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xiiiPREFACE

The Why?
This text is the seventh Australian edition of a UK book. 
It provides a broad-based, non-specialist introduction 
to accounting and fi nance for those who wish, or need, 
to acquire an understanding of the main concepts and 
their practical application in decision-making, but who 
do not require in-depth theoretical or technical detail. It 
is aimed primarily at students who are studying a single 
unit in accounting and fi nance as part of a university 
undergraduate or MBA course, including courses in 
business studies, economics, engineering and a range of 
other non-specialist accounting courses. Given the content 
and style of the text it is suitable for students studying at 
a distance, and for those who are studying independently, 
perhaps with no formal qualifi cation in mind.

In writing the text we have been particularly mindful 
that most of its readers will not have studied accounting 
and fi nance before. We have, therefore, tried to write in 
an accessible style, avoiding technical jargon. Throughout, 
we have endeavoured to ensure that basic concepts are 
thoroughly explained. Underpinning the text’s coverage 
is an ‘open learning’ approach—that is to say, it involves 
the reader in a way that is not traditionally found in 
textbooks, delivering topics much as a good lecturer would 
do and encouraging readers to interact with the text. This 
approach distinguishes itself through a variety of integrated 
and end-of-chapter assessment material, which has been 
largely updated for this edition and is outlined below.

Hallmark features
The following features focus on developing an under-
standing of key accounting principles through the use of 
relevant and engaging examples.

▶ Accounting and You: These important and unique 
sections relate the content of the chapter to the 
individual student reader. All too often students 
feel that the content is big business oriented and 
has nothing really to do with them. This section 
illustrates that what they are learning has real 
relevance to their everyday lives.

▶ Real World Examples: Each chapter typically 
includes three or four examples, which aim to 

provide a link between theory and current practice. 
These have been updated to refl ect what has occurred 
since the last edition of the book. 

▶ End-of-chapter Case Study: Some of these are simply 
more complicated problems, but in the main they are 
questions based on contemporary news media articles. 
Their aim is to encourage students to think in a broader 
manner than usual, and to develop a wider approach to 
dealing with issues that are real and current.

To further develop understanding, the following 
features apply the concepts through a number of practice 
activities:

▶ In-chapter Activities: Interspersed throughout 
each chapter are numerous activities, with one for 
every learning objective. These are relatively short 
‘quick fi re’ questions of a type a lecturer might pose 
to students during a lecture or tutorial, and are 
intended to serve two purposes: to give readers the 
opportunity to check that they have understood the 
preceding section; and to encourage them to think 
beyond the immediate topic and make linkages to 
topics either previously covered or covered in the 
next section. An answer to each activity is provided 
at the end of the chapter, to which readers should 
refer only after they have attempted the activity.

▶ Self-Assessment Questions: Towards the end of 
the chapters, but also at an appropriate point in 
some chapters, there is a self-assessment question 
or questions. These are much more demanding and 
comprehensive than the activities, in terms both of 
the breadth and depth of the material they cover. 
As with the activities, it is important to make a 
thorough attempt at each question before referring 
to the solution.

▶ Application Exercises: These are also positioned at 
the end of most chapters, and 40% of these exercises 
have been updated from the last edition. They are 
categorised as easy, intermediate or challenging. 
Typically, they are of a numerical type, and are 
designed to enable readers to further apply and 
consolidate their understanding of topics. 

PREFACE
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▶ Discussion Questions: Featured at the end of each 
chapter, these are relatively short, typically require a 
descriptive or analytical answer, and are intended to 
enable readers to assess their recollection and critical 
evaluation of the main principles in each chapter. They 
might be used as the basis for tutorial discussion.

Throughout the text we have been conscious of 
the need to develop generic skills where possible, as 
well as the more traditional accounting skills. Generic 
skills targeted include communication, teamwork, 
critical thinking, problem-based learning, ethics, self-
management, planning and organisation. It is impossible 
to do this extensively in a single book, but we believe that 
this book should facilitate a curriculum-wide approach to 
development of these kinds of skills.

Specific areas to note include the following:

▶ The content provides an opportunity to use the 
discussion questions and cases to develop oral and 
presentational skills and to develop teamwork.

▶ The whole book is problem-based, so problem-
solving skills should be enhanced.

▶ Self-management and organisation skills development 
should be facilitated by the open learning approach 
and use of activities.

▶ Reference to ethics and governance, particularly in 
Chapters 1, 5 and 7, provide a focus for ethics and 
‘green’ issues.

▶ Critical thinking is encouraged by the use of 
appropriate cases and questions, together with current 
Real World examples and the Accounting and You 
feature. By way of illustration, Chapters 5 and 7, in 
particular, raise major issues relating to governance and 
sustainability that need to be approached critically.

It is perhaps worth noting that all three authors are 
qualified accountants. However, their career paths and 
interests are rather different. The main areas of interest 
include financial accounting, management accounting, 
finance and corporate strategy. Specific areas of expertise 
include behavioural aspects of accounting, and the links 

between finance theory and corporate strategy. All have 
experience of curriculum development ranging from 
thorough to comprehensive. One has extensive experience 
internationally. The net result is a writing team of 
considerable diversity of experience which is aware of the 
need to try to balance the accounting skills requirement 
with the need to develop more broadly based skills.

New to this edition
The seventh edition introduces a number of new or 
extended features that support student-centred active 
learning, as outlined below.

Concepts in Action

▶ At the end of each learning objective section we 
include two or three concept check questions. These 
are short questions which aim to provide the student 
with a means of ensuring that they have a sound 
understanding of the basic concepts introduced in the 
section. They are generally in the form of multiple-
choice questions.

▶ The number of Real World examples has been 
increased, and in many cases content has been 
expanded so as to provide a clearer linkage between 
what is taught and what actually happens in practice. 
These examples provide considerable material for 
classroom discussion. Many illustrate clearly how 
the theory is applied in practice. Others aim to 
provide some illustration of the need to integrate 
the various topics taught. Still others aim to open 
up the complexity of business decision-making by 
illustrating linkages (and breakdowns) between 
business, social and environmental considerations. 
Ultimately, the aim of the Real World examples is to 
make the subject of accounting altogether more alive 
and relevant to the student.

