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  Why study accounting? 
 This book provides a solid introduction to accounting for those students who are 
required to study it as part of a non-accounting course. It is also of benefit to those 
managers in business, government or industry whose work involves them in dealing 
with accounting information. 

 Non-accountants are often puzzled why they are required to take a course in account-
ing, and even more so when they have to take a demanding examination at the end of 
it. The fact is that these days, no matter what your job, you need to have some knowl-
edge of accounting matters. The main reason for this is that for different specialists to 
talk to each other they have to speak in a language that everyone understands. In busi-
ness (in its widest sense) that language is money and that happens to be the accountants’ 
language. The use of a common language enables all the various activities that take place 
within a business to be translated into monetary terms and for all reports to be prepared 
on the same basis. So if you need to know what is going on in other departments (as 
you almost certainly will), you will find it much easier if you speak the language of 
accounting. 

  The book’s purpose 
 The problem with many accounting textbooks is that they are written primarily for 
accounting students. As a result, they go way beyond what a non-accountant needs. 
This book is different. The subject is not covered superficially but it avoids going into 
the technical detail that is of relevance only to accountants. Nevertheless, by the time 
you get to the end of the book you will have gained a perfectly adequate knowledge and 
understanding of accounting that will enable you to talk to accountants with great 
confidence and which will help you to do your job much more effectively.  

  Some guidance for lecturers 
 The book is divided into four parts.  Part   1    introduces students to the world of account-
ing,  Part   2    deals with financial accounting,  Part   3    with financial reporting and  Part   4    
with management accounting. 

 As you will probably be aware, many further and higher education institutions now 
operate a modular structure for the delivery of their courses. This book is particularly 
useful if your own institution does the same. Some accounting syllabi for non-account-
ing students combine both financial accounting and management accounting in one 
module while others split them between separate modules. The book is designed so that 
it can easily be adapted irrespective of whether you combine them or split them. 

 It is highly unlikely, of course, that the contents of the book will match precisely the 
syllabus requirements of your own course. There are bound to be topics to which you 
give more or less emphasis and there will be others that are not covered at all in the 
book. Nevertheless, the book has now been widely used throughout the UK and in many 
overseas countries for over 25 years. From the feedback that has been received, the 
contents appear to continue to meet the main requirements of most introductory 
accounting courses for non-accounting students. 

  Preface 
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xiv    Preface

There is one topic, however, that splits opinion right down the middle: double-entry 
bookkeeping. Some lecturers are absolutely convinced that non-accounting students 
need to have a grounding in this topic if they are to understand where the information 
comes from, what problems there are with it and how it can be used. Other lecturers 
are adamant that it is totally unnecessary for non-accounting students.

As opinion is so evenly divided on this subject we have decided to retain double-entry 
bookkeeping in the main part of the book. If you do not include the topic in your syl-
labus it can be easily left out by skipping the whole of Chapter 3 (Recording data) and 
possibly parts of Chapter 4 (Sole trader accounts). You could then pick up the thread 
of the book in Chapter 5 (Company accounts), provided you are sure that your students 
know something about a trial balance, a statement of profit or loss , and a statement of 
financial position.

In this edition we have taken the opportunity to revise and update the eighth edition. 
There are no structural changes made to this edition but a number of chapters have been 
significantly rewritten or updated:

1	 Chapter 2 (Accounting rules and regulations),
2	 Chapter 7 (Statement of cash flows), and
3	 Chapter 10 (Interpretation of accounts).

By their nature, substantial additions and revisions have had to be made to two other 
chapters: Chapter 11 (Contemporary issues) and Chapter 20 (Emerging issues). It has 
not been too difficult to select contemporary financial issues for Chapter 11 because the 
various accounting bodies have a clearly established development programme and the 
financial reporting world has been sufficiently dynamic to present us with ample exam-
ples to choose from for discussion.

It has proved much more difficult to select emerging management accounting issues 
for the Chapter 20. Management accounting is not as fast moving as financial account-
ing and, as yet, there is no such body as a ‘management accounting standards board’ 
driving the discipline forward. The main source comes from accountants pursuing aca-
demic research in universities but as yet there is no consensus on what changes are 
needed. When preparing this chapter, therefore, we examined the syllabi of several 
accounting bodies and also took note of various suggestions made by reviewers. These 
two sources enabled us to select some likely emerging management issues over the next 
few years.

The old feature of interspersing the text with news clips has been retained. News clips 
are brief extracts or summaries of recent newspaper articles that are of relevance to the 
particular chapters in which they are placed. They are intended to demonstrate that the 
accounting matters discussed in the various chapters are not theoretical but that they 
are of practical importance and relevance in the real world.

The news stories introduced into an earlier edition at the beginning of each chapter 
have been replaced with more recent ones. As before, broad questions on each of these 
stories may then be found towards the end of the chapter. Students are strongly encour-
aged to have a go at answering these questions even though some of the issues covered 
may sometimes appear to be somewhat beyond non-accountants. However, it would be 
surprising if this were to be the case since most of them were first published in newspa-
pers intended for a general audience.

As publicly traded companies in the European Union (EU) are now required to pre-
pare their financial statements in accordance with International Accounting Standards 
(IASs), various amendments have had to be made throughout the text. Most notably 
this has resulted in the update of the terminology in the financial accounting part of the 
textbook. This has caused a problem for a book aimed at non-accountants as financial 
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  Preface    xv

statements have become more and more difficult to understand. However, strenuous 
attempts have been made to keep the text as simple and as relevant as possible.

An additional complexity is that non-listed companies in the UK can adopt UK 
accounting standards while listed companies must adopt international ones. A similar 
problem may arise in other EU countries if non-listed companies are allowed to adopt 
their own accounting standards.

This problem was particularly acute when choosing the names of the financial state-
ments to be used throughout the text. As far as published accounts are concerned, we 
have limited our discussion to IAS-prepared statements as these are of relevance to all 
EU-based students as well as to students based in other non-EU countries.

