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 Financial Statements and Accounting Standards 

 

Introduction 
 
This note explains the content and key messages from the 3 main financial statements, and explains the 
underlying principles behind the numbers in these statements. The fundamental principles (accruals and 
matching) dictate how the components are measured and reflected for inclusion in the balance sheet, 
income statement and cashflow statement. These principles are developed and defined in detail in the 
Financial Reporting Standards. A basic understanding of the key accounting concepts - accruals and 
matching - facilitates easier understanding of more complex aspects of accounting such as accounting for 
pension costs, derivatives etc. 
 
This note is designed to be used in conjunction with the “Artemis Ltd” case study, which shows in detail 
how the balance sheet of a company is built up by recording a series of transactions. The Artemis case 
demonstrates that the balance sheet at any point in time shows the cumulative result of all the transactions 
the company has made. Company book keeping records are a database of all transactions. The financial 
statements are designed to capture this data in a way that gives maximum insight into the performance 
and financial strength of the company. 
 
The appendix to this note contains a glossary which includes the most commonly encountered terms used 
in the financial statements as well as other financial terms frequently used in discussing financial data and 
company performance. 
 
The accompanying briefing note “Financial Analysis” explains how these financial statements can be 
used to form a more in-depth picture of how well a company has performed in the relevant period, and 
how to assess the overall financial health of the company. 
 
These notes are intended as brief introductions only. Further more detailed explanations of financial 
statements content and analysis can be found in standard subject textbooks designed for a non-financial 
audience, for example http://www.amazon.co.uk/Financial-Management-Decision-Makers-
Atrill/dp/0273756931 
 

1      The Objectives of Financial Statements 

The objective of financial statements is to provide information about the financial position, performance 
and changes in financial position of an entity that is useful to a wide range of users in making economic 
decisions.  

Financial statements also show the results of the stewardship of management, or the accountability of 
management for the resources entrusted to it. 

The economic decisions that are taken by users of financial statements require an evaluation of the ability 
of an entity to generate cash and cash equivalents and of the timing and certainty of their generation. 
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The financial position of an entity is affected by the economic resources it controls, its financial 
structure, its liquidity and solvency, and its capacity to adapt to changes in the environment in which it 
operates. Information about the economic resources controlled by the entity and its capacity in the past to 
modify these resources is useful in predicting the ability of the entity to generate cash and cash 
equivalents in the future. 

Information about the performance of an entity, in particular its profitability, is required in order to assess 
potential changes in the economic resources that it is likely to control in the future. 

Information concerning changes in the financial position of an entity is useful in order to assess its 
investing, financing and operating activities during the reporting period. This information is useful in 
providing the user with a basis to assess the ability of the entity to generate cash and cash equivalents and 
the needs of the entity to utilise those cash flows. 

Information about financial position is primarily provided in the Balance Sheet. Information about 
business performance is primarily provided in the Income Statement. Information about changes in 
financial position and specifically the liquidity and funding implications thereof is primarily provided in 
the Cash Flow Statement.   

 
 

2        Financial Statements: Content and data reliability 
 
There are 3 financial statements that are useful to understand the overall financial health of a business at a 
specific point in time and to assess the financial performance: 

• Balance Sheet 
• P&L Statement also called Income Statement 
• Cashflow Statement 

 
All 3 statements can be produced for a historic period or for the future period. Published annual accounts 
include historic financial statements up to the most recent financial year-end. A financial forecast consists 
of forecast P&L, cashflow and balance sheet statements, usually accompanied by detailed notes, which 
explain the underlying assumptions behind those numbers.  
 
Historic data presented in the financial statements may or may not be audited depending on the size of the 
business. Under the new companies act 2014, Irish companies who satisfy 2 or more of the following 
conditions can apply for an audit exemption:  
 

• Balance sheet total does not exceed €4.4m  
• Turnover does not exceed €8.8m  
• Number of employees does not exceed 50 

 
If the statements have not been audited – i.e. validated by an independent third party, this means that the 
accuracy of much of the data including the existence and value of assets such as debtors and stock is 
dependant on the word of the company producing the financial statements. The accountant signing off on 
the unaudited statements has no legal obligation to confirm the existence of such assets nor the 
completeness for example of accruals etc. in the balance sheet. 
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Forecast financials like any forecasting exercise are always just estimates. The quality of these estimates 
and hence their plausibility needs to be rigorously interrogated before such estimates should be used as a 
basis for any decision. Such interrogation would include: 
 

a) An assessment of whether or not previous financial plans were actually delivered, (i.e. did the 
actual financial performance match the financial forecast previously presented for the period?) 
and if not why not. Was it poor planning or was the variance vs. forecast due to completely 
unforeseeable events? Over a period of time does the actual performance broadly match the 
financial forecasts presented? 
 

b) An assessment of the consistency between historic financial performance and future estimates.  If 
the assumptions driving the forecast are very different to recent historic performance, then a clear 
explanation is always needed as to why the forecast differs significantly from the historic data. 
For example if the historic gross margin in a business has always been between 30% and 32% but 
the forecast shows a margin assumption of 42%, the forecast notes must provide a clear 
explanation as to the business model change proposed that is expected to deliver this margin 
uplift 

 
c) Assessment of consistency of assumptions in forecast with available data for the macro and micro 

economic environment within which the company operates. For example if a company forecast is 
based on a 10% per annum sales increase in a sector which is forecast to shrink, the company 
would have to provide a compelling explanation as to how they expect to beat the sectoral trend. 
 

The content of each of the financial statements is explained below. The process whereby the data is 
captured transaction by transaction is called double entry booking. Recording transactions is usually 
called journal entry. This process is demonstrated in the “Artemis” case. 
 

2.1	   Balance	  Sheet	  
 
The balance sheet shows  

• Assets (“stuff” the company owns) at "book value” (historic cost less cumulative depreciation), 
and  

• How those assets have been paid for: i.e. the mix of Shareholders money, debt and credit from 
other people like suppliers, government, that has been used to fund those assets.  

The balance sheet classifies a company's assets and liabilities into distinctive groups such as  
• Current Assets vs. Fixed assets;  
• Tangible, Intangible and Financial Assets 
• Current Liabilities vs. Long Term Liabilities 
• Property, Plant, and Equipment; etc. 

 

2.1.1	  	   Balance	  Sheet	  definitions	  
 

• Assets: Stuff owned by the company 
• Liabilities: Amouts that must be repaid by the company 
• Fixed Assets are long-term assets - assets, which are expected to remain on the balance sheet for 

more than one year, for example, land, buildings, vehicles, which are not written off within the 
next year. 
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• Current Assets are short-term assets - assets which are expected to be written off / disposed of 
within the next year, for example, computer equipment which is written off in the first year, 
materials for production. 

• Current Liabilities - liabilities which must be paid within one year, for example Short Term 
Debts, bills payable to trade suppliers, wages payable. 

• Long Term Liabilities- liabilities not due within the next year, for example long term bank debt. 
• Share Holders Funds / Equity shows how the net assets are financed – through Equity (monies 

invested directly by shareholders), retained profits and revaluation reserves. Total equity = Total 
Assets – total Liabilities. See sample balance sheet below as demonstration of this. 

• Intangible Asset is an asset that cannot be touched, often a licence or knowledge driven asset – 
for example if a company purchases another company’s brand, a patent, develops software, buys 
a licence to use radio spectrum to provide mobile phone services etc., these are all intangible. 

• Goodwill is a very specific intangible asset created by the premium paid for an acquisition of 
another company over and above book value. While the word “goodwill” may be used to have 
other meanings in casual business conversation, as a balance sheet asset it is very specific. A 
company that has grown organically and made no acquisitions will have no goodwill even if they 
are wildly popular with their customers. Likewise a company with poor customer reputation may 
have huge goodwill if they have grown by acquisition. It is also possible to end up with good will 
on a balance sheet as the result of complex usually tax driven restructuring whereby a single 
company may be restructured into a trading company, holding company, property company etc. 