▶ The Accounting and You sections have been updated 
and aim to reinforce the relevance of the study of 
accounting, by bringing the subject back to issues that 
may affect the student in his or her  everyday life.
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Active Learning Facilitation Guide

The Active Learning Facilitation Guide supports learning 
within an active workshop session, commonly associated 
with the flipped classroom format. The Active Learning 
Facilitation Guide offers teachers a resource that contains 
suggested activities which encourage critical thinking and 
decision making, and also active collaboration and team 
work among students. This will help teachers to assist their 
students in developing softer skills that are often overlooked 
but are increasingly important to graduate employers.

Coverage and structure
Although the topics included are, to some extent, relatively 
conventional, the coverage and treatment of material is 
designed to meet the needs of non-specialists; therefore, 
the emphasis is on the application and interpretation of 
information for decision-making, and the underlying 
concepts, rather than on the collection of data and the 
preparation of statements and reports. 

When we examined the order and level of content 
for the sixth edition, we realised that, as business and 
accounting were becoming more complicated, so it was 
also becoming more difficult to cover these issues in a 
reasonably straightforward way, using the structure of 
earlier editions. So, in the sixth edition we introduced (in 
Chapters 2 and 3) two of the major accounting statements 
in the context of relatively simple business organisations, 
mainly sole proprietorships and partnerships, or very simple 
companies. This enabled us to cover the basic accounting 
statements without adding the complications of a complex 
corporate regulatory framework. Once the underlying 
principles and nature of the statement of financial 
position (the balance sheet) and the statement of financial 
performance (the income statement) were understood, we 
could then complicate it by adding (Chapters 4 and 5) on 
companies and their regulatory framework. The seventh 
edition continues with the approach developed in the sixth 
edition, reflecting a clear focus on the non-specialist market. 
The main differences are to be found in an expansion of 
the number of Real World examples, the introduction of 
concept checks, and an increase in the number of end-
of-chapter application exercises. These exercises include 

rather more challenging exercises than those in the sixth 
edition, in line with comments made by reviewers.

We have ordered the chapters and their component 
topics to reflect what we consider to be a logical sequence. 
For this reason, we advise readers to work through the 
text in the order presented, particularly since we have 
been careful to ensure that earlier chapters do not refer to 
concepts or terms that are not covered until a later chapter.

Chapters 1–8 can be said to be broadly financial 
accounting oriented, Chapters 9–11 focus on what are 
clearly management accounting areas, and Chapters 12–14 
focus on what is generally regarded as financial manage-
ment. Having said this, much of the first eight chapters 
underpin the later chapters and students should not get too 
hung up on which area is which.

Chapter 1 provides a general introduction to the scope, 
purpose and interrelationships of the text’s core coverage—
financial accounting, management accounting and 
financial management—together with a brief overview of 
the main financial statements. It also examines user groups 
and their needs, introduces the main types of business 
organisation, together with the way in which a business 
is typically organised and managed, and identifies ways in 
which business and accounting have been changing over 
time. This chapter includes more on ethics and ethical 
behaviour in business than the sixth edition.

Chapter 2 explains the nature and purpose of the 
statement of financial position. This is done in the 
context of relatively simple organisations, so as not to 
unnecessarily complicate things. The method in which 
the statement is built up, and its typical format, are both 
covered, followed by the main factors that influence the 
content and values in the statement. Finally, the main 
uses and limitations of the statement are examined. 
Chapter 3 explains the nature and purpose of a statement 
of financial performance, usually referred to as an income 
statement. The way in which the statement is built up, 
and the way in which it is typically presented, are covered 
comprehensively, for relatively simple organisations. 

Chapter 4 introduces limited companies in some detail, 
including the main financial statements. Chapter 5 explains 
the importance of company law, accounting standards, 
the stock exchange and the importance of good corporate 
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governance. Corporate governance remains an ongoing 
issue for many businesses. The chapter then identifies 
the main requirements relating to the published annual 
report and explains the concept of a group of companies 
and the need for a set of consolidated accounts. 

Chapter 6 focuses on the statement of cash flows and 
the importance of cash to any business. It also introduces 
the idea of using the financial statements framework for 
planning and budgeting purposes.

Chapter 7 introduces the areas of corporate social 
responsibility together with social and environmental 
accounting, and also explains the current state of 
development of sustainability reporting and integrated 
reporting. Further work on these areas is likely to be 
needed over the foreseeable future as the world faces 
continuing issues including climate change, a range of other 
environmental issues, peak oil, world poverty, child labour 
abuse, and human rights and responsibilities generally.

Chapter 8 deals with the analysis and interpretation 
of the main financial statements. 

Our formal coverage of management accounting begins 
in Chapter 9 with a discussion of the interrelationships 
between costs, volume and profit in decision-making. 
Chapter 10 covers full costing and activity-based costing. 
Chapter 11 focuses on short-term planning and control 
and deals with various aspects of budgeting. The chapter 
also now includes a section on Beyond Budgeting.

Chapter 12 is the first chapter that relates to what 
is generally termed financial management. It deals with 
capital budgeting and the decision to invest in medium and 
long-term assets, and considers how businesses appraise 
such projects. Chapter 13 deals with the management 
of short-term assets and liabilities. Chapter 14 covers 
the main sources of finance available to a business when 
making an investment.

Peter Atrill
Eddie McLaney
David Harvey
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◀ Learning objectives
These are listed at the beginning of each 
chapter and explain the key concepts that 
you should understand after studying the 
chapter. They are restated in the chapter, so 
you know where these objectives are covered. 
End-of-chapter questions are also keyed to the 
objectives.

Concept check questions ▶
These are short multiple-choice questions which 

aim to provide you with a quick check of your 
understanding of each learning objective.

◀ Key term definitions
To help you understand key accounting 
terminology and concepts, defi nitions are 
presented in the margin. All of these terms are 
also in the glossary at the end of the book for 
easy reference.

Accounting and You boxes ▶
This feature appears in each chapter to help 

you see the relevance of accounting concepts to 
your everyday life.

◀ In-chapter activities
These are designed to test your comprehension 
of the material you have just read, as well as 
to make links to topics already covered or still 
to be covered. Answers to the activities are 
provided at the end of each chapter.