Some guidance for college and university students
If you are using this book as part of a formal course, your lecturer should have provided 
you with a work scheme. The work scheme will outline just how much of the book you 
are expected to cover each week. In addition to the work done in your lecture you will 
probably have to read each chapter at least twice.

As you work through a chapter, you will come across a number of ‘activities’. Most 
of them require you to do something or to find something out. The idea of these activi-
ties is to encourage you to stop your reading of the text at various points and to think 
about what you have just read.

There are few right and wrong answers in accounting so we want you to gain some 
experience in deciding for yourself what you would do if you were faced with the type 
of issues covered in the activities.

You are also recommended to attempt as many of the questions that follow each 
chapter as you can. The more questions that you do, the more confident you will be 
that you really do understand the subject matter. However, avoid looking at the answers 
(there are some at the back of the book) until you are absolutely certain that you do not 
know how to do the question. If the answer is not at the back of the book, ask your 
lecturer to download it for you from the Lecturer’s Guide.

Some guidance for students studying on their own
If you are studying accounting without having the opportunity of having face-to-face 
tuition, we suggest that you adopt the following study plan.

1	 Organise your private study so that you have covered every topic in your syllabus at 
least two weeks before your examination. A proven method is to divide the number 
of weeks (or perhaps days!) you have available by the number of topics. This gives 
you the average time that you should spend on each topic. Allow for some topics 
requiring more time than others but don’t rush though a topic just because you are 
behind your timetable. Instead, try to put in a few extra hours that week.

2	 Read each chapter slowly. Be careful to do each activity and to work through each 
example. Don’t worry if you do not understand each point immediately. Read on to 
the end of the chapter.

3	 Read the chapter again, this time making sure that you understand each point. If 
necessary, go back and re-read and repeat until you do understand the point.

4	 Attempt as many questions at the end of each chapter as you can, but do not look at 
the answers until you have completed the question or you are certain that you cannot 
do it. The questions are generally graded so the more difficult ones come towards the 
end. If you can do them all without too much difficulty, then you can move on to the 
next chapter with great confidence. However, before you do, it is not a bad idea to 
re-read the chapter again.
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xvi    Preface

More guidance for all students
At this early stage of your accounting career we want to emphasise that accounting 
involves much more than being good at doing simple arithmetic (contrary to popular 
opinion, it is not highly mathematical). The solution to many accounting problems often 
calls for a considerable amount of personal judgement and this means that there is 
bound to be an element of subjectivity in whatever you decide to do.

The simplified examples used in this book illustrate some complicated issues and 
problems in the real world that are not easily solved. You should, therefore, treat the 
suggested answers with caution and use them as an opportunity to question the meth-
odology adopted. This will mean that when you are presented with some accounting 
information in your job, you will automatically subject it (rightly) to a great deal of 
questioning. That is as it should be because, as you will shortly discover, if you were an 
accountant and you happened to be asked ‘What do 2+2 make?’ you might well reply 
by asking another question: ‘What do you want it to make?’

Puzzled? Intrigued? Then read on – and good luck with your studies.

An explanation
In order to avoid tedious repetition and tortuous circumlocution, the masculine pronoun 
has generally been adopted throughout this book. No offence is intended to anyone, 
most of all to our female readers, and we hope that none will be taken.
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ACCOUNTING

In Part 2 we outline the principles of double-entry bookkeeping and explain how to prepare financial 
accounts for sole traders, companies and for some other types of entities in the not-for-profit sector. 
The relationship of Part 2 to the rest of the book is shown below.

2
PartFINANCIAL ACCOUNTING
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 Statement of cash flows 
   7 

    Chapter

 You might not know the company’s name, 
but you are definitely familiar with its big-
gest product – the £64bn of UK banknotes 
in circulation. 

 De La Rue is the company which pro-
duces the £5, £10, £20 and £50 notes for 
the Bank of England; and despite the rise 
of contactless payment and people’s will-
ingness to pay by plastic, it has no worries 
about the future of printed money. 

 ‘Even though we’re using credit and 
debit cards more than ever, people still 
have cash in their wallet,’ says chief execu-
tive Martin Sutherland. ‘It’s convenient, 
it’s free at point of use, classless – not eve-
ryone has a bank account – and most of 
all, it’s reliable. Cash is the payment 
mechanism of last resort, it will still work 
when there’s a power cut or the card reader 
won’t scan.’ His confidence is backed up 
by data. Industry analyst Smithers Pira 
says the banknote market in Western 
Europe is growing at about 2.5% a year, 
with much higher rates in regions with 
more developed nations. 

 ‘We’re focused on emerging econo-
mies where cash is king,’ says Sutherland, 

adding that about 85% of De La Rue’s 
business is for foreign markets, with the 
company involved in the design, produc-
tion or issuing of banknotes in about 140 
countries. 

 De La Rue is the biggest commer-
cial printer of banknotes in the world – 
in some countries print works are 
state-owned – and it’s also one of the 
most historic. The company has been 
printing banknotes for more than two 
centuries. 

 Just over a year ago De La Rue had its 
10-year deal with the Bank of England – 
believed to be the company’s biggest con-
tract – renewed for another decade. 

 ‘We are generally seen as the leading 
designer of banknotes and passports but 
we have to be innovative about the secu-
rity features we introduce because we are 
in an arms race with counterfeiters,’ he 
says. ‘The longer a particular feature is in 
circulation, the more time they have to 
work out how it is done and how to repro-
duce it, so we have to be constantly intro-
ducing new ideas.  We’re a 
counter-counterfeiting business.’ 

  Is the end of cash near?. . . . 

  Cash is king, says UK banknote 
printer De La Rue 
   Alan Tovey,    Industry Editor for  The Telegraph   
  

  Source:  Extract from  The Telegraph,  30 December 2015. 

