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FOREWORD

Michael Blackstaff has produced a practical, readable and enjoyable guide to 
the financial factors that IT decision makers should consider when making an  
investment and how these relate to business operations. For many years this has 
been a contentious area, particularly in the IT sector, where, on the one hand, 
technological considerations have sometimes been allowed to override business 
sense; while, on the other hand, insufficient knowledge of the black arts of financing  
have sometimes been known to lead to poor IT decisions.

Michael sets out a logical, ordered, way of approaching the subject, which, when used 
by IT and accounting professionals, will provide a common base of  understanding. 
The book provides a sound basis for the achievement of better business decision-
making about investments in IT.

I worked with Michael in IBM United Kingdom Limited for over 10 years. We were 
colleagues in IBM’s Financial Marketing Department (of which I was Manager) 
where, in collaboration with clients seeking both to justify IT investments and 
manage their cash flow, we used many of the techniques described in this book. 
Later, as Manager of IBM’s Business School, I collaborated with Michael in provid-
ing financial training for IBM’s staff and clients. This book is the fruit of that practi-
cal experience.

Geoff Berridge
Director
Knowledge Based Solutions Limited
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PREFACE

This is a practical book to help readers understand and use the methods avail-
able for financially justifying IT, or similar, projects. It makes clear both the power 
and the limitations of those methods. It includes many examples, all with detailed 
workings, many of them linked to form comprehensive illustrations of the princi-
ples described. All the examples are based on the authors’ many years of practical 
experience of cost-justifying and financing IT projects from the very large to the 
quite small, in both business and non-business organisations, and of teaching the 
same to those who make or influence decisions about IT.

The book is a sandwich, with Chapters 2 to 11 as the filling. Everything in those 
chapters has relevance, direct or indirect, to making decisions about IT, or indeed 
any similar kind of ‘project’. The content should be understandable to readers with 
little prior knowledge of finance or accounting. It may also be useful to non-specialist 
financial people for whom decisions about IT are not an everyday occurrence. 

Chapters 1 and 12 are for readers with no prior knowledge. Chapter 1 is called 
‘Finance and accounting: the basics’. Its purpose is to provide sufficient information 
on the fundamentals to make the rest of the book intelligible. Chapter 12 is called 
‘Financial analysis: the basics’. It is for readers who want to know something of 
how financial ratios can reveal the dynamics of a business or other organisation, 
and how some of those ratios may be affected by significant IT or similar projects 
and the ways in which they are financed. For these two chapters only, a ‘minimalist’ 
approach in note form has been adopted in order to focus on the essentials in the 
minimum of space.

The numbers, interest rates and discount rates used in the examples have been 
chosen for simplicity, not to reflect the particular economic conditions of the second 
decade of the 21st century. If you can’t stand numbers anyway, then ignore them 
and just follow the logic in the narrative. It has been deliberately designed to allow 
you to do so.

Terminology and accounting standards
When the first edition of Finance for IT Decision Makers appeared in 1998 the idea 
of international accounting standards was quite new. Each country had, over a long 
period, developed accounting standards of its own, which made it very difficult to 
compare the published accounts of companies in different countries. In the 14 years 
since then moves towards ‘globalisation’ have been quite rapid in many fields. This 
has been especially so in the world of finance and accounting.

xvii



PREFACE

In particular, many countries have already adopted International Financial 
Reporting Standards (IFRS) as mandatory for the published ‘group accounts’ of 
publicly traded companies, that is companies whose shares are traded on stock 
exchanges. Other countries are in the process of doing so. For accounts other than 
group accounts, companies are often permitted to use IFRS or to continue using 
their particular country’s own national accounting standards. Eventually the 
adoption of IFRS by ‘non-public’ companies, that is the majority of companies, may 
also become mandatory in many countries.

In recognition of this situation, this third edition of Finance for IT Decision Makers 
is deliberately international in its scope, and uses the terminology of IFRS. Previous 
editions of the book, written primarily for a UK readership, used the terminology 
of the then applicable UK standards. Periods of transition are seldom comfortable 
times to live through, so to help the reader Table P.1 is a ‘translation table’ of all 
the IFRS terms used in this edition and their equivalents in the previous editions. 
I have also indicated those equivalents in the much longer list of definitions in 
the Glossary. Finally, the first time each ‘new’ term appears in the main text I 
have appended the ‘old’ term in brackets. However, this information can obviously 
only be a snapshot at the time of writing (July 2012). The international standards 
themselves, and to some extent their terminology, will continue to evolve. 

Appendix 3 contains, with permission, an example of recently published group 
accounts that were prepared to IFRS principles.

The website of the International Financial Reporting Standards Foundation  
(www.ifrs.org) is a principal reference point for anyone seeking access to IFRSs. The 
IFRS Foundation offers free access to the current year’s consolidated unaccompa-
nied English language IFRSs and official interpretations thereof. ‘Unaccompanied’ 
means without the implementation guidance and the ‘basis for conclusions’. It also 
provides free access to the technical summaries of the standards in a number of 
languages. Also included is a country-by-country list showing the current extent of 
adoption of IFRS for listed companies in the ‘G20’ group of countries.

To the extent that IFRS may not yet have been adopted by a particular country, 
check with the accounting standards authority of that country for the current 
version of its own national accounting standards. Another website that I have found 
useful is www.iasplus.com provided by the international accounting firm Deloitte 
Touche Tohmatsu (www.deloitte.com).

A further consequence of making this third edition ‘international’ is that the use of 
any particular national currency in examples would be inappropriate. I have there-
fore adopted the convention of using the term ‘currency unit’ or ‘CU’ in the text and 
CU’000 or CU’m (for million) in table and figure headings. Finally, in the text I use 
the convenient approximation ‘k’ for ‘one thousand’.

