Accounting and finance

Definitions

Accounting: A comprehensive system for recording and summarizing business transactions.
Financial accounting:  
1. Purpose - Reports tend to be general purposes. That means, the financial information they contain are for the use of a broad range of users and decisions, rather than being specifically for the needs of a group of users and a set of decisions. 

2. 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 and detail is often lost. 

3. Regulations- Financial accounting reports, for many businesses, are subject to accounting regulations that try to ensure they are produced with standard content, and in standard format. The law and accounting rule makers impose these regulations. 

4. Reporting interval – financial accounting reports are produced on an annual basis, although large businesses may produce half-yearly reports, and others produce quarterly ones. 

5. Time orientation – financial accounting reports are backwards looking, and so reflect the performance and position of a business for the past period. 

6. Quality of information – financial accounting reports concentrate on information that can be quantified on monetary terms. 





Management accounting: 
1. Purpose – management accounting reports often have a specific purpose. They are designed with a particular decision in mind or for a particular manager. 

2. Detail – managerial accounting reports often provide managers with considerable detail to help them with a particular operational decision. 

3. Regulations – management accounting reports are for internal use only, thus there are no regulations from external sources concerning the form and content of the reports. 

4. Reports interval - Management accounting reports may be produced as frequently as required by managers. In some businesses, managers may be provided with some kind of management accounting reports o a daily, weekly or monthly basis. 

5. Time orientation - Management accounting reports often provide information concerning future performance as well as past performance. 

6. Quality of information - Management accounting may also produce reports like those produced by financial accounting, but it is more likely to produce reports that contain information of a non-financial nature, such as physical volume of inventories, number of new products launched, physical output per employee and so on. 






Assets: this is a resource held by the business. For an item to classify as an asset in accounting, it should have the following characteristics. 

1. A probable future benefit must exist – this means that the item is expected to have some sort of future monetary value. This value can arise through its use within the business or through its hire or sale. 

2. The business must have an exclusive right to control the benefit – unless the business has exclusive rights over the resource, it cannot be regarded an asset.

3. The benefit must arise from a past transaction or event – this means that the transaction (or event) giving rise to the business’s right to the benefit must have already occurred, and will not arise at some future date. Thus, an agreement to buy a piece of equipment at some future date would not mean the item is currently an asset of the business. 

4. The asset must be capable of measurement in monetary terms – unless the item can be measured in monetary terms, with a reasonable degree, it will not be regarded as an asset for inclusion in the balance sheet. 







Sole trader: as the name suggests, is where a single individual is the sole owner of a business and takes all the risk. This type of business is often quite small in terms of size, but the number of such businesses is very large indeed. Examples of sole traders can be found in most industrial sectors, but particularly within the service sector. E.g. photography, driving instructors, electrical repairs, picture framing etc. 
	No formal procedures are required and operation can often commence immediately (unless special permission is required because of the nature of the trade or service). 
	The owner decides how the business will be conducted, and can restructure or dissolve the business whenever it suits. The law does not recognise the business as being separate from its owner, and so the business will cease on the death of the owner. 
	Although the owner must produce accounting information to satisfy taxation authorities, there is no legal requirement to produce accounting information for any other user groups. However, some groups maybe in the position of demanding for such accounting information, such as banks, assuming the owner would like to take a loan. 
	The owner will have unlimited liability, which means that there is no distinction between the owners personal wealth and that of the business. If there are business debts that must be paid, and the business cant pay for it, the owner’s personal property may be at risk e.g. house. 
	The main advantages are that ease of set-up, it is an incentive for personal success, freedom of decision making, close contact with staff and customers, and get to keep all profits. 
Main drawbacks would be unlimited liability, the business would have to freeze in case of death or sickness, owner has to do all the work and take all the risk and has limited capital and expertise.  