  Questions relating to this news story can be found on page  170 . ➨    
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   Why this chapter is important 
 This chapter is important for non-accountants for the following reasons: 

   1   To distinguish between capital and revenue items.     This is often a matter of judgement and it is not 
one that is always easy to make. You should not leave the decision entirely to your accountants 
because it has a major impact on the profit that your entity makes. Make sure that you get 
involved in the decision  

  2   To be aware of the impact of subjective judgements on the accounts.     Subjective judgements are 
involved in preparing annual (or periodic) accounts. The main adjustments are for inventory, 
depreciation, accruals and prepayments, and bad and doubtful debts. The decisions that are taken 
can have significant effect on how much profit you make. So once again, don’t leave it to your 
accountants to decide what to do.  

  3   To understand that cash is not the same as profit.     It is vital that you understand the difference 
between  cash  and  profit.  If you don’t, your entity is likely to go bankrupt. Just because you have made 
a profit doesn’t necessarily mean that you’ve got the same amount of money in the bank. All sorts 
of adjustments are made to the cash position before accountants arrive at what is called ‘profit’. 
Profit is  not,  repeat  NOT,  therefore, simply the difference between cash received less cash paid.     

!

 By the end of this chapter you should be able to: 

  ●   prepare a simple set of financial statements for a trading entity;  

  ●   make adjustments in sets of financial statements for inventory, depreciation, accru-
als and prepayments, and bad and doubtful debts;  

  ●   list the main defects of historical cost accounting;  

  ●   explain why accounting profit is not the same as an increase in cash.  

 Learning 
objectives 

  Banks to face €61.5bn hit from new account-
ing rules 

 News clip 

 New accounting rules could force Europe’s 
top banks to recognise an extra €61.5bn in 
loan losses, new analysis shows. Spain’s 
Caixa, Italy’s UBI and the United Kingdom’s 
Standard Chartered are the most affected by 
the change in the IFRS 9 rules. Banks that 

would see the slightest impact include Credit 
Suisse, UBS, Virgin Money and Nordea. 
While the rules do not come into force until 
2018, Barclays said some banks with excess 
capital might ‘soften the one-off impact’ by 
taking higher provisions in 2016 and 2017.   

 Source:  Adapted from  www.ft.com , 1 September 2015.

     Preparing basic financial statements    

 In this section we are going to explain how to prepare a basic set of financial statements 
for a sole trader. Such a set is usually made up of the following: 

   (a)   a calculation of annual profit, which is known as the statement of profit or loss 
(SPL);  
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assets and investments while financing activities include cash from the sale and purchase 
of the company’s own shares, debentures and loans.

Walt Disney’s cash flow in 2015

News clip

In 2015, Walt Disney Co increased its cash 
reserves by 24.79%, or $848m. The com-
pany earned $10.91bn from its operations 
for a cash flow margin of 20.79%. In 

addition, the company used $4.25bn on 
investing activities and also paid $5.51bn 
in financing cash flows

Source: Adapted from www.ft.com, accessed 26 March 2016.

The standard allows a great deal of discretion about what to include under each 
heading but as with anything in accounting, once choices are made, they have to be 
applied consistently over time. For example, there is a choice about where to show the 
cash flows related to interest and dividends (a choice that also exists in FRS 102 but 
which we choose to delay the explanation of). Interest and dividends received and paid 
may be classified as operating, investing or financing cash flows.

The direct method is the method encouraged by IAS 7 (although an entity may choose 
to use the indirect method).

Real-life example
Here is what a SCF looks like for a real business: De La Rue (remember the business 
you read about at the start of the chapter, the company which prints out money?). The 
De La Rue group prepares its accounts under IFRS as adopted by the EU and this is 
what its statement of cash flows looks like for the latest available accounting period 
(Figure 7.5).

Notes 2015 £m 2014 £m

Cash flows from operating activities

Profit before tax 38.9 59.8

Adjustments for:

Finance income and expense 11.9 12.0

Depreciation and amortisation 24.8 28.3

Decrease/(increase) in inventory 5.7 (6.1)

Decrease/(increase) in trade and other receivables 0.1 (11.5)

Decrease in trade and other payables (5.4) (0.9)

Decrease in reorganisation provisions (0.3) (6.0)

Special pension fund contributions (18.6) (11.5)

Loss/(profit) on disposal of property, plant and 
equipment and software intangibles

2.2 (4.0)

Asset impairment 3.8 14.2

Other non-cash movements 0.5 (0.4)

Cash generated from operating activities 63.6 73.9

Tax paid (9.3) (11.2)

Net cash flows from operating activities 54.3 62.7
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run. Users of accounts need, therefore, information about an entity’s cash position  AND  
its profitability. 

 In the next section we explain how to prepare an SCF so that when you come across 
one, you will know where the information has come from, what it means and what you 
should do about it.   

 Go through  Figure   7.1    identifying the main item that explains why a favourable cash balance 
of £5,000 has turned into a £400,000 overdraft. 

 Activity 7.1 

  Preparation 

 There are two recognised ways of preparing an SCF: the  direct method  and the  indirect 
method.  In the past, most companies opted for the indirect method but with the intro-
duction of new accounting rules, the direct method is encouraged. During your career 
you might well come across both the direct and the indirect methods so we will show 
you both methods using the same example. First, the direct method. 

  The direct method 
 Under the direct method an SCF is prepared directly from entries made in the cash book 
(hence the name). It is a conceptually easy and simple way of preparing a SCF.  

Preparation 

  Preparation of a statement of cash flows 

 The following information summarises all cash-related transactions for Durton Ltd in 2016: 

   1   Durton Ltd had £20,000 cash in its Barclays Bank account at the start of 2016.  

  2   On 1 January 2016 the company took out a £100,000 loan from Barclays Bank. The loan has an 
annual interest rate of 10%. The interest on the loan was paid on time in 2016.  

  3   Durton Ltd sells its products to customers on credit (the agreed credit term is 30 days). During 
2016, it received £970,000 from customers in respect of sales of inventory made to them.  

