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Editor’s Introduction

This series is a direct outcome of the opportunities and challenges created by the
rapid expansion of higher and further education in the past decade.

The expansion involved changes in the structure of advanced education,
through the CNAA, the Polytechnics, the Regional Management Centres and the
professional bodies which encouraged staff to develop new and experimental
teaching. Substantial changes have taken place in the definition, scope and
methodologies of the social, administrative and management sciences leading to
modifications in the presentation of these subjects. Many new full-time students
and staff have questioned traditional approaches and methods and have es-
tablished more open discussion and debate on their courses. Demands for
qualified manpower led to an expansion in part-time education and increased
questioning by students in full-time jobs of the relevance of their studies.

Each of these developments has had a profound impact on the structure and
content of courses and given fresh impetus to the discussion and modification of
curricula and teaching methods in polytechnics, universities and colleges of
further education. The editor and authors of the books in this series have made a
deliberate attempt to respond to these changes.

The books set out to provide a comprehensive and up-to-date introduction to
the ideas and methods of their subjects for specialist and non-specialist students in
fields such as business and management studies, social science and administration.
Their aim is to help students who have little or no previous knowledge of them to
achieve a mastery of the scope and basic techniques of their subjects and to use
them critically and with imagination for further study or for practical professional
applications. They also seek to make some contribution to discussions of teaching
and learning problems in their field.

Many introductory books present their subjects as a coherent body of
knowledge of which the logic is self-evident and the concepts and methods clear to
the careful reader. Students do not always find this so. Confronted as theyarebya
well-established discipline which has developed a particular method that may not
bear any obvious relationship to the way in which they have been accustomed to
think or to realities as they see them, students often have difficulty in comprehen-
ding the significance and detail of the forms of analysis it employs.

The editor and authors of the series felt that they should not take for granted the
‘self-evident logic’ of their subjects, but try to demonstrate to readers the ways in
which their disciplines provide an effective framework for the analysis of problems
in their field. When abstractions or concepts are introduced their functions and
limitations are explained. Where methods or techniques are described the authors
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show why they take the form they do and the ways in which they may be used for
particular tasks of analysis.

Students often criticise courses because their subjects or parts of them do not
have any obvious, or immediate, practical applications. They may present what
appear to be unnecessarily complicated ways of dealing with quite straightforward
problems or, paradoxically, they may be regarded as over-simplifying or ignoring
difficulties which are experienced in real situations. Criticisms of this sort are due
to misunderstandings about the nature of subjects. Systems of knowledge provide
generalisations which are derived from a variety of abstractions and models. Some
of these yield tools of description and analysis that have direct applications. Others
suggest ways of looking at problems that, however fruitful, may have only limited
or indirect applications.

The authors have tried to make clear the relevance of their subjects. Where con-
cepts and methods have direct applications they show how, and under what cir-
cumstances, they can usefully be applied. Where they are of indirect use they show
how a process of simplification may isolate and draw attention to the important
characteristics of a complex problem, or how the study of complicated or abstract
aspects of a problem may throw fresh light on it.

The authors have rejected a view, reflected in many basic textbooks, that
students at an introductory level should concentrate on ‘learning up’ the informa-
tion and techniques of their subjects and not be troubled with discussions of con-
cepts and analytical method. This ‘descriptive’ approach, which divorces the study
of techniques from that of conceptual and analytical structures, makes it more
rather than less difficult for students to appreciate how a technique has developed,
why it takes a particular form and how it functions. As a result students can spend a
considerable time trying to understand, with limited success, a method of
describing and presenting information or a method of analysis and fail to achieve
any real facility in using it. The discussion of concepts and analytical method also
acquaints a student with some of the difficulties and controversies surrounding the
ideas and techniques he is studying. Without such knowledge he is unlikely to ap-
preciate their limitations or establish any real ability to discriminate between alter-
native approaches and methods.

One of the more important aims of education is to develop a student’s capacity
to formulate and solve theoretical and practical problems. It is clear that few
business and administrative problems are in practice separable into the neat
categories represented by disciplines such as economics, accounting, law,
sociology, psychology and computing. But most courses are based on com-
binations of studies in these and similar discrete disciplines which are rarely effec-
tively integrated. It is recognised that the development of bodies of knowledge
which provide rigorous rather than superficial integrative approaches will be a
long and difficult task. The editor and authors of the books in this series are aware
of this problem and within their limitations have attempted to indicate points at
which contributions from other disciplines are necessary to the analysis of the
problems with which they are dealing. It is thus hoped that in the long run the
series will make some contribution to the development of interdisciplinary
approaches.

The problems outlined above are common in the teaching and learning of many
subjects which, although emerging historically as systems for analysing and
solving practical problems, have developed advanced methodologies and a logical
order of presentation that may not bear an obvious relation to the practical
problems with which they are supposed to be concerned.

The study of accounting appears to many to approximate closely to the actual
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practices and problems of the accounting profession. And yet many students have
great difficulty in grasping its methods of analysing and presenting data. Perhaps
this is due to a general problem of numeracy and an inability to understand
relationships between variables presented in a quantitative form. Or perhaps it is
that the student has in his early stages to study many complex methods of presen-
ting data which can only at a later stage be used for more interesting and complete
analyses of the economic performance of organisations. The power of the concepts
and tools of accounting to analyse and explain the structure and operations of an
organisation should, however, be of interest to anyone who follows economic and
business affairs. It is hoped that the present exposition, by helping students to
achieve a more effective command of modern basic accounting, will encourage
them to investigate further its methodology and potential.

The editor and authors of the books in this series are conscious of their
limitations in attempting to implement their ideas in writing and teaching and do
not suppose that their presentation will solve students’ learning problems. They
do not ignore the critical importance of motivation and sustained and disciplined
study as factors in effective learning. But they felt that if subjects were presented in
a way that made their form and justification explicit rather than implicit this would
aid teaching and learning.

