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Preface

For students

Dear Student,

Hello! My name is Ellie and I am one of the academics involved with the update of this
edition of the textbook you are holding in your hands.

Let me tell you a little bit about it, the subject and topics it covers as well as key
features that we think you will like and be of benefit to you.

Why accounting matters

Everyone has their own idea of what a prosperous life looks like. Any money you earn
in employment or a business you run you have a choice about — to spend it, save it or
invest it. Accounting and its techniques allow you to make informed choices and to
keep a record of how your prosperity grows over time. Even though we tend to think of
accounting as something confined to business it can be equally useful in your personal life.

The subject tends to have some negative connotations attached to it — that it is dull,
static and incomprehensible. That is hardly the case!

e Take for example the many corporate scandals in recent times. They make the news
and in all of them accounting has a part to play — for example in the way corporate
fraud is concealed, as well as the way in which it is found out. Finding out about
some of these fraud cases is quite curious and interesting.

¢ In the United Kingdom there are at this time many debates involving audit and
accounting, and regulatory reforms are being shaped. Accounting rules and the way
the profession is governed keep evolving.

e And while, initially, accounting may look like it is full of jargon, over time you will
learn to understand it just like a new language. Once mastered — it will be useful to
you both personally and professionally for years to come.

How this book will help

To help you get familiar with the terminology with this edition we have included, in a
glossary, the definitions of nearly 100 key accounting concepts and terms.

Picking up accounting as a language and as a skill will add credibility to your CV and
enhance your employability. Any job role you may be involved with — from an HR man-
ager, to investment banker, to a self-employed musician — they all require, and are done
better with, a basic grasp and understanding of accounting to be able to make financially
sound decisions on a daily basis. Warren Buffett is an example — not an accountant — but
making a good use of accounting in his investment and business dealings to notable success.

To help you impress potential employers when applying for jobs we have also included
chapters discussing current topical issues in accounting. There are also 20 lead news
stories and over 80 news clips dispersed throughout the text related to accounting and
companies like Netflix, Tesla and many more — you are bound to find something of
interest there. Not only are they interesting, current, relevant and taken from real life
to help you make the connection between accounting and things you relate to, but they
could also be the starting point for further reading and research — both to satisfy your
own curiosity as well as to help you prepare to impress potential employers in interviews
with your knowledge of current events and issues in business.
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PREFACE

Just like in previous editions we have online resources accompanying the book at
go.pearson.com/uk/he/resources as well as useful features to encourage active learning
within the book itself, which include activities, critical thinking questions, and other
problems and their solutions. Working through those will help you master the techniques
explained as well as develop your understanding and critical thinking around the subject.

What next?

This textbook is intended as a light introduction for non-accountants. If you want to
explore the topics further you might want to see any of the other Pearson accounting
textbooks available via www.pearson.com/uk

If you find anything you would rather be changed or added to future editions — feel
free to email me at e.franklin@mdx.ac.uk. I would be happy to hear from you and
consider your suggestions and comments!

And if you would like to see my other outputs around Good Money Habits — I am
on the web, Twitter, Facebook and YouTube — search for Ellie Franklin TV to find me.

All that remains for me to say is thank you for picking up this book and I hope you
will find it useful and enjoy your studies!

For lecturers

Dear Colleague,

Thank you for picking up this textbook, I hope you like it and intend to use it with
your students.

Recently the first known textbook on accounting — Pacioli’s Summa was on display
in London before going to auction for an estimated €1.5 million — such is the perceived
value of one of the greatest inventions of all time — double entry bookkeeping.

It is fascinating to share with students that some of the basic accounting techniques
remain the same as they were in the 15th century while so much about accounting and
the accounting and audit profession continues to evolve. In late 2018, Rachel Reeves
MP, spoke in front an audience at the ICAEW (Institute of Chartered Accountants in
England and Wales) about the ‘broken’ audit market. In the aftermath of the collapse
of Carillion, Parliament launched its inquiry into the future of audit of financial
statements. The accounting and audit regulator — the FRC (Financial Reporting
Council) is set to be replaced by a new regulatory body accountable to Parliament in
an effort to improve independence and objectivity of the profession’s ‘watchdog’. These
are fascinating times to teach students about accounting and how it supports business
in making informed strategy decisions and report how it has increased value for those
who have backed it!