Michael Blackstaff
July 2012
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PREFACE

Table P.1 Comparison of terminology between this (international) edition and 
 previous editions

This edition (IFRS) Previous editions

Equity Shareholders’ funds

Finance income/costs Interest receivable/payable

Income statement Profit and loss account

Inventory Stock

Non-current assets Fixed assets

Payables Creditors

Receivables Debtors

Revenue Turnover

Statement of cash flows Cash flow statement

Statement of changes in equity -

Statement of comprehensive income -

Statement of financial position Balance sheet

Trade payables Trade creditors

Trade receivables Trade debtors

xix





1 FINANCE AND ACCOUNTS: THE BASICS

The purpose of this chapter is to provide a brief summary of the fundamentals of 
finance and accounting, and to introduce their terminology sufficiently to enable 
people with no previous knowledge of the subject to understand the rest of the book. 
For this chapter a ‘minimalist’ approach in note form has been adopted in order to 
focus on the fundamentals in the minimum of space. Readers who are familiar with 
these fundamentals, but who may be less familiar with the terminology of interna-
tional accounting standards, may find it useful to skim this chapter.

OBJECTIVES

When you have studied this chapter you should be able to:

•	explain the main purpose of business, and why the concept of ‘limited liability’ 
has been vital to its development;

•	state the three main sources of company finance;

•	explain what a statement of financial position (balance sheet) is;

•	show how some typical business transactions affect the statement of financial 
position;

•	explain what an income statement (profit and loss account) is and how it is  
set out;

•	explain what a statement of cash flows (cash flow statement) is and how it is 
set out;

•	explain the difference between cash flow and profit;

•	explain what a cash flow forecast is and why it is important.

The principles explained in this book evolved to facilitate business, and it is business 
that will provide the context for the explanations. However, any organisation can 
and should be run in a business-like way. Therefore it should not be surprising that 
the same principles are equally applicable to non-business organisations – govern-
ment, academia, charities, associations and clubs – although with differences of 
detail.

As stated in the Preface, this is intended as an international book. It therefore 
uses the terminology of International Financial Reporting Standards (IFRSs).  

1



FINANCE FOR IT DECISION MAKERS

Table P.1 in the Preface shows every IFRS term used in the book together with 
the equivalent term used in previous editions. To further assist readers, the first 
time that an IFRS term appears in the text the previously used term is given in 
brackets, as in the third, fifth and sixth bullets above. The same is done in the 
Glossary at the end of the book.

THE PURPOSE OF BUSINESS

The main purpose of a business is to create wealth for the owner or owners. It is 
helpful to think of a business, even a one-person business, as a separate entity from 
its owners. In the case of companies this principle is enshrined in law. A company 
is a separate legal entity. Its owners are called shareholders.

A business may be run by an individual (a ‘sole trader’), by a group of individuals 
working together (a ‘partnership’) or by a limited company.

Sole traders and partners, except those in a ‘limited liability partnership’ where 
such are permitted, are liable for all the debts of a business. If necessary, all their 
personal assets can be required to pay those debts.

Where they are permitted, limited liability partnerships are halfway between 
traditional partnerships and companies, combining the flexibility of the former 
with the protection of limited liability associated with the latter.

COMPANIES OR CORPORATIONS

The main purpose of a company or corporation is to limit the liability of the owners 
(‘shareholders’) to the money that they have invested in it; they may lose that, but 
nothing else.

Shareholders invest money in a company in return for ‘shares’; the shareholders 
exercise control and are entitled to profits in proportion to the number of their shares.

The shareholders appoint ‘directors’ (who may also be shareholders) to run the 
business on their behalf and to report back to them the results and ‘accounts’ at 
least once a year.

The shareholders also appoint ‘auditors’ to tell them whether the accounts give a 
true and fair view of the state of affairs of the company and its ‘profit’.

Profit means the ‘revenue’ (income) earned by a business, less the expenses incurred 
in earning it.

Profit belongs ultimately to the shareholders, but usually only a part is paid to them 
each year as a ‘dividend’. The rest is retained in the business to finance expansion.

It is not compulsory to pay a dividend. The directors recommend how much, if any, 
they think the company can afford.
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Most companies are ‘private’ companies’, many of which are family businesses.

‘Public’ companies are those authorised to offer their shares to members of the 
public. They are subject to more stringent regulations than private companies. 
Only the shares of public companies may be ‘listed’ on a stock exchange.

Other advantages of companies over unincorporated businesses include: additional 
money may more easily be raised, in exchange for more shares; shares can be 
bought and sold; there may be tax advantages.

Where companies obtain money
Finance means the management (the raising, custody and spending) of money.

There are three main sources of long-term finance for a company: money invested 
by shareholders, called ‘share capital’; borrowings (money borrowed from banks or 
other lenders); and profit retained in the business (called ‘retained profit’).

The profit left after paying all expenses, including interest and tax, belongs to the 
shareholders. Share capital and retained earnings together are known as ‘equity’.

A company is thus obligated to others for all its money: to its shareholders for its 
equity (its share capital and retained earnings); to its lenders for borrowings.

Borrowings must usually be repaid by a fixed date. Those repayable more than one 
year in the future are described as ‘non-current liabilities’; those repayable in one 
year or less are ‘current liabilities’.

In the course of trading, a company will incur other current liabilities as well, for 
example ‘trade payables’ (trade creditors) – suppliers from whom it has bought on 
credit.

Eventually, although perhaps far into the future, when the company is liquidated 
or ‘wound up’, anything left after all debts have been paid will be repaid to the then 
shareholders.

Meanwhile, the total of the long-term money used by a company (share capital plus 
long-term borrowings) is sometimes called its ‘capital employed’.

Liabilities, whether short- or long-term, are obligations that a business owes.

What companies do with money
Some businesses, for example small consultancies, need very little money in order 
to get started and to remain in business. All they need is people and perhaps a 
rented office.