• Unearned revenues, also called deferred revenues are amounts received from customers in 
payment for a sale whereby the goods or services for that sale have not yet been deliveted by the 
company, hence the amounts received cannot yet be recognised as sales revenues 

 
A sample balance sheet is shown below in the old traditional format. The modern presentation is 
increasingly in the vertical format whereby assets and liabilities are listed vertically. We can see in the 
example below that the total assets ($770k) are funded by $289k equity, and $481k in total liabilities. 
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2.1.2	   Timing	  and	  potential	  distortions	  
 
A Balance sheet shows what a company owns (assets) and the funding sources used to finance those 
assets at a specific point in time, as opposed to over a period in time, so it’s a snapshot rather than a story. 
This can encourage some distortions, for example companies often seek to reduce their stocks at year end 
and the poor stock management during the course of the year does not show in the annual report. 
 

2.1.3	   Limitations	  of	  the	  balance	  sheet	  
 
Balance sheets are very limited documents. They ignore multiple core elements of a business, and give 
very little insight into the true value of a company by failing to include the value of non-accounting assets 
such as people. The know-how, systems, technology, customer contracts, in-house brands, new product 
innovations etc. of those people may be partly shown in the form of intangible assets which represent the 
capitalised cost of work carried out to deliver that knowhow (see expense vs. capital below), but the 
intangible assets that are created in this case show only the cost of developing such systems and do not 
represent the potential market value of such knowhow/ systems. 
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The valuation principles for the various classes of assets on the balance sheet are explained in more detail 
below – i.e. at what value do buildings, vehicles etc. appear on a balance sheet. In most cases the basis is 
historic cost less cumulative depreciation. This means that the balance sheet asset values may be very far 
from the market value of the assets concerned. Therefore if the balance sheet is used as a valuation tool in 
a liquidation exercise, all assets must be revalued to realisable value. 
 
The real market value of a technology asset and indeed a company is the discounted value of future cash 
flows that may be generated by a potential owner. Discounting simply means recognising that future 
monies are less valuable than the same amounts received today, so to convert future monies to a lump 
sum at today’s value a discount rate must be applied. Because the balance sheet tells nothing specific 
about the future of a business (messages can be derived but there is no concrete data about the future) by 
definition the balance sheet tells little about the value of a company as going concern. Balance sheets are 
used only in the context of a break up valuation, or in the event that balance sheet assets are worth more 
than going concern value (in which case the company will most likely be broken up).  

 
 

2.1.4	   “Reading”	  the	  balance	  sheet	  at	  a	  high	  level	  
Key questions to ask when reading a balance sheet at “helicopter level” are: 
1 Are assets growing/ shrinking? Why? Is this Good or bad? Do we have too many/ too few assets? 

Examining asset movement at high level, in particular any shrinkage of operational assets can 
trigger crucial questions about the underlying liquidity of a company, or changes in strategy that 
might provide a more benign explanation for asset shrinkage 
 

2 What is the mix of financing sources and is the mix sustainable – e.g. does the company have too 
much debt? Does the company pay suppliers in a timely way? 

 
Simple Example 

• Company is established with an investment of €70k in machinery and equipment, €20k in 
inventory and €10k in initial cash 

• These assets are financed with a €40k 3 year bank loan plus €60k invested by the owner 
 
The Opening balance sheet of the company will be: 
 

    € 
"000s 

Fixed Assets   
Tangible Fixed assets 
(Machinery and 
Equipment) 

70 

Current Assets   
Inventory 20 
Cash 10 
Total Assets 100 
Current Liabilities 0 
Net Current Assets 30 
Long term liabilities 40 
Net Assets 60 
Financed by   
Shareholders Funds 60 
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2.2	   Profit	  and	  Loss	  Statement	  (Income	  Statement)	  
The income statement is usually the most familiar of the 3 statements to non-finance professionals, 
capturing: 

• Sales 
• Less costs 
• = Profit or loss 

 
The basic format of the income statement is: 
 

 

2.2.1	   Cost	  categories	  and	  profit	  definitions	  in	  the	  P&L	  
 
Costs are classified as operational vs. financing where operational captures all costs incurred in the 
business operations, financing capturing interest and bank charges. Operational costs are split between  

• Cost of Goods Sold – normally direct costs of the products/ services sold. This is a simple 
enough concept in manufacturing physical product, where Cost of Goods sold normally includes 
raw materials, utilities, labour and consumables used directly to produce the product. It is but a 
much more nebulous concept in some modern industry where it is hard to distinguish which 
elements of costs are “direct product costs”. For example in the telecommunications industry it is 
ambiguous which component of the cost base is direct and which is overhead. 

• Sales minus Cost of Goods Sold = Gross Profit. This is the profit made directly on product 
before covering the overhead. 

• Overheads, which include indirect costs, which are generally though not necessarily fixed: 
Selling, administrative, premises, R&D, training etc. 

• Gross Profit less overheads equals operating profit  
• Operating profit less financing costs Interest and bank charges) gives profit before tax. 
• Profit After Tax is the profit that belongs to the company shareholders. They can choose to take 

this out as cash i.e. pay themselves a dividend, or reinvest it in the company – retained earnings. 
• Dividends are a cash payment to shareholders from profits generated. 
• Retained Earnings is the remaining Profit after payment of the dividend. 
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2.2.2	   The	  Accruals	  and	  Matching	  concepts	  
 
While most commercial managers are familiar with the basic format and content of an income statement, 
many outside the accounting profession are less familiar with how the components are calculated, in 
particular the underlying principle of matching and accruals, which is the key conceptual issue in an 
income statement. This means that the revenues and costs reflected in an income statement match: the 
revenues shown are full revenues generated in the period, and the costs shown are the full corresponding 
costs whether or not the sales were collected in cash or the costs were paid in cash. 
This means for example that if a cost is incurred (e.g. electricity is used up) but no invoice is received and 
the relevant cost has not been paid for, in the income statement we still have to reflect the cost, i.e. we 
make an accrual. In the balance sheet we show a corresponding liability – i.e. we owe the amount of 
electricity consumed and not paid for even though bill has yet been received. 

2.2.3	   What	  is	  “sales”?	  The	  Revenue	  Recognition	  principle	  	  
 
This states that Sales revenues reflected in a P&L are all revenues generated in the period whether or not 
the cash has been collected. For revenues to be recognised there must be proof of intent to purchase from 
the client (contract, purchase order), the goods or services must have been delivered and delivery must be 
accepted by client (goods receipt note or similar). 

2.2.4	   Cost	  Recognition	  
 
Costs are recognised in the P&L if incurred – i.e. goods or services were consumed whether or not these 
goods or services were paid for. This means that for goods or services where no invoice has been received 



 

Artemis Consulting Ltd.      Moira.creedon@gmail.com
   
   
 

an accrual must be made –i.e. an estimate must be made of the expense and this must be included in the 
P&L. This is one of the many reasons purchases orders are a very valuable discipline as they help make 
accurate accruals – i.e. all expenses incurred are backed by a PO so it is easy to ensure that all accruals 
are captured as a result.1.2.5 Expense vs. Capital 
 
Capital expenditure means expenditure incurred in creating, acquiring, extending or improving an asset 
for use in the business, which will generate benefits over several accounting periods. Capital expenditures 
appear on the balance sheet as a fixed asset - i.e. expense is capitalised. 
“Revenue Expenditure means expenditure incurred in earning revenue or maintaining earning capacity of 
business in the current period: the benefit used up in current accounting period, so the expense is “written 
off” and appears in P&L as a cost 
 
While some expenditure items are automatically treated as capital items (e.g. the purchase of a building) 
many others are a matter of accounting policy. The company adopts and states a policy with regard to 
treatment of items such as technology development costs, market research costs and similar. If such items 
are capitalised an intangible asset is created on the balance sheet of the company. 