In seeking to achieve their aims the books in the series have been subjected to a
great deal of critical scrutiny. Each is written by more than one author. This has
enabled authors to combine a comparison of views with a considerable, and
sometimes uncomfortable, degree of mutal criticism. The editor and authors have
all, in recent years, had considerable experience of designing and teaching new
CNAA honours degree, diploma or professional courses. Their manuscripts have
been discussed with colleagues in education and the professions and have been
tested in classes with students.

My thanks as editor are owed to the authors who responded to my request to
write the books in the form that I have outlined. This has involved them in an
extremely demanding process. The fact that we shared some basic assumptions
about education and learning was of great help. The editors and staff of Macmillan
with whom we have worked have showed great patience and could not have done
more in difficult circumstances to encourage the series. My thanks are also due to
George Brosan, Maurice Peston and Bruce May, who through many discussions
have significantly influenced my educational ideas, and to my wife Diane, who has
kept a discerning eye on my activities and the progress of the series.

February 1976 ALAN HALE



Contents

Editor’s Introduction
Introduction

PART I MEASUREMENT

Chapter 1

1.1
1.2
1.3
1.4
1.5
1.6
1.7

Concepts of value and profit

Introduction

Objectives of measurement
Introduction to value and profit
The concept of value

The concept of profit
Accounting statements
Summary

Notes and references
Further reading
Questions and problems

Chapter 2 Accounting concepts

2.1
2.2
2.3
2.4
2.5
2.6
2.7

Introduction

Need for a conceptual framework
Development of a conceptual framework
Content of a conceptual framework

The concepts defined and illustrated
The concepts evaluated

Summary

Notes and references
Further reading
Questions and problems

Chapter 3 The structure of accounting data

3.1
3.2
3.3

3.4
3.5
3.6

Introduction

Fundamental accounting equation

Examples of analysis using the fundamental
accounting equation

Owners’ equity

Assets and expenses

Analysis of accounting data for financial statements

29

29
29

30
31
34
35



X Accounting: an introduction

3.7 Presentation of the balance sheet 38
3.8 Presentation of the profit statement 40
3.9 Profit and cash flow 41
3.10 Summary 43
Notes and references ’ 43
Further reading 43
Questions and problems 43
Chapter 4 The processing of accounting data 45
4.1 Introduction 45
4.2 Double-entry book-keeping 45
4.3 Double-entry procedures 48
4.4 Preparation of financial statements 51
4.5 Total accounts 55
4.6 Classification of accounting data 55
4.7 Information and accounting systems 56
4.8 Summary 58
Notes and references 59
Further reading 59
Questions and problems 59
Chapter 5 Fixed assets 61
5.1 Introduction 61
5.2 Value considerations 61
5.3 Depreciation 62
5.4 Depreciation using original cost 63
5.5 Recording depreciation information 71
5.6 Depreciation and replacement 72
5.7 Non-physical fixed assets 73
5.8 Summary 73
Notes and references 73
Further reading 74
Questions and problems 74
Chapter 6 Costing and inventory 76
6.1 Introduction 76
6.2 Cost classifications 717
6.3 Cost systems 82
6.4 Inventory valuation and profit measurement 88
6.5 Inventory obsolescence 95
6.6 Summary 96
Notes and references 96
Further reading 96
Questions and problems 96
Chapter 7 Owners’ equity, liabilities and working capital 99
7.1 Introduction 99
7.2 Financial structure 99
7.3 The concepts of equity and debt 101

7.4 Equity finance 103



7.5
7.6
7.7
7.8
7.9
7.1

7.11

7.12 Valuation of owners’ equity, liabilities and working capital

7.13

Contents

Debt finance

Financial risk

Short- and long-term finances
Cost of finance

Liquidity and solvency

0 Working capital

Flow of funds

Summary

Notes and references
Further reading
Questions and problems

Chapter 8 Value and profit under changing price levels

8.1
8.2
8.3
8.4
8.5
8.6

Introduction

Maintaining value intact
Financial reporting

Comparing financial statements

Proposed adjustments to financial statements

Summary

Notes and references
Further reading
Questions and problems

Chapter9 R

9.1
9.2
9.3
9.4
9.5
9.6
9.7
Note

eview of value and profit

Introduction

The balance sheet as a valuation statement

Goodwill

Valuation of the firm by means of share prices
Basis of valuation for decision-making
Example of alternative approaches to valuation

Summary
s and references

Further reading
Questions and problems

PART 1II

PLANNING

Chapter 10  Concepts of planning

10.1
10.2
10.3
10.4
10.5
10.6
10.7
10.8
10.9
10.10

Introduction

Benefits from planning

Statement of objectives

Strategic and operating decisions
Data for planning—forecasting
Data for planning—search methods
Data for planning—motivation
Data for planning—relevant costs
Budgeting and control

Summary

Notes and references

xi

104
105
111
112
112
113
117
120
122
122
122
123

126
126
127
129
134
136
139
140
140
140

142

142
143
146
148
148
151
155
155
155
156

161

161
163
163
165
166
166
167
168
171
172
172



xii

Accounting: an introduction

Further reading
Questions and problems

Chapter 11

11.1
11.2
11.3
114
11.5
11.6
11.7

Pricing and output decisions

Introduction

Profit-volume analysis with complete information
Profit-volume analysis with limited information
Full-cost analysis for pricing

Variable cost and cash-flow analysis

Costs of capacity

Summary

Notes and references
Further reading
Questions and problems

Chapter 12 Long-term decisions

12.1
12.2
12.3
12.4
12.5
12.6
12.7

Introduction

Analysis for investment decisions

Allowing for the timing of the costs and benefits
Discounted cash flow

Payback and return on investment

Quality of the information in investment decisions
Summary

Notes and references
Further reading
Questions and problems

Chapter 13

18.1
13.2
13.3
13.4
18.5
13.6

Budgeting for the total firm

Introduction

Decisions and budgets
Participation in budgeting
Preparation of budgets
Example of budget preparation
Summary

