
patterns of receipts, monitoring  

678–9
problems 108–12
settlement periods 657
slow payers 679–80

trade references 671
trademarks 46, 62
trading shares 128
trading transactions 50–2, 712–15
transactions

recording under double-entry 
bookkeeping 709–23

trading 50–2, 712–15
transfer pricing 179–80, 743
transfers of shares 128
transmission of cash 688
trend analysis 272
trial balances 718, 743
TUI Travel 12–13, 268
turnover

inventories 247–8, 657

UK Corporate Governance Code 182–4, 743
uncompetitive markets 409
under-depreciation 102–3
understandability 8, 11, 744
Unilever 268
univariate analysis 273, 744
university degrees 304
unrealised gains and losses 170
usage variances, direct materials  

511–12, 733
useful lives 65, 96
usefulness 5–7, 11
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users 2–5
conflicting interests of 4–5
management accounting and financial 

accounting 13–15
needs from statements of financial 

position 70

valuations
businesses 70
inventories 69
non-current assets 65

value chain analysis 429–31, 744
value drivers 433–4, 744
value of accounting information 9–11
values

market 66
realisable 59, 175
residual 96, 741
see also carrying amounts; fair values; net 

present values; present values
variable costs 744

cost–volume–profit analysis 320–2
direct costs and, relationship between 

369
fixed costs and, relationship between 

369
indirect costs and, relationship between 

369
total costs and, relationship between 369
see also semi-fixed (semi-variable) costs

variable (marginal) costing 744
full costing versus 396–9

variances 505–6
adverse 507–19, 521, 728
analysis 523, 530
compensating 523–4, 731
favourable 507–18, 521, 734
fixed overhead 513–14, 519, 735
insignificant 521
investigating 520–4
labour 512–13, 519, 530
materials 511–12, 519
meaning 507, 744
non-operating profit 520, 738
problems 529–30
reports 529
sales price 509–10, 519, 741
sales volume 507–9, 519, 741
service industries 520

significant 521
systemic, cumulative effect of 521–2

venture capital 639–41, 744
verifiability 8, 11, 744
Vodafone 549, 616
volume analysis see cost–volume–profit analysis
voluntary liquidation 123
Volvo 245, 341

W H Smith 674
WACC (weighted average cost of capital) 627–8
Wal-Mart 660
WDV (written-down values) see carrying 

amounts
wealth

creation 27, 28–9
enhancement 27
generation, effectiveness 112–13
maximisation 559
net present values and 567
see also profits

weighted average cost of capital (WACC)  
627–8

weighted average cost (AVCO) 104, 105–8, 744
Weinstock, Lord 280
Western Desert Resources 331
Whole Foods Market 447–8
whole life-cycle costing see total life-cycle 

costing
working capital 653

cycle 654–5
definition 654–5, 744
managing 655
scale of 655–8
statements of cash flows 213
see also cash; inventories; trade payables; 

trade receivables
WorldCom 191
written-down values (WDV) see carrying 

amounts

Yagil, J. 578
year-end assumptions 574

Z-score models 276–8
zero activity 326
zero-base budgeting (ZBB) 474–6, 744
zero-coupon convertible bonds 611
Zmijewski, M.E. 273
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