2.2.6	   Terminology:	  EBIT	  and	  EBITDA	  
 
EBIT stands for Earnings before Interest and Tax. In a simple company this will equal operating 
profit. In a more complex company there may be income sources that are non operational which 
will be excluded from operating profit but included in EBIT. For example in the income 
statement above, loss on lawsuit and gains on sale of properties are classified as non-operational. 
 
EBITDA stands for Earnings before Interest, Tax, depreciation and Amortisation. This really 
means Earnings AFTER deduction of “real” operating costs, i.e. direct costs and non-
depreciation overheads. EBITDA roughly equates to gross cashflow from operations before 
adjustments for working capital. See below for more detailed explanations of depreciation and 
amortisation, and why these are not regarded as “real” costs as they are non-cash. 

2.2.7	   Key	  questions	  to	  ask	  when	  reading	  an	  Income	  Statement	  at	  “helicopter	  level”	  are:	  
a) Has the company turnover increased/decreased/ fluctuated severely in the recent period? 
b) Have margins improved/ deteriorated? (at gross, operating and PAT levels) 
c) Why have margins improved/ deteriorated? 
d) What are the implicationsof sales andmargin trends? 
e) Has the company generated enough profit: to provide anadequate return to shareholders? To 

generate adequate cashflows to fund investment? 

2.3	  Cashflow	  Statement	  
 
It is very important that users of financial statements should be able to see how much cash has been 
generated in the business itself (i.e. Cashflow from Operations) and how that cash has been utilised as 
regards investing, rewarding shareholders and payments to and from lenders.  
 
As explained above the income statement is the correct data source to use to assess the business 
performance of a company – sales generation, cost and pricing management, and whether profits 
generated are adequate relative to capital invested. The cashflow statements on the other hand gives 
insight into the fundamental sustainability of the company from a liquidity perspective, and also gives 
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clear insight into the growth strategy of the company and whether or not this growth is financed 
organically (i.e. from the business operations) or the growth is depend on external financing. 
 
The Cash Flow Statement shows real cash receipts and payments rather than the accrual based revenues 
and expenses as in the Income Statement and Balance Sheet, and therefore the cashflow statement is the 
most reliable of the 3 statements are there are no subjective policy decisions behind calculation of the 
numbers, they are absolutely real numbers. In essence the cashflow statement shows: 

• Cash in 
• Less Cash out 
• = Increase/ (decrease) in cash and cash equivalents 

 
Under IAS 7 The cash flow statement classifies cash flows by operating, investing and financing 
activities.  
The IAS 7 standard gives two options for the construction of the Cash Flow Statement: 

(a) The direct method, whereby major classes of gross cash receipts and gross cash payments are 
disclosed;  

 
  
 
(b) The indirect method, whereby profit or loss is adjusted for the effects of transactions of a non-cash 
nature, any deferrals or accruals of past or future operating cash receipts or payments, and items of 
income or expense associated with investing or financing cash flows. While IAS 7 favours use of the 
direct method most organisations use the indirect method. 
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It is possible to construct a cashflow statement for a specific period if you have: 
(a) The Balance Sheet at the start of the period 
(b) The Income Statement for the period 
And 
(c) The Balance Sheet at the end of the period. 
 

2.3.1	   Cashflows	  from	  Operations/	  from	  Operating	  Activities	  
 
Cashflow from Operations includes cash from customers less cash payments for operational items, i.e. the 
cashflows generated from the business itself, before bringing in any external capital from banks or 
shareholders, and before selling off long term assets such as buildings or subsidiaries to generate cash. 
This number is a core indicator of the sustainability of a company, and can be used to assess the extent to 
which the operations of the entity have generated sufficient cash flows to repay loans, maintain the 
operating capability of the entity by reinvesting to replenish older assets, and expanding working capital, 
pay dividends and make new growth investments without recourse to external sources of financing.   
Cashflows derived from operations are generally shown Gross, i.e. pre interest and tax and Net, after 
interest and Tax. 
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2.3.2	  	  	  	  	  Cashflow	  used	  in	  Investing	  Activities	  
 
IAS 7 defines Investing Activities as: 
 (a) Cash payments to acquire property, plant and equipment, intangibles and other long-term assets. 
These payments include those relating to capitalised development costs and self-constructed property, 
plant and equipment;  
 (b) Cash receipts from sales of property, plant and equipment, intangibles and other long-term assets;  
  (c) Cash payments to acquire equity or debt instruments of other entities and interests in joint ventures 
(other than payments for those instruments considered to be cash equivalents or those held for dealing or 
trading purposes);  
  (d) Cash receipts from sales of equity or debt instruments of other entities and interests in joint ventures 
(other than receipts for those instruments considered to be cash equivalents and those held for dealing or 
trading purposes);  
  (e) Cash advances and loans made to other parties (other than advances and loans made by a financial 
institution);  
  (f) Cash receipts from the repayment of advances and loans made to other parties (other than advances 
and loans of a financial institution);  
  (g) cash payments for futures contracts, forward contracts, option contracts and swap contracts except 
when the contracts are held for dealing or trading purposes, or the payments are classified as financing 
activities; and  
  (h) cash receipts from futures contracts, forward contracts, option contracts and swap contracts except 
when the contracts are held for dealing or trading purposes, or the receipts are classified as financing 
activities. 
     

2.3.3	  	  	  	  Cashflows	  to/	  from	  Financing	  Activities	  
 
IAS 7 defines Financing Activities as: 
 
  (a) Cash proceeds from issuing shares or other equity instruments;  
  (b) Cash payments to owners to acquire or redeem the entity's shares;  
  (c) Cash proceeds from issuing debentures, loans, notes, bonds, mortgages and other short or long-term 
borrowings;  
  (d) Cash repayments of amounts borrowed; and  
  (e) Cash payments by a lessee for the reduction of the outstanding liability relating to a finance lease. 
 
 In relation to interest and dividends paid the standard is less than clear. These may be classified in any of 
the 3 groupings: “Cash flows from interest and dividends received and paid shall each be disclosed 
separately. Each shall be classified in a consistent manner from period to period as either operating, 
investing or financing activities.” 
 
Interest paid and interest and dividends received are usually classified as operating cash flows for a 
financial institution. However, there is no consensus on the classification of these cash flows for other 
entities. Interest paid and interest and dividends received may be classified as operating cash flows 
because they enter into the determination of profit or loss. Alternatively, interest paid and interest and 
dividends received may be classified as financing cash flows and investing cash flows respectively, 
because they are costs of obtaining financial resources or returns on investments.  



 

Artemis Consulting Ltd.      Moira.creedon@gmail.com
   
   
 

 
Dividends paid may be classified as a financing cash flow because they are a cost of obtaining financial 
resources. Alternatively, dividends paid may be classified as a component of cash flows from operating 
activities in order to assist users to determine the ability of an entity to pay dividends out of operating 
cash flows. 
 

2.3.4	   Key	  questions	  to	  ask	  when	  reading	  a	  Cashflow	  Statement	  at	  “helicopter	  level”	  are:	  
 

• Is the company generating enough cashflow from Operations to finance the investments made in 
recent years or has the company been obliged to use external finance sources to fund investments 
made? 

• Is cashflow from operating activities enough to fund replacement levels of cash investment 
required (i.e. greater than depreciation)? 

• Has the company been increasing/ decreasing leverage? Raising money from shareholders? 
• How have shareholders been rewarded in the recent past (i.e. dividends paid) and what are the 

liquidity implications of these? 
 

2.4	   Differences	  between	  profit	  and	  cashflow	  statements	  
 
Profit and cashflow are radically different numbers and concepts. However there is a clear bridge between 
the two as demonstrated in the reconciliation between profit from operations and cashflow from 
operations, which is a core element of the indirect method cashflow statement. I.e. to calculate cashflow 
from operations we add back depreciation and then adjust for working capital, i.e. for cash absorbed by 
increases in stock and debtors and cash injections due to increased credit from suppliers. 
 
