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supporting resources
Lecturer resources

For password-protected online resources tailored to support the use of this textbook in 
teaching, please visit catalogue.pearsoned.co.uk where you will be able to fnd suitable 
material.
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Our objective is to provide a balanced and comprehensive framework to enable students to 
acquire the requisite knowledge and skills to appraise current practice critically and to 
evaluate proposed changes from a theoretical base. To this end, the text contains:

●	 extracts from current IASs and IFRSs;
●	 illustrations from published accounts;
●	 a range of review questions;
●	 exercises of varying difculty;
●	 extensive references.

Solutions to selected exercises marked in the text with * can be found on MyAccountingLab.
We have assumed that readers will have an understanding of fnancial accounting to a 

foundation or frst-year level, although the text and exercises have been designed on the 
basis that a brief revision is still helpful. For the preparation of fnancial statements in Parts 
1, 2 and 5 we have structured the chapters to assist readers who may have no accounting 
knowledge.

Lecturers are using the text selectively to support a range of teaching programmes for 
second-year and fnal-year undergraduate and postgraduate programmes. We have therefore 
attempted to provide subject coverage of sufcient breadth and depth to assist selective use.

The text has been adopted for fnancial accounting, reporting and analysis modules on:

●	 second-year undergraduate courses for Accounting, Business Studies and Combined Studies;
●	 fnal-year undergraduate courses for Accounting, Business Studies and Combined Studies;
●	 MBA courses;
●	 specialist MSc courses; and
●	 professional courses preparing students for professional accountancy examinations.

Changes to the eighteenth edition

Our emphasis has been on keeping the text current and responsive to constructive com-
ments from reviewers and lecturers.

national accounting standards and the IAsB

Since 2005 UK listed companies have followed international standards EU-IFRS for their 
consolidated accounts.

Preface
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Accounting standards – eighteenth edition updates

Chapters covering the following International Standards have been revised. They are as fol-
lows:

Chapter 3 Preparation of fnancial statements IAS 1
Chapter 4 Preparation of additional fnancial 

statements
IAS 10, IAS 24, IFRS 5 and 
IFRS 8

Chapter 5 Statements of cash fows IAS 7
Chapter 10 Accounting for price-level changes IAS 29
Chapter 11 Revenue recognition IFRS 15 and IAS 18
Chapter 13 Liabilities IAS 37/ED/2010/1
Chapter 14 Financial instruments IAS 32, IFRS 7 and IFRS 9
Chapter 15 Employee benefts IAS 19 (revised 2011), IAS 26 

and IFRS 2
Chapter 16 Taxation in company accounts IAS 12
Chapter 17 Property, plant and equipment (PPE) IAS 16, IAS 20, IAS 23, IAS 

36, IAS 40 and IFRS 5
Chapter 18 Leasing IFRS 16
Chapter 19 Intangible assets IAS 38 and IFRS 3
Chapter 20 Inventories IAS 2
Chapter 21 Construction contracts IAS 11 and IFRS 15
Chapters 22–26 Consolidation IAS 21, IAS 28, IFRS 3, 10, 11, 

12 and 13
Chapter 27 Earnings per share IAS 33

Part 1  Introduction to accounting on a cash flow and accrual accounting 
basis 

Chapters 1 and 2 continue to cover accounting and reporting on a cash fow and accrual 
basis.

Part 2 Preparation of internal and published financial statements

Chapters  3 to 5 have been revised. They cover the preparation of statements of income, 
changes in equity, fnancial position and cash fows.

Part 3 Regulatory framework – an attempt to achieve uniformity

Chapters 6 and 7 have been revised.

Part 4 Income and asset value measurement systems

Chapters 9 and 10 covering the economic income approach and accounting for price-level 
changes have been retained. Chapter 11 discusses the application of IFRS 15 and IAS 18.
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Part 5 statement of financial position

Chapters 12–21 are core chapters which have been retained and updated as appropriate.

Part 6 Consolidated accounts

Chapters 22–26 have been updated and revised to improve accessibility with explanations 
from frst principles.

Part 7 Interpretation

Chapters 28 and 29 are retained, aiming at encouraging good report writing based on the 
pyramid approach to ratios and an introduction to other tools and techniques for specifc 
assignments. Chapter 30 has been revised to discuss an overview of fnancial reporting on 
the internet.

Part 8 Accountability

Chapters 31 and 32 have been updated and continue to focus on the accountant’s role in 
corporate governance and in the development of Integrated Reporting.

Recent developments

We cover the issue by the IASB of IFRS 16 Leases and the IFRS 9 Financial Instruments 
provisions on the impairment requirements, which follow an ‘expected loss’ model.