Notes and references
Further reading
Questions and problems

PART III

CONTROL

Chapter 14  Concepts of control

14.1 Introduction

14.2 Nature and objectives of control
14.3 Behavioural aspects of control
14.4 Information relevant for control
14.5 Summary

Notes and references

Further reading

Questions and problems

172
172

173

173
173
177
179
180
183
188
188
188
189

191

191
192
193
193
197
199
206
206
207
207

209

209
210
211
212
213
216
217
217
217

221

221
222
226
221
229
230
230
230



Contents xiii

Chapter 15 Budgetary control 231
15.1 Introduction 231
15.2 Budgets for comparison 231
15.3 Operation of budgetary control 234
15.4 Interpretation of variances 236
15.5 Variance analysis and reports 239
15.6 Summary 245
Notes and references 246
Further reading 246
Questions and problems 246

Chapter 16 Interpretation of financial statements 248
16.1 Introduction 248
16.2 Ratios in financial statements 248
16.3 Ratio analysis 250
16.4 Illustration of ratio analysis 252
16.5 Groups of companies 255
16.6 Sumrnary 258
Notes and references 258
Further reading 259
Questionsand problems 259

Chapter 17 Disclosure of accounting information 262
17.1 Introduction 262
17.2 Users and their needs 263
17.8 Development of disclosure 265
17.4 Disclosure requirements evaluated 268
17.5 Improvements in disclosure 269
17.6 Summary 270
Notes and references 270
Further reading 271
Questions and problems 271
Appendix A Legal aspects of accounting for companies 2173
Appendix B Taxation 2717
Appendix C  Compound interest computations 283
Appendix D Published accounts of Marks & Spencer Ltd 288
Author Index _ 303

Subject Index 305



Introduction

The book will provide a foundation in accounting for those courses where the

emphasis is on analysis rather than description. We believe that the book could

provide the basis for a one-year course for a specialist accounting student or a two-

year course for the student on a less specialised course such as business studies.
This should make it suitable for:

— undergraduate degree courses in business studies, accounting or economics

—H.N.C. and H.N.D. courses in business studies

— foundation courses required by the professional accounting bodies

— other courses providing an introduction to accounting, e.g. for managers
or for postgraduate students on conversion courses in accounting or
business studies.

We have written this book in an attempt to bridge a gap in the literature
available to students of accounting. Until recent years introductory courses in ac-
counting concentrated on the methods and techniques of the subject. Students
who progressed to more advanced work were then introduced to the on-going dis-
cussion of the conceptual basis of accounting. The literature also exhibits this
dichotomy. There are many books which deal in varying detail with technical
aspects of accounting and also many at an advanced level with conceptual and
theoretical topics. We believe that the teaching of accounting should conform to a
logical pattern of introducing the conceptual foundations of the subject before
building the superstructure of accounting methods. Thus we have written an in-
troductory text which does not avoid the difficult conceptual problems but which
attempts to present them in language and style which will be easily understood by
those unfamiliar with accounting. We realise that in a single text it is not possible
to cover the comparatively wide topic areas we have attempted and to reach a high
level of sophistication simultaneously. Thus we have concentrated on giving a
sound introduction to the topic areas and have supplemented each chapter with
references to further reading of a more advanced nature.

We have taken as our starting-point the common definition of accounting as the
measurement, recording and communication of economic data. Accounting has
evolved from the needs of business and its concern is chiefly with the solution of
business problems. The definition of business in this context is widely drawn to in-
clude any organisations which use accounting information, e.g. firms, govern-
ment or trades unions. Business problems are usually multi-dimensional and their
solution requires an understanding of a range of disciplines, in addition to ac-
counting, such as economics, quantitative methods, law and behavioural science.
Thus the study of accounting should ideally be related to the study of these other
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disciplines. We have in the text, wherever possible, highlighted the relationship ot
accounting to these other disciplines.

The accountant’s area of major contribution is in the measurement of costs and
benefits of business problems and the planning and control of business strategy
and operations. To meet this challenge the subject-matter is continually evolving
in an attempt to improve this measurement and to satisfy the changing demands of
business. Our view is that the study of accounting can be an interesting and
stimulating experience. We hope that the student will appreciate both the poten-
tial of accounting as a means of recording, analysis and communication of infor-
mation, but also recognise the boundaries of the subject and the limitations of ac-
counting measurement.

The book is divided into three parts: Measurement, Planning and Control. This
division recognises that we have identified three clusters of problems in accoun-
ting, and that for clarity of exposition and analysis these clusters should be con-
sidered together. The parts on planning and control build on concepts developed
in the measurement part, as both these processes clearly rely on measurement:

MEASUREMENT — the measurement of profit and value is regarded as a central
theme of accounting; the conceptual basis is established in the first two chapters of
Part I and the detailed implications are explored in the rest of Part I. Throughout
Part I we emphasise that the need to provide published accounting information
has been a strong influence on the measurement concepts adopted by accountants,
but that many of these concepts are inappropriate for planning and control
decisions.

PLANNING — the definition of planning adopted includes both short-term and
long-term decision-making; this obviates the need for a distinction which is often
made between decision-making and planning.