In addition to exposing students to such exciting topics it is important to encourage
the younger generation to see their own personal financial affairs as an area in which
they ought to invest some time and effort to understand. It is also important to bring
ethics to their awareness in the hope that they become managers of the future who act
with integrity and professionalism. Employers are wanting universities to deliver grad-
uates to them with such skills and attitudes.

How can this textbook help?

e The textbook is split into financial accounting and management accounting parts
which allows for those to be taught separately in institutions where teaching happens
over the course of two semesters/shorter courses, as well as year-long courses that
cover both branches of accounting.
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PREFACE Xiii

¢ As in previous editions, each chapter begins with a news article related to the topic
covered. There are also over 80 news clips dispersed throughout the text to engage
students and help them cross the bridge between classroom and real life. We have
taken care to select those articles about businesses students will immediately recognise
and find exciting — such as Tesla, Netflix, Asos, Tottenham Hotspur and Amazon,
as well as some they might not have heard about but would be good to know the
story of — such as Patisserie Valerie and Carillion. This should help them increase
their knowledge about current issues which could help to improve their employment
prospects when applying for jobs.

* A new feature with this edition is the inclusion of critical thinking questions at the
end of each chapter related to some of the in-chapter news stories. This will allow you
to explore themes that go beyond accounting techniques in classroom discussions —
perhaps including ethics and debates on controversial topics or around issues which
require students to think for themselves and express a personal opinion.

e Another new feature with this edition is the glossary of definitions of nearly 100 key
accounting concepts and terms, which we hope your students will find useful and
will help non-accountants cope with accounting jargon.

e Just like in previous editions we have online resources accompanying the book which
can be found at go.pearson.com/uk/he/resources and include a companion website
with multiple choice questions for students, and instructor resources including Pow-
erPoint slides and an instructor’s manual with solutions. There are also activities and
other problems throughout the text, and their solutions are included in the appendices.

e There has been a full rewrite of Chapter 2 ‘Accounting rules and regulations’ to sig-
nificantly simplify it as well as update it. It includes references to the proposed intro-
duction of ARGA (Audit, Reporting and Governance Authority) and incorporates
references to the 2018 Conceptual Framework of Financial Reporting. Reference
to financial reporting and accounting standards has been kept light as is suitable to
non-accounting students.

e Other chapters that have seen changes are:

e Chapter 1 ‘Accounting and the business world” — to include references to personal
finances and the usefulness of accounting in that context, and

e Chapter 7 ‘Statement of cash flows’ — to incorporate user feedback on the previous
edition where that chapter was fully updated.

e As usual Chapter 11 ‘Contemporary issues’ in Financial Reporting and Chapter 20
‘Emerging issues’ in Management Accounting have also been updated.

This textbook is intended as a light introduction for non-accountants. For some of your
most able students you might want to refer them to additional reading such as other
more advanced level Pearson accounting textbooks available via www.pearson.com/uk.

If you find anything you would rather be changed or added to future editions — feel
free to email me at e.franklin@mdx.ac.uk. I would be happy to hear from you and
consider your suggestions and comments!

Thank you again for picking up this book. I hope you will find it useful and inter-
esting to work with.

Warm Regards,
Ellie

Photographer credits:
Iva Kostova of Iva Photography Art
http://iva-photography-art.co.uk/
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Abbreviations

AAT Association of Accounting Technicians

ABB Activity-based budgeting

ABC Activity-based costing

ABCM Activity-based cost management

ABM Activity-based management

AC Average cost

ACCA Association of Chartered Certified Accountants
AMT Advanced manufacturing technology

ARR Accounting rate of return

BB Beyond budgeting/Better budgeting

BBC British Broadcasting Corporation

CA Chartered Accountant Companies Act

CA06 Companies Act 2006

CE Capital employed

CI Capital investment

CIMA Chartered Institute of Management Accountants
CIPFA Chartered Institute of Public Finance and Accountancy
Cr Credit