Partnerships: this is where at least two individuals carry on a business together with the intention of making a profit and share risk. They have much in common to sole traders. They tend to be quite small in size, (although some, such as partnerships of accountants and solicitors can be large). They are also easy to set up, and you don’t even need a written agreement. The partners can agree on whatever arrangements suits them concerning the financial management aspect of the business, and can be restructured or dissolved by agreement between the partners. 
	Partnerships do not have a separate entity to the owner’s, and so contracts with third parties must be entered into in the name of the individual partners. Owners of partnerships usually have unlimited liability. 
Main advantages are the spread of risk, share capital and expertise, if one partner dies, the other can continue, ease of set-up. 
Main disadvantages would be they are both jointly and severally liable for debts (unlimited liability), decision-making has to be agreed between all partners, 
Limited liability partnerships: An LLP is similar to an ordinary partnership - in that a number of individuals share in the risks, costs, responsibilities and profits of the business.
The difference is that liability is limited to the amount of money they have invested in the business and to any personal guarantees they have given to raise finance. This means that members have some protection if the business runs into trouble. All LLP’s are formed via companies house and must file accounts with companies house. They also have perpetual life. 




Limited companies: Unlike other business format such as sole traders and partnerships, a limited company has its own legal entity and gives companies two important characteristics; perpetual life and limited liability. This means that if there is debt to be paid, the liability of the owners is limited to the amount they have already invested in the business; hence personal assets will not be at risk. Furthermore, if one or two shareholders (owners) die, the company will continue its operations. This is because shareholders own the business and directors run it. That means they have many of the rights and obligations that real people have. 
In order to form a limited company, a person or persons (known as promoters) must fill a few simple forms such as the article and memorandum or association and pay a modest fee. After the necessary formalities have been met, the Registrar of Companies, a government official, enters the name of the company in the registry of companies. In the UK, a company can be formed relatively easily and cheaply, for about £100. 
Balance sheet: this is a financial statement (compulsory to produce for limited companies) that sets out the financial position of a business at a particular point in time. This financial statement will reveal the forms in which the wealth of the business is held and how much wealth is held in each form. In other words, it shows the assets and liabilities of the business. 


Income statement: this financial statement (compulsory to produce for limited companies) known also as the profit and loss account, measures and reports the profit (or loss) the business has generated over a period. The total expenses incurred in generating revenue are deducted from the total revenue generated (gross profit minus total expenses). 
Income statement and the Balance sheet: these two should not be viewed as substitutes of one another. Rather, they should be seen as performing difference functions. The balance sheet is a “snapshot” of the company’s wealth at a single moment in time. The income statement is concerned with the flow of wealth over a period of time. 
  However, the two are closely related. The income statement links to the balance sheet at the beginning and the end of an accounting period. Thus at the start of a new accounting period, the balance sheet shows the opening financial position. After an appropriate period, an income statement is prepared to show the wealth generated over that period. A balance sheet is then also prepared to reveal the new financial position at the end of the period. This balance sheet will incorporate the changed in wealth that have occurred since the previous balance sheet was drawn up. 
Assets = Liability + Capital
Current asset: these are assets that are held for a short period of time, usually less than 12 months. More precisely, these are assets that meet the following conditions. 
1. They are held for sale or consumption in the normal course of a business’s operating cycle. 
2. They are expected to be sold within the next year
3. They are held primarily for trading 
4. They are cash, or near cash such as easily marketable, short-term investments. 

Non-current assets: (also called fixed assets) are assets that do not meet the definition of current assets. Generally, they are held for long-term operations. For example: machinery, delivery van. 
Tangible assets: those assets that have physical substance and can be touched. 
Intangible assets: those assets that do not have a physical substance and cannot be touched. 
Liabilities: these are the claims of individuals and organisations, apart from owners. Liabilities must have arisen from a past even or transaction such as buying goods on credit or having borrowed money. When a liability is settled, it will normally be through an outflow of assets (usually cash). 
Current liabilities: these are the amounts due for settlement in the short term (less than 2 months). More precisely, they are liabilities that meet the following:
1. They are expected to be settled within the normal course of a business’s operating cycle. 
2. Due to be settled within 12 months, after the date of the balance sheet on which they appear. 
3. They are held primarily for trading purposes.
4. There is no right to differ settlement for at least 12 months after the date of the balance sheet on which they appear. 
Non-current liabilities: these are the amounts due that do not meet the definition of current liabilities. Generally, those debt that are due to be paid over a period longer than 12 months. 