  4   Durton Ltd purchases components for its products on credit (the agreed credit term is also 30 
days). During 2016, it paid £680,000 to suppliers for purchases of components.  

  5   A new production line was acquired in the year at a cost of £150,000.  

  6   Salaries paid for the year amounted to £35,000. Various other operating expenses paid for by the 
business amounted to £100,000 for the year.  

  7   £30,000 was paid to shareholders as dividends.  

  8   Last year’s tax liability to HMRC of £40,000 was settled in 2016.   

 The above transactions are posted to the cash book by the accountant. It looks like this: 

  Durton Ltd  
  Cash book summary for the year to 31 December 2016 

 Receipts  £000  Payments  £000 

 Balance b/f  20  Trade payables  680 

 10% loan  100  Salaries  35 

 Trade receivables  970  Operating expenses  100 

 Loan interest  10 

 Example 
 7.1 

➨
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  Learning 
objectives  
are provided 
in each 
chapter. 

  Examples  are spread throughout the 
chapter.             

  Part openers  contain a diagram to help you find 
your way around the book.             

  Chapter openers  feature a topical news article relat-
ing chapter content to the real world, and there are 
shorter  News clips  throughout.             

  Why this chapter is important  explores 
the applications and benefits of chapter 
content for the non-accountant.             

  Guided tour             
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  ●   Helpful.     Assist in digging out the information that they require.  
  ●   Considerate.     Take into account your other responsibilities and give you a realistic 

amount of time to provide any information that they require.  
  ●   Courteous.     Avoid threatening implicitly or explicitly any disciplinary action.  
  ●   Instructive.     Guide you through the mechanics of the management accounting system 

that relate to your responsibilities.   

 In practice, the above requirements may be somewhat idealistic. Sometimes, for ex-
ample, senior managers do not encourage a participative approach and they may not 
always be willing to provide appropriate training courses. The management accountants 
in the entity then have a responsibility to point out to the senior managers that the plan-
ning and control systems that operate in such an environment are not likely to be 
particularly successful. 

 It must also not be forgotten that the relationship between management accountants 
and non-accountants is not one-sided and that non-accountants have an equal responsibil-
ity to be cooperative. Clearly, management accountants will find it difficult to work with 
staff who adopt a resentful or surly manner and who try to make life difficult for them.      

 Suppose that as a departmental manager you received an e-mail from the chief management 
accountant containing the following statement: 

  I wish to inform you that you overran your budget by £10,000 for March 2016. 
Please inform me immediately what you intend to do about this overspend. Furthermore, 
I will need to know why you allowed this gross piece of mismanagement to occur.  

 How are you likely to respond to such an e-mail? Write down your thoughts. 

 Activity 12.2 

  Conclusion 

 This chapter has provided a foundation for a more detailed study of management 
accounting. Management accounting is one of the six main branches of accounting. Its 
main purpose is to supply information to management for use in planning and 

Conclusion 

  Questions you should ask 
 Some entities impose a management accounting system on their managers and they are 
expected to do just as they are told. However, experience suggests that such an approach does 
not work. It is much better to involve staff in the detailed implementation and operation of 
information systems. What approach does  your  own organisation take? We suggest that you 
ask the following questions (but remember to be tactful!). 

   ●   Who wants this information?  

  ●   What is it for?  

  ●   What’s going to happen to it?  

  ●   Will I get some feedback?  

  ●   What will I be expected to do about it?  

  ●   May I suggest some changes?  

  ●   How can I help to improve what is done?   

!
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  Conclusion 

 We have come to the end of a complex chapter. You may have found that it has been 
extremely difficult to understand just how standard cost variances are calculated. For-
tunately it is unlikely that as a non-accountant you will ever have to calculate them for 
yourself. It is sufficient for your purposes to understand their meaning and to have some 
idea of the arithmetical foundation on which they are based. 

 Your job will usually be to investigate the  causes  of the variances and to take neces-
sary action. A standard costing system is supposed to help managers plan and control 
the entity much more tightly than can be achieved in the absence of such a system. 
However, it can only be of real benefit if managers find that the information that they 
receive helps them do a better job.      

Conclusion 

 Key points     1   A standard cost is the planned cost of a particular unit or process.  

   2   Standard costs are usually based on what is reasonably attainable.  

   3   Actual costs are compared with standard costs.  

   4   Corrective action is taken if there are any unplanned trends.  

   5   Three performance measures used in standard costing are the efficiency ratio, the 
capacity ratio and the production volume ratio.  

   6   Variance analysis is an arithmetical exercise that enables differences between actual 
and standard costs to be broken down into the elements of cost.  

   7   The degree of analysis will vary, but usually a total cost variance will be analysed into 
direct material, direct labour, variable overhead and fixed overhead variances and 
such variance will be sub-analysed into quantity and expenditure variances.  

   8   Sales variances may also be calculated, the total sales variance being analysed into 
a selling price variance and a sales volume profit variance.  

   9   The variances help in tracing the main causes of differences between actual and 
budgeted results but they do not  explain  what has actually happened – they are 
merely the starting point for a more detailed investigation.   

     Check your learning 

   1    Explain what is meant by the following terms: (a) a standard, (b) a standard cost, 
(c) a variance, (d) variance analysis.   

   2    List four uses of standard costing.   

   3    What type of entities might benefit from a standard costing system?   

   4    How long should a standard costing period be?   

   5    What is (a) a basic standard, (b) an attainable standard, (c) an ideal standard?   

Check your learning 
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   6    Name four types of information required for a standard costing system.   

   7    What is meant by ‘a standard hour’?   

   8    Name three standard cost performance measures.   

   9    What are their respective formulae?   

   10    Complete the following equations: 

   (a)   direct materials    total = _________ + _________     

  (b)   direct labour    total = _________ + _________     

  (c)   variable production overhead    total = _________ + _________     

  (d)   fixed production overhead    total = _________ + _________        

   11    What is (a) an adverse variance, (b) a favourable variance?   

   12    Complete this equation: total sales    variance = _________ + _________      

   13    Complete this statement: a standard cost operating statement links the budgeted 
profit to the _________ _________ for the period.    