Real World examples ▶
Integrated throughout the text, these 

illustrative examples highlight the practical 
application of accounting concepts and 

techniques by real businesses, including extracts 
from published fi nancial reports, articles from 
the media, survey data and other interesting 

insights from business.

C H A P T E R  2

MEASURING AND REPORTING 
FINANCIAL POSITION

LEARNING OBJECTIVES
When you have completed your study of this chapter, you should be able to:

L01 Explain the nature and purpose of the statement of � nancial position (balance 
sheet) and its component parts

L02 Explain the accounting equation, and use it to build up a statement of � nancial 
position at the end of a period

L03 Classify assets and claims

L04 Apply the different possible formats for the statement of � nancial position

L05 Identify the main factors that in� uence the content and values in a statement of 
� nancial position

L06 Explain the main ways in which the statement of � nancial position can be useful for 
users of accounting information

L07 Identify the main de� ciencies or limitations in the statement of � nancial position.

The next fi ve chapters essentially deal with the area known as fi nancial accounting. In this chapter we 
examine the fi rst of the major fi nancial reports—that which is concerned with establishing fi nancial 
position. The statement of fi nancial position, traditionally labelled the ‘balance sheet’, represents the 
assets of an entity and the claims against those assets, at a given point in time. The interests in, or claims 
against, the assets are divided into external (liability) and internal (owners’) interests. We will see how 
the statement is made up and how the report is prepared. We will also consider the basis on which 
accounts are included, measured and reported. Finally, its usefulness in decision-making will be 
considered and possible defi ciencies highlighted.

In order to enable us to focus primarily on the nature of the accounting process in this chapter and 
Chapter 3, we will concentrate on relatively simple business structures, mainly sole proprietorships and 
partnerships, although the same principles apply to limited companies. However, given the size, 
complexity and range of regulatory issues that confront larger companies, we have deliberately left 
detailed company accounting to Chapters 4 and 5.

M02_ATRI2589_07_SE_C02.indd   40 17/06/17   3:17 PM

ACCOUNTING FOR NON-SPECIALISTS2

MAKING DECISIONS
So how do you make decisions?

• What kind of decisions do you need to make?

• How important is economic information in your decision-making?

• How do you deal with numbers and quantitative information?

• Are you comfortable with these areas, or are there areas with which you are uncomfortable?

Let us consider the kind of decisions that are commonly made at some stage of our lives.

• Keeping expenditure in line with income—something just about every student will wrestle with.

• Buying new things—these might include buying simple things like a new mobile phone, or a new 
vehicle, whether an old banger or a new BMW, or a really major decision, such as buying a home.

• Starting a new business venture, either on your own or in collaboration with others.

• Investing for the future in shares or government bonds.

All of these decisions will require you to collect information, much of which can be classified as 
economic. Economic information is largely quantitative. The typical economic decision involves 
choosing the best outcome for you, given that your resources are scarce.

None of what has been said to date should imply that decisions are made solely on economic lines. 
Many decisions are based on things such as personal preference, family considerations, a sense of duty 
or aesthetics, with a few people even using the stars to assist! However, many decisions have a clear 
economic orientation, and accounting can help with these decisions.

So what information do you need to keep your expenditure in line with income? You will probably 
need a clear understanding of your income, its amount and nature. You will also need to have a clear 
understanding of your spending patterns, and you will almost certainly need to differentiate between 
ongoing regular expenditure and one-off expenditure.

Decisions to buy new things may be relatively easy, such as buying a new phone, which may well be 
bought out of normal spending. Decisions about major assets, such as the purchase of a home, will 
require much more careful information gathering and analysis. This analysis will probably include 
ideas around how the asset will be funded.

Decisions regarding potential business ventures also require substantial data collection and 
analysis. Your future lifestyle is likely to be substantially influenced by the success or failure of a 
venture of this type. The analysis will need to contain information about markets and competition, as 
well as specifics regarding the particular business.

Decisions regarding the possible purchase of new shares or bonds will require the collection of 
relevant data. In the case of shares, this will probably mean detailed information about the past 
performance of the company and estimates of its future prospects.

Clearly, any decision that has an economic element will require substantial economic information. 
Basically, the role of the accounting system is to provide much of that information. The system cannot 
and does not attempt to cover all economic input, but essentially focuses on the collection, recording 
and reporting of key economic data as they relate to a particular individual or entity. Just what 
information is covered is the subject of this book.

You may not be comfortable with numbers and quantified information. However, it is difficult for 
an entity to be successful without having someone who does understand and can communicate such 
information. So good luck with your studies.

ACCOUNTING AND YOU
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Being socially responsible involves setting policies and practices that will ensure that an entity 
(business or other organisation) acts as a good citizen, and that each particular entity must consider 
the social costs and benefits that result from its actions.

This view is not, however, shared by all. The objective of shareholder wealth enhancement can 
be interpreted in a way that totally ignores any social costs that do not directly affect business 
returns—‘it’s okay as long as you can get away with it’. How does a business justify, in financial 
terms, to its shareholders the choice of a more expensive production process that will yield lower 
pollution levels but also lower profits? If a competitor goes down the lower-cost, higher-pollution 
route, it will probably be able to sell at a lower price and threaten that competitor’s position. There 
are clearly some inherent conflicts in this area.

 ACTIVITY 7.1
(a) Can you think of a town, city or region where prosperity and/or employment is, or has been, 

dependent on one employer?
(b) Can you think of businesses that seem to have behaved in a way that you do not regard as 

socially responsible? What are the reasons for your belief?
(c) Can you think of reasons why a business might still pursue activities that are less profitable 

but socially beneficial?

So how might business as a whole be encouraged to engage in more socially responsible behaviour? 
There are several possibilities:

• Make shirking of responsibilities more costly, by regulation and law and public awareness.
• Market the good citizen concept (e.g. the growth of ‘green’ consumerism), where consumers’ 

decisions are strongly influenced by the nature of the business, product or production method.
• Combine businesses into groups to develop ways of dealing with aspects of their business in a 

socially responsible way.
• Promote government action, which might include legislation, penalties for non-compliance, or 

subsidies.

Concept check 1

Which of the following statements is false?