Share capital: this is the part of the capital of a company that arises from the issue of shares. Every company must commence with some share capita (a minimum of two shares). The authorized share capital (nominal capital) of a company is the total amount of authorized capital that shareholders have subscribed. If the shareholders have subscribed the full par value of the share, this will constitute the fully paid share capital. If they have subscribed only a proportion of the issued share capital, this is referred to as called-up capital. 
Retained profits: are those profits earned by a business, which have not yet been spent. 
Equity: this is the sum or share capital and reserves.
Reserves:  this is part of the owners claim (equity) on a limited company that has arisen from profits and gains, to the extend that these have not been distributed to the shareholders or reduced by losses. 
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. 
Cost of sales: the cost of goods sold during a period. 
Gross profit: this is the difference between sales revenue and cost of sales and represents the profit made from buying and selling goods, without taking into account other revenues or expenses. 
Expenses: this is the outflow of economic benefits arising from the ordinary activities of a business. This loss of benefits will result in either a decrease in asset (such as cash) or an increase in liabilities (such as an amount owed to suppliers). 
Depreciation: a measure of that portion of a cost (or fair value) of a non-current asset that has been consumed during an accounting period. The depreciation charge tends to be an expense of the period to which it relates. 
Profit: this is the increase in wealth attributed to the owners of a business that arises from business operations. 
Dividends: this is the transfer of assets (usually cash) made by a company to its shareholders. 
Capital v Revenue: capital represents the claim of the owners against the business. This claim is sometimes referred to as the owner’s equity. The formulae for this is capital = assets – liabilities. The revenue of the business is inflow of money during a period arising from the supply of goods or services (price X quantity). 
Tax: a consequence of legal separation is that limited companies have to pay tax on their profits and gains. This is reported in the income statements of companies. The tax charge for a particular year is based on that year’s profit. Since only 50% of a company’s tax liability is due for payment during the year concerned, the other 50% will appear on the end-of-year balance sheet as a short-term liability. 
Companies act 1985: The Companies Act 1985/9 requires companies to publish their annual report and accounts. It should portray a true and fair view of the company’s annual performance, with audited financial statements prepared in accordance with company law and other regulatory requirements
 It should include: 
1. A balance sheet 
2. A profit and loss account 
3. A cash flow statement 
4. A Directors Report
5. Auditors report
6. Segmental information 
7. Chairman’s report 
8. Group accounts 
9. 5 years summary 

Required balance sheet format: the IAS 1 does not prescribe the format of this financial statement but does set out the minimum information that should be included on the face of the balance sheet. This includes the following:

1. Property, plant and equipment
2. Investment property
3. Intangible assets
4. Financial assets
5. Trade and other receivables
6. Cash and cash equivalents
7. Trade and other payables
8. Provisions
9. Financial liabilities
10. Tax liabilities
11. Issued share capital and reserves (equity)

  The standard also requires that a distinction be made on the balance sheet between current assets and non-current assets and between current liabilities and non-current liabilities. 

Income statement: The IAS 1 does not prescribe the format of this financial statement but does set out the minimum information that should be included on the face of the income statement. This includes the following: 
1. Revenue
2. Finance costs
3. Gains or losses on the sale of assets or settlement of liabilities arising from discontinued operations. 
4. Tax expense
5. Profit or loss 
The standard makes it very clear that further items should be shown on the face of the income statement where they are relevant to an understanding of performance. For example, if a business is affected by flooding, and inventories are destroyed, the cost of the flood damage should be shown. 
Accounting records: this should have sufficient detail to explain transactions and reasonably accurate at any time. These should also enable accounts showing a true and fair view and in accordance with the Companies Act. 