Specifically the key differences are: 
 

• Profit includes sales made on credit, cashflow only reflects actual cash receipts from sales 
• Profit includes costs of items consumed whether or not paid for or even invoiced – e.g. electricity 

consumed at year end must be included in the expenses calculated in the P&L whereas the 
cashflow statement only reflects actual cash costs 

• Profit is calculated after deduction of depreciation whereas cashflow ignores depreciation as it is 
a non cash cost 

• The cashflow statement will reflect the full impact of cash spent acquiring fixed assets (will be 
classified as cash to investing activities) whereas the profit statement will only reflect the 
depreciation that relates to those assets. 

• Cash inflows from external capital such as banks and shareholders are reflected in the cashflow 
statement as cashflows from financing activities whereas these are not reflected in the income 
statement – i.e. monies received by borrowing from a bank are not “income” in a profit and Loss/ 
income statement. 

 

2.5	   Key	  messages	  from	  the	  Income	  Statement	  as	  compared	  to	  the	  cashflow	  statement	  
 
To highlight the different messages derived from a cashflow vs. an income statement, below is a 
worked example showing the financial statements for a simple company, and demonstrating 
what these statements tell us. 
 



 

Artemis Consulting Ltd.      Moira.creedon@gmail.com
   
   
 

Example: 
• Company sets up on Jan 1 2014  
• Jan: Sales of €100k to health food shops on 2 months credit, with direct cash cost of sales 

of €50k and cash overheads of €10k 
• Feb: Sales of €30k to health food shops on 2months credit, direct cost of sales are €20k 

cash and same overheads 
• March: demand evaporates and no sales. Overheads drop to €5k as business is wound 

down. No sales in April and overhead still €5k, chasing final invoices etc. 
 
 
 
 
 
 
 
P&L Forecast for the Business 

 Jan Feb March April 

Sales 100,000 30,000 0 0 

Cost of 
sales 

50,000 20,000 0 0 

Gross 
profit 

50,000 10,000 0 0 

Overheads 10,000 10,000 5,000 5,000 

Operating 
Profit 

40000 10000 (5000) (5000) 

 
Cashflow forecast for the business 
 
 Jan Feb March April 

Cash in 0 0 100,000 30,000 

Cash out 
cost of sales 

(50,000) (20,000) 0 0 

Cash 
Overheads 

(10,000) (10,000) (5,000) (5,000) 

Cashflow 
from ops 

(60,000) 3,000 95,000 25,000 
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Balance Sheet forecast for the business 
 

  Opening Jan Feb March April 
Fixed assets 

   
  

Current assets 
   

  
Debtors               -          100,000        130,000         30,000                -    

Cash        80,000         30,000         10,000        110,000        140,000  

Total        80,000        130,000        140,000        140,000        140,000  
Financed by 

   
  

Initial 
Equity        80,000         80,000         80,000         80,000         80,000  
Retained Earnings        50,000         60,000         60,000         60,000  

Debt               -                  -    
  

  

TOTAL        80,000        130,000        140,000        140,000        140,000  
 
Cmmon sense questions that a company owner would ask mioght include: 

• In which month did the business perform best? 
• What happened between January and February and caused the margin to drop from 50% to 33% 
• What are the liquidity implications of these numbers 

 
To assess the “business performance” of the company the P&L is the correct statement to use, as this 
reflects wealth generated in the formof chargeable salesdelivered,and the margin which relects the cost 
efficiency of elivery and the pricing model. To assess liquidity implications the cashflow statement shows 
us that there will be a severe liqidity problem in January which needs to be funded, eg an overdraft may 
be needed for that month. 
 
Hence we can see that the 3 statements show the same set of transactions in the same company through 3 
different lenses giving differing insights. 
 

3 Accounting Standards 
 

3.1  Background and brief history of how accounting standards have developed 
 

Clearly defined legally binding accounting standards – i.e. rules that dictate precisely how transactions 
should be reflected in a set of financial statements – are a very recent concept. A brief history of their 
development gives insight into the reason these standards are so important, and also into some remaining 
gaps – i.e. areas where the standards still lack absolute clarity and there is still significant room for policy 
decisions and interpretation by the company preparing the accounts. 
 
The purpose of accounting standards, now referred to as financial reporting standards is to ensure that the 
financial data presented for a company is compiled based on clear principles which are logical and fully 
transparent. The data should be sufficient to understand the position of a company, and should be 
compiled based on standardised methods to facilitate globalisation and the resulting need to understand 
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the accounts of companies from multiple jurisdictions.  The principles dictating how European financial 
statements are compiled are backed by legislation. All quoted companies are under IFRS requirements. 
SMEs follow the same basic principles with slightly simpler rules as to how these should be applied. 
  
The development of shared standards is very recent. Over the years as businesses, banking and the equity 
markets developed, conventions on how to record transactions and show the resulting financial position of 
a company were developed and became well established acquiring some legal status as ‘generally 
accepted accounting practice’. As these conventions became more refined they were incorporated into 
Accounting Standards, which were promulgated by regulatory bodies such as the Accounting Standards 
Committee (ASC) in the UK and Ireland, the Financial Accounting Standards Board (FASB) in the 
United States, the EU in Europe and the International Accounting Standards Committee for worldwide 
standards.  
 
Up to 1990 a total of 25 standards called Statements of Standard Accounting Practice (SSAPs) were 
issued by the ASC in the UK with more than 100 Financial Accounting Standards (FASs) from the 
FASB. Despite improvements resulting, there was on-going significant controversy over the interpretation 
of the standards and too much latitude remained to companies in deciding how to apply the standards to 
their particular situations. This led to a decline in the credibility of accounts as more and more businesses 
whose accounts seemed to indicate relative strength found themselves in financial difficulties and a few 
major ones ended up in liquidation.  
 
One of the problems was that the standards were not legally enforceable. Some businesses complied but 
others did not. Many organisations took very individual interpretations of how they should be applied 
 
A major review of the process was undertaken in the UK by a group headed by Sir Ron Dearing and his 
report recommended that the standard setting process should be given more statutory backing and powers, 
hence leading to the setting up of the Accounting Standards Board (ASB) in 1990. In the US the 
Securities and Exchange Commission gave similar backing to the standards issued by the FASB 
 
One on-going problem was the difference in treatments of the same issue in different countries, in 
particular the very considerable differences between the US and Europe. Universal acceptance and 
implementation of standards would only happen when there were acceptable international standards 
agreed between all countries. The need for more harmonisation was also being driven by the globalisation 
of capital markets and by the growth in numbers of multinational corporations with quotations in a 
number of different stock markets. Standards that are consistent across country boundaries and 
understood/ accepted by international investors were clearly required. 
 
The International Accounting Standards Committee (IASC) attempted to develop and implement such 
standards but was ineffective and the standards it issued were not widely accepted.  
The International Accounting Standards Board (IASB) was established in 2001 to develop “a single set of 
understandable and enforceable global accounting standards to help participants in the various capital 
markets of the world and other users to make economic decisions”. (International Accounting Standards 
Board, 2004) 

 
The standards issued by the IASB are called International Financial Reporting Standards (IFRSs). The 
acceptance of the IASB standards by the European Union was a major achievement, leading to mandatory 
compliance with IASB standards mandatory for all European publicly quoted companies from 2005 
onwards.  
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There are still some issues of comparison with standards issued by the FASB in the U.S. but a working 
party of the IASB and the FASB is making good progress at resolving these issues. 
 

3.2      Framework for Preparation and Presentation of Financial Statements 
 
The IASB has produced a set of ‘guiding principles’ for the development of accounting standards which 
is called ‘The Framework for Preparation and Presentation of Financial Statements’, based on the 
principles used by the FASB and thereby ensuring that the development of international standards will be 
broadly in line with the thinking in the US.  
The Framework defines the users of financial statements as: 

• Investors   
• Employees 
• Lenders 
• Suppliers and other trade creditors  
• Customers 
• Governments and their agencies 
• Public 

The Framework states that a complete set of financial statements should contain: 
• Balance Sheet 
• Income Statement 
• Statement showing changes in Shareholders’ Funds 
• Cash Flow Statement 
• Explanatory Policies and Notes 

The Framework deals with:       
a) The objective of financial statements;  
b) The qualitative characteristics that determine the usefulness of information in financial statements;   
c) The definition, recognition and measurement of the elements from which financial statements are 

constructed; and        
d) Concepts of capital and capital maintenance 

 
 

4      Fundamental Concepts behind preparation of financial statements 

4.1	   Underlying	  principles	  
 
Going Concern  
The financial statements are prepared on the assumption that the entity will continue in operation for the 
foreseeable future. Hence, it is assumed that the entity has neither the intention nor the need to liquidate 
or curtail materially the scale of its operations; if such an intention or need exists, the financial statements 
may have to be prepared on a different basis and, if so, the basis used is disclosed.   
 