Others, for example car manufacturers, need a great deal of money. They have to 
acquire buildings and manufacturing plant. They also have to stock up with inven-
tories (stocks) of parts and components. All these things are called ‘assets’.

Most businesses fall somewhere in between these extremes.
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Assets, like liabilities, may be short-term (current) or long-term (non-current). 
Here, too, ‘non-current’ means more than one year.

Most non-current assets are used up over time, as is therefore the money used to 
acquire them. IT equipment and motor vehicles are examples. To replace them 
requires more money. Not all non-current assets are used up, however. Land is an 
example.

Accounts often, but not necessarily, record the using up, or ‘depreciation’, of 
non-current assets on a ‘straight line’ basis (as though it happened by equal 
amounts each year). However, other methods are permitted.

Assets do not have to be bought. Many of them, including IT assets, can be leased. 
Instead of a single initial cash outlay, regular payments are made during the life of 
the asset. Thus, leasing is a way of conserving cash.

Short-term assets are called ‘current assets’. ‘Inventories’ (stocks) are current assets; 
so are ‘trade receivables’ (trade debtors), which are amounts due from customers 
to whom goods or services have been sold on credit. Cash is also a current asset.

Current assets are used up or ‘turned over’, usually over short periods of less than a 
year. Unlike non-current assets, they are continually replenished out of the revenue 
from sales.

‘Fixed capital’ is a term often used to describe that part of a company’s money 
(‘capital’) invested in non-current (long-term) assets.

‘Working capital’ is a term often used to describe that part of a company’s capital 
invested in net current assets (current assets less current liabilities).

‘Goodwill’ is an intangible asset that may arise when one business buys another. 
It is the amount by which the price paid for the business exceeds the values of the 
assets less liabilities acquired. It is the amount that the buyer is willing to pay for 
the good name or the ‘know-how’ of the business.

Assets, whether short- or long-term, are things that a business owns.

HOW A BUSINESS WORKS

How a business works financially is best understood by working through an 
example. This we shall be doing for the remainder of this chapter, considering one 
by one, in Example 1.1, a series of common business transactions: seeing how they 
are recorded and their financial effect.

To do this, we shall use as an example a small manufacturing company just starting 
up. Imagine that you are the only shareholder.

Getting started
You have started the company by opening a bank account for it and paying 
in CU100k of your own money in exchange for CU100k worth of shares.  
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Every transaction has two sides. For example, you sell, I buy; I lend, you borrow. 
Accounting systems record both sides of every transaction.

Table 1.1 is one way of showing how this first transaction has affected the company. 
It shows that it has acquired an asset, cash, of CU100k; also that it is indebted 
to you for the capital that you have invested. This indebtedness (your stake in 
the business) is called ‘equity’. Notice how both sides of the transaction have been 
recorded.

Table 1.1 Statement of financial position (i)

CU’000 

Assets
 

Cash 100 

Total assets 100

Equity  

Share capital 100

Total equity 100 

Table 1.1 is called a ‘statement of financial position’. A statement of financial 
position is a statement of the assets and liabilities of a business at a moment in 
time. It is a snapshot. It always ‘balances’ because both sides of every transaction 
are always recorded. Hence the older term ‘balance sheet’.

Suppose that in addition to your own CU100k you estimate that you need a further 
CU150k in order to get started. Friends are willing to invest, but you only accept, 
say, a further CU80k from them in return for issuing more shares.

If the friends together had more shares than you, then you would lose control, 
because they could then out-vote you. Each share carries one vote. There can be 
other kinds of share, called ‘preference shares’, which may not carry a vote, but the 
great majority of shares are ‘ordinary shares’ – one share one vote. The company 
now has CU180k in cash and the shareholders’ equity is now CU180k.

The remaining CU70k you raise from the bank as a long-term loan. Table 1.2 shows 
what the statement of financial position now looks like. The company now has 
CU250k in cash.

In most businesses, the holding of cash is a means to an end. You have set up your 
company in order to manufacture, so you buy a factory for CU90k and some plant 
for CU60k. You could have leased both, but we shall assume that you bought them 
outright.
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Table 1.2 Statement of financial position (ii)

CU’000 

Assets
 

Cash 250 

Total assets 250

Liabilities

Borrowings 70

Total liabilities 70

Equity  

Share capital 180

Total equity 180 

Table 1.3 shows your financial position now. Where the money came from (the 
equity and the loan) has not changed. However, what the business is doing with its 
money has changed. In this case, it has converted part of one asset, called ‘cash’, 
into other assets, called ‘factory’ and ‘plant’.

Table 1.4 improves readability by differentiating between the short-term (current) 
and the long-term (non-current) assets. Remember that ‘long-term’ means more 
than one year; ‘short-term’ means one year or less.

Table 1.3 Statement of financial position (iii)

CU’000 

Assets
 

Factory 90

Plant 60

Cash 100 

Total assets 250

Liabilities

Borrowings 70

Total liabilities 70

Equity  

Share capital 180

Total equity 180 
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Table 1.4 Statement of financial position (iv)

CU’000 

Non-current assets
 

Factory 90

Plant 60

Current assets

Cash 100 

Total assets 250

Non-current liabilities

Borrowings 70

Total liabilities 70

Equity  

Share capital 180

Total equity 180 

EXAMPLE 1.1 PART 1: HOW TRANSACTIONS AFFECT THE STATEMENT OF  
FINANCIAL POSITION

The company is now ready to start business. We shall proceed through a series of 
simple business transactions, see how they are recorded and examine their finan-
cial effect: the changes that they cause to the statement of financial position. Every 
business transaction changes its financial position, although in practice, of course, 
a new physical statement is not produced after every transaction. Doing so here 
forces us to look at one transaction at a time and is only for illustration.

The transactions, described below, are numbered 1 to 14. The effect of each trans-
action is recorded in a correspondingly numbered column in Table 1.5. Should you 
wish to work out the effects for yourself, then it is a simple matter to draw a rough 
version of Table 1.5 or produce a simple spreadsheet.