A Business today cannot solely focus on wealth maximisation.
B Social and environmental issues should be given serious consideration by  

today’s businesses.
C Today’s business managers must consider a much broader range of issues than in the past.
D Businesses today unanimously accept sustainability as their primary goal.
E All of the above are true.

Concept check 2

Which of the following statements is true?

A Some stakeholders have legitimate interests in all parts of a business.
B Some stakeholders have legitimate interests in only a certain part of a business.
C Environmentalists are seen as a relatively new stakeholder in business.
D Potential customers should be considered as stakeholders.
E All of the above.
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THE DIRECTORS’ DUTY TO ACCOUNT—THE ROLE OF COMPANY 
LAW (CORPORATIONS ACT)

As we have already seen, it is not usually possible for all of the shareholders to be involved in the 
general management of the company, nor do most of them wish to be involved, so they elect 
directors to act on their behalf. It is both logical and required by company law that directors are 
accountable for their actions as stewards of the company’s assets. The directors must therefore 
prepare (or have prepared on their behalf) financial statements that provide a fair representation of 
the financial position and performance of the business. This requires that they select appropriate 
accounting policies, make reasonable accounting estimates, and adhere to all relevant accounting 
rules when preparing the statements. The directors are also expected to maintain appropriate 
internal control systems.

In this context, directors of all reporting entities and disclosing entities, all public 
companies and all large proprietary companies are required to prepare true and fair financial 
statements. (Disclosing entities include companies listed on the stock exchange and companies 
raising funds through a prospectus—i.e. public issue.) Small proprietary companies are not 
required to prepare formal financial statements or to have them audited, unless directed to by at 
least 5% of their shareholders or by the Australian Securities and Investments Commission 
(ASIC). They must, however, maintain sufficient accounting records to allow annual accounts to 
be prepared and audited. The financial statements are to include the statement of financial 
position, the statement of financial performance (in the case of companies, this is a statement of 
comprehensive income), the statement of changes in equity, the statement of cash flows and 
related notes.

‘True and fair’ has not been specifically defined, nor tested in court. However, it is normally 
interpreted as requiring the provision of all necessary financial information of a material nature 
related to both the directors’ stewardship role and financial information (decision-making) role. 
Information is material if its omission, misstatement or non-disclosure has the potential, individually 
or collectively, to:

• influence the economic decisions of the users taken on the basis of the financial report, or
• affect the discharge of accountability by the management or governing body of the entity.

The Corporations Act also requires directors of disclosing entities to accompany the financial 
statements with a ‘directors’ declaration’ and a ‘directors’ report’. In the directors’ declaration, 
the directors must state whether, in their opinion, the financial statements comply with the 
applicable accounting standards and represent a ‘true and fair’ view of both the financial 
performance and the financial position of the company. They must also state whether, in their 
opinion, at the date of the declaration, there are reasonable grounds to believe that the company 
can meet its debts as and when they fall due.

The directors’ report is generally much longer, and contains certain required information 
together with an increasing level of voluntary disclosures. Such disclosures include the names of 
directors, the emoluments of directors, the principal activities of the company, a review of the 
operations for the year, details of significant changes in the state of affairs of the company, the 
financial significance of probable future events, details of significant events that have occurred after 
the balance date that may affect the company, and details of compliance with environmental 
regulations. Obviously, the voluntary disclosures extend beyond the required disclosures, and may 
include financial forecasts, details of human resource management strategies, significant 
contributions to community life, and additional environmental initiatives. When one company 
owns a controlling interest in another so that management of the controlled company is effectively 
carried out by the controlling company, ‘consolidated accounts’ (‘group accounts’) must be 
prepared in addition to the individual company accounts.

The financial reports must comply with accounting standards. Companies’ financial reports 
should be checked by an auditor and reported on (unless the company is a small proprietary 
company—and even then shareholders or ASIC may require an audit).

reporting entity
An entity with users who 
rely on general-purpose 
financial statements for their 
information relating to that 
entity.

disclosing entity
An entity that issues 
securities that are quoted on 
a stock exchange or made 
available to the public via a 
prospectus.

accounting standards
Rules established by the 
professional or statutory 
accounting bodies, which 
should be followed by 
preparers of the annual 
accounts of companies.

auditors
Professionals whose main 
duty is to make a report as 
to whether, in their opinion, 
the accounting statements 
of a company do what they 
are supposed to do; namely, 
to show a true and fair view, 
and comply with statutory 
and accounting standard 
requirements.

Explain the 
importance of 

company law in 
relation to the 

directors’ duty to 
account, and 

discuss the role of 
the auditor in this 

process

LO1
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 ACTIVITY 11.2

(a) Why do you think that most businesses prepare detailed budgets for the forthcoming year?
(b) Why is it crucial for those responsible for the budget-setting process to have real authority 

in the organisation?
(c) Can you think of any problems with zero-based budgeting?
(d) Do you think that requiring managers to work towards predetermined targets might stifl e 

their skill, fl air or enthusiasm? Explain.

Concept check 3

Which of the following is a not a component of the master budget?

A Income statement
B Balance sheet
C Cash fl ow statement
D Sales budget
E All of the above are components of the master budget.

A South Australian study on the future of management 
accounting found that 90% of the respondents used an 
operating budget, and 86% a cash budget (Forsaith et al., 
2003). The survey population consisted of members of CPA 
Australia who were working in, or had a professional interest 
in, management accounting.

UK surveys reinforced the extensive use and importance 
of budgeting (Dugdale et al., 2005; Abdel-Kader et al., 2006).

A survey of the opinions of senior fi nance sta�  of 340 
businesses of various sizes and operating in a wide range of 
industries in North America revealed that 97% of those 
businesses had a formal budgeting process (BPM Forum, 
2008).

The Chartered Institute of Management Accountants 
(CIMA) survey, Management Accounting Tools for Today and 
Tomorrow (2009), an international survey covering a range of 
di� erent industries, found that three budgeting tools were in 
the top 10 most used management accounting tools. Financial 
year forecasting was used by approximately 85% of 
respondents, cash forecasting by between 75% and 80%, and 
rolling forecasts by around 65%. Strategic planning was used 
by just over 70% of respondents.