  News story quiz 

  Remember the new story at the beginning of this chapter? Go back to that story and 
reread it before answering the following questions.  

 In a relatively short piece this news story suggests that standard costing is a  business 
strategy.  The basic procedures behind it appear to be fairly straightforward. However, 
as you worked your way through the chapter, you probably began to realise that there 
is a great deal more to standard costing than the piece suggests.  

 Questions  
   1    What is a ‘business strategy’?   

   2    Can selling prices be based solely on what they  cost  to make?   

   3    Does this news story provide a reasonable summary of standard costing?    

  Tutorial questions 

  The answers to questions marked with an asterix can be found in Appendix 4.  

   16.1    Is it likely that a standard-costing system is of any relevance in a service industry?   

   16.2    ‘Standard costing is all about number crunching and for someone on the shop floor 
it has absolutely no relevance.’ Do you agree with this statement?   

   16.3    ‘Sales variance calculations are just another example of accountants playing around 
with numbers.’ Discuss.   

News story quiz 

Tutorial questions 
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Pennine Heating Systems Limited is a small heating and ventilation system company 
located in the West Yorkshire town of Dewsbury. It provides customer-designed sys-
tems for small businesses. The systems are designed, manufactured and installed spe-
cially for each customer. This means that each individual contract has to be priced 
separately.

The company had expanded rapidly in recent years but as it had done so its overhead 
costs had continued to increase. The managing director, Ali Shah, had always insisted 
that contracts should be priced on an absorption cost basis. This was not a problem 
in the early days of the company. There was then a considerable demand for what 
Pennine Systems was able to offer and customers almost always accepted whatever was 
quoted.

More recently, however, the demand for heating and ventilation systems had become 
less strong, competitors had come into the market, the national economy was in reces-
sion and customers were much more conscious about their costs than they used to be 
when the economy was expanding.

So while Pennine’s reputation was good, it had to be particularly sensitive about the 
price that it charged for its orders. Indeed, Ali sensed that the company was beginning 
to lose some business because its quotations were too high. He wondered whether he 
should review the pricing system in order to make sure that the company attracted suf-
ficient business.

Ali was reminded of what he had intended to do late one Friday night when a request 
for a quotation landed on his desk. On the Monday, he asked Hugh Rodgers, his pro-
duction manager to cost and price it. He had the results on the Wednesday morning. 
Hugh’s calculations were as follows.

Case 
study Pricing

After preparing this case study you should be able to:

●	 distinguish between an absorption costing approach and a marginal costing 
approach;

●	 prepare a quotation for a customer using a number of different costing approaches;

●	 identify a number of other factors that must be considered when preparing a 
quotation.

Learning 
objectives

Location: Dewsbury, West Yorkshire

Company: Pennine Heating Systems Limited

Personnel: Ali Shah, Managing Director

Hugh Rodgers, Production Manager

Background

Synopsis
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Activities test student understanding at regular intervals throughout the chapter.

News story  
quizzes  
provide  
thought- 
provoking 
questions 
relating to  
topical news 
articles.

Key points recap 
the main concepts 
studied in the 
chapter.

Case studies appear at the end of  
parts.

Questions you should ask are questions busi-
ness managers might ask to assist in 
the decision-making process.

Check your learning tests absorption of chapter con-
tent and offers a useful revision aid.

Tutorial questions offer ideas for 
assignments or class discussion.

Visit the Companion Website at www.pearsoned.co.uk/dyson to find further practice questions, study material 
and links to relevant sites on the World Wide Web. See page vii for full contents.

xviii    Guided tour
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 AAT  Association of Accounting Technicians 
 ABB  Activity-based budgeting 
 ABC  Activity-based costing 
 ABCM  Activity-based cost management 
 ABM  Activity-based management 
 AC  Average cost 
 ACCA  Association of Chartered Certified Accountants 
 AMT  Advanced manufacturing technology 
 ARR  Accounting rate of return 
 ASB  Accounting Standards Board 
 ASC  Accounting Standards Committee 
 ASSC  Accounting Standards Steering Committee 
 BB  Beyond budgeting/Better budgeting 
 BBC  British Broadcasting Corporation 
 CA  Chartered Accountant/Companies Act 
 CE  Capital employed/expenditure 
 CI  Capital investment 
 CIMA  Chartered Institute of Management Accountants 
 CIPFA  Chartered Institute of Public Finance and Accountancy 
 Cr  Credit 
 DCF  Discounted cash flow 
 Dr  Debit 
 EA  Environmental accounting 
 ED  Exposure draft 
 EMA  Environmental management accounting 
 EPS  Earnings per share 
 EU  European Union 
 FA  Financial accounting 
 FASB  Financial Accounting Standards Board 
 FCA  Financial Conduct Authority 
 FIFO  First in, first out 
 FRC  Financial Reporting Council 
 FRS  Financial Reporting Standard 
 FTSE  Financial Times and London Stock Exchange 
 GAAP  Generally accepted accounting principles 
 GBV  Gross book value 
 HCA  Historic cost accounting 
 HP  Hire purchase 
 IAS  International Accounting Standard 
 IASB  International Accounting Standards Board 
 IASC  International Accounting Standards Committee 

  Abbreviations 
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xxii    Abbreviations

ICAEW Institute of Chartered Accountants in England and 
Wales

ICAI Institute of Chartered Accountants in Ireland
ICAS Institute of Chartered Accountants of Scotland
IFAC International Federation of Accountants
IFRS International Financial Reporting Standard
IFRSF International Financial Reporting Standards 