In addition we discuss Integrated Reporting and relevant EU proposals, such as that the 
remuneration policy for company directors should also contribute to the long-term growth 
of the company, and SEC requirements such as the publication of pay ratios which might 
be adopted by the UK government.

The content of fnancial reports continues to be subjected to discussion with tension 
between preparers, stakeholders, auditors, academics and standard setters; this is mirrored 
in the tension that exists between theory and practice.

●	 Preparers favour reporting transactions on a historical cost basis, which is reliable but 
does not provide shareholders with relevant information to appraise past performance or 
to predict future earnings.

●	 Shareholders favour forward-looking reports relevant in estimating future dividend and 
capital growth and in understanding environmental and social impacts.

●	 Stakeholders favour quantifed and narrative disclosure of environmental and social 
impacts and the steps taken to reduce negative impacts.

●	 Auditors favour reports that are verifable so that the fgures can be substantiated to avoid 
them being proved wrong at a later date.

●	 Academic accountants favour reports that refect economic reality and are relevant in 
appraising management performance and in assessing the capacity of the company to 
adapt.
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●	 Standard setters lean towards the academic view and favour reporting according to the 
commercial substance of a transaction.

In order to understand the tensions that exist, students need:

●	 the skill to prepare fnancial statements in accordance with the historical cost and current 
cost conventions, both of which appear in annual fnancial reports;

●	 an understanding of the main thrust of mandatory and voluntary standards;
●	 an understanding of the degree of fexibility available to the preparers and the impact of 

this on reported earnings and the fgures in the statement of fnancial position;
●	 an understanding of the limitations of fnancial reports in portraying economic reality; 

and
●	 an exposure to source material and other published material in so far as time permits.
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CHaPtEr 1
Accounting and reporting  
on a cash flow basis

1.1 Introduction

Accountants are communicators. Accountancy is the art of communicating financial informa-
tion about a business entity to users such as shareholders and managers. The communication 
is generally in the form of financial statements that show in money terms the economic 
resources under the control of the management. The art lies in selecting the information that 
is relevant to the user and is reliable.

Shareholders require periodic information that the managers are accounting properly for 
the resources under their control. This information helps the shareholders to evaluate the 
performance of the managers. The performance measured by the accountant shows the extent 
to which the economic resources of the business have grown or diminished during the year.

The shareholders also require information to predict future performance. At present 
companies are not required to publish forecast financial statements on a regular basis and the 
shareholders use the report of past performance when making their predictions.

Managers require information in order to control the business and make investment 
decisions.

Objectives

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

●	 explain the extent to which cash flow accounting satisfies the information needs 
of shareholders and managers;

●	 prepare a cash budget and operating statement of cash flows;
●	 explain the characteristics that make cash flow data a reliable and fair 

representation;
●	 critically discuss the use of cash flow accounting for predicting future dividends.

1.2 Shareholders

Shareholders are external users. As such, they are unable to obtain access to the same amount 
of detailed historical information as the managers, e.g. total administration costs are disclosed 
in the published profit and loss account, but not an analysis to show how the figure is made 
up. Shareholders are also unable to obtain associated information, e.g. budgeted sales and 
costs. Even though the shareholders own a company, their entitlement to information is 
restricted.
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The information to which shareholders are entitled is restricted to that specified by statute, 
e.g. the Companies Acts, or by professional regulation, e.g. Financial Reporting Standards, 
or by market regulations, e.g. listing requirements. This means that there may be a tension 
between the amount of information that a shareholder would like to receive and the amount 
that the directors are prepared to provide. For example, shareholders might consider that 
forecasts of future cash flows would be helpful in predicting future dividends, but the 
directors might be concerned that such forecasts could help competitors or make directors 
open to criticism if forecasts are not met. As a result, this information is not disclosed.

There may also be a tension between the quality of information that shareholders would 
like to receive and that which directors are prepared to provide. For example, the shareholders 
might consider that judgements made by the directors in the valuation of long-term contracts 
should be fully explained, whereas the directors might prefer not to reveal this information 
given the high risk of error that often attaches to such estimates. In practice, companies tend 
to compromise: they do not reveal the judgements to the shareholders, but maintain confi-
dence by relying on the auditor to give a clean audit report.

The financial reports presented to the shareholders are also used by other parties such as 
lenders and trade creditors, and they have come to be regarded as general-purpose reports. 
However, it may be difficult or impossible to satisfy the needs of all users. For example, users 
may have different timescales – shareholders may be interested in the long-term trend of 
earnings over three years, whereas creditors may be interested in the likelihood of receiving 
cash within the next three months.