The CIMA (2009) study found that zero-based budgeting 
was used typically by about 40% of companies. This, of course, 
does not mean that it is used for all budgets, rather for 
selected ones. Abdel-Kader et al. (2006) found that zero-based 
budgeting was most appropriate with ‘spending’ budgets, 
such as training, advertising and so on, which probably 
represented a minority for the types of business in this 
survey.

The surveys mentioned above tended to cover larger 
businesses. A further study sponsored by CIMA in 2013 
focused on management accounting practices in UK small 
and medium-sized enterprises (SMEs). Formal budgeting 
systems were found in all of the medium-sized enterprises, 
but only in some of the small ones. Most of the benefi ts of 
budgeting (coordination, control, motivation, communication, 
etc.) are not applicable to many small fi rms where decision-
making is centralised—o� en all decisions are made by the 
same person. Nevertheless, budgeting still has a role in 
resource planning and forecasting, and in conditions of 
fi nancial constraints.

REAL WORLD 11.1
Budgeting in practice
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 ACTIVITY 6.2
(a) Assume that last year’s statement of cash fl ows for Angus Ltd showed a ‘negative’ cash fl ow from 

operating activities. What could be the reason for this? Should the company’s management be 
alarmed by it?

(b) At the end of its reporting period, Zeneb Ltd’s statement of fi nancial position included the 
following items:

 i. a bank deposit account where one month’s notice of withdrawal is required
 ii. ordinary shares in Jones Ltd (a stock exchange listed business)
 iii. a high-interest bank deposit account that requires six months’ notice of withdrawal
 iv. an overdra�  on the business’s bank account.

Which, if any, of these four items would be included in the fi gure for cash and cash equivalents?

Prepare a simple 
statement of cash 

fl ows

LO3
PREPARATION OF THE STATEMENT OF CASH FLOWS
A SIMPLE EXAMPLE

The statement of cash fl ows is based on an analysis and classifi cation of cash receipts and cash 
payments for the period into three activity sets (operating, investing, fi nancing) and several 
categories within each activity (see Figure 6.2 and Table 6.2 on page 217).

Given that the emphasis of this book is on the user rather than the preparer, a section on 
preparing a statement of cash fl ows might seem redundant. However, a broad understanding of the 
approach needed to prepare such a statement will give you a better understanding of the statement 
itself. Also, when the statement is turned around and used in a forward-looking or forecast mode, 
it can become an extremely powerful aid in strategic planning. With this in mind, we shall use 
Example 6.1 to illustrate the preparation of a statement of cash fl ows.

Given below is a statement of comprehensive income and a statement of fi nancial position for a 
company. This will form the basis from which we shall prepare a statement of cash fl ows.

Statement of comprehensive income for the year ended 31 December 20176.1 $m
Sales 100
Cost of sales (60)
Gross profi t 40
Depreciation (5)
Other expenses (17)
Operating profi t 18
Interest expense (3)
Profi t before tax 15
Tax (5)
Profi t after taxation 10
Retained profi t brought forward from last year 30

40
Proposed dividend on ordinary shares 20
Retained profi t carried forward 20
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xixFOR STUDENTS

◀ In-chapter self-assessment questions
More demanding and comprehensive than 
the activities, these challenge you to put 
into practice your understanding of key 
concepts. The self-assessment question 
solutions are to be found online, available on 
MyLab Accounting and www.pearson.com.
au/9781488612589

Summary ▶
At the end of every chapter, the summary 

correlates learning objectives with the method 
used to achieve them. Use this as a great 

revision tool.

◀ End-of-chapter questions and problems
These help reinforce your understanding of 
chapter content. All questions are keyed to their 
corresponding learning objectives so you can pick 
and choose the areas you want to work on. The 
questions are divided into level of difficulty – easy, 
intermediate and challenging. They include:
• discussion questions to help you assess your recall 

of the main principles covered in each chapter
• application exercises to help you apply and 

consolidate your understanding of accounting in 
practice.

Case studies ▶
These give you real-world examples of accounting 

in practice and encourage you to think critically 
about accounting issues and controversies.

◀ Solutions to activities and concept checks
These allow you to check your answers to the 
in-chapter activities.

Glossary ▶
This quick reference guide at the end of the 

book helps jog your memory of all those 
important accounting terms and concepts.

CHAPTER 3  MEASURING AND REPORTING FINANCIAL PERFORMANCE 127

SUMMARY
In this chapter we have achieved the following objectives in the way shown.

OBJECTIVE METHOD ACHIEVED

Explain the nature and purpose of the 
statement of financial performance, and its 
relationship with the statement of financial 
position

• Identified the purpose as being the measurement of the increment in wealth 
during the period

• Explained the nature of the income statement
• Explained the profit and loss equation
• Illustrated use of the stock approach to calculate profit
• Illustrated the link between the income statement and the statement of 

financial position

Understand the layout of a typical statement 
of financial performance, and describe its 
component parts

• Illustrated the typical format for an income statement
• Explained the main components of the typical income statement
• Illustrated that the income statement is for a specified period

Demonstrate an understanding of income and 
expenses in relation to definition, recognition, 
classification and measurement

Defined and explained ‘income’:
• inflows of future economic benefits in the form of asset increases, or liability 

reductions that result in an increase in owners’ equity of a non-contribution nature
• recognition:

• probable that the inflow has occurred
• the inflow can be reliably measured

Defined and explained ‘expenses’:
• outflows of future economic benefits in the form of decreases in assets or 

increases in liabilities that result in a decrease in owners’ equity of a non-
distribution nature

• recognition:
• probable that the outflow has occurred
• the outflow can be reliably measured

Distinguished between cash and accrual-based accounting

Explain the concept of depreciation and its 
impact on the financial statements

Explained depreciation as the allocation of the cost or fair value of a tangible as-
set to reflect the consumption of that asset’s economic benefits during the period 
(physical deterioration, technical obsolescence, commercial obsolescence)
The most common allocation methods were identified as:
• straight-line
• reducing-balance (accelerated)

Identify the main issues relating to inventory 
in the context of the income statement and 
the statement of financial position

• Identified the key issues relating to inventory
• Defined ‘inventory’
• Illustrated what is covered in cost of inventory
• Illustrated how to arrive at cost of sales