Foundation
IRR Internal rate of return
JIT Just-in-time
KPI Key performance indicator
LCC Life cycle costing
LIFO Last-in, first-out
LLP Limited liability partnership
LSE London Stock Exchange
LTD Limited
MA Management accounting
MV Market value
NBV Net book value
NCF Net cash flow
NPV Net present value
PBIT Profit before interest and tax
PFI Private finance initiative
PI Performance indicator
PLC Public limited company
PLCC Product/project life cycle costing
R&D Research and development
RI Residual income
ROCE Return on capital employed
SBU Strategic business unit
SC Standard cost/costing
SCE Statement of changes in equity
SCF Statement of cash flows
SFP Statement of financial position
SI Statutory Instrument
SMA Strategic management accounting
SME Small and medium-sized enterprise
SPL Statement of profit or loss
SRE Statement of retained earnings
SSAP Statement of Standard Accounting Practice
TB Trial balance
TOC Theory of constraints
TQM Total quality management
UK United Kingdom
VA Value added
VCA Value chain analysis
WACC Weighted average cost of capital
ZBB Zero base budgeting
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MANAGEMENT 
ACCOUNTING

This book is divided into four main parts, as shown below. Part 1 contains two chapters. In Chapter 1 
we provide some background about accounting, the accountancy profession and the organisations 
that accountants work for. In Chapter 2 we outline the rules and regulations that accountants are 
expected to follow when preparing accounting statements.

1
PartIntroduction to Accounting
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 Accounting and the business world 
1

         chapter 

     News clip 

  The most common routes to the 
top job in FTSE 100 companies   
  The general career backgrounds of 
today’s FTSE 100 CEOs remain similar 
to those analysed in previous years’ 
studies with 52% having a financial 
background. 

 Phil Sheridan, the UK Managing Direc-
tor at Robert Half, said: ‘Finance has again 
proven itself to be the route to the top of 

Britain’s biggest businesses as the ability to 
provide strong financial leadership and 
commercial acumen continues to be a key 
asset of FTSE 100 CEOs.  Professionals 
with an education or background in 
finance are highly sought after by organ-
isations and demand continues to out-
weigh supply in today’s job market. ’      

Questions relating to this news story can be found on page  22 .  ➨

 

       source: extract adapted and graphics reproduced from the 2015 robert half Ftse 100 ceo tracker 
report, with the permission of the copyright owner. 
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CHapter 1  Accounting and the business world    3

About this chapter
This chapter sets the scene for the rest of the book.

The chapter begins with what accounting is and an explanation of why it is vital for you as a non-
accountant to study accounting. It then gives a brief explanation of the nature and purpose of account-
ing and of its historical development. This is followed by an outline of the main branches of accounting 
and how one becomes an accounting professional. The last main section of the chapter gives a brief 
overview of the main forms and structures used to set up and run businesses and other enterprises.

By the end of this chapter you should be able to:

●	 summarise the nature and purpose of accounting;

●	 outline its history;

●	 explain why you need to know something about it in the context of your main sub-
ject of study and your career aspirations;

●	 identify the main branches of accounting;

●	 list the principal UK accountancy bodies;

●	 describe the most important types of public and private entities.

Learning 
objectives

Why accounting is important!

The importance of financial education

News clip

The importance of financial literacy and 
specifically the need to promote financial 
education has been recognised as an impor-
tant contributor to improved financial 
inclusion and individuals’ f inancial 
well-being, as well as a support to financial 

stability. The relevance of financial educa-
tion policies is acknowledged at the highest 
global policy level and has received 
endorsement by the G20 Leaders and 
APEC Finance Ministers.

You’ve probably got hold of this book because you’re a student. You may be doing a certificate, 
diploma or degree course in perhaps business, marketing, human resource management, economics, 
banking, engineering, languages, law, management or one of the sciences, to name but a few pos-
sibilities. And then you find to your horror that you have to do some accounting. Why?

OK, we’ll try to explain. You probably have a vague idea that accounting has something to do with 
numbers and profits and tax and, er, stuff but you are certainly not sure what that has to do with the 
subject you’re studying. And you resent it.

Right. You might be surprised then to find out that accounting information has to do with many 
things in a business (from procurement of a new IT systems, through hiring or firing staff, to financing 
the development of a new product) and impacts on many people in a business (from the marketing 
manager who has to manage an advertising budget to a banker who has to make lending decisions 
to a small jewellery shop owner who has to price her products appropriately). Not to mention that 
we all use accounting in our personal affairs – managing the income that we get from our employer 
or business and allocating that to various items of spending, calculating and paying our taxes and 
saving and investing to grow our personal wealth.

Source: Adapted from the abstract of Financial Education for Youth, an OECD Report, April 2014.
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 4    PART 1  introduction to Accounting

 Accounting information is just information. And like all information it can be useful for making 
decisions – if you get hold of it, understand it and act on it. 

 Accounting (the process by which accounting information is generated) is basically about record-
ing business transactions and summarising them in a way which is useful to people who need to 
know that information to make decisions – like shareholders and managers (e.g. the marketing 
managers, the human resource managers and the production managers). Perhaps just like you hope 
to be. ‘so what?’ you might well ask. ‘if i need it or want it, i’ll just ask the accountants to get it for 
me.’ that’s fine, but if you were a manager, would you really be quite happy to accept at face value 
 all  that the accountants gave you? would you know what it meant, how reliable it was, what you 
were supposed to do with it or what are the right decisions to be made on the basis of it? we suspect 
that if you really think about the repercussions of  not  questioning what your accountants gave you, 
you would be (to say the least) a little unhappy. Maybe even a bit worried, especially if you were 
legally responsible for it all (and under uK law, the directors are responsible for the accounting 
records and the preparation of accounts by the businesses they manage). 

 the point we are making is that accountants provide a service for other people. Most accountants 
are probably highly qualified, experienced and good at their job, but as accountants they should not 
make the  decisions.  that is the manager’s job – it could be your job and you will know much more 
about your business than any accountant. rest assured that there is no doubt that you will be able 
to make even  better  decisions: (a) if you have some knowledge and some understanding of the 
nature of accounting information and (b) if you know what it can and what it cannot do in helping 
you plan and control your business. 

 so in a sentence, if you know something about accounting, you will become a  better  manager. by 
the end of this book you will be well on the way to becoming one. 

 this first chapter sets the scene for what follows. it is important because it provides you with the 
necessary background information to enable you to become a better manager.   