Accruals  
The two key principles of accounting: Accruals and Matching.  The “Accruals” concept (also explained 
above) requires that all revenues and costs are recognised as they are earned or incurred and not as cash is 
received or paid. “Matching” requires that revenues and costs are matched with one another, in so far as 
their relationship can be established, and recorded in the accounting records and reported in the financial 
statements of the periods to which they relate.  
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Comparability and Consistency  
Users must be able to compare the financial statements of an entity through time and be able to compare 
the financial statements of different entities in order to evaluate their relative financial position, 
performance and changes in financial position. The measurement and presentation of like transactions 
must be carried out in a consistent way throughout an entity and over time.    

Users must therefore be informed of the accounting policies employed in the preparation of the financial 
statements, any changes in those policies and the effects of such changes. Compliance with International 
Accounting Standards, including the disclosure of the accounting policies used by the entity, helps to 
achieve comparability.      

It is not appropriate for an entity to continue accounting in the same manner for a transaction or other 
event if the policy adopted is not in keeping with the qualitative characteristics of relevance and 
reliability. It is also inappropriate for an entity to leave its accounting policies unchanged when more 
relevant and reliable alternatives exist.  

Prudence  
Prudence requires a degree of caution in preparation of financial statements to ensure that that assets or 
income are not overstated and liabilities or expenses are not understated. In practice it requires that 
revenues and profits are not anticipated but are recognised by inclusion in the Income Statement only 
when realised in the form either of cash or of other assets, the ultimate cash realisation of which can be 
assessed with reasonable certainty, and that provision is made for all known liabilities (expenses and 
losses) whether the amount of these is known with certainty or is only a best guess. However, the exercise 
of prudence does not allow, for example, the creation of hidden reserves or excessive provisions, the 
deliberate understatement of assets or income, or the deliberate overstatement of liabilities or expenses, 
because the financial statements would not be neutral and, therefore, would not have the quality of 
reliability.     

4.2	   Qualitative	  characteristics	  of	  financial	  statements	  

Understandability An essential quality of the information provided in financial statements is that it is 
readily understandable by users. For this purpose, users are assumed to have a reasonable knowledge of 
business and economic activities and accounting.  

Relevance To be useful, information must be relevant to the decision-making needs of users. Information 
has the quality of relevance when it influences the economic decisions of users by helping them evaluate 
past, present or future events or confirming, or correcting, their past evaluations.     

Materiality The relevance of information is affected by its nature and materiality. Information is material 
if its omission or misstatement could influence the economic decisions of users taken on the basis of the 
financial statements. Materiality depends on the size of the item judged in the particular circumstances of 
its inclusion or omission.  

 Reliability To be useful, information must also be reliable. Information has the quality of reliability 
when it is free from material error and bias and can be depended upon by users. To be reliable, 
information must represent faithfully the transactions and other events it  purports to represent. 

Substance over form Transactions and other events should be accounted for and presented in accordance 
with their substance and economic reality and not merely their legal form. For example, an entity may 
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dispose of an asset to another party in such a way that the documentation purports to pass legal ownership 
to that party; nevertheless, agreements may exist that ensure that the entity continues to enjoy the future 
economic benefits embodied in the asset. In such circumstances, the reporting of a sale would not 
represent faithfully the transaction entered into. The commercial reality is that the asset is still in use in 
the reporting entity and it should be accounted for in the financial statements on that basis. 

Neutrality To be reliable, the information contained in financial statements must be neutral, that is, free 
from bias. Financial statements are not neutral if, by the selection or presentation of information, they 
influence the making of a decision or judgement in order to achieve a predetermined result or outcome.     

 

5      Definition, Recognition, Measurement of Elements of Financial Statements 
 

Financial statements show the financial effects of transactions and other events by grouping them into 
broad classes according to their economic characteristics. These broad classes are termed the elements of 
financial statements. The elements directly related to the measurement of financial position in the balance 
sheet are assets, liabilities and equity. The elements directly related to the measurement of performance 
in the income statement are income and expenses.             

Recognition is the process of incorporating in the balance sheet or income statement an item that meets 
the definition of an element. An asset is recognised in the balance sheet when it is probable that future 
economic benefits will flow to the entity and the asset has a cost or value that can be measured 
reliably. An asset is not recognised in the balance sheet when expenditure has been incurred for which it 
is considered improbable that economic benefits will flow to the entity beyond the current accounting 
period. In these circumstances such an item should be treated as an expense in the Income Statement. 

5.1	   Income	  recognition	  

Income is recognised in the income statement when an increase in future economic benefits related to an 
increase in an asset or a decrease of a liability has arisen that can be measured reliably. This means, in 
effect, that recognition of income occurs simultaneously with the recognition of increases in assets or 
decreases in liabilities (for example, the net increase in receivables arising on a sale of goods or 
services).  The objective is to restrict income recognition to those items that can be measured reliably and 
have a sufficient degree of certainty.     

The concept of probability is used in recognising the degree of uncertainty related to the future economic 
benefits associated with the item being included in the financial statements. Assessments of the degree of 
uncertainty attaching to the flow of future economic benefits are made on the basis of the evidence 
available when the financial statements are prepared. For example, when it is probable that a receivable 
owed to an entity will be paid, it is then justifiable, in the absence of any evidence to the contrary, to 
recognise the receivable as an asset. For a large population of receivables, however, some degree of non-
payment is normally considered probable; hence an expense representing the expected reduction in 
economic benefits is recognised – i.e. a provision for bad debts. 
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5.2	   Measurement	  of	  asset	  values	  

Measurement is the process of determining the monetary amounts at which the elements of the financial 
statements are to be recognised and carried in the balance sheet and income statement. This involves the 
selection of the particular basis of measurement from the following options:        

Historical cost. Assets are recorded at the amount of cash or cash equivalents paid or the fair value of the 
consideration given to acquire them at the time of their acquisition. Liabilities are recorded at the amount 
of proceeds received in exchange for the obligation, or in some circumstances (for example, income 
taxes), at the amounts of cash or cash equivalents expected to be paid to satisfy the liability in the normal 
course of business. This is the most commonly used method, but has to be combined with other methods 
as appropriate, e.g. stock is usually at the lower of cost or realisable value.  
 
Current cost. (replacement cost) Assets are carried at the amount of cash or cash equivalents that would 
have to be paid if the same or an equivalent asset was acquired currently. Liabilities are carried at the 
undiscounted amount of cash or cash equivalents that would be required to settle the obligation 
currently.      
 
Realisable (settlement) value. Assets are carried at the amount of cash or cash equivalents that could 
currently be obtained by selling the asset in an orderly disposal. Liabilities are carried at their settlement 
values; that is, the undiscounted amounts of cash or cash equivalents expected to be paid to satisfy the 
liabilities in the normal course of business.    
 
Present value. Assets are carried at the present discounted value of the future net cash inflows that the 
item is expected to generate in the normal course of business. Liabilities are carried at the present 
discounted value of the future net cash outflows that are expected to be required to settle the liabilities in 
the normal course of business.   

5.3	   Depreciation	  and	  Amortisation	  
 
Depreciation reflects the application of the matching part of the Accruals concept to the treatment of 
Fixed Assets, by spreading the cost of the fixed assets over the periods during which they contribute to 
the generation of revenue or in other words over their useful lives.  
 