• first in, first out
• last in, first out
• weighted average cost

• Illustrated how, in order to conform with the matching and prudence 
assumptions, inventory is valued on the basis of the lower of cost and net 
realisable value

• Explained inventory recording methods:
• perpetual (continuous)
• periodic (physical stock count)

Identify the main issues regarding receivables 
in terms of revenue and expense recognition, 
and explain their impact on the income state-
ment and the statement of financial position

Explained the problems associated with accounts receivable and bad debts, and 
examined alternative recognition methods:
• bad debts are realised in the sense that both the accounts receivable and the 

amount can be established
• doubtful debts relate to amounts that are not expected to be collected in 

accounts receivable but are not currently uncollectable
Illustrated alternative doubtful debt calculation methods:
• applying a given percentage to sales
• analysing the balances in accounts receivable
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chart. Also, the input variables can be changed so as to enable the impact of a range of diff erent 
assumptions to be clearly identifi ed. In the kind of analysis used in Activity 9.3, for example, it may 
be useful to consider building a spreadsheet model into which price rises can be put, so that results 
can be ascertained under a variety of diff erent assumptions about cost/revenue behaviour (sensitivity 
analysis). As already noted, regression is easily done using a spreadsheet.

SELF-ASSESSMENT QUESTION 9.1

The following information concerns a business for the past three months

Assets $
Sales 15,000 units @ $20 300,000
Variable costs 15,000 units @ $12 180,000
Contribution 120,000
Fixed costs 150,000
Loss 30,000

The managers of the business are now considering what to do about this loss. They hope to make a profi t of $30,000 
in the next three months, and the following proposals have been made:

1 launch an advertising campaign costing $50,000
2 reduce selling price to $19
3 reduce variable costs by $1.50 per unit by installing more effi cient equipment which will increase fi xed costs by 

$40,000.

You have been asked to advise on:

(a) the level of sales needed to make a profi t of $30,000 assuming that none of the three proposals is 
adopted

(b) the break-even point under this assumption
(c) the level of sales needed, for each of these proposals, to generate the required profi t, and
(d) the impact each proposal will have on the break-even point.

Assume that revenues and costs will remain the same in the next three months, other than those for the three proposals.

We noted in the previous section that cost behaviour is not always linear. The implication of this is 
that break-even charts and the analysis of relationships between costs, volume and profi ts, of the 
type discussed so far in the chapter become far more complex. An example of a break-even chart 
modifi ed to include some of the above cost behaviour patterns is shown in Figure 9.9. Profi t profi les 
using spreadsheets probably represent a more eff ective way of dealing with these patterns, although 
the spreadsheets are inevitably more complex than would be the case for the examples used to date.

Concept check 7

Which of the following statements about contribution or contribution 
margin is false?

A	 Contribution per unit, divided into the fi xed costs, gives the break-even point.
B	 For volumes below the break-even level contribution represents what’s left 

over from each sale to help pay for fi xed costs.
C	 For volumes above the break-even point contribution contributes to profi t.
D	 No false statements. All are true. 
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The management of Enviro Ltd is planning a fairly signifi cant expansion policy for the forthcoming year 
(2018). You have been asked to look at the fi nancial implications of its plans. You have asked for a clear 
identifi cation of the underlying assumptions and estimates, and these are given below.

Market position
The total estimated market for 2017 is $600 million.

Sales during 2017 are expected to be around $30 million. However, the business is looking to achieve an 
improved market share (currently 5%) in 2018 due to more aggressive marketing. A 25% increase in sales 
volume is expected. Given product price elasticity, prices will need to be maintained at the 2017 levels in 
order to achieve the planned volumes.

Economic environment
The current rate of infl ation is 4% and this rate is likely to continue through 2018. The business thinks that 
this refl ects a reasonably close estimate of its specifi c cost infl ation and is happy to proceed on this assumption.

Tax is expected to be charged at 30%.

Dividend policy
The dividends to be recommended for 2017 total $1 million. The business would like to increase this to 
$1.25 million, to cover infl ation and to share in the hoped-for increase in profi tability.

Financial structure of the company
Share capital amounts to $10 million at the end of 2017, with reserves amounting to $2.5 million.

Care has been taken with regard to working capital management, and the business plans to maintain its 
working capital in the following proportions both through 2017 and 2018:

Inventory 10% of sales for the year
Accounts receivable One-sixth of sales for the year (i.e. a two-month credit period)
Cash 3% of sales for the year
Accounts payable One-twel� h of sales for the year (i.e. a one-month credit period)

Other current liabilities at the end of 2017 are estimated to be dividends and tax of $900,000.
Variable costs in 2017 are expected to be 60% of sales.
Fixed costs for 2017 are expected to be $9 million, including $1 million for depreciation.
An extra amount of approximately $1 million will be spent on advertising in 2018 in order to capture the 

increased market share.

Capital expenditure/non-current assets
The company currently has non-current assets which had cost $12 million, with an associated aggregate 
depreciation which is expected to amount to $4 million at the end of 2017. Depreciation is 10% straight line.

In order to support the expansion, new equipment will need to be purchased at a cost of $4 million. This is 
planned to occur at the start of 2018. Depreciation on this will also be at 10% straight line. Some existing assets 
will be sold for $60,000. These had originally cost $400,000 and had been depreciated to date by $300,000.

QUESTIONS
 1 Explain why preparation of a set of projected 

fi nancial statements might be useful.

 2 Make the necessary computations to refl ect 
the plans outlined above, clearly stating any 
assumptions.

 3 Comment on the feasibility of the plans, 
and suggest any courses of action that 
management might take.

 4 Evaluate the use of the projected fi nancial 
statements in terms of e�  ciency of planning 
and decision-making in the context of this 
particular business.

 5 State what advantages there might be in using 
spreadsheets to prepare statements of this 
type.

 6 Sensitivity analysis is an analysis in which 
variables in a decision are changed one at 
a time, with the view to identifying which 
variables are most important to the success 
of the decision, plan or project. In what 
ways might an analysis of this type improve 
your decision-making ability? What kind of 
variables might you examine critically?

CHAPTER 6 CASE STUDY
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DISCUSSION QUESTIONS

EASY

8.1 LO1 Provide an example of a commonly used ratio. (Hint: Think of driving a car.) What makes a ratio? 
What makes a ratio useful?