Users of financial statements: these are those individuals, or organisations that have an interest on the financial activities/performance of the business. These include: 
1. Shareholders
2. Loan creditors
3. Business contacts:
a. Suppliers
b. Customers
c. Competitors 
4. Employees 
5. Government
6. Analyst/advisors 
7. Public 
8. Management 
Accounting concepts: 
1. Relevance
2. Reliability
3. Comparability
4. Understandability
5. Going concern
6. Accruals/matching
7. Prudence
8. Duality
9. Objectivity
10. Materiality

Relevance – accounting information must have the ability to influence decisions. Unless this characteristic is present, there is really no point in producing the information. The information may be relevant to the prediction of future events (e.g. forecasted profit) or relevant in confirming past events (e.g. how much profit was made last year). The role in confirming past events is important because users often check the accuracy of earlier predictions, as it may help judge the accuracy of current predictions. Therefore, to influence a decision, the information must be available when the decision is being made. Thus, relevant information must be timely. 
Reliability – accounting should be free from significant errors or bias. It should be capable of being relied upon by managers to represent what is supposed to represent. Though relevance and reliability are both highly important, the problem we often face in accounting is that information that is highly relevant may not be reliable, and that which is reliable may not be relevant. 
Comparability – this quality enables users to identify changes in the business over time (e.g. the trend in sales revenue over the past 5 years). It also helps evaluate the performance of the business in relation to other similar businesses. Comparability is achieved by treating items that are basically the same in the same manner for accounting purposes. Comparability is enhanced by making clear the policies that have been adopted in measuring and presenting the information. 
Understandability - accounting reports should be expressed as clearly as possible and should be understood by those whom the information is aimed. 
Going concern: this holds that financial statements should be prepared on the assumption that the business will continue operations for the foreseeable future, unless this is known not to be true. In other words, it is assumes that there is no intention, or need, to sell of the non-current assets of the business. Such sale may arise when the business is in financial difficulties and needs to pay debts that are due for repayment. 
Accruals: Accruals accounting asserts that profit is the excess of revenue over expenses for a period, not the excess of cash receipts over cash payments. The balance sheet and the income statement are both prepared on the basis of accruals accounting. 
Prudence: this holds that caution should be exercised when making accounting judgements. Uncertainties about the future are dealt with by recording all losses at once and in full; this refers to both actual losses and expected losses. Profits on the other hand, are only recognised when they actually arise. Greater emphasis is therefore placed on expected losses than on expected profits. 
Duality: this asserts that each transaction has two aspects, both of which affect the balance sheet. Thus, the cash purchase of a motor car results in the increase in one assets (motor car) and decrease of another (cash). The repayment of each loan results in the decrease of a liability (borrowings) and the decrease in one asset (cash). Recording the dual aspect of each transaction will ensure that the balance sheet will continue to balance. 
Materiality: if the accounting information is not regarded as material, it should not be included within the reports, as it will merely clutter them up and, interfere with the users ability to interpret the financial result. The type of information and amounts will normally determine whether it is material. 
Bases and policies: 
Bases:   various methods of applying accounting concepts to different accounting problems in financial statements

Policies:   the specific accounting bases chosen and applied in the financial statements

Reports requirements for small 
and medium sized business -            

            Small         		 Medium
                                    				 			  -Sized
Assets	               £2.8m			£11.4m
Turnover    	   £5.6m		£22.8m
Employees    	      50             		     250
IFRS: The International Accounting Standards Board sets the International Financial Report Standards. This board is set in the UK and it is dedicated to developing a single set of high quality, global accounting rules that provide transparent and comparable information in financial statements. These rules deal with key issues such as:
1. What information should be disclosed
2. How information should be presented 
3. How assets should be valued 
4. How profit should be measured 		

Gearing: this measures the extend to which a company is funded by debt. 
Share capital jargon: issued share capital is the capital that has been issued to the shareholders. Sometimes but not always, a company may not require shareholders to pay the full amount that is due to be paid for the sales at the time of issue. This happens when the company does not need all the money at once. 

	Some money would be paid at the time of issue, and the company would “call” for further instalments until the shares have been paid in full. 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. 


Nominal value: or par value is the price of a security (stocks, shares, bonds, etc) when originally issued and bearing no relation to the market price. When considering shares, it is usually the market value which investors and other stakeholders are interested in.
In a situation where two separate companies wish to have an authorised share capital of £10,000, they may choose to structure themselves in a number of different ways.
For example, company A may decide to have a nominal value for its shares of 10 pence. It would then require 100,000 shares (10 pence x 100,000) to result in its share capital being 10,000.
Company B, on the other hand chooses a share nominal value of £10 per share. It would therefore require 1,000 shares (£10 x 1,000) so that its authorised share capital was £10,000.