DCF Discounted cash flow

Dr Debit

EA Environmental accounting

ED Exposure draft

EMA Environmental management accounting

EPS Earnings per share

EU European Union

FA Financial accounting

FCA Financial Conduct Authority

FIFO First in, first out

FRC Financial Reporting Council

FRS Financial Reporting Standard

FTSE Financial Times London Stock Exchange index
GAAP Generally accepted accounting principles

GBV Gross book value

HC Historic cost

HP Hire purchase

IAS International Accounting Standard

IASB International Accounting Standards Board
ICAEW Institute of Chartered Accountants in England and Wales
ICAI Institute of Chartered Accountants in Ireland
ICAS Institute of Chartered Accountants of Scotland

IFRS International Financial Reporting Standards
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IRR Internal rate of return

JIT Just-in-time

KPI Key performance indicator
LCC Life cycle costing

LIFO Last-in, first-out

LLP Limited liability partnership
LSE London Stock Exchange

LTD Limited

MA Management accounting

MV Market value

NBV Net book value

NCF Net cash flow

NPV Net present value

PBIT Profit before interest and tax
PFI Private finance initiative

PI Performance indicator

PLC Public limited company

PLCC Product/project life cycle costing
R&D Research and development

RI Residual income

ROCE Return on capital employed
SBU Strategic business unit

SC Standard cost/costing

SCE Statement of changes in equity
SCF Statement of cash flows

SFP Statement of financial position
SMA Strategic management accounting
SME Small and medium-sized enterprise
SPL Statement of profit or loss
SRE Statement of retained earnings
TB Trial balance

TOC Theory of constraints

TQM Total quality management

UK United Kingdom

VA Value added

VCA Value chain analysis

WACC Weighted average cost of capital
ZBB Zero based budgeting
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This book is divided into four main parts, as shown below. Part 1 contains two chapters. In Chapter 1
we provide some background about accounting and the accountancy profession and how accounting
might be relevant to you. In Chapter 2 we outline the rules and regulations that are applicable to the
preparation of accounting statements for which you may be responsible.
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Chapter

Gig economy workers can flex their
ISA strategy

By Kate Beioley

There is an unspoken reason why many millennials aren’t saving into an Isa. It is
hard to save when you aren’t getting paid, and for many self-employed and gig work-
ers that is the case due to the number of companies failing to pay freelancers on time
or, in some cases, not at all.

Self-employment has risen sharply since 2000. Millennials are set to make up an
increasing proportion of freelancers working in the ‘gig economy’ within the next
decade, according to the Resolution Foundation, a think-tank.

Those freelancers might look like they’re #winning, perching in cafés with their
laptops and flat whites. In reality, their finances could be on a losing streak. Free-
lance workers lost an average £5,394 a year in 2017 through unpaid work, according to
research by the Association of Independent Professionals and the Self Employed (IPSE).

As well as the challenges of chasing payments and managing an irregular income,
self-employed workers don’t receive sick pay, holiday pay, or contributions into a work-
place pension — increasing the need for a financial safety net.

According to Resolution, two-thirds of employment growth since 2008 has been in
‘atypical’ roles such as self-employment, zero-hours contracts or agency work.

Within that, agency workers have risen as a share of the workforce by 30 per cent
since 2011. Those in their 20s and 30s are around twice as likely to be agency workers
as those in their 50s and 60s.

|
Source: michaeljung/Shutterstock

FT Source: Beioley, K. (2019) Gig economy workers can flex their ISA strategy, Financial Times, 6 March
© The Financial Times Limited 2019. All Rights Reserved.

Critical thinking questions relating to this news story can be
found at the end of this chapter. =



4 PART 1 INTRODUCTION TO ACCOUNTING

Learning

objectives

About this chapter

This chapter sets the scene for the rest of the book.

The chapter begins with what accounting is and an explanation of why it is vital for everybody. It
then gives a brief explanation of the nature and purpose of accounting and of its historical devel-
opment. This is followed by an outline of the main branches of accounting and how one becomes
an accounting professional. The last main section of the chapter gives a brief overview of the main
forms and structures used to set up and run businesses and other enterprises.

By the end of this chapter you should be able to:
e explain the nature and purpose of accounting, and the expectation gap;
e outline the history of accounting;

o explain why you need to know something about it in the context of your main sub-
ject of study and your career aspirations, as well as your personal life;

¢ identify the main branches of accounting;
e list the principal UK accountancy bodies;

o describe the most important types of public and private entities.