8.2 LO1 Briefly describe each of the main categories of financial ratios. Which category of ratios is the most 
important in your opinion? Why?

8.3 LO2 Complete the following sentence: ‘The gross profit margin percentage represents the proportion of ...’

8.4 LO3 What do efficiency measures indicate about a business? Describe the calculation of an efficiency 
measure for learning accounting.

8.5 LO4 The current and quick (acid test) ratios are both measures of what? Which of the two ratios is a 
stricter test, and how does it accomplish this?

8.6 LO5 Describe two financial gearing ratios. What aspect of a business are they attempting to portray?

8.7 LO6 Provide a brief explanation along with an advantage and a disadvantage for each of the four main 
ratios used to evaluate investment performance.

8.8 LO7 List and briefly describe other methods that can be used for financial statement analysis.

INTERMEDIATE

8.9 LO2 Does the ROSF ratio provide a better measure of performance than the ‘bottom line’ profit value? 
Compare this with someone telling you that they ran five kilometres before coming to class today.

8.10 LO2 Would you expect the operating profit margin to be higher or lower than the gross profit margin? 
What is a good operating profit margin?

8.11 LO3 Your company’s inventory turnover has increased from 25.5 days to 28.6 days when you compare 
last year’s results to the current year. Is this good? Discuss.

8.12 LO5 You are contemplating an expansion of your self-funded business with a $300,000 fixed-interest rate 
bank loan. Is this a good idea?

8.13 LO6 Why does the dividend yield formula divide the dividends amount by (1–t) where t is the corporate 
tax rate?

CHALLENGING

8.14 LO1 A classification of ratios that you may encounter is ‘solvency’. Where would solvency ratios fit in with 
the classification system used in this textbook? Which term would be preferred by companies with 
substantial borrowings, and why?

8.15 LO2 Ratios that use values from both the income statement and the balance sheet require the calculation 
of average amounts for the balance sheet amounts. Why is this done, and when will the usual 
method of calculating this average be inappropriate?

8.16 LO3 An alternative efficiency measure for collection of credit sales is accounts receivable turnover, 
calculated as credit sales revenue divided by average accounts receivable. This calculation seems to be 
the reverse of the average settlement period calculation. Are they measuring the same thing? Explain.

8.17 LO7 A criticism of ratio analysis is that it provides only part of the financial picture being reviewed. What 
part of the picture is missing?

8.18 LO6 You are keen to use your financial analysis skills in your new job. You want to use the price/earnings 
ratio as an indicator of the market’s confidence in the future prospects of a particular company. Your 
boss has confused you by asking you to use an earnings yield formula. You can see that he’s got 
things backwards—upside down actually. What’s going on?

8.19 LO7 Describe some limitations of the analysis of financial statements. Provide suggested remedies for 
each of the limitations cited.
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GLOSSARY

A
ABC system of inventories control A method of applying 
different levels of inventories control, based on the value of each 
category of inventories.
absorption costing A method of costing in which a ‘fair share’ 
of manufacturing/service provision overhead is included when 
calculating the cost of a particular product or service.
accelerated depreciation An approach to the calculation of 
depreciation expense which results in depreciation expenses being 
higher in the early years of an asset’s life than in later years.
accelerated rights issue Rights issues of this type are structured 
in two phases, with an initial (accelerated) issue to institutional 
investors (who will pay quickly), followed by a (non-accelerated) 
issue to the retail (non-institutional) component of the shareholders.
accounting The process of identifying, measuring and 
communicating information to permit informed judgements and 
decisions by users of the information.
accounting rate of return (ARR) The average accounting profi t 
from an investment, expressed as a percentage of the average 
investment made.
accounting standards Rules established by the professional 
or statutory accounting bodies, which should be followed by 
preparers of the annual accounts of companies.
accruals convention A convention which asserts that profi t is the 
excess of revenue over expenses for a period, not the excess of 
cash received over cash paid.
accruals accounting The system of accounting that adheres to 
the accruals convention. This system is followed in preparing the 
statement of fi nancial position and the income statement.
accrued expenses Expenses which are outstanding at the end of 
the accounting period.
acid test ratio A liquidity ratio that relates the liquid assets 
(usually defi ned as current assets less inventories and prepayments) 
to the current liabilities.
activity-based costing (ABC) A technique for more accurately 
relating overheads to specifi c production or provision of a service. 
It is based on acceptance of the fact that overheads do not just 
occur: they are caused by activities, such as holding products in 
stores, which ‘drive’ the costs.
adverse variance A difference between planned and actual 
performance, where the difference will cause the actual profi t to 
be lower than the budgeted one.
ageing schedule of accounts receivable A report dividing 
accounts receivable into categories, depending on the length of 
time outstanding.
Amortisation The writing-down of an asset—usually an intangible 
asset—as its benefi t is used up; the equivalent of depreciation for a 
non-current asset.
asset A resource held by a business which has certain characteristics.
associate company A company which is partly owned by 
another company, such that the ownership does not give the 

investor company control, but does give it the opportunity to exert 
considerable infl uence. Typically, the ownership is between 20% 
and 50%.

audit A process in which a range of activities are checked to 
ensure that the activities have been completed in accordance with 
a set of rules or guidelines.

auditors Professionals whose main duty is to make a report as to 
whether, in their opinion, the accounting statements of a company 
do what they are supposed to do; namely, to show a true and 
fair view, and comply with statutory and accounting standard 
requirements.

australian accounting standards board (AASB) Australian body 
responsible for developing accounting standards for application to 
Australian entities.

australian securities and investments commission (ASIC) The 
government body responsible for regulating companies, company 
borrowings, and investment advisers and dealers.

average inventories turnover period ratio An effi ciency ratio 
that measures the average period for which inventories are held by 
a business.

average settlement period for accounts payable ratio An 
effi ciency ratio that measures the average time taken for a business 
to pay its trade payables.

average settlement period for accounts receivable ratio An 
effi ciency ratio that measures the average time taken for trade 
receivables to pay the amounts owing.