Depreciation is a charge against revenue for the use of the asset, which should reflect the amount of the 
asset consumed in producing the revenue. This is usually estimated by reference to time rather than 
physical usage. The standard states: ‘The depreciable amount of an asset shall be allocated on a 
systematic basis over its useful life’. 
 
There are a number of methods of depreciation, all of which involve some degree of estimation. IAS 16 
states: ‘The depreciation method used shall reflect the pattern in which the asset’s future economic 
benefits are expected to be consumed by the entity’. The calculation can be made on either the cost or the 
value of the asset.  Research consistently shows that the straight line method is by far the most frequently 
used even though it may not always be the best/ fairest reflection of the usage of the asset. 
 
The other key component is the economic life rather than the physical life of the asset, reflecting the 
current estimate of the period during which the asset will be in use taking account of product life cycles, 
production capacity, quality requirements and technological change.  
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‘The useful life of an asset is defined in terms of the asset’s expected utility to the entity. The asset 
management policy of the entity may involve the disposal of assets after a specified time or after 
consumption of a specified proportion of the future economic benefits embodied in the asset. Therefore, 
the useful life of an asset may be shorter than its physical life. The estimation of the useful life of the asset 
is a matter of judgement based on the experience of the entity with similar assets.’  (IAS 16) 
  
Straight Line Method is the simplest and most commonly used method of applying Depreciation to 
Fixed Assets. Under this method the cost or value of the asset less its residual value is spread evenly over 
its useful life by charging equal amounts each year in the Income Statement for the use of the asset. For 
example if a machine costing €100,000 is estimated to have a useful life of 5 years and a residual value at 
the end of 5 years of €10,000 then the annual Depreciation charge will be €18,000 (i.e. (€100,000- 
€10,000) /5). 
 
The reducing balance method charges a fixed percentage of the reducing balance of the asset each year, 
therefore front ends the charge which in a sense more accurately reflects the diminishing contribution 
potential of the asset over time. In this way it more accurately applies the matching principles of the 
Accruals concept. It still requires an estimation of the economic life of the asset so as to determine the 
appropriate percentage rate to charge. This method is particularly suited to those assets that have a long 
economic life. 
 
The depletion unit method charges Depreciation based on the amount of the asset that is physically 
consumed in the period, particularly appropriate in extractive industries for depreciating ‘wasting’ assets 
e.g. oil wells, mines, quarries, etc. by charging the actual amount of the asset consumed to the Income 
Statement of the period in which it is consumed. 
 
Depreciation is NOT a method of providing funds for the replacement of assets. It is merely a ‘book’ 
entry in the accounts. The underlying cash transaction takes place at the time of payment for the asset. 
The Depreciation charge is merely a method of spreading that cost in the accounts over the useful life of 
the asset to comply with the matching principles of the Accruals concept. While no cash is set aside for 
the replacement of the asset the charge does reduce the profit which is available for distribution to the 
owners. Hence a positive profit suggests that the company is generating enough revenue to not just cover 
on-going expenses but also to cover the rough annual amount needed to replace CAPEX that needs 
replacement. 
 
Modern businesses do not normally set aside cash for the replacement assets, as this would deprive the 
businesses of the cash which could probably be more profitably deployed in funding its day to day 
operations, and even if the cash was set aside it might not be sufficient to replace the asset if the charge 
has been based on cost as the replacement cost, some years later, is likely to be considerably higher. 
 
Most businesses base their Depreciation charges on the historic cost of assets but it is allowable to base it 
on value or replacement cost. If this is done then the Income Statement is charged with the value rather 
than the cost of the asset consumed and as a result will give a more accurate indication of the real profit 
earned. This method is very rarely used. 
 
Land is usually not depreciated on the grounds that the asset has an unlimited useful life. Where this is the 
case, or where depreciation is calculated on a useful economic life more than fifty years, the Standard 
requires annual impairment reviews to be performed, to ensure that the carrying amount of the asset is not 
overstated.  
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Depreciation is the term used for the allocation of the cost of tangible assets. Amortisation means 
precisely the same thing but is the term used for the same process with intangible assets. 
 

5.4	   Stock	  (Inventory)	  valuation	  on	  balance	  sheet	  
 
Stock, or Inventory represents unsold goods held by a business whether in finished or unfinished state. 
The application of the Accruals concept to the treatment of Stock introduces considerable subjectivity to 
financial statements. ‘No area of accounting has produced wider differences in practice than the 
computation of the amount at which stocks and work in progress are stated in financial accounts. This 
Statement of Standard Accounting Practice seeks to define the practices, to narrow the differences and 
variations in those practices and to ensure adequate disclosure in accounts’. The current accounting 
standard aims only to ‘narrow the differences and variations’. It does not seek to eliminate them.  
 
Stock components are: Raw Materials, Work in Progress and Finished Goods. Raw Materials includes 
basic ingredients for use in the manufacturing or assembly process and items held for consumption 
elsewhere like fuel, stationery, small maintenance parts etc. Work in Progress includes items which have 
entered the production process but are not completed at the date of account. Finished Goods includes 
goods purchased for resale or completed through the production process. Stock should be shown on the 
balance sheet at ‘the lower of cost and net realisable value’ reflecting the overriding influence of the 
Prudence concept. This principle should be applied to each individual stock category, not to the overall 
total, i.e. each category should be marked down if appropriate as opposed to netting off losses and gains. 
 
Stock cost is defined as ‘all costs of purchase, costs of conversion and other costs incurred in bringing the 
inventories to their present location and condition’. As stock is bought over different periods often at 
different prices this requires further policy clarification between: 
 
First in First Out (FIFO), which assumes that stock is consumed in the order it is purchased, so the 
items held in year-end Stock will be deemed to be those items most recently purchased. 

 
Last in First Out  (LIFO) assumes, for accounting purposes, that the most recently received items are 
the first to be consumed either in production in the case of Raw Materials or in Sales in the case of goods 
bought in for resale. This means that the items held in Stock at the end of the period will be deemed to be 
the earliest purchases. It is important to note that this is for accounting purposes only. The physical 
management of Stock is an entirely different issue and will normally be done on a FIFO basis 
 
Average Cost a weighted average of all the purchases of Stock is made and items consumed or held in 
Stock are priced at this weighted average cost. 

 
 
Work in Progress inventory value on balance sheet includes costs of conversion / processing of 
inventories such as direct labour, utilities and also a systematic allocation of fixed and variable production 
overheads incurred in converting materials into finished goods. Fixed production overheads are those 
indirect costs of production that remain relatively constant regardless of the volume of production, such 
as depreciation and maintenance of factory buildings and equipment, and the cost of factory management 
and administration. Variable production overheads are those indirect costs of production that vary 
directly, or nearly directly, with the volume of production, such as indirect materials and indirect labour. 
 
While the requirement specifies that only production overheads should be included and therefore all S G 
& A expenses should be excluded there may be circumstances where part of the SG & A expenses should 
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be included. For example certain parts of the general accounting function which would be primarily an 
administrative expense could be incurred in accounting for part of the production activity and therefore 
should be included in the cost of conversion of Work in Progress. Similar situations could arise in relation 
to other central service department costs. Selling costs should never be included. 
 
The same basic principle is applied to value Work in Progress for construction contracts and other service 
contracts. I.e. if work has been carried out that cannot yet be or has not been invoiced, this is reflected 
work in progress, based on the amount of cost incurred that relates directly to revenues recognised. This 
requires stage valuations based on percentage completion so that the appropriate level of revenue can be 
recognised and the corresponding costs then captured as WIP. Over recognition of revenue due to lack of 
discipline in project management is highly dangerous as profits will be overstated and losses will balloon 
at the later stages of a project. 
 