     Nature and purpose 

 We begin our accounting studies by giving a brief explanation of what accounting  is  
and what it  does.  We will then tell you something of what it  doesn’t  do. For our purposes 
we will use the following definition of accounting:  

 Accounting is a service provided for those who need information about an entity’s 
financial performance, its assets and its liabilities. 

 This definition contains a number of features that require some explanation: 

   ●	   Service.     Accounting is of assistance to other people – if nobody wanted the service, 
there would be no such thing as accounting.  

  ●	   Information.     The information traditionally collected by accountants is restricted to 
what can be quantified and translated into monetary terms.  

  ●	   Entity.     An entity is a jargon term used by accountants to describe any type of organi-
sation, e.g. a person running his (or her) own business or a company.  

  ●	   Financial performance.     The financial performance is usually judged by matching 
incomes received with expenditure incurred over a period of time (usually one year) 
to calculate profit made in that period.  

  ●	   Assets.     In accounting, an asset is regarded as being a resource acquired by an entity 
as a result of a past event and that will result in a future economic benefit for the 
entity. For example, the purchase of plant and machinery will provide a benefit over 
very many years and thereby help the entity generate income in those years.  
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CHAPTER 1  Accounting And the business world     5

  ●	   Liabilities.     A liability in accounting is defined as an obligation arising from a past 
event. For example, you may have bought some furniture but you don’t have to start 
paying for it until next year. So for the time being, what you owe is a debt or an 
obligation, i.e. a liability.   

 The above summary shows that accounting information is somewhat restricted: 

   ●	   It relates to only one entity (although it is possible to aggregate accounting informa-
tion for groups of entities).  

  ●	   It has to be quantifiable.  
  ●	   It must be capable of being converted into monetary terms.  
  ●	   It relates to an arbitrary period of time.  
  ●	   A distinction is made between economic benefits that relate to past, current and 

future periods.   

 Non-accountants are often surprised when they realise that accounting information is 
restricted in such ways. This gives rise to what is sometimes called the  expectations gap,  
i.e. when users expect accounting to do more than it can. 

 The expectations gap often causes considerable misunderstanding between account-
ants and the public, especially when an ‘accounting scandal’ erupts from time to time. 
Such scandals are often the result of genuine accounting problems but the public tend 
to think that they can all be put down to fraud. There have been many examples of 
high-profile financial fraud and accounting scandals in recent times. In 2008, Lehman 
Brothers, a global financial services firm, went bankrupt (curiously only in 2007 it had 
been voted Number 1 ‘Most Admired Securities Firm’ by  Fortune  Magazine). It alleg-
edly hid billions of loans disguised as sales. Closer to home, in early autumn 2014, we 
saw billions wiped off Tesco’s value as the profit overstating scandal broke: Tesco had 
been artificially manipulating payments to and from suppliers. Questionable accounting 
practices certainly come to the fore in such high-profile cases. 

 We now move on to give you a review of the historical development of accounting. 
We do so in the next section.   

 look up the definition of accounting in three different sources. copy the definitions into your 
notebook. then outline your ideas about how accounting and accounting information, as defined 
in the sources you referred to, could be helpful to you in the job or career you aspire to be in (in, 
say, 5 or 10 years time). Maybe you plan to run your own business, or to be involved in product 
design, or work in an advertising agency, or invest on the stock market while working for a big 
bank? whatever your dream is – explain how accounting and accounting information might be 
used in your professional and personal life and what benefits would that bring to you. 

 Activity 1.1 

  Historical development 

 The word  account  in everyday language is often used as a substitute for an  explanation  or a 
 report  of certain actions or events. If you are an employee, for example, you may have to 
explain to your employer just how you have been spending your time or if you are a manager 
you may have to report to the owner on how the business is doing. In order to explain or to 
report, you will, of course, have to remember what you were doing or what happened. As it 
is not always easy to remember, you may need to keep some written record. In effect, such 
records can be said to provide the basis of a rudimentary accounting system. 

 In a primitive sense, man has always been involved in some form of accounting. It 
may have gone no further than a farmer measuring his worth simply by counting the 
number of cows or sheep that he owned ( Figure   1.1   ).   
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6    Part 1  Introduction to Accounting

Accounting may be about counting, but that is not quite so straightforward as you 
may think. Are rams sheep? Or do we need to introduce categories to be able to (ac)
count for what we have got here – 2 sheep, 1 ram and 3 lambs? And after how many 
days does a lamb become a sheep? We can make up an arbitrary rule (say, 3 months) 
so on the last day of that period there are 2 sheep, 1 ram and 3 lambs in the field but 
as soon as the clock ticks over to the next day there is all of a sudden a 150% increase 
in the population of sheep – 1 ram and 5 sheep, no lambs! If one of them dies – do we 
still (ac)count for it? If yes, why yes? If no, why not? (Ac)counting is full of judgements 
and not as straightforward as you may think!

The growth of a monetary system enabled an even more sophisticated method to be 
developed. It then became possible to calculate the increase or decrease in individual 
wealth over a period of time and to assess whether a farmer with perhaps 10 cows and 
50 sheep was wealthier than one who had 60 pigs. Figure 1.3 illustrates just how dif-
ficult it would be to assess the wealth of a farmer in a non-monetary system.

Even with the growth of a monetary system, it took a very long time for formal docu-
mentary systems to become commonplace, although it is possible to trace the origins of 
modern bookkeeping back to at least the twelfth century. We know that from about 
that time, traders began to adopt a system of recording information called double-entry 

A-a-a-a-h! Counting! Is that what accounting is all about?