Look at the first column, headed (iv). It shows the financial position as we left it 
in Table 1.4 and represents the situation just before the start of trading by the 
company. Note that the liabilities also have been categorised into short-term 
(current) and long-term (non-current). The difference between the total assets and 
the total liabilities is the total equity. The few additional lines will be explained as 
we come to them.

Alternatively, simply continue reading the transactions as text, referring to the 
table as you do so. After each transaction in the text, there is a paragraph explain-
ing how it was treated in Table 1.5 and why.
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Whether or not you attempt the answers yourself, please note especially, as you 
proceed, what happens to the ‘cash’ and ‘profit’ lines.

Assume that there is an unlimited overdraft facility. An overdraft is a liability, 
usually short-term, and is therefore shown as such.

In each numbered column, the boxed items are those that have changed as a result 
of the correspondingly numbered transaction.

The transactions

(1)  The company buys raw materials for CU60k on credit.

Column 1 shows how transaction 1 has changed the financial position. A new 
asset, raw materials, has been acquired and a new liability incurred: a trade 
payable, the obligation to pay the supplier. The column totals change as a 
result.

(2)  Product is manufactured, using CU40k of raw materials and paying labour 
costs of CU60k. Suppose this results in CU90k of finished goods and CU10k 
of partly finished goods, called ‘work in progress’. 

Here, two kinds of asset (raw materials and cash) have been converted 
into two other kinds of asset (finished and partly finished goods). For the 
purpose of this simple example, we shall assume that no other costs have 
been incurred, so that the finished goods and work in progress are valued 
at the cost of the materials and labour that have gone into them. No extra 
liabilities have been incurred and none has been discharged, so the column 
totals are unchanged.

(3) CU60k worth of finished goods are sold on credit for CU96k.

Finished goods have been sold at a profit of CU36k. They have been converted 
into a higher-value asset called ‘trade receivables’: the right to receive 
payment for things sold. The profit has increased the total equity. The column 
totals have changed. Some subsequent transactions will cause the amount of 
profit, and therefore the equity, to change again.

(4)  The company pays various administrative expenses totalling CU20k. 
Sometimes called ‘overheads’, these include salespeople’s and admin staff ’s 
salaries (assume CU10k) and other expenses. These details will be needed 
later.

You will recall from earlier in this chapter that ‘profit’ means income less 
expenses, so these expenses reduce profit, and therefore equity, by CU20k. 
The asset ‘cash’ is also reduced by CU20k.

(5)  The company pays the raw materials supplier CU60k.

The asset ‘cash’ is being used to extinguish a liability (the trade payable). 
In order to do this, the company has had, for the first time, to draw on its 
overdraft facility.
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(6)  The company replenishes its supply of raw materials for CU40k on credit. 

This is similar to transaction 1. The asset and liability totals have increased 
by CU40k, but there is no change to the equity because the profit to date has 
not been affected.

(7) The company receives CU50k from its customers.

Part of the asset ‘trade receivables’ has been converted into the asset ‘cash’, 
and the overdraft is temporarily paid off. Notice that in credit businesses 
profit is nearly always regarded as earned at the time a sale is made (see 
transaction 3), not when the customer pays. Only in cash businesses, such as 
market traders or taxi drivers, do the two things usually occur simultaneously.

(8)  The company discovers that a customer who owes CU1k has gone bankrupt 
and will be unable to pay.

This represents a ‘bad debt’ or ‘uncollectible’. The asset ‘trade receivables’ is 
no longer worth CU46k, but only CU45k. The bad debt is an expense and, 
like any other expense, it reduces profit. Notice that it can only be recorded 
when it becomes apparent; no business sells to a customer knowing that they 
won’t pay.

(9)  More product is manufactured, using CU40k of raw materials and paying 
wages of CU60k.

This is similar to transaction 2, except that now CU100k of finished product 
will result. Assuming that the business is now in a steady state the amount 
of work in progress will stay roughly the same, ‘old’ work in progress becom-
ing finished product and being replaced by ‘new’ work in progress of a similar 
amount.

(10) CU80k worth of finished goods are sold on credit for CU128k.

This is similar to transaction 3, except for the amounts. The profit is CU48k 
and, as before, is recognised at the time the sale is made, not when the 
customer pays.

(11)  The business pays administrative expenses of CU24k. Assume that this 
includes CU12k of salespeople’s and admin staff ’s salaries.

This is similar to transaction 4, except for the amounts.

(12) The raw materials suppliers are paid in full.

This is similar to transaction 5.

(13)  The company replenishes its supply of raw materials for CU40k on credit.

This is similar to transactions 1 and 6.

(14)  The remainder of the earlier customers pay their bills (CU46k less the bad 
debt CU1k), as do half (CU64k) of the latest ones.

This results in a cash inflow of CU(45k + 64k) = CU109k, not quite enough 
to pay off the overdraft.
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That concludes the recording of the transactions that, I think you will agree, are 
representative of many of the everyday transactions that occur in a real business. 
Indeed, since manufacturing is more complex than many businesses, you may 
have grappled with more complexity than was necessary.

Was the example difficult? I think not, once you had worked through a few of the 
transactions and understood what it was about. With the understanding gained, 
you should now be able to work out the financial effect of most of the transactions 
that occur in any business.

Cash and profit
At the beginning of the above exercise I suggested that you note especially what 
happened to the cash and to the profit as you worked through the transactions. 
Figure 1.1 compares the cash and profit figures shown by statements of financial 
position 1 to 14.

The profit remains positive throughout the exercise, whereas the cash balance 
ranges between CU100k and −CU114k. Profit and cash are different things.

Why is this? Part of the answer is that many things have to be paid for (raw 
materials, wages and other expenses) before any cash is eventually received from 
customers for sales. The rest of the answer we shall consider shortly.