The final valuation of stock is hence subject to multiple judgement issues: the choice of FIFO, Average 
cost or LIFO, the allocation of direct and indirect production costs, and finally in the case of WIP in 
service contracts, the degree of completion of the contract. 
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5.5	   Property	  and	  Other	  Fixed	  Assets	  

The Accounting Standards allow a choice as to whether assets are stated at cost or at a revalued amount. 
However, where an enterprise chooses to adopt a policy of revaluing some assets, all assets of the same 
class (that is, those with a similar nature, function or use) must be revalued.  

‘If an item of property, plant and equipment is revalued, the entire class of property, plant and equipment 
to which that asset belongs shall be revalued. A class of property, plant and equipment is a grouping of 
assets of a similar nature and use in an entity’s operations. The following are examples of separate 
classes:  

  (a) land;  

  (b) land and buildings;  

  (c) machinery;  

  (d) ships;  

  (e) aircraft;  

  (f) motor vehicles;  

  (g) furniture and fixtures; and  

  (h) office equipment.  

The items within a class of property, plant and equipment are revalued simultaneously to avoid selective 
revaluation of assets and the reporting of amounts in the financial statements that are a mixture of costs 
and values as at different dates. However, a class of assets may be revalued on a rolling basis provided 
revaluation of the class of assets is completed within a short period and provided the revaluations are kept 
up to date.  If an asset’s carrying amount is increased as a result of a revaluation, the increase shall be 
credited directly to equity under the heading of revaluation surplus. The increase shall be recognised in 
profit or loss only when it reverses a revaluation decrease of the same asset previously recognised in 
profit or loss.’ 

The Standard requires that the valuations are kept up to date. If property assets are being revalued they 
should be subject to periodic independent verification of the values. Interim valuations can be done 
internally.  

Investment properties are interests in land and/or buildings that are held for their investment potential, 
rather than for consumption in the business operations. In such cases the current value of these 
investments, and changes in the current value, are of prime importance rather than a calculation of 
systematic annual depreciation. Investment properties should be included in the balance sheet at their 
open market value, but without charging depreciation. 
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Financial Assets: Depending on the nature of the business financial instruments or investments  may or 
may not be required to be shown at market or ‘fair’ value rather than cost or some other value.  

5.6	   Intangible	  Assets	  values	  

In general Intangible assets are assets that do not take any tangible shape, and generally represent 
knowledge driven assets such as patents, Intellectual property, techniligy assets etc. As explained above 
under expense vs capital, in the event that expenditure on such items is treated as a capital asset, the asset 
recognised as a result will be an intangble fixed asset. As with all other balance sheet assets with the 
exception of investment properties and possibly financial assets, these are shown at cost, not at market 
value. 

Goodwill (also explained above) is a very specific intangible asset which respresents the premium paid 
for an acquisition over and above the book value of the equity of the entity required. Goodwill can only 
appear on the balance sheet of a company that has acquird another entity. In complex restructuring cases 
often carried out for tax purposes where multiple entities are created out of what was a single entity, 
goodwill may arise in the trading entity. 
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APPENDIX: GLOSSARY 
 

Accounts	  payable	  -‐	  all	  short-‐term	  (less	  than	  12	  months)	  invoices	  yet	  to	  be	  paid.	  	  

Accounts	  receivable	  -‐	  	  short-‐term	  (less	  than	  12	  months)	  expected	  payments,	  from	  customers	  
that	  have	  already	  received	  the	  goods/services	  but	  are	  yet	  to	  pay.	  also	  called	  debtors.	  

Accounts	  receivable	  finance	  -‐	  borrowing	  against	  accounts	  receivable,	  for	  example	  factoring	  
or	  invoice	  discounting	  
Accrual	  accounting	  -‐	  an	  accounting	  system	  that	  records	  transactions	  at	  the	  time	  they	  occur,	  
whether	  the	  payment	  is	  made	  now	  or	  in	  the	  future.	  The	  income	  statement	  is	  done	  on	  an	  
"accrual	  basis".	  You	  "make	  an	  accrual"	  for	  an	  expense	  you	  know	  you	  have	  incurred	  but	  you	  
have	  not	  yet	  paid	  nor	  received	  an	  invoice	  

Amortisation	  -‐	  means	  exactly	  the	  same	  as	  depreciation	  but	  the	  word	  is	  used	  for	  intangible	  
assets	  such	  as	  goodwill	  and	  intellectual	  property	  -‐	  effectively	  spreading	  the	  upfront	  cost	  of	  
the	  asset	  of	  the	  period	  of	  economic	  usefulness	  of	  the	  asset.	  For	  example	  a	  patent	  that	  cost	  
20m	  with	  a	  20	  year	  validity,	  will	  be	  written	  off	  over	  20	  years,	  hence	  a	  charge	  for	  amortisation	  
of	  1m	  per	  annum	  will	  show	  up	  in	  the	  accounts	  

Assets	  -‐	  things	  /	  stuff	  the	  company	  owns.	  	  

Bad	  debts	  -‐	  money	  owed	  to	  you	  that	  is	  unlikely	  to	  be	  paid	  to	  you	  in	  the	  foreseeable	  future.	  

Balance	  sheet	  -‐	  a	  snapshot	  of	  a	  business	  as	  of	  a	  particular	  date.	  It	  lists	  all	  of	  a	  business'	  assets	  
and	  liabilities	  and	  works	  out	  the	  net	  assets.	  

Benchmarking	  -‐	  the	  process	  of	  comparing	  your	  business	  to	  similar	  businesses	  in	  your	  
industry.	  

Bookkeeping	  -‐	  the	  process	  of	  recording	  the	  financial	  transactions	  of	  a	  business.	  

Bootstrapping	  -‐	  where	  a	  business	  funds	  growth	  purely	  through	  personal	  finances	  and	  
revenue	  from	  the	  business.	  

Bottom	  line	  -‐	  usually	  refers	  to	  profit	  after	  tax,	  =	  Net	  income	  

Capital	  -‐	  monies	  invested	  by	  stakeholders	  expecting	  a	  return,	  appears	  on	  the	  liabilities	  side	  of	  
the	  balance	  sheet	  (debt	  +	  equity)	  
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Cash	  accounting	  -‐	  an	  accounting	  system	  that	  records	  transactions	  at	  the	  time	  money	  is	  
actually	  received	  or	  paid.	  

Cash	  flow	  from	  operations	  -‐	  the	  amount	  of	  cash	  a	  business	  generates	  directly	  from	  the	  
business	  itself	  

cash	  to/	  from	  financing	  activities	  -‐	  cash	  used	  or	  generated	  from	  the	  bank	  or	  shareholders	  -‐	  
loan	  repayments,	  dividends,	  share	  buy	  backs	  or	  new	  share	  issues	  or	  borrowings	  

Cash	  to/	  from	  investing	  activities	  -‐	  the	  amount	  of	  cash	  generated	  or	  used	  in	  selling/	  
acquiring	  fixed	  assets	  or	  subsidiaries	  

Cost	  of	  goods	  sold	  -‐	  (cost	  of	  sales)	  the	  total	  direct	  costs	  of	  producing	  a	  good	  or	  delivering	  a	  
service.	  

Creditor	  -‐	  anyone	  who	  you	  owe	  money	  to,	  such	  as	  a	  lender	  or	  supplier.	  If	  it’s	  a	  supplier	  it	  is	  
usually	  labeled	  trade	  creditor	  or	  trade	  payable	  

Current	  asset	  -‐	  an	  asset	  that	  is	  expected/	  planned	  to	  be	  converted	  into	  cash	  within	  the	  next	  
12	  months.	  

Current	  liability	  -‐	  a	  liability	  that	  is	  due	  for	  payment	  in	  the	  next	  12	  months.	  

Debt	  -‐	  	  amount	  that	  is	  owed	  on	  which	  interest	  must	  be	  paid	  

Debtor	  -‐	  a	  person	  or	  business	  that	  owes	  you	  money.	  

Debtors	  finance	  -‐	  See	  Factoring.	  

Default	  -‐	  a	  failure	  to	  pay	  a	  loan	  or	  other	  debt	  obligation.	  