Audit: a professional whose main duty is to make a report as to whether, in his or her opinion, the financial statements of a company do that which they are supposed to do, namely show a true and fair view and comply with statutory, and financial reporting standard requirements. 
Scrip/bonus issues: a bonus issue simply takes one part of the owners’ claim (part of a reserve) and puts it into another part of the owners’ claim (share capital) the transaction has no effect on the company’s assets or liabilities, so there is no effect on the shareholders wealth. Bonus issues are not the same as a share split. A split does not affect the reserves. 

Rights issues: these are issues made to existing shareholders, in proportion to their existing shareholdings. A company may use this approach to raise funds (long term finance) through issuing new shares. The price at which the shares are offered is usually at a discount to the current share price, which gives investors an incentive to buy the new shares. However, rights issues do not affect the wealth of the company.  


Director’s report: 
1. Names of directors and their interests
2. Principal activities & changes thereto
3. Employments details
4. Charitable and political donations
5. Acquisition by company of its own shares
6. Significant shareholdings (>3%)
7. Post balance sheet events
8. Fair review of the year
9. Likely future developments

Group accounts: 
1. Parents/subsidiary 
2. Rationale 
3. Method 

Segmental reporting: analysis of general corporate information between separate divisions or classes of business, which are individually of economic significance. 
Auditors report: a report by the auditors appointed to audit the accounts of a company. The auditors of a limited company are required to from an opinion as to whether the annual accounts of a company give a true and fair view of profits or losses for the period under review and of its state of affairs at the end of the period. 
Total gains and losses: 
1. Profit for the year ie after tax & extraordinary items
2. Unrealised surplus on revaluation of properties
3. Unrealised loss on trade investment
4. Foreign currency translation differences






Horizontal Analysis
When an analyst compares financial information for two or more years for a single company, the process is referred to as horizontal analysis, since the analyst is reading across the page to compare any single line item, such as sales revenues. In addition to comparing dollar amounts, the analyst computes percentage changes from year to year for all financial statement balances, such as cash and inventory. Alternatively, in comparing financial statements for a number of years, the analyst may prefer to use a variation of horizontal analysis called trend analysis. Trend analysis involves calculating each year's financial statement balances as percentages of the first year, also known as the base year. When expressed as percentages, the base year figures are always 100 percent, and percentage changes from the base year can be determined.
Vertical Analysis
When using vertical analysis, the analyst calculates each item on a single financial statement as a percentage of a total. The term vertical analysis applies because each year's figures are listed vertically on a financial statement. The total used by the analyst on the income statement is net sales revenue, while on the balance sheet it is total assets. This approach to financial statement analysis, also known as component percentages, produces common-size financial statements. Common-size balance sheets and income statements can be more easily compared, whether across the years for a single company or across different companies.

FT things to know
52 week high low – these two columns show the highest and lowest price the share has reached over the past 52 weeks (year). That should give investors an idea of the current position of a firm. If the current share price is closer to the 52 week low, it might suggest the share price has been trending down and is the company is in trouble. However, if the current share price is closer the 52 week high, it might suggest that the company is enjoying a good year and that investors are confident  with the stock growth. 
Div – this is the amount that a company currently pays to its shareholders as dividend. 
Dividend yield – this is the current dividend as a percentage of the share price. Hence it can be treated as a like an interest rate on a bank account. The higher the “dividend yield” the higher the return on investment. However, a high dividend yield is not always a good thing. Sometimes, companies may be experiencing some trouble, and so offer a high dividend yield so as to make their shares attractive to investors and encourage them to buy shares. 
P/E ratio – a high P/E ratio means that investors like the company and expect it to grow. This ratio, together with the yield is a measure of how the industry values a company. The P/E is the share market price, divided by the earnings for the period in question. 
Volume – this is a measure that shows the amount of shares that changed hands in the day. A high volume means that investors are interested, or that opinions about the company are changing. 
Low/High – this shows the highest and lowest prices the shares reached during the day. A big difference between the lowest and highest might suggest this stock is very volatile. 



Close quote – this is the price of the share at the close of business the previous day. 
Change prev-close – how much the share price rose or fell during the day relative to the previous close quote. 
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