Figure 1.1 Cash and profit from Table 1.5
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We shall now continue with Example 1.1 by considering some of the adjustments 
that usually have to be made to a statement of financial position to try to ensure 
that it matches reality as closely as possible.
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CHECKPOINT

So far in this chapter we have covered the first four of its objectives. In particular:

•	we have discussed the purpose of business and why the concept of ‘limited  
liability’ has been vital to its development;

•	we have described the three main sources of money for a business;

•	we have defined a statement of financial position and determined why it balances;

•	we have experienced building statements of financial position and have seen how 
they are affected by different business transactions.

We have also considered some of the reasons why cash and profit are different. We 
shall look at others in the next part of the chapter.

EXAMPLE 1.1 PART 2: TYPICAL ADJUSTMENTS

Suppose now that by the time of column 14 of Table 1.5 the company has completed 
a year of trading and that you wish to know as precisely as possible its financial 
position. There is nothing particularly significant about one year; it is simply the 
period in respect of which financial reporting usually takes place.

There are usually some adjustments that the company accountant would have to 
make, some of which have nothing directly to do with trading. Four typical such 
adjustments, designated (a) to (d), are described below, and their effects tabulated 
in Table 1.6.

This table starts with the statement of financial position in column 14 of Table 1.5, 
which is as we left it at the end of Part 1 except for a couple of additional lines, which 
will be explained as we come to them. The table ends, after all the adjustments have 
been made, with the final statement of financial position for the period: in column 15.

Table 1.6 Example 1.1 Part 2: Typical year-end adjustments

No: (14) (a) (b) (c) (d) (15) 

CU’000 CU’000 CU’000 CU’000 CU’000 CU’000 

Non-current assets

Factory 90 90

Plant 60 −6 54

Current assets 

Inventory of raw materials 60  60

Work in progress 10 10

(Continued)

12



FINANCE AND ACCOUNTS: THE BASICS

Table 1.6 (Continued)

No: (14) (a) (b) (c) (d) (15) 

CU’000 CU’000 CU’000 CU’000 CU’000 CU’000 

Trade receivables 64 64

Prepayments 2 2

Total assets 334 −6 0 2 0 330

Current liabilities 

Trade payables 40 40

Other payables 7 10 17

Borrowings 5 5

Non-current liabilities 

Borrowings 70 70

Total liabilities 115 0 7 0 10 132

Equity

Share capital 180 180

Profit 39 −6 −7 2 −10 18

Total equity 219 −6 −7 2 −10 198

Once again, having glanced at the format of Table 1.6, you are recommended to try 
the exercise for yourself. The adjustments are as follows:

(a)  The manufacturing plant will have depreciated with use. Suppose its esti-
mated life is 10 years and that it will be worthless at the end of that period. 
Assume that the depreciation is deemed to occur evenly over the 10-year 
period. This is known as ‘straight line’ depreciation.

On this basis the depreciation will be CU6k per annum (= CU60k/10). What is the 
other side of this transaction? The approximate answer, adopted for the sake of 
simplicity in Table 1.6, is to deduct it all from profit.

However, depreciation of plant is actually another cost (together with raw materials 
and labour) of manufacture. In reality, therefore, the depreciation of plant should 
be split proportionally, as shown in Table 1.7, among all the things manufactured: 
work in progress, inventory of finished goods and goods sold.

The statement of financial position values of work in progress and inventory of 
finished goods would in practice therefore be increased by CU0.3k and CU1.5k 
respectively. Profit would only be reduced by CU4.2k, the additional cost of the  
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Table 1.7 Example 1.1 Part 2: Allocation of plant depreciation

Cost excl.  
depreciation Depreciation Cost incl.  

depreciation

CU’000 CU’000 CU’000

Work in progress 10 0.3 10.3

Inventory of finished goods 50 1.5 51.5

Finished goods sold 140 4.2 144.2

200 6.0 206.0

goods sold, not by the full CU6k, as we have done. This deliberate inaccuracy 
has been perpetrated only for simplicity and to maintain whole numbers in  
the example.

There is a sense in which all expenses represent the using up of assets. For example, 
the expense called ‘wages’ represents the using up of the right to an employee’s 
labour over a given period. Depreciation (the using up of non-current assets) is 
perhaps one of the more obvious illustrations of that principle.

(b)  Assume you know that you owe the bank approximately CU7k in interest on 
the loan and the overdraft so far, although it has not yet been charged. This 
is for illustration only: in reality interest would probably be charged monthly.

An expense is an expense, whether it has yet been paid in cash or not. Interest (the 
price to be paid for the right to use someone else’s money during a given period) 
becomes an expense as the right is used. Our aim is to determine the true state of 
affairs of the company, so the CU7k is an ‘other payable’ and is also deducted from 
the profit.

It could possibly be argued that the CU7k should be added to the overdraft balance. 
However, since it has not yet been charged by the bank that would distort the 
actual cash position.

(c)  In Table 1.5 transaction 11, let us suppose that included in the CU24k paid 
for expenses, all of which was deducted from profit, was CU2k for insurance. 
You realise now that that payment was for insurance cover for the following 
whole year.

The general principle is that the accounts of a year should only be burdened with 
expenses that relate to that year. The CU2k therefore represents a payment in 
advance or ‘prepayment’. Profit, having thus been wrongly reduce by CU2k, is now 
corrected by a corresponding increase of CU2k.
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This right to receive future services already paid for is just as much an asset as  
is, for example, ‘trade receivables’, which is the right to receive cash for goods 
already sold.

(d) You estimate that corporation tax payable on the profit so far will be CU10k.

Tax is an expense, the price payable for making a profit, that will eventually have 
to be paid. So, the tax authority is a ‘payable’; not a ‘trade payable’ but an ‘other 
payable’. Profit is correspondingly reduced.