Why accounting is important

You've probably got hold of this book because you're a student. You may be doing a certificate,
diploma or degree course in perhaps business, marketing, human resource management, eco-
nomics, banking, engineering, languages, law, management or one of the sciences, to name but
a few possibilities. And then you find to your horror that you have to do some accounting. Why
should you?

OK, we'll try to explain. You probably have a vague idea that accounting has something to do with
numbers and profits and tax and, er, stuff but you are certainly not sure what that has to do with the
subject you're studying. And you may be even resent it.

Right. You might be surprised then to find out that accounting and finance information is fun-
damental to the running of any business, government or household. It has to do with many things
in a business (for example, from procurement of a new IT systems, through hiring or firing staff, to
financing the development of a new product) and impacts on many people involved with a business
(from the marketing manager who has to manage an advertising budget to a banker who has to
make lending decisions to a small jewellery shop owner who has to price her products appropriately).
Not to mention that we all use accounting in our personal affairs — managing the income that we
get from our employer or business and allocating that to various items of spending, calculating and
paying our taxes and saving and investing to grow our personal wealth.

Accounting information is just information. Its power is that like all information it can be useful
for making decisions - if you get hold of it, understand it and act on it. Which is why studying it may
be a good idea, even if you don't have any aspirations of becoming an accountant.

Accounting and the finances of businesses

Accounting (the process by which accounting information is generated) is basically about recording
business transactions and summarising them in a way which is useful to people who need to know
that information to make decisions - like shareholders and managers (e.g. the marketing managers,
the human resource managers and the production managers). Perhaps just what you hope to be. ‘So
what?’ you might well ask. ‘If | need it or want it, I'll just ask the accountants to get it for me. That’s
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fine, but if you were a manager, would you really be quite happy to accept at face value all that the
accountants gave you? Would you know what it means, how reliable it is, what you are supposed to
do with it or what are the right decisions to be made on the basis of it? We suspect that if you really
think about the repercussions of not questioning what your accountants gave you, you would be (to
say the least) open to making costly mistakes, taking unnecessary risks or causing yourself confusion
and embarrassment. You might be a bit worried, especially if you were legally responsible for it all
(and under UK law, the directors are responsible for the accounting records and the preparation of
accounts by the businesses they manage).

The point we are making is that accountants provide a service for other people. Most accountants
are probably highly qualified, experienced and good at their job, but as accountants they should not
make the decisions. That is the manager’s job - it could be your job and you will know much more
about your business than any accountant. Rest assured that there is no doubt that you will be able to
make even better decisions: (a) if you have some knowledge and some understanding of the nature
of accounting information and (b) if you know what it can and what it cannot do in helping you plan
and control your business.

Soin a sentence, if you know something about accounting, you will become a better manager. By
the end of this book you will be well on the way to becoming one.

Accounting and your personal finances

But this is not all. Accounting and finance literacy is really important for your personal finances and
you are possibly very aware of that already. Your journey into the world of accounting and finance
began the moment you started getting pocket money or birthday money gifts. Since then you have
had to make decisions about what to spend your money on, how to save for bigger items, possibly
having to take a student loan to be able to study at university. You are probably bombarded with
numerous finance offers for credit cards and free trial offers that then become monthly subscrip-
tions. You may have had to make choices about phone deals or gym memberships. You may have
had to budget your holiday spend. You may have had to consider the implications of contactless
payments and not carrying cash. The realm of finance decisions that you are already involved with
and that you have to keep track of (or an account of) is endless. You are having to do that possibly
every single day of your life. As such it is vital that you understand more about how accounting can
support you in making sound choices around your personal finances.

News clip 1.1

The importance of financial education
By Claer Barrett

70 guests to the FT offices on Monday night educators and charities was that 85 per cent of
debated the results of research published in young people said they wished they had been
FT’s last issue about the difficulties young taught more at school about how to manage
people have managing their finances. The money. The issues that young people say they
statistic that attracted the most attention want help with include credit cards, budget-
from our audience of finance professionals, ing, understanding investments and pensions.