CONTROL — it is recognised that control and planning are closely linked but we
have attempted to isolate the particular problems of control. These are seen as a
process of monitoring and evaluation. Hence we include in this section the inter-
pretation of financial statements and a discussion of the role and content of
published financial information. This emphasises that the analysis of historical, or
at best current, information is the major means of control in many organisations
and is perhaps the only means of control available to external interested parties.
The content includes topics found in courses on financial and management ac-
counting. Where only a financial accounting course is required it may be ap-
propriate to consider Chapters 16 and 17 in addition to Part I. The book incor-
porates several features which we hope will facilitate its use as a textbook for a
course. Each Part is introduced with a chapter on the concepts to be explored in
that Part and it is recommended that each subsequent chapter is read in conjunc-
tion with the concepts chapter. We have attempted to build a coherent structure by
consciously linking each chapter, either through the summary of the preceding
chapter or in the introduction to the chapter. This should help to demonstrate the
coherence of a lecture programme based on the chapters of the book. At the end of
each chapter there are notes and references relating to points in the chapters,
suggestions for further reading and a set of questions and problems. The further
reading has been selected to assist the student who wishes to go into more depth in
a particular area and would be appropriate reading for a seminar paper based ona
particular aspect of the chapter. As well as going into more depth a student may be
interested in learning more about the wide variety of existing book-keeping
techniques and specialist accounting systems, such as those for partnership, which
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are used for handling accounting data. We have analysed the principles of the
structure and processing of accounting data in Chapters 8 and 4 but have not con-
sidered in any detail the numerous possible book-keeping applications. We hope
that with the general principles developed in these chapters, students will be able
to understand any specialist applications they may encounter in practice. As
teachers we recognise that one of the major obstacles to understanding accounting
is its use of a terminology which is in many areas imprecise and ambiguous. We
have attempted to be consistent in our use of terminology and we must admit the
exercise has increased our sympathy towards students who are commonly faced
with various usages of terms such as capital, profit, cost, returns or stock. As a lear-
ning and a teaching aid we have included as the first of the questions at the end of
each chapter a review of important terminology used in the chapter. This and the
other questions and problems have been designed to provide a basis for personal
assessments, seminar papers or seminar and tutorial discussion.

Finally we would like to recommend the idea of triple authorship for anyone
who wishes to embark on a critical self-analysis of what he thinks he understands
about accounting, but not for anyone who wishes to write a book in a reasonable
time. We would like to acknowledge our debt to our long-suffering wives and
children, and to all those who helped with the typing of the manuscript.

1976 ARTHUR HINDMARCH
MILES ATCHISON
RICHARD MARKE
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MEASUREMENT



l

Concepts of Value
and Profit

1.1 Introduction

Accounting was defined in the Introduction as the measurement, recording and
communication of economic data. All three aspects of accounting are examined in
Part I with particular emphasis on problems of measurement.

Economic data is information about an individual, firm or organisation, which
can be expressed in monetary terms. Thus for an individual this might include ear-
nings from his job, ownership of a house or a car, or expenditure on food and
clothing. A firm’s economic data could include payment of wages, expenditure on
materials used inits products, receipts from the sale of these products, its ownership
of land, buildings and motor vehicles, or a protected market for its products.

The emphasis on the expression of data in monetary terms is the basis of ac-
counting information and is an important factor in defining the boundaries of the
subject of accounting. Some importantareas of a firm’s activities will be difficult to
express in monetary terms, e.g. its reputation with customers, or the state of its in-
dustrial relations. It is important that students of accounting should be critically
aware of the limitations of accounting measurement, as well as its potential for
reflecting the performance of the firm in monetary terms.

This chapter is concerned with the general problem of measurement. The
remainder of Part I analyses the application of the basic concepts developed in
Chapter 1 to the measurement of past performance. In Parts II and III the con-
cepts are applied to the analysis of future performance.

1.2 Objectives of measurement

The question of what information accounting attempts to measure is perhaps best
illustrated by reference to the needs of users of the information.! A knowledge of a
country’s legal, financial, taxation and social structure would be needed to ap-
preciate fully the wide variety of potential users. (Some evidence can be found in
App. A on Legal Aspects of Accounting for Companies and App. B on Taxation.)
However, some general comments can be made which do not rely on specialised
knowledge.

An individual may wish to discover his financial situation, for instance, when
reviewing the family budget or deciding whether to buy a new car. If he runs his
own business then he is even more likely to require such information. There may
also be others who are interested in his position, for example, the taxation
authorities or the local authority which fixes his children’s education grants.

If instead of the individual or the one-man business we consider a large firm in-
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volved in complex manufacturing and trading operations, with a large number of
employees and relying on large quantities of borrowed finance, then the number
of potential users grows. They include managers, owners (if different from
managers), lenders of finance, taxation authorities, other government bodies,
trade unions and employees. In addition there may be others who are interested
because they are considering joining one of these categories. There are thus a
number of categories of users of accounting information who have a legitimate in-
terest in the affairs of a firm. As a result the firm may be said to be accountable to
these users. The concept of accountability’ has been an important factor in the
development of accounting information.

Itis likely that the different users will be interested in different aspects of the ac-
counting information. The manager may be concerned to prove to the owner what
a good job he has done, or he may wish to evaluate alternative courses of action;
the owner wants to know if he is getting a fair return on his investment, the lender
whether his loan is safe and the trade union whether the firm can justify not giving
an increase in wages. In addition accounting information forms the basis by which
government monitors its control over wages, prices and monopolies.

If accounting is to provide an adequate service then accounting measurement of
a firm’s economic information should be concerned with the needs of these users.
With needs as diverse as these is it possible to set up a satisfactory model for ac-
counting measurement? We shall see that it is possible in terms of general
propositions, but that alternative interpretations of the model® may be required to
satisfy particular needs.

The interested parties mentioned above are concerned about the ‘health’ of the
firm, or at least with different aspects of its ‘health’. The main question they are in-
terested in is: What is the firm’s current (financial) position and what effect will the
choice of a particular course of action have on the present position? There are two
other questions closely linked with this one: How has the firm done recently? How
is it likely to do in the future? In one sense these last two questions are subsumed in
the first. Obviously the recent performance of the firm will have had some effect on
the current position. Less obviously, but perhaps even more important, is the fact
that the present position is dependent in many ways on the future performance of
the firm. For example, consider two firms which are identical except that Firm A
has signed a favourable long-term sales contract whereas Firm B has not. Because
of this it might be said that Firm A is in the better position, even though the in-
crease in sales will not start until next year.