Summary of Example 1.1, Parts 1 and 2
Having made the above adjustments, column 15 in Table 1.6 shows the assets and 
liabilities of the company and its profit to date as accurately as possible. Note, 
however, some of the factors that make total accuracy impossible.

For example, depreciation can only be an approximation; the amounts of interest 
and tax owing are also only estimates. Note also that all the above adjustments (a) 
to (d) have only affected the profit figure; they did not affect cash.

Introduction to Parts 3 and 4
We have seen, in the example so far, that every transaction causes the financial 
position of a company to change. A new statement of financial position could be 
produced after every single transaction, as we have done, but to do so would be 
absurd. In practice, statements of financial position are usually produced at least 
yearly, and sometimes quarterly, for legal and taxation purposes, and monthly for 
internal use.

At the same time, summaries are prepared of all the transactions that have affected 
profit and cash flow respectively since the previous statement of financial position 
or, in our example, since the start of the business. The summary of all the trans-
actions that have affected profit is called an ‘income statement’ (profit and loss 
account); the summary of all the transactions that have affected cash is called a 
‘statement of cash flows’ (cash flow statement).

EXAMPLE 1.1 PART 3: THE INCOME STATEMENT

An income statement is a summary of all the transactions that have affected profit 
since the previous statement of financial position or, as in this example, since the 
beginning of a business.

Table 1.8 shows the income statement (Part 3 of Example 1.1) in a format based on 
that used in published accounts. It starts with revenue (turnover), which means 
income from sales. Then, all the costs and expenses of the business are deducted, 
starting with those most directly related to the goods or services sold. Notice the 
different levels of ‘profit’ described.

With a little effort you should be able to produce the answer for yourself. All the 
information you need is in the earlier descriptions of the transactions and of the 
adjustments. Some items are self-explanatory; explanations of the others follow.
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Table 1.8 Income statement

Total  
CU’000

Note: Transaction numbers are those in Example 1.1, Part 1

Revenue 224

Cost of sales (as per (3) and (10), plus depreciation of plant) 146

Gross profit 78

Administrative expenses (as per (4) and (11), less prepayment,  
plus bad debt)

43

Operating profit 35

Finance costs 7

Profit before tax 28

Taxation 10

Profit for the year 18

Revenue (sales)
Revenue represents the income from goods (or services) sold, regardless of whether 
the customers have yet paid for them. Similarly, the items described under the two 
following headings represent costs incurred, whether or not they have yet been 
paid for.

Cost of sales
These are the costs directly related to getting the goods or services sold during 
the period to a saleable state and location. In this simple example these consist of 
raw materials and labour costs of the goods actually sold, plus depreciation of the 
manufacturing plant. Remember that in the interests of keeping things simple 
we have charged the full CU6k of depreciation as part of cost of sales, whereas in 
practice it would have been split between cost of sales, stock of finished goods and 
work in progress.

‘Gross profit’ is what is left after deducting cost of sales from revenue.

Administrative expenses
These are the other expenses of running or ‘operating’ the business, excluding inter-
est and other finance-related expenses. They are sometimes called ‘administrative 
overheads’ or just ‘overheads’.

Operating profit
This is the profit made from running or ‘operating’ the business. Because it is the 
profit before deducting any finance-related expenses, it facilitates comparison  
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between businesses whose operations are similar but which are financed in  
different ways.

Profit for the year
Sometimes called ‘profit after tax’, this is the profit achieved from trading activities.

In practice, there may be other, non-trading, items of income and expense, for 
example currency gains or losses on exchange. These, together with ‘profit for the 
year’, are recorded in what is, in effect, a supplement to the income statement 
called a ‘statement of comprehensive income’. Its bottom line is the ‘total compre-
hensive income for the year’, which is the amount by which equity has increased. 
The purpose is to make very clear the distinction between the results of trading and 
non-trading activities.

The international accounting standards actually permit the income statement and 
the statement of comprehensive income to be combined into a single ‘statement 
of comprehensive income’. However, many people see merit in having a separate 
‘income statement’ that records just the trading results of the business quite 
separately from any non-trading items.

Finally, in practice there is a further statement called a ‘statement of changes in 
equity’. This shows all the changes to equity during the year, including the total 
comprehensive income (or deficit) for the year, any dividends payable to sharehold-
ers and any other changes to equity, such as the issue of additional shares. You can 
see real examples of these statements in Appendix 3.

EXAMPLE 1.1 PART 4: THE STATEMENT OF CASH FLOWS

A statement of cash flows is a summary of all the transactions that have affected 
the cash position since the previous statement of financial position or, as in our 
example, since the beginning of a business. Its purpose is similar to that of an 
income statement, but it deals with cash rather than profit.

Table 1.9 shows the statement of cash flows resulting from our example, in a format 
based on one that is used in published accounts. It sets out the main headings 
under which cash has been received or paid, together with the amounts applicable 
to each heading. These should be self-explanatory.

If you wish to try it for yourself, all the information you need is in the descriptions 
of the transactions given earlier in Part 1 of the example. It is not necessary to refer 
to the adjustments in Part 2 because none of them affected cash.

Remember to include all the items that affect cash, right from the very beginning of 
the business, before you had paid your CU100k into its newly opened bank account.

Note that we included interest and tax in the income statement, because they 
represented expenses incurred; they are excluded from the statement of cash flows 
because they have not yet been paid.
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Table 1.9 Example 1.1 Part 4: Statement of cash flows

Total 
CU’000

Cash flows from operating activities

Cash generated from operations*

Net cash from operating activities

Cash flows from investing activities

Purchase of property and plant

Net cash used in investing activities

Cash flows from financing activities

Proceeds from issue of ordinary share capital

Increase in borrowings

Net cash from financing activities

Net decrease in cash

Cash at beginning of period

Cash at end of period

*Made up as follows:

Cash received from customers

Cash paid to suppliers of goods and services

Cash paid to employees

−105

−105

−150

−150

180

70

250

−5

0

−5

159

−122

−142

−105

RELATING CASH FLOW TO PROFIT

We have discussed the fact that, in all except purely cash businesses, cash and 
profit are different things. Nevertheless, they both concern the same business activ-
ities. It should therefore be possible to draw up a statement that relates the two. 
Table 1.10 is such a statement.

