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About this text

This is a basic text providing self-guided training for non-specialists
who need an appreciation of the purposes and use of accounting
information. It covers the basic principles of financial and
management accounting for those who do not require detailed
theoretical or technical knowledge. The text will provide grounding
and outline understanding to enable the reader to contribute in the
workplace or to progress to further financial studies.

The text demonstrates the subjectivity and limitations of financial
information and explains the involvement of the non-financial
manager in the accounting process. It has been written assuming
no prior financial knowledge, and without the use of accounting
jargon.

Who should use this text?

This text is designed primarily for the following groups of people:

¢ Middle and junior managers who deal with financial
information without really understanding the content.

¢ Students who are studying accounting as a non-specialist
subject, for example on a business studies or engineering
course. The text will serve as a basic reference book to be used
throughout the course. It will also be particularly helpful in
providing the basic grounding which is required before moving
on to the more technical and in-depth study of the subject that
may be required on some courses.

¢ Students who are embarking on a course of study to become
a professional accountant. The basic understanding developed
in this book will serve as a valuable base on which to build
future professional studies.

The content of the text

The text is suitable for those interested in the accounts of profit-
making organisations or not-for-profit organisations. It also gives
equal weight to manufacturing and service organisations.
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Accounting in a Nutshell

The text is divided into three parts.

Part 1 explains the scope of the text, who it is for and how to use
it effectively.

Part 2 begins with a review of the types of people who might
use accounting statements and the sort of information that they
might need.

Then, it introduces and reviews the main financial accounting
statements: the income statement/profit and loss account (or
income and expenditure account in not-for-profit organisations),
the balance sheet and the cash flow statement. The final chapters
of this part explain the basic techniques used to interpret the
information contained within these financial statements.

Part 3 covers management accounting and the use of financial
information to manage a business. It reviews the analysis and
build-up of cost before going on to demonstrate the use of costs
in short-term management decision-making. The theme of the use
of financial information to manage a business is carried through
the next chapter on budgetary planning and control. This part
concludes with a chapter demonstrating the main techniques
used in making long-term investment decisions.

The final part of the text contains a glossary of the major financial
and management accounting terms used in the book, extracted
from the Official Terminology of the Chartered Institute of
Management Accountants.

How to use this text

The chapters are designed to be read in consecutive order.
Knowledge and understanding are built in a cumulative fashion,
and the material contained in each chapter builds on the material
in preceding chapters.

If your attention is focused on the accounts of not-for-profit
organisations, you are advised to read the earlier chapters based
on the accounts of profit-making organisations. This is because
the same principles apply in both sets of financial statements even
though the organisations’ ultimate objectives may differ. Similarly,



if you are interested primarily in the financial statements of profit-
making organisations, you would benefit from working the exercises
in Chapter 5.

At convenient points throughout each chapter there are short
exercises. You should take the time to try these exercises and
think about the solutions. They will help you to test whether you
have grasped the basic principles to that stage before proceeding
with the subject matter.

At the end of most chapters you will find a series of review
questions and self-test questions. The review questions will
test your knowledge on the content of the chapter, referring you
back to the relevant section of the chapter if you are unable to
answer the question. The self-test questions are followed by
outline answers, so that you can check your ability to apply your
knowledge to a practical situation.

Thorough and diligent use of the self-testing mechanisms will be
particularly useful for those readers who are not using the book
as a part of a formal course of study.
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Who Needs Accounting
Statements?
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1.1 Introduction

In the first part of this chapter we will be reviewing the groups
of people who might use financial statements and thinking about
what sort of information they might need. We will also be looking
at the regulatory framework within which published financial
statements are prepared.

We will then obtain an overview of the three main published
financial statements (the income statement/profit and loss
account or income and expenditure account, the balance sheet
and the cash flow statement): what they are and what general
purpose they serve.

1.2 Who uses financial statements and
what sort of information might
they need?

The list of people who might need the information provided by
financial statements seems to grow longer every day. Some of
these people are directly connected with the organisation, for
example its employees and managers, others are not directly
connected, but they may be affected by its management of finance
or by its financial stability, for example the general public.

In this part of the chapter we will look at the user groups listed
below. This list is by no means exhaustive but it covers the main
categories.

The owners of the business

Managers, employees and prospective employees
Lenders and potential lenders

Customers

Suppliers

The government

Donors/sponsors

The public

Analysts and advisers
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Exercise

Look at each category of the users of accounts. Think about
whether you belong in that particular user group. You will
probably be surprised to realise that you fit into more than just
one single category.

1.2.1 The owners of the business

In many small businesses the owner or owners are likely to be
those responsible for the day-to-day running of the business.
These owners need information to let them know whether they
are making enough profits, whether they have sufficient cash to
pay their bills as they fall due, to whom they owe money, who
owes money to them, etc.

As businesses begin to expand they may raise the money that they
need for expansion from people who are not involved in the day-to-
day running of the business. One way of doing this is to sell shares
in the business and become a limited company. Shareholders
are part-owners of the business. Among other things they will
be concerned about the profitability of the company and how
any profit is to be shared out or distributed to the shareholders.
Furthermore, they will be concerned about the prospects for future
returns on their investment. Potential future shareholders will also
be interested in this sort of information when they are considering
whether or not to purchase shares in the company.

Existing and future potential shareholders would also be interested
in certain non-financial aspects of the company such as the
activities it engages in and its policies, so that they can decide if
this is the sort of company with which they wish to be associated.

1.2.2 Managers, employees and prospective employees

The managers of a business need financial information to
help them to manage the business. They need past financial
information to help them monitor the progress of the business
or their part of it, current information to carry out day-to-day
operational management and control, and forecast financial
information to plan activities in the future.