So how many sheep do you count in this flock?

Activity 1.2

Figure 1.2  How many sheep can you (ac)count in this flock?

His possessions A year ago Now Change

Cows •••••••••• ••••••••••••••• +5

Hens [• = 10] •••••••••• ••••••• -30

Pigs ••••••••• •••• -2

Sheep [• = 10] ••••• ••••••• +20

Land [• = 1 acre] •••• •••• No change

Cottage • • No change

Carts ••• • -2

Ploughs • •• +1

Figure 1.1  Accounting for a farmer’s wealth
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CHapter 1  Accounting and the business world    7

bookkeeping. By the end of the fifteenth century, double-entry bookkeeping was widely 
used in Venice and the surrounding areas (the first-known book on the subject was 
published in 1494 by an Italian mathematician called Pacioli, who is often referred to 
as ‘The Father of Accounting’). Modern bookkeeping systems are still based on princi-
ples established in the fifteenth century, although they have had to be adapted to suit 
modern conditions.

There are two main reasons why a recording system devised in medieval times has 
lasted for so long:

●	 It provides an accurate record of what has happened to a business over a given period 
of time.

●	 Information extracted from the system can help the owner or the manager to operate 
the business much more effectively.

In essence, the system provides the answers to three basic questions that both owners 
and managers want to know. They are as follows:

●	 What profit has the business made?
●	 How much does the business owe?
●	 What does the business have and how much is owed to it?

The medieval system dealt largely with simple agricultural and trading entities. In the 
eighteenth century, however, the United Kingdom underwent the Industrial Revolution. 
Economic activity gradually moved away from growing things to making or manufac-
turing them and the size of some businesses grew so much that managers had to be 
employed to run them on behalf of the owners.

Figure 1.3  An owner’s vital questions

A year
ago

Owed/
owned

Better or
worse o� 

now?
Now

Better2 cows1 cow
Animals
owned

Worse100 kilos
of barley

50 kilos
of barley

Owed
to Jim

Worse3 gross
eggs

4 gross
eggs

Due from
Hetty

?
Taking

everything
into account
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 8    PART 1  introduction to Accounting

 In the early days of the Industrial Revolution the type of information supplied to the 
owners of the then ‘big business’ was to meet their needs for  financial  purposes, i.e. to 
calculate how much profit they had made and what the assets of their business were 
now worth (after taking into account how much they owed and what was owed to 
them). Financial information was prepared infrequently (perhaps only once a year) and 
then not in any great detail. 

 Managers, on the other hand, needed information largely for  costing  purposes, so 
they could work out the cost of making individual products and so that they can price 
these products appropriately. The information required needed to be in much more 
detail and prepared much more frequently. 

 As a result of the different information needs of owners and managers, separate 
accounting systems were developed. However, as much of the basic data was common 
to both systems, they were gradually brought together. It would be rare now to find any 
entity that had a separate financial accounting system and a separate costing system. 

 Another change that has come about over the years is that it is possible to identify more 
than two user groups (often referred to in the press as ‘stakeholders’). Besides owners and 
managers, accounting information may also now be required by other users such as regula-
tors (e.g. for the purpose of granting operating licences in some regulated industries and 
monitoring standards over time), lenders (e.g. for making a decision whether to lend to a 
business and what interest to charge for the loan) or the government (e.g. for the purpose of 
calculating taxes). Other stakeholders such as employees and potential investors also may 
find accessing accounting information useful for their own purposes and decision making. 

 While accounting gradually evolved into two main branches in the late nineteenth 
century ( financial  accounting and  cost  accounting), there were additional developments 
in the twentieth century. We examine the structure of accounting as it is today in the 
next section.  

  Branches of accounting 

 The work that accountants now undertake ranges far beyond that of simply preparing 
financial and cost statements. It is possible to identify at least six main branches of 
accounting and a number of important sub-branches. We will deal with each of them 
broadly in the order that they have developed over the past 100 years, i.e. financial 
accounting, management accounting, auditing, taxation, financial management, and 
insolvency. You will see from  Figure   1.4    how they all fit together.  

  Financial accounting 
 Until about the middle of the nineteenth century, the nature, purpose and development 
of accounting described in the last two sections were mainly about the type of account-
ing that we would now describe as  financial  accounting. We do not, therefore, need to 
add much more to our outline except to give you a more formal definition of financial 
accounting. We will adopt that used by the Chartered Institute of Management Account-
ants (CIMA). It is as follows:  

 classification and recording of the monetary transactions of an entity in accordance 
with established concepts, principles, accounting standards and legal requirements and 
their presentation in [financial statements], during and at the end of an accounting 
period.     (ciMA, official terminology, 2005) 
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CHapter 1  Accounting and the business world    9

‘Concepts, principles, accounting standards and legal requirements’ are the rules and 
regulations that govern accounting. We shall be dealing with them in Chapter 2. The 
financial statements, namely, the statement of profit or loss and other comprehensive 
income, statement of changes in equity, statements of financial position and statements 
of cash flows, are dealt with in Part 2 of this book. A statement of profit or loss and 
other comprehensive income (we will refer to it for short as ‘statement of profit or loss’) 
is a calculation of what profit or loss you might have made over a period of time. A 
statement of changes in equity shows how much of a dividend is paid to shareholders 
out of the profit for the period and any other contributions to or from shareholders. A 
statement of financial position (also known as a balance sheet) is a summary of what 
you own and what you are owed at the end of the period, and a statement of cash flows 
is a summary of what cash you have received and what cash you have paid in that par-
ticular period. The statement of profit or loss, statement of changes in equity, statements 
of financial position and statements of cash flows are known collectively as the financial 
statements.

A distinction is sometimes made between financial accounting and financial reporting. 
We do so in this book mainly for practical reasons in order to break the information 

Figure 1.4  The main branches of accounting
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