Note that this table is simply another way of arriving at the ‘net cash flow from 
operating activities’. This approach is often adopted rather than the one shown in 
Table 1.9. This is because in real situations all the data can usually be obtained 
by reference to the income statement and statement of financial position. With the 
first method this may not be the case. Brief explanations of each item follow.
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Table 1.10 Example 1.1 Part 4: Relating cash flow to profit

Total 
CU’000

Operating profit 35

Depreciation (add)

(an expense not represented by a cash payment)

6

Increase in inventories (deduct) 

(items not yet charged against profit but for which cash paid  
or payable – see next item) 

−120

Increase in trade payables (add) 

(that part of the increase in inventories not yet paid for)

40

Increase in trade receivables and prepayments (deduct) 

(sales for which cash not yet received, and cash paid  
for services not yet received) 

−66

Cash generated from operations −105

Depreciation charges
These are expenses deducted in arriving at profit but not represented by cash 
payments.

Increase in inventories
These are items for which cash has been or will be paid (see ‘increase in trade 
payables’ below), but which have not yet been charged against profit as part of ‘cost 
of sales’.

Increase in trade payables
That part of the increase in inventories (above) not yet paid for in cash.

Increase in trade receivables and prepayments
These are sales for which cash has not yet been received, and cash paid, for which 
services have not yet been received.

PUBLISHED ACCOUNTS

What would our results typically look like in a set of published accounts? Table 1.11  
shows our statement of financial position, very similar in form to the working 
version that we have been using, as it might appear in a company’s Annual Report. 
Remember that it is mainly the published accounts of listed companies that so 
far are required in many countries to be produced using international standards.  
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The income statement is more or less in the form in which we have already consid-
ered it, as would be the statement of cash flows, which is not shown.

Notice that the statement of financial position has a few presentational differ-
ences from the working version that we have used thus far. The main difference 
is that figures for ‘total assets’ and ‘total liabilities’ are not shown. Instead, ‘net 
assets’ is shown, which is of course the difference between those two figures. While 
the accounting rules prescribe in some detail what must be shown in published 
accounts, they are less prescriptive about precisely how it is shown.

Note the non-bold italicised headings representing the five main sections into 
which the items on a statement of financial position are always divided. These 
are as already described, and in summary are: non-current assets, current assets, 
current liabilities, non-current liabilities and equity.

Notes to the accounts
In real published accounts, not all the information required by law can be given 
on the face of the statement of financial position, income statement and statement 
of cash flows. In a typical published Annual Report there are many pages of notes 
that provide more detail.

Consolidated accounts
Many businesses consist not just of one company but of several companies in what 
is known as a group. Typically, there is one overall company, called the ‘parent 
company’ or ‘holding company’, that owns all or a majority of the shares in the 
others, which are known as ‘subsidiaries’. If published Annual Reports had to 
contain full accounts of all the companies in the group, the reports would in some 
cases run to hundreds of pages.

Table 1.11 Example 1.1: Accounts in typical published format

Totals 
CU’000

Statement of financial position

Non-current assets

Factory 90

Plant 54

144

Current assets 

Inventories 120

Trade receivables 64

Prepayments 2

186

(Continued)
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Table 1.11 (Continued)

Current liabilities

Borrowings 5

Trade and other payables 57

62

Non-current liabilities

Borrowings 70

70

Net assets 198

Equity

Share capital 180

Retained earnings 18

Total equity 198

Income statement

Revenue 224

Cost of sales 146

Gross profit 78

Administrative expenses 43

Operating profit 35

Finance costs 7

Profit before tax 28

Taxation 10

Profit for the year 18

So, for the purpose of reporting only, groups are permitted to produce ‘consolidated’ 
or ‘group’ accounts. These are simply the accounts of all the individual companies 
in the group combined or consolidated into a single statement of financial position, 
income statement and statement of cash flows etc. In published Annual Reports it 
is usually consolidated accounts that you will be looking at. This is because most 
public companies are groups. The principles of consolidated accounts are the same 
as those that we have considered in this chapter, except that ‘inter-company trans-
actions’ within the group are eliminated to avoid double counting.

There are situations where one company has a significant minority shareholding 
and therefore can exercise significant influence in another company but without 
having control. In this case, the other company is called an ‘associate’ of the  
investing company, and there are rules that determine how this is reflected in 
consolidated accounts.
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Different kinds of business
In this chapter we have used a manufacturing business to illustrate fundamental  
business and accounting principles. This is because manufacturing provides 
examples of all the main kinds of commercial transaction. The knowledge gained 
should help you to understand the accounts of any company. However, the more 
you know about the nature and jargon of the particular business of a company, the 
greater your understanding of its accounts is likely to be.

What does it all mean?
The presentational style of statements of financial position, income statements and 
statements of cash flows has evolved to the point where it is difficult to see how 
any greater clarity could be achieved. Despite that, many people would say that 
these documents are static and, by themselves, tell us little about the dynamics of 
a business. The answer to this understandable criticism is that the dynamics are 
there, but that a bit of searching is necessary in order to find them. How to do this 
searching is the subject of Chapter 12.

PLANNING AND MANAGEMENT ACCOUNTING

To remind you, this opening chapter on ‘finance fundamentals’ has been included 
primarily for those who started by knowing nothing about the subject, in order to 
provide a context for understanding the rest of the book. The kind of accounting 
illustrated in this chapter is not only a legal requirement, but it also of course 
provides some useful information about where a business stands (financial position) 
and how it has performed (income statement and statement of cash flows). However, 
note the past tense in that last phrase. ‘Financial accounting and reporting’, as the 
name implies, mostly concerns the past. But what about the future?