The information needs of the shareholders are regarded as the primary concern. The 
government perceives shareholders to be important because they provide companies with 
their economic resources. It is shareholders’ needs that take priority in deciding on the nature 
and detailed content of the general-purpose reports.1

1.3 What skills does an accountant require in respect of external reports?

For external reporting purposes the accountant has a twofold obligation:

●	 an obligation to ensure that the financial statements comply with statutory, professional 
and listing requirements; this requires the accountant to possess technical expertise;

●	 an obligation to ensure that the financial statements present the substance of the com-
mercial transactions the company has entered into; this requires the accountant to have 
commercial awareness.

1.4 Managers

Managers are internal users. As such, they have access to detailed financial statements show-
ing the current results, the extent to which these vary from the budgeted results and the 
future budgeted results. Other examples of internal users are sole traders, partners and, in a 
company context, directors and managers.

There is no statutory restriction on the amount of information that an internal user may 
receive; the only restriction would be that imposed by the company’s own policy. Frequently, 
companies operate a ‘need to know’ policy and only the directors see all the financial state-
ments; employees, for example, would be most unlikely to receive information that would 
assist them in claiming a salary increase – unless, of course, it happened to be a time of 
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recession, when information would be more freely provided by management as a means of 
containing claims for an increase.

1.5 What skills does an accountant require in respect of internal reports?

For the internal user, the accountant is able to tailor his or her reports. The accountant is 
required to produce financial statements that are specifically relevant to the user requesting 
them.

The accountant needs to be skilled in identifying the information that is needed and con-
veying its implication and meaning to the user. The user needs to be confident that the 
accountant understands the user’s information needs and will satisfy them in a language that 
is understandable. The accountant must be a skilled communicator who is able to instil con-
fidence in the user that the information is:

●	 relevant to the user’s needs;
●	 measured objectively;
●	 presented within a timescale that permits decisions to be made with appropriate 

information;
●	 verifiable, in that it can be confirmed that the report represents the transactions that have 

taken place;
●	 reliable, in that it is as free from bias as is possible;
●	 a complete picture of material items;
●	 a fair representation of the business transactions and events that have occurred or are being 

planned.

The accountant is a trained reporter of financial information. Just as for external reporting, 
the accountant needs commercial awareness. It is important, therefore, that he or she should 
not operate in isolation.

 1.5.1 Accountants’ reporting role

The accountant’s role is to ensure that the information provided is useful for making deci-
sions. For external users, the accountant achieves this by providing a general-purpose finan-
cial statement that complies with statute and is reliable. For internal users, this is done by 
interfacing with the user and establishing exactly what financial information is relevant to the 
decision that is to be made.

We now consider the steps required to provide relevant information for internal users.

1.6 Procedural steps when reporting to internal users

A number of user steps and accounting action steps can be identified within a financial deci-
sion model. These are shown in Figure 1.1.

Note that, although we refer to an accountant/user interface, this is not a single occurrence 
because the user and accountant interface at each of the user decision steps.

At step 1, the accountant attempts to ensure that the decision is based on the appropriate 
appraisal methodology. However, the accountant is providing a service to a user and, while 
the accountant may give guidance, the final decision about methodology rests with the user.
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At step 2, the accountant needs to establish the information necessary to support the deci-
sion that is to be made.

At step 3, the accountant needs to ensure that the user understands the full impact and 
financial implications of the accountant’s report, taking into account the user’s level of under-
standing and prior knowledge. This may be overlooked by the accountant, who feels that the 
task has been completed when the written report has been typed.

It is important to remember in following the model that the accountant is attempting 
to satisfy the information needs of the individual user rather than those of a ‘user group’. 
It is tempting to divide users into groups with apparently common information needs, 
without recognising that a group contains individual users with different information 
needs. We return to this later in the chapter, but for the moment we continue by studying 
a situation where the directors of a company are considering a proposed capital invest-
ment project.

Let us assume that there are three companies in the retail industry: Retail A Ltd, Retail B 
Ltd and Retail C Ltd. The directors of each company are considering the purchase of a 
warehouse. We could assume initially that, because the companies are operating in the same 
industry and are faced with the same investment decision, they have identical information 
needs. However, enquiry might establish that the directors of each company have a com-
pletely different attitude to, or perception of, the primary business objective.

For example, it might be established that Retail A Ltd is a large company and under the 
Fisher–Hirshleifer separation theory the directors seek to maximise profits for the benefit of 
the equity investors; Retail B Ltd is a medium-sized company in which the directors seek to 
obtain a satisfactory return for the equity shareholders; and Retail C Ltd is a smaller company 
in which the directors seek to achieve a satisfactory return for a wider range of stakeholders, 
including, perhaps, the employees as well as the equity shareholders.