Therefore an analysis of the current position should include an estimate of
future prospects. We have here one of the dilemmas of accounting measurement in
that while information on recent performance that contributes towards the pre-
sent position is largely factual, information on prospects is inevitably based on
estimates.

Justas the individual will visit a doctor periodically to obtain information about
his health, so the users of accounting information require regular reports on the
health of the firm. The desirable frequency of these reports will vary from user to
user. For example, the manager may wish to know each week how the firm is per-
forming, whereas the taxation authorities may be satisfied with annual reports. In
Sect. 14.2 we discuss the criteria for the determination of what constitutes a
desirable frequency.

Thus an objective of accounting measurement is to provide various users with
information on the state of the firm. The state of the firm can be expressed as in
Fig. 1.1 in a simple diagram which will prove useful and be referred to again later
in the chapter.
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Figure 1.1

In Fig. 1.1 the arrows represent the passing of time and the vertical lines the
points in time at which the firm’s position is assessed. Where the lines are solid this
indicates that measurements can be based on factual information while the dashed
lines represent estimates.

1.3 Introduction to Value and Profit

In Sect. 1.2 the terminology used in describing what is measured was kept inten-
tionally simple, using terms such as ‘current health’ or ‘how the firm has done
recently’. Here we introduce more specific concepts which will form the basis for
much of what follows.

The economic position or health of an individual or firm can be restated in
terms of what they are worth. The use of the term ‘worth’ in turn implies a notion
of value. In Fig. 1.2 value is used to replace the term ‘position’ used in Fig. 1.1.

past current future
value value value
i
past —— rospects -:- ->
———— | e— - —— — — — - -—
performance prospe 1
|
|
Figure 1.2

If value is taken as the measure of the health or well-being of a firm (or in-
dividual) then it follows that a measure of whether the past performance in Fig. 1.2
is good, i.e. beneficial to the well-being of the firm, is its effect on the value of the
firm. The measurement of this performance in financial terms will be the increase
or decrease in the value of the firm. The term used for this financial measure of
performance is ‘profit’. Strictly speaking the term ‘profit’ is only valid where the
value has increased, but this can be overcome, either by referring to negative profit
or to loss, where value has decreased. Fig. 1.2 can now be amended:

value value value
v, v, v,
i
1
-—— e - ————— - — -
profit profit 1-
L A '
Figure 1.3

Using the symbols in Fig. 1.2 and assuming that V, represents value at the
current date, and V, say a year earlier, with ¥, the estimate for a year hence, then
the profit (P,) for the past year is ¥, — ¥, and the estimated profit (P,) for the next
year is V; — V,. This simply restates that profit is a change in value over time and
defines profit in a simplified way which is sufficiently accurate for our present pur-
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poses. It can be expressed as a simple model: P, = V, — V,_, where P, represents the
profit for the year ¢ (or period ¢) and V, is the value at the end of the yeartand V,_,
the value at the end of the previous year. There are two possible approaches to the
measurement of value and profit used in this model. Assuming the value at V,_, is
known then the value at ¥, can be measured thus providing a figure of profit (P,) by
solving the equation. The alternative approach is to estimate P,, thus providing the
closing value V, as the result of the equation. Both approaches, we shall see later,
are used in accounting to measure profit and value.

Itis important to understand the conceptual difference between value and profit
as illustrated by this model. The nature of the concept of value is that it is static, a
monetary figure placed on an item or group of items at a particular point in time.
Values may of course change over time but these represent measurements taken at
different times. Profit on the other hand is a measure of performance over a period
of time: in our model, the time linking two sets of valuations. This idea of a stock
(value) and a flow (profit) concept form the basis for the major accounting
statements and for mostaccounting systems of recording events. Its application can
be seen in Sect. 1.6 on accounting statements later in this chapter.

1.4 The Concept of Value

The concept of value is examined by considering its application first to an in-
dividual, using familiar examples, and then to a firm where more specific valua-
tion problems are introduced. An individual asked what he is worth, would
probably attempt to value his possessions, his house, furniture, car, etc. If he has
borrowed money from the bank to buy his car then the amount he still owes
should be deducted to arrive at his net worth or value. Included in this example are
three concepts basic to accounting measurement: assets, liabilities and net worth.

The dictionary defines an asset as any possession and also any useful quality.
The idea of possessions is clearly relevant to the measurement of value, for exam-
ple, a firm may possess assets such as cars, buildings, or machinery. Care must be
taken in measuring one’s value to identify those assets whose possession also im-
plies ownership. For example, a borrowed car would not normally be included;
however if it was, then a corresponding liability to the owner of the car should also
be included. A liability in accounting terminology is the financial representation
of an obligation owed to another individual or firm.

The question of whether a useful quality should also be included in measure-
ment of an individual’s value is more problematical. Good health and a sense of
humour are useful qualities but there are obvious difficulties in estimating their
monetary value. It may even be questioned whether they have any monetary value.
In the sense that they could not be sold directly for money, then they have not,
although indirectly they may be sold; for example, a man may geta better job if he
has good health and this obviously has monetary implications. These are examples
of extremely difficult measurement problems. In the context of a firm there are
similarly difficult problems, for example, in valuing management, the labour
force, customer relations or the reputation of its products.

Thus there are problems both of measurement and of deciding which items to
include ina list of assets or liabilities, and we shall see in Chapter 2 that the accoun-
ting answer to many of these problems is simply one of practicality and easy
verification. There are further fundamental questions of valuation to be con-
sidered which identify possible solutions to these problem:s.