FT Source: Barrett, C. (2018) Have your finances got the January blues?, Financial Times, 18 January
© The Financial Times Limited 2019. All Rights Reserved.

So in summary, this chapter (and the whole book) is important because it provides you with the
necessary background information to enable you to become a better manager of your business and
personal financial affairs.
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Nature and purpose of accounting

We begin our accounting studies by giving a brief explanation of what accounting is and
what it does. We will then tell you something of what it doesn’t do. For our purposes
we will use the following definition of accounting:

Accounting is a service provided for those who need information about an entity’s
financial performance and its financial position.

This definition contains a number of features that require some explanation:

e Service. Accounting is of assistance to other people — if nobody wanted the service,
there would be no such thing as accounting.

¢ [nformation. The information traditionally collected by accountants is restricted to
what can be quantified and translated into monetary terms. Surprisingly for most
people, however, numbers are not the only thing included in accounts (or finan-
cial statements). They also have a whole range of wordy notes (called ‘disclosures’)
explaining the numbers.

e Entity. An entity is a term used by accountants to describe any type of organisation,
e.g. a company or a person running his (or her) own business.

e Financial performance. That shows how an entity has performed over the period (in
other words — was it profitable?). The financial performance is usually judged by
matching incomes earned with expenses incurred over a period of time (usually one
year) to calculate profit made in that period.

e Financial position. The financial position of an entity at a point in time is a snapshot
of what it has net of what it owes at that point. In other words the financial position
is the same as net asset (or all assets — all liabilities).

We will define incomes, expenses, assets and liabilities in Chapter 2 (and you can
also see the definitions in the Glossary).

The above summary shows that accounting information is somewhat restricted:

e It relates to only one entity (although it is possible to aggregate or ‘consolidate’
accounting information for groups of entities).

e It has to be quantifiable.

¢ It must be capable of being converted into monetary terms (e.g. in £ or $).

e It relates to an arbitrary period of time.

e A distinction is made between economic benefits that relate to past, current and
future periods.

Non-accountants are often surprised when they realise that accounting information is
restricted in such ways. This gives rise to what is sometimes called the expectations gap,
i.e. when users expect accounting to do more than it can.

The expectations gap often causes considerable misunderstanding between account-
ants and the public, especially when an ‘accounting scandal’ erupts from time to time.
Such scandals are often the result of genuine accounting problems but the public tend
to think that they can all be put down to fraud. There have been many examples of
high-profile financial fraud and accounting scandals in recent times. In 2008, Lehman
Brothers, a global financial services firm, went bankrupt (curiously only in 2007 it had
been voted Number 1 ‘Most Admired Securities Firm’ by Fortune Magazine). It alleg-
edly hid billions of loans disguised as sales. Closer to home, in early autumn 2014, we
saw billions wiped off Tesco’s value as the profit overstating scandal broke: Tesco had
been artificially manipulating payments to and from suppliers. And even more recently,
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Activity 1.1

in 2019 Patisserie Valerie became headline news as its past accounts were found to be
false, showing large cash positions when it fact the business was in debt. Questionable
accounting practices certainly come to the fore in such high-profile cases.

Look up the definition of accounting in three different sources. Copy the definitions into a
notebook. Then outline your ideas about:

(@) how could accounting and accounting information, as defined in the sources you
referred to, be helpful to you in the job or career you aspire to be in (in, say, 5 or 10 years
time). Maybe you plan to run your own business, or to be involved in product design,
or work in an advertising agency, or invest on the stock market while working for a big
bank? Whatever your dream is — consider how accounting and accounting information
might be used in your professional life.

(b) how could accounting and accounting information be helpful to you in your personal life
and what benefits would that bring to you?

Having considered the nature and purpose of accounting and accounting information
we now move on to give you a brief overview of the historical development of accounting.

Historical development

The word account in everyday language is often used as a substitute for an explanation
or a report of certain actions or events. If you are an employee, for example, you may
have to explain to your employer just how you have been spending your time or if you
are a manager you may have to report to the owner on how the business is doing. In
order to explain or to report, you will, of course, have to remember what you were
doing or what happened. As it is not always easy to remember, you may need to keep
some written records. In effect, such records can be said to provide the basis of a simple
accounting system.