The accountant needs to be aware that these differences may have a significant effect on 
the information required. Let us consider this diagrammatically in the situation where a 
capital investment decision is to be made, referring particularly to user step 2: ‘Establish with 
the accountant the information necessary for decision making’.

Figure 1.1 General financial decision model to illustrate the user/accountant 
interface
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We can see from Figure 1.2 that the accountant has identified that:

●	 the relevant financial data are the same for each of the users, i.e. cash flows; but
●	 the appraisal methods selected, i.e. internal rate of return (IRR) and net present value 

(NPV), are different; and
●	 the appraisal criteria employed by each user, i.e. higher IRR and NPV, are different.

In practice, the user is likely to use more than one appraisal method, as each has advantages 
and disadvantages. However, we can see that, even when dealing with a single group of appar-
ently homogeneous users, the accountant has first to identify the information needs of the 
particular user. Only then is the accountant able to identify the relevant financial data and 
the appropriate report. It is the user’s needs that are predominant.

If the accountant’s view of the appropriate appraisal method or criterion differs from the 
user’s view, the accountant might decide to report from both views. This approach affords 
the opportunity to improve the user’s understanding and encourages good practice.

The diagrams can be combined (Figure 1.3) to illustrate the complete process. The user 
is assumed to be Retail A Ltd, a company that has directors who are profit maximisers.

The accountant is reactive when reporting to an internal user. We observe this character-
istic in the Norman example set out in Section 1.8. Because the cash flows are identified as 
relevant to the user, it is these flows that the accountant will record, measure and appraise.

The accountant can also be proactive, by giving the user advice and guidance in areas 
where the accountant has specific expertise, such as the appraisal method that is most appro-
priate to the circumstances.

Figure 1.2 Impact of different user attitudes on the information needed in relation to 
a capital investment proposal
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1.7 Agency costs2

The information in Figure 1.2 assumes that the directors have made their investment decision 
based on the assumed preferences of the shareholders. However, in real life, the directors 
might also be influenced by how the decision impinges on their own position. If, for example, 
their remuneration is a fixed salary, they might select not the investment with the highest 
IRR, but the one that maintains their security of employment. The result might be suboptimal 
investment and financing decisions based on risk aversion and over-retention. To the extent 
that the potential cash flows have been reduced, there will be an agency cost to the sharehold-
ers. This agency cost is an opportunity cost – the amount that was forgone because the deci-
sion making was suboptimal – and, as such, it will not be recorded in the books of account 
and will not appear in the financial statements.

1.8  Illustration of periodic financial statements prepared under  
the cash flow concept to disclose realised operating cash flows

In the above example of Retail A, B and C, the investment decision for the acquisition of a 
warehouse was based on an appraisal of cash flows. This raises the question: ‘Why not con-
tinue with the cash flow concept and report the financial changes that occur after the invest-
ment has been undertaken using that same concept?’

To do this, the company will record the consequent cash flows through a number of 
subsequent accounting periods; report the cash flows that occur in each financial period; 
and produce a balance sheet at the end of each of the financial periods. For illustration we 
follow this procedure in Sections 1.8.1 and 1.8.2 for transactions entered into by Mr S. 
Norman.

Figure 1.3 User/accountant interface where the user is a profit maximiser
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 1.8.1 Appraisal of the initial investment decision

Mr Norman is considering whether to start up a retail business by acquiring the lease of a 
shop for five years at a cost of £80,000.

Our first task has been set out in Figure 1.1 above. It is to establish the information that 
Mr Norman needs, so that we can decide what data need to be collected and measured. Let 
us assume that, as a result of a discussion with Mr Norman, it has been ascertained that he is 
a profit satisficer who is looking to achieve at least a 10% return, which represents the time 
value of money. This indicates that, as illustrated in Figure 1.2:

●	 the relevant data to be measured are cash flows, represented by the outflow of cash 
invested in the lease and the inflow of cash represented by the realised operating cash 
flows;

●	 the appropriate appraisal method is NPV; and
●	 the appraisal criterion is a positive NPV using the discount rate of 10%.

Let us further assume that the cash to be invested in the lease is £80,000 and that the realised 
operating cash flows over the life of the investment in the shop are as shown in Figure 1.4. 
This shows that there is a forecast of £30,000 annually for five years and a final receipt of 
£29,000 in 20X6 when he proposes to cease trading.

We already know that Mr Norman’s investment criterion is a positive NPV using a dis-
count factor of 10%. A calculation (Figure 1.5) shows that the investment easily satisfies that 
criterion.

Figure 1.5 NPV calculation using discount tables

Figure 1.4 Forecast of realised operating cash flows
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