Depreciation	  -‐	  the	  process	  of	  expensing	  an	  asset	  over	  a	  period	  of	  time.	  An	  asset	  is	  
depreciated	  to	  spread	  the	  cost	  of	  the	  asset	  over	  its	  useful	  life.	  

Double-‐entry	  bookkeeping	  -‐	  is	  a	  bookkeeping	  method	  that	  records	  each	  transaction	  in	  two	  
accounts,	  both	  as	  a	  debit	  and	  a	  credit.	  

EBITDA	  -‐	  Earnings	  before	  Interest	  and	  tax,	  depreciation	  and	  amortisation	  -‐	  roughly	  equals	  
sales	  minus	  all	  cash	  type	  operating	  costs,	  and	  therefore	  roughly	  equates	  to	  gross	  cashflow	  
from	  operations	  (i.e.	  cash	  flow	  pre	  tax	  and	  interest)	  
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Equity	  -‐	  money	  invested	  in	  a	  business	  at	  the	  investors	  risk,	  whereby	  the	  investor	  acquires	  an	  
ownership	  stake.	  The	  "book	  value"	  of	  equity	  refers	  to	  the	  balance	  sheet	  value,	  the	  market	  
value	  refers	  to	  what	  the	  equity	  is	  currently	  worth.	  The	  latter	  should	  be	  higher.	  Equity	  can	  be	  
money	  invested	  by	  the	  business	  owners,	  friends,	  family,	  or	  investors	  like	  business	  angels	  and	  
venture	  capitalists.	  

External	  Audit	  -‐	  a	  physical	  check	  performed	  by	  an	  auditor	  or	  tax	  official	  on	  a	  business'	  
financial	  records	  to	  check	  that	  everything	  is	  accounted	  for	  correctly	  and	  that	  financial	  
statements	  are	  a	  true	  and	  fair	  depiction	  of	  the	  position	  of	  the	  company	  

Factoring	  -‐	  (also	  known	  as	  debtors	  finance	  and	  accounts	  receivable	  finance)	  —	  is	  when	  a	  
factor	  company	  buys	  a	  business'	  outstanding	  invoices	  at	  a	  discount.	  The	  factor	  company	  then	  
chases	  up	  the	  debtors.	  Factoring	  is	  a	  way	  to	  get	  quick	  access	  to	  cash,	  but	  can	  be	  quite	  
expensive	  compared	  to	  traditional	  financing	  options.	  
Financial	  statement	  -‐	  a	  summary	  of	  a	  business'	  financial	  position	  for	  a	  given	  period.	  Key	  
Financial	  statements	  are	  profit	  &	  loss,	  balance	  sheet	  and	  cash	  flow	  statement.	  

Financial	  year	  -‐	  a	  twelve	  month	  period	  typically	  from	  1	  July	  to	  30	  June.	  
Fixed	  asset	  -‐	  an	  asset	  the	  business	  plans	  to	  hold	  for	  more	  than	  one	  year,	  also	  called	  non	  
current	  asset.	  
Fixed	  cost	  -‐	  a	  cost	  that	  cannot	  be	  directly	  attributed	  to	  the	  production	  of	  a	  good	  or	  service,	  so	  
a	  cost	  that	  behaves	  independently	  of	  the	  volume	  of	  product	  produced	  or	  sold	  
Fixed	  interest	  rate	  -‐	  when	  the	  interest	  rate	  of	  a	  loan	  remains	  the	  same	  for	  the	  term	  of	  the	  
loan	  or	  an	  agreed	  timeframe.	  
Float	  -‐	  is	  when	  a	  private	  company	  offers	  shares	  in	  the	  company	  to	  the	  public	  for	  the	  first	  
time.	  See	  Initial	  public	  offering.	  

Goodwill	  -‐	  the	  premium	  paid	  for	  an	  acquisition	  over	  and	  above	  book	  value	  of	  the	  target	  
Gross	  profit	  -‐	  (also	  known	  as	  net	  sales)	  the	  difference	  between	  sales	  and	  the	  direct	  cost	  of	  
making	  the	  sales.	  
Initial	  public	  offering	  (IPO)	  -‐	  when	  a	  company	  first	  offers	  shares	  on	  the	  stock	  market	  to	  sell	  
them	  to	  the	  general	  public.	  Also	  known	  as	  floating	  on	  the	  stock	  market.	  
Insolvent	  -‐	  a	  business	  or	  company	  is	  insolvent	  when	  they	  cannot	  pay	  their	  debts	  as	  and	  when	  
they	  fall	  due.	  

Intangible	  assets	  -‐	  non-‐physical	  assets	  ,	  such	  as	  goodwill	  and	  intellectual	  property	  rights.	  

Inventory	  -‐	  an	  itemised	  list	  of	  goods	  or	  materials	  a	  business	  is	  holding	  for	  sale.	  
Margin	  -‐	  the	  difference	  between	  the	  selling	  price	  of	  a	  good	  or	  service	  and	  the	  cost,	  usually	  
expressed	  as	  %	  of	  sales.	  Can	  be	  calculated	  on	  gross	  profit,	  operating	  profit,	  period	  before	  tax	  
or	  profit	  after	  tax	  
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Mark	  up	  -‐difference	  between	  the	  cost	  of	  the	  good/service	  and	  the	  selling	  price,	  expressed	  as	  
%	  of	  the	  cost	  

Net	  assets	  -‐	  (also	  known	  as	  net	  worth,	  owner's	  equity	  or	  shareholder's	  equity)	  is	  the	  total	  
assets	  minus	  total	  liabilities.	  This	  equals	  the	  book	  value	  of	  the	  equity	  
Net	  income	  -‐	  the	  total	  money	  earned	  by	  a	  business	  after	  tax	  and	  other	  deductions	  are	  taken	  
out.	  

operating	  profit	  -‐	  sales	  less	  all	  operating	  costs,	  both	  direct	  cost	  of	  sales	  and	  overheads	  

Overheads	  -‐	  the	  fixed	  costs	  associated	  with	  operating	  a	  business	  such	  as	  rent,	  marketing,	  
utilities	  and	  administrative	  costs,	  that	  are	  not	  directly	  related	  to	  a	  given	  sale	  

Profit	  -‐	  revenue	  minus	  expenses.	  You	  must	  always	  clarify	  whether	  you	  mean	  gross,	  operating,	  
before	  tax	  or	  after	  tax	  Profit	  after	  tax	  belongs	  to	  shareholders,	  the	  portion	  that	  is	  not	  paid	  
out	  in	  dividend	  is	  retained	  in	  the	  balance	  sheet	  as	  retaiined	  earnings	  

Profit	  and	  loss	  statement	  -‐	  (also	  known	  as	  an	  income	  statement)	  is	  a	  financial	  statement	  
listing	  sales	  and	  expenses	  and	  is	  used	  to	  work	  out	  the	  gross	  and	  net	  profit	  of	  a	  business.	  

Return	  on	  investment	  (ROI)	  -‐	  a	  generic	  heading	  for	  a	  wide	  range	  of	  ratios	  that	  measure	  the	  
return	  on	  something	  vs.	  the	  amount	  invested.	  The	  category	  includes	  ROE,	  ROCE	  and	  IRR	  

Revenue	  -‐	  (also	  known	  as	  turnover	  or	  sales)	  the	  total	  amount	  of	  sales	  before	  expenses,	  tax	  
and	  other	  deductions	  are	  taken	  out.	  

Variable	  cost	  -‐	  a	  cost	  that	  changes	  automatically	  depending	  on	  the	  number	  of	  goods	  
produced	  or	  sold	  

Venture	  Capital	  -‐	  capital	  invested	  in	  a	  start-‐up	  business	  that	  is	  thought	  to	  have	  excellent	  
growth	  prospects	  but	  does	  not	  have	  access	  to	  capital	  markets	  because	  it	  is	  too	  small/	  risky/	  
not	  on	  the	  stock	  market	  

Working	  capital	  -‐	  money	  tied	  up	  in	  stock	  and	  accounts	  receivable	  less	  credit	  received	  from	  
suppliers	  
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