In a primitive sense, man has always been involved in some form of accounting. It
may have gone no further than a farmer measuring his wealth simply by counting the
number of livestock and possessions that he owned (Figure 1.1).

His possessions Ayear ago Now Change
Cows ececccccce ececccccccccoce +5

Hens [+ =10] eecsscccce cesssss —30

Pigs eesssscee coee -2

Sheep [+=10] cesse ceccsss +20

Land [*= 1 acre] seee eoee No change
Cottage . . No change
Carts see ° -2
Ploughs . oo +1

Figure 1.1 Accounting for a farmer’s wealth
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Activity 1.2 A-a-a-a-h! Counting! Is that what accounting is all about?

How many sheep do you (ac)count in this flock?

Figure 1.2 Your imaginary flock of sheep

Accounting may be about counting, but that is not quite so straightforward as you
may think. Are rams sheep? Or do we need to introduce categories to be able to (ac)
count for what we have got here — 2 sheep, 1 ram and 3 lambs? And after how many
days does a lamb become a sheep? We can make up an arbitrary rule (say, 3 months)
so on the last day of that period there are 2 sheep, 1 ram and 3 lambs in the field but as
soon as the clock ticks over to the next day there is all of a sudden a 150% increase in
the population of sheep — 1 ram and 5 sheep, no lambs! If one of them dies — do we still
(ac)count for it? If yes, why yes? If no, why not? (Ac)counting is full of judgements and
made-up rules such as these that change over time. It is not just about adding numbers
and not as straightforward as you may think! We will start introducing the accounting
rules in Chapter 2.

The growth of a monetary system enabled an even more sophisticated method to be
developed. It then became possible to calculate the increase or decrease in individual
wealth over a period of time and to assess whether a farmer with perhaps 10 cows
and 50 sheep was wealthier than one who had 60 pigs. Figure 1.3 illustrates just how
difficult it would be to assess the wealth of a farmer in a non-monetary system. Simple
counts do little to indicate value but accounting deals with that too.

It is perhaps debatable what came first: money or accounting (just like the old
question about the chicken and the egg). There are exhibits in room 68 of the Brit-
ish Museum which suggest that simple tax records (a form of accounting records)
predate the earliest found example of money. In any case, with the growth of a
monetary system, formal documentary accounting systems became commonplace,
even though it took a very long time. It is possible to trace the origins of modern
bookkeeping back to at least the twelfth century. We know that from about that
time, traders began to adopt a system of recording information called double-entry
bookkeeping. By the end of the fifteenth century, double-entry bookkeeping was
widely used in Venice and the surrounding areas (the first-known book on the sub-
ject was published in 1494 by an Italian mathematician called Luca Pacioli, who
is often referred to as “The Father of Accounting’). Modern bookkeeping systems
are still based on the same old principles, although they have had to be adapted to
suit modern conditions.
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News clip 1.2

Rare medieval accountancy book expected to

sell for $1.5m

By James Pickford

A rare copy of a 15th-century printed book
that set down the principles of modern
accounting and double-entry bookkeeping
is to go up for sale with an estimated value
of up to $1.5m.

Luca Pacioli, a Franciscan friar, mathemat-
ics professor and friend of Leonardo da
Vinci, published his Summa de arithmetica,

geometria, proportioni et proportionalita
in 1494, just 40 years after Gutenberg’s
innovations in moveable type launched the
printing revolution.

The Summa de arithmetica is a compen-
dium of everything known at the time
about mathematics, but also a practical,
how-to guide to succeeding in business.

FT Source: Pickford, ). (2019) Rare medieval accountancy book expected to sell for $1.5m, Financial Times, 14 February
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There are two main reasons why a recording system devised in medieval times has lasted

for so long:

e It provides an accurate record of what has happened to a business over a given period of time.
e Information extracted from the system can help the owner or the manager to operate

the business much more effectively.

Z Owed/ Ayear Now el c;; x
owned ago WOrse o
now?
Animals 1 cow 2 cows Better
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Hetty eggs eqgs
Taking
everything ?
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Figure 1.3 An owner’s vital question: how much better or worse off am | now?