There is no legal requirement for a business to make plans and forecasts. However, 
the business that does not do so is almost certainly doomed to failure. Perhaps 
most important of all is the need continually to forecast and monitor cash flows, 
although other aspects of a business need to be planned and monitored as well. For 
example, if you have not estimated how much of your product you think you can 
sell, then how can you know how much of it to buy or to manufacture, what facili-
ties you will need, how many people to employ and what skills they should have? 
Equally, unless you estimate your costs, how can you work out what your selling 
price must be in order to make a reasonable profit? Price, in turn, will affect the 
amount that you can sell. These and related questions are the province of the large 
subject usually called ‘management accounting’, which does indeed mostly concern 
the future. Three topics implied by the above questions are budgeting, costing and 
pricing, and are covered in Chapter 11. 

CASH FLOW FORECASTING

As stated above, whether a business is in its start-up phase, as illustrated in 
Example 1.1, or established as a going concern, it is vital that it continually plan 
its cash requirements and arrange in advance for overdraft facilities to be available 
when needed. This means forecasting as accurately as possible how much cash will  
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be coming in and when; how much will need to be spent and when, and, as a result, 
when there will be surpluses (to be invested) or shortfalls (to be covered by borrow-
ing). A simple example of a cash flow forecast is shown in Table 1.12.

Table 1.12 Simple cash flow forecast

Month 1 
CU’000

Month 2 
CU’000

Month 3 
CU’000

Month 4 
CU’000

Month 5 
CU’000

Month 6 
CU’000

Opening balance 40 65 35 −25 −125 −35

Cash inflows 370 380 360 340 520 550

Cash outflows −345 −410 −420 −440 −430 −390

Net cash flows 25 −30 −60 −100 90 160

Closing balance 65 35 −25 −125 −35 125

Imagine, for example, that this table represents the cash flow forecast of a toy 
retailer in the six months before a major festival, at which it is the custom to give 
toys as presents to children. The table shows that the retailer expects its cash 
outflows to increase in the months preceding the festival as they stock up in antici-
pation of increased sales. Their expected cash inflows increase considerably during 
the last two months or so preceding the festival. During Months 2 to 4 they antici-
pate a cash shortfall, which is expected to reach a maximum in Month 4. This would 
need to be covered by an overdraft facility. Apart from its usefulness to manage-
ment, this cash forecast is exactly the kind of document likely to be required by a 
bank when being asked for an overdraft facility or a loan.

NON-BUSINESS ORGANISATIONS

As stated earlier, there is an accelerating trend towards international standardisa-
tion of the rules for accounting and reporting business activities. While periods of 
transition are not comfortable places, it will in the end be much easier to compare 
the financial results of companies in different countries.

For some years now there has been another, rather similar, trend: bringing closer 
together the accounting rules for business and non-business organisations, such 
as government (central and local), academic institutions, hospitals, charities, clubs 
and associations. This convergence has reflected growing acceptance that all organ-
isations should be run in a business-like way, whether they are in fact businesses 
or not. There are of course some differences of detail and terminology between  
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business and non-business organisations. For example, ‘surplus’ and ‘deficit’ are 
more appropriate terms for a charity than ‘profit’ and ‘loss’, but they mean essen-
tially the same: the difference between income and expenses. The financial princi-
ples explained in this book are equally applicable to business and non-business 
organisations.

SUMMARY

The main points covered in this chapter, linked to its objectives, have been the following:

•	The main purpose of a business is to increase the wealth of its owners: in a 
 company, the shareholders. Without ‘limited liability’, modern business would be 
impossible, because all the personal assets of the owners would be at risk.

•	The three main sources of company finance are shareholders, lenders and profit 
retained in the business.

•	A statement of financial position (balance sheet) is a snapshot of the assets and 
liabilities of a business at a moment in time. It balances because every transaction 
has two sides, and both sides are always recorded. All business transactions affect 
the financial position.

•	An income statement (profit and loss account) is a summary of all the transactions 
that have affected profit since the last statement of financial position or, as in our 
example, the start of the business.

•	A statement of cash flows (cash flow statement) is a summary of all the transac-
tions that have affected cash since the last statement of financial position or the 
start of the business.

•	In all but ‘cash only’ businesses, profit will always be different from cash flow. 
Some reasons are: timing differences between sales and getting paid, and 
between incurring expenses and paying for them; and depreciation, an accounting 
 adjustment that affects profit but not cash flow.

•	It is vital for any organisation to forecast and monitor its cash flows.

•	In recent years there have been trends towards international standardisation 
and towards convergence of the accounting and reporting rules for business and  
non-business organisations.
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stock market ratios 222
straight-line depreciation 4, 13, 123
subsidiary company 20
successor project, influence of 61
sunk cost 27, 65, 174
supermarket
 financial characteristics of  
  234–235
 published accounts of 236 et seq.
supplies, inventory of 59–60
systematic risk 73

taxable profit 109–110
taxation 108 et seq.
 cost of capital, and 73, 117
 ‘depreciation allowances’  
  109–113
 financial case, effect on  
  113 et seq.
tax book value 110–113
tax loss 109
time value of money 35, 72, 91
trade payables (trade creditors) 3, 9
trade receivables (trade debtors) 9
 reduction in level of 62–63
transfer of software licence  
 180–182
turnover
 assets, of 4, 216–217

upgradable assets, depreciation of  
 125–126

value-based management 101, 224
 see also shareholder value  
  added (SVA)
variable costs 197–198

wealth 46
weighted average cost of capital  
 (WACC) 73–74
working capital 4, 60–63, 68–70,  
 97–98
 average 97–98
work in progress 9
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