If a number of people were asked to value a common object, say a car, itis likely
that there would be many different values proposed. This may be because they
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have different levels of knowledge about cars, but it is also probable that they used
different approaches to the valuation. Consider some of the possibilities:

(1) TIts cost — when new two years ago £1300
(2) Its cost when new — less an allowance for two years’ use £920
(3) What it would now cost to buy a similar two-year-old car £900
(4) What it could be sold for — privately £850
(5) — to a garage, straight sale £830
(6) —to a garage, traded for a new car  £860
(7) The owner’s estimate of its usefulness £950

There are seven different values shown and it is possible to detect four different
basic approaches or different concepts of value:

(@) Original cost — that is, an itemn’s value is represented by its original cost.
Values (1) and (2) are variations of this approach.

() Replacement cost — instead of considering the original cost of the specific
item, this approach looks at the current purchase price of similar items, i.e. value
(3).

(c) Selling price — an estimate of what could be received for the item if it were
sold now, i.e. values (4), (5) and (6).

(d) Future utility—a monetary estimate of the item’s potential usefulness, which
could, for example, be based on the estimated fares saved by having a car, i.e. value
(7.

The implications of the use of these alternative approaches to valuation in
specific areas is explored in later chapters, but we can here consider some general
points:

Original Cost

The attraction of original cost is that it is the only one of the four where a transac-
tion has taken place. At least two people have agreed on a value at some time and
have been prepared to act on it, e.g. in the purchase of a car, a house or a factory.
In most commercial transactions there will be evidence of what took place—a con-
tract, bill or a receipt—and it is therefore usually possible to verify an original cost
value by reference to such evidence. This means that the valuation does not have to
be based on estimates but relies on impartial and objective evidence. Unfortunate-
ly reliance on a transaction approach which is the strength of the original cost con-
cept leads also to its two major weaknesses.

The clue to the first weakness was given in the previous paragraph by the phrase,
‘At least two people have agreed on a value at some time . . .". A list of assets of an
individual or a firm will include items acquired at different times in the past. Itis
therefore obvious that use of the original cost concept implies using values which
to a lesser or greater extent are historical. The only exception to this would be
where all the items being valued were acquired at the precise time of valuation, but
it is clear this would be an unlikely exception. This aspect of the original cost ap-
proach will be referred to in more sophisticated terms in later chapters but
perhaps the simplest explanation of the problem:s is that such values become out of
date because prices change as supply and demand conditions change and the assets
deteriorate through wear and tear. There are ways around this problem such as
revaluing the original transaction figures by considering any changes in price
levels or making adjustments to the data to allow for wear and tear but this
destroys, or at least limits, the objectivity of the valuation.

The second major weakness is that using the original cost in a transaction as the
basis for valuation eliminates anything which did not arise from a transaction. If
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an individual builds a car out of spare parts collected from other discarded
vehicles, then it would seem that it has no value, using an original cost approach. It
is possible to estimate what the parts would have cost him and to putavalue on the
leisure time he has spent but these estimates would not qualify as transactions or
be objective evidence of value. The example may seem unrealistic but there are
many such instances in firms of items of value which have not arisen from specific
transactions and thus have no ‘original cost’. For example, a firm has an idea for a
new product which could take over the whole market in its field, or has built up a
reputation and customer relationship which is the envy of all its competitors, or
has developed a group of managers who are far more efficient than those of its
competitors. None of these items, which could be the difference between a firm
succeeding or going out of business, would be included in a valuation of the firm
using original cost principles.

Replacement Cost

Using the cost which would have to be incurred to replace an asset has the attrac-
tion of giving an up-to-date valuation. To some extent it also uses objective
criteria in that, if possible, the replacement costs are based on current market
prices. However, there are many areas where the replacement cost concept is
difficult to apply. Taking the example of the car, this particular type may have been
discontinued and there may be few second-hand cars being sold; or it may have
particular characteristics, such as excessive usage, accident damage, etc., which
make an accurate replacement price difficult to gauge. An important issue is
whether the replacement cost should be based on an identical item or merely one
which is similar to the original in terms of the services it provides. In practice it will
usually be based on a similar item. For example, an insurance company’s estimate
of replacement cost would be based on the make and year of the car and might vir-
tually ignore all its other characteristics. In a firm there may be assets whose
market replacement cost is difficult to ascertain, among them the examples given
in the paragraphs on original cost; the idea for a new product, reputation,
customer relations and efficient management are all apposite here. Replacement
cost is easiest to apply where there is a recognised market in which the asset is
boughtand sold, e.g. standard commodities, motor cars, houses, etc., but it works
less well where the asset has qualities which make it peculiar to the firm, e.g. a
purpose-built factory with specialised machinery.

Selling Price

The advantages of this concept of value are similar to those for replacement cost in
that it provides an up-to-date value and in some circumstances an objective one.
The qualification on objectivity is necessary because a selling price calculated
using existing market prices is only reliable where the asset is one identical to those
being sold in the market.

As with replacement cost, where the asset has individual characteristics there
may be a wide divergence between the owner’s idea of value and what the asset
would realise if sold. If an individual has recently bought a suit, its selling price is
unlikely to be an acceptable measure of value. Similarly, if a firm builds a stretch of
road to give better access to its factory, the selling price of the road may not be a
reasonable measure of its value. In general the market selling price is likely to be
least adequate where the prime purpose for owning an asset is not resale; for
example, a firm’s machinery, offices and factories.
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Future Utility

The term ‘utility’, as used here, has a meaning similar to its use in economics, i.e.
usefulness to the owner of the asset or the satisfaction derived from the benefits
arising out of the asset. For this reason the concept is sometimes termed ‘value in
use’.

Original cost, replacement cost and selling price are similar to each other in at
least one important respect: they are all variations of a market price, albeit at
different points in time. Of course they differ in that original cost is the actual
market price for the purchase at some time in the past, replacement cost is a
simulated current market purchase price, and selling price is a simulated current
market selling price. In each case the valuation is based on what the valuer ascer-
tains to be the market’s evaluation of the asset, given the different stated
circumstances.