B
bad debts Amounts owed to the business that are considered to 
be irrecoverable.

balance sheet A statement that shows the assets of a business 
and the claims on the business. Assets must always equal claims. 
Claims will relate to external liabilities and owner’s claims (known 
as equity).

balanced scorecard Both a management system and a system 
for measuring and reporting performance, which includes 
information relating to fi nancial aspects of the business, business 
processes, customers, and learning and growth, thus giving a more 
comprehensive (and strategic) view of the business.

bank overdraft A fl exible form of borrowing that allows an 
individual or business to have a negative current account balance.

batch costing A technique for identifying full cost, where the 
production of many types of goods and services, particularly 
goods, involves producing a batch of identical or nearly identical 
units of output, but where each batch is distinctly different from 
other batches.

board of directors The team of people chosen by the 
shareholders to manage a company on their behalf.

bonds See loan notes.

bonus shares Reserves which are converted into shares and given 
‘free’ to shareholders.
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SOLUTIONS TO ACTIVITIES

ACTIVITY 12.1

(a) The answer is that any decision must be made in the context of the objectives of the business concerned. For a 
private-sector business, this is likely to include increasing the wealth of the owners/shareholders of the business 
through long-term profi tability.

(b) Investments such as the Wheatstone project are enormous, and risk may well need to be shared among major 
investors. The amounts invested are huge and are often associated with debt fi nancing. This adds another 
dimension to the risks involved.

When this project was planned, the expected returns would have had a high probability of achievement. However, in 
the environment of 2016 and 2017, with commodity prices being hammered, cash fl ows were much lower than 
would ever have been envisaged. Once committed to a project of this size, any ability to bail out, or to scale back, is 
limited, and probably confi ned to cost reductions in areas such as staffi ng and slowing down some of the investment. 
This project illustrates how very easy it is to invest in optimistic times, and then fi nd that, within a few years, optimism 
has changed to pessimism.

The Impact Investment Group’s acquisition of the Gold Coast Surgical Hospital raises a number of interesting 
questions. The fi rst is: is this in the nature of a diversifi cation, or is it consistent with existing businesses under the 
group’s control? In fact, this investment is in line with Impact’s focus on the acquisition of high-quality properties, 
which are then leased to tenants with a socially benefi cial bent. This focus on the social and environmental impact of 
each investment is increasingly part of the total investment appraisal process.

The Ryman Healthcare investment is also consistent with this company’s core business. It is the third such 
development in Melbourne. The question as to long-term yield is also central to the investment decision, plus the 
potential for growth. This investment is forecast to provide co-investors with exposure to a growth sector while delivering 
a reliable income stream. They are forecast to receive a quarterly tax-effective income distribution of 9.5% per annum.

decisions requires both the science of technical 
analysis and the art of managing the behavioural 
threats but while the technical analysis continues to 

monopolise management’s mindset, the behavioural 
threats will continue to cause more failed 
investments than they should.

Source: Adapted from David Emsley, ‘Evaluating investment decisions’, Australian CPA, October 2002. Reprinted by kind permission 
of F. Emsley.

QUESTIONS
 1 In screening investment proposals, what kind of things might prevent an investment being seriously 

considered?

 2 Do you consider that strategic decisions can be made by using DCFs? What role do you think DCF 
plays in strategic decision-making?

 3 What kind of risks might lead to an investment being rejected even though it has showed a positive 
present value?

 4 How might bias or manipulation by sponsoring managers be prevented?

 5 It can be argued that decisions are made on strategic lines, with a present value calculation being 
used only to confi rm the decision. Do you agree? Why/why not?

 6 The generation of good ideas, rather than the generation of fi gures, is the most important part of 
investment decision-making. Discuss.

CC1 C
CC2 D
CC3 E
CC4 A

CC5 E
CC6 D
CC7 E
CC8 D

CC9 C
CC10 A
CC11 A
CC12 C

CC13 B
CC14 A
CC15 E

Concept check answers
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MyLab Accounting for Atrill/McLaney/Harvey
Accounting for Non-Specialists, 7th edition

A guided tour for students and educators

Auto-generated tests 
and assignments
Each MyLab™ comes with 
pre-loaded assignments, all 
of which are automatically 
graded and include selected 
end-of-chapter questions 
and problems from the 
textbook.

Unlimited practice
Many Study Plan and 
Instructor-assigned 
exercises contain algorithms 
to ensure students get as 
much practice as they need. 
As students work through 
Study Plan or Homework 
exercises, instant feedback 
and tutorial resources 
guide them towards 
understanding.

RESOURCES FOR STUDENTS AND EDUCATORS



xxiRESOURCES

MyLab Accounting www.pearsonmylabandmastering.com

Learning resources
To further reinforce 
understanding, Study Plan 
and Homework problems 
link to additional learning 
resources.
▶ Step-by-step guided 

solutions
▶ Graphing tool
▶ eText linked to sections 

for all Study Plan 
questions.

Study plan
A Study Plan is generated 
from each student’s 
results on quizzes and 
tests. Students can clearly 
see which topics they 
have mastered and, more 
importantly, which they 
need to work on.
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Students
These additional resources are available on MyLab Accounting:

▶ Workbook: Use this as an excellent revision and study tool designed to match 
the structure and content of the textbook. This workbook gives you a wide 
variety of questions (e.g. multiple choice, true/false, matching, fill in the blanks, 
classification and practical questions), as well as a list of the textbook’s chapter 
objectives and a chapter overview. Solutions to all the question material are 
provided at the end of each chapter.

▶ Solutions to the self-assessment questions (also available on www.pearson.com.
au/9781488612589).

Educator
A suite of resources is provided to assist with delivery of the content, as well as to 
support teaching and learning.

Solutions Manual
The Solutions Manual provides educators with detailed, accuracy-verified solutions to 
in-chapter and end-of-chapter problems in the book.

Test Bank
The Test Bank provides a wealth of accuracy-verified testing material. Updated for 
the new edition, each chapter offers a wide variety of question types, arranged by 
learning objective and tagged by AACSB standards. Questions can be integrated into 
Blackboard or Moodle Learning Management Systems.

Lecture Slides
A comprehensive set of PowerPoint slides can be used by educators for class 
presentations or by students for lecture preview or review. They include key figures and 
tables, as well as a summary of key concepts and examples from the course content.

Digital Image PowerPoint Slides
All the diagrams and tables from the course content are available for lecturer use.