The concept of future utility is different from the other three in that it attempts
to value the asset by assessing its qualities in monetary terms independently of
market considerations. What this entails is estimating the present value of future
benefits arising from the asset. The implication of this approach is that nothing has
any value unless it is of some future benefit; for example, one buys a suit, car or a
house for the benefit they will provide subsequent to the purchase, and a firm buys
land, buildings, machinery, etc., for similar reasons.

The definition of benefits can be widely drawn to include tangible things which
are easily expressed in monetary terms; for example, income from sales or cost
savings from increased efficiency; and non-tangible items such as convenience,
pleasure, etc. Thus if the asset is a ton of coal owned by a coal merchant its value
could be the money benefits to be received from selling it. In this example the
value is the same as in the selling price approach. If, however, the asset is a piece of
machinery, its value may be the money earned from the sale of products produced
on it. This may be very different from the selling price of the machinery itself.

An illustration of this approach is given in Fig. 1.4.

present value
v

Figure 1.4

V is what we are trying to measure, i.e. the value of the asset using future-utility
and B,, B,, B, B,, etc., are the benefits arising in future periods 1, 2, 3, 4, etc. A sim-
ple mathematical expression to calculate the value is V= B, + B, + B; + B,, etc. In
practice the values of B would not simply be added without adjustment, because a
sum received in period B, will not be the same as an equivalent money sum
received in period B,, i.e. benefits received in later years would have a lower
weighting than those received in early years. For example the value of £950 es-
timated for the car on page 7 is equivalent to cash benefits of £300 p.a. for 4 years
where the weighting is assumed to be measured by a rate of interest of 10%. A more
sophisticated explanation of this pointis givenin Chapter 12 in connection with dis-
counted cash flow techniques, and an explanation of the mathematical basis of the
technique is included in App. C. The term ‘presentvalue’ is usually used when value
is calculated using the future-utility approach.
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The estimation of B will be easiest where the benefits are cash returns, e.g. the
cash proceeds from selling the coal or the products produced on the machinery.
There will of course be estimation problems because the benefits may be spread
over many future years. Far greater problems arise in estimating B where the
benefits are not obviously cash benefits. Consider for example the valuation of a
painting where the benefits are at least partially aesthetic, or the situation of a firm
which builds a sports pavilion for its employees. It may do so in the hope that its
firm’s commercial performance will improve because of reduced staff turnover,
more loyal or healthy employees. It will be extremely difficult to put a monetary
value on these benefits.

It was stated earlier that this approach of considering future benefits was
different from the other approaches which use some variant of market prices.
However, this difference should not be over-emphasised because market prices
are themselves the result of supply and demand for an asset and demand is
generated by the future benefits used in the future-utility approach. For example,
the individuals who constitute the market for motor cars are prepared to pay the
market price because of the benefits they estimate they will receive from these
items, and an elementary knowledge of economics will show that these individuals
may influence the price if they value the benefits sufficiently highly to compete and
push up the price. .

The approach of using future utility enables the asset to be valued using the
benefits as defined by the owner of the asset whether the owner is an individual or a
firm. This makes such a valuation a subjective one. For example, an individual
may derive more pleasure from a painting than anyone else and his valuation of it
will be higher than anyone else’s. Similarly, if a firm has a group of assets including
land, a factory, machinery and a labour force, it may put a high value on them
because it considers it can use them in combination to obtain large future
monetary benefits. On the other hand because others estimate less potential in the
assets, or have different opportunities for their use, they may put a much lower
value on them. Once market values are discarded and replaced by individual es-
timates of potential inherent in an asset, it will be more difficult to achieve a valua-
tion which is generally acceptable.

RELEVANT VALUE CONCEPT

In this chapter four concepts of value have been considered. We have seen thatitis
unlikely that the application of each concept would result in the same value for an
asset. We shall see in the remainder of the book that it will not be possible to ad-
vocate one concept which will be the most relevant in each situation. Relevance
must be related to the needs of the users of accounting information. We can,
however, suggest a method of assessing which concept might give the most rele-
vant valuation in a particular situation. The method, which is based on the work of
Bonbright* and Solomons,* is to consider what the loss would be to the owner of
the item being valued if he was deprived of it. This is sometimes referred to as
‘deprival value’ or ‘opportunity value’, being the value of the lost opportunity and
thus similar to the economist’s definition of opportunity cost.® This gives an in-
dication of the value to the owner.

Applying this criterion to the example of the car, we can examine which of the
four approaches might be the most appropriate. Assume initially that the car is
identical with many others freely available on the second-hand market. If the
owner intends to sell, then it is the selling price he would lose if he were deprived of
the car. If he intends to keep the car, then its replacement cost would be relevant
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because that is what he would have to pay out if he were deprived of this car and
had to replace it. This assumes that the future utility value as calculated by the
owner is at least as high as the replacement cost. If it is not, then the tuture utility
value may be the relevant value because were he deprived of the car he would not
replace it at a cost higher than its future utility to him. Similarly in the unlikely
situation of the selling price being above the replacement cost, the maximum
sacrifice of losing the car must be the replacement cost because he could always
buy another car at this price and resell it at the higher price. The conclusion from
this analysis is that where we are dealing with an homogeneous item which can be
easily replaced by an identical item then replacement cost is the maximum value
that could be attributed to the item, but that selling price or future utility value if
lower could be more appropriate, depending on whether the intention was to sell
or retain the item. Original cost has not been mentioned in this analysis because it
cannot, except by coincidence, be the most appropriate measure of what the
owner would lose if deprived of the car. He has already paid out the original cost
and what he loses must be based on a current estimate of value. However, as men-
tioned carlier in this chapter and elsewhere in this book, original cost may be the
most appropriate measure because it is easily verified and because of the defects of
the other measures in practical situations.

The same criterion of deprival value can be applied in situations where the item is
not homogeneous with other products and cannot be readily bought or sold in a
recognised market. In this situation, however, it is more diflicult to state that the
replacement cost is the maximum value because it may not be possible to replace
with an identical item. For example, if a car is a unique custom-built model, or if
its owner had placed high sentimental value on it, then the future utility may be the
most appropriate because the selling price may not reflect the owner’s high utility
value and it could not be replaced with an identical model.

In conclusion, the relevant value concept will depend on the circumstances of
the valuation but the concept of deprival value will be a useful guideline to the
choice of valuation method.”

1.5 The concept of profit

By referring again to Fig. 1.3 we can see that profit and value are closely related
concepts. It was stated earlier that the well-being of an organisation is measured by
its worth or value and that changes in this value over time is what is defined as
profit (or loss). The measurement of profit will thus be closely linked with the con-
cept of value employed.

It may seem that this explanation of profit is unnecessarily complicated because
most people have an idea what profit is. For example, a dictionary definition of
‘profit’ is simple — ‘a pecuniary gain or the excess of returns over outlay’. This
definition, though it is acceptable, still leaves the problem of defining gain, returns
and outlay. The simplest view of making a profit is that of selling an article for
more than its cost. The terms gain, returns and outlay are represented here by
profit, sales and cost and the notion of valuation seems unnecessary. There is a
valuation process involved but it is easily overlooked,

A v,

V, represents the starting-point of the transaction, when the valuation is that of the
cost of the article, or at least of the value of whatever was given in return for the
purchase, most likely cash. The distance between V, and V, is the time the article
was held before resale and V, is the value of the proceeds of the sale. Profitis V, less
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V,. If all transactions and commercial operations could be considered in this sim-
ple form then it might indeed be unnecessary to consider profitin terms of changes
in value. However, there are complicating factors in practice which we will now
consider:

(@) Usually it is not simply a single transaction that is being accounted tor but
the total affairs of an individual or organisation.

(b) Although in the final analysis most commerce can be thought of as buying
and selling, the actual processes tend to obscure this. In operating a business, say a
shop, the owner buys and sells his products but he must also buy things he does not
intend to sell, e.g. a cash register, shop fittings, or the services of an assistant.
Extending this example to a manufacturing organisation, then the products sold
are entirely different from those purchased by the firm. For example, a motor
manufacturer buys steel, rubber, glass, etc., and sells motor cars. In addition he
must buy many things he does not sell, e.g. labour, factory buildings, office fur-
niture, etc. Thus the single arrow is insufficient to illustrate the normal activity for
which profit calculations are required. This can be seen in Fig. 1.5 which shows
several activities, some of which are concerned with running the business but only
indirectly with actual selling. Before we discuss Fig. 1.5 in detail there are further
complicating factors.

(c) A third complication which arises to some extent out of the second is that of
the time span of the various activities mentioned in (b) above. Let us take the exam-
ple of the activities involved in running a sports shop, e.g. purchase of the lease on
the shop, provision of shop fittings, of counters, shelves, etc., payment of wages to
an assistant and two product lines — table tennis bats and billiard tables, and con-
sider the time element in each. The business may have a definite time span but it is
more likely to be open-ended; the owner may wish to hand it on to his son when he
retires. The lease will have a definite time span, say ten years, but the owner may
have the option of renewing the lease. The time span of the shop fittings will de-
pend on how long the owner decides they are serving their purpose, but let us
assume this is three years. The assistant may be paid weekly and be on a week’s
notice so that the purchase of his labour and the payment for it takes place at week-
ly intervals. The table-tennis bats are usually in stock for about a month but the
billiard tables may be held for two years before they are resold.

One of the objectives of measurement referred to earlier was to provide regular
reports on the health of the firm. If this was not necessary and we could wait, for
example, until the business ceased operating before we worked out how it had
done, i.e. what profit it had made, then the problems introduced above could be
minimised.® However this is clearly impracticable and regular measurement of
profit is necessary and it is obviously much more difficult now to compare returns
and outlays as suggested in the original definition of profit.

The complications explained in (¢) above can perhaps be best expressed in a
diagram. Fig. 1.5 shows the activities of the business by means of arrows, the length
of the arrows representing the time period involved in each activity. Activities
which are regularly repeated are shown by a series of arrows; for example, the pay-
ment of weekly wages and the turnover of table-tennis bats and billiard tables. As
mentioned above, measuring profit would be much easier if we could wait until
the business closed, or in terms of the diagram until each arrow had ended, i.e. the
lease had run out, the shop fittings disposed of, the assistant paid off and
remaining products sold. However, information is required at intermediate times.
Profit has to be measured for interim periods in the life of the business and there
are various unexpired activities at the end of these periods. In Fig. 1.5 the periods
are assumed to be years represented by the vertical lines.
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Figure 1.5

It should be clear that measuring profit for a particular period in the life of an
organisation is a difficult task. Taking Year 1 in Fig. 1.5 as an example, it is possible
that the only ‘returns’ are from the sale of some of the table-tennis bats. The
‘outlay’ to set against these returns could be expressed in terms of the cost of the
lease, shop fittings and wages; but what part of this cost? The chief difficulties arise
because the various activities are not coterminous with the period for which profit
is being measured. It is rather like looking at a 10,000-metres race over thirty laps
of the track and, instead of waiting until the end to decide the winner, taking a par-
ticular lap and evaluating the performance of the runners. The speed over the lap
and position at the end of the lap are only partial indications of the runners’ per-
formance, and likelihood of success in the competition. It would not be surprising
if two commentators arrived at different estimates of the performance of an athlete
for the lap in question, for there can be no definite answer until the race is over.
Similarly the question of what is the profit of a firm for a particular period is un-
likely to have a single definite answer until the life of the organisation is over and
all its activities ceased, and we have the benefit of hindsight. This does not of
course preclude meaningful estimates of profit, just as some commentators may
accurately predict the end of the race. It is because the measurement of profit is so
difficult that it is useful to consider it as a problem of valuation at points in time
and to see profit as the reason for changes in these values. If this is so, then the ap-
proach to valuation, discussed earlier, will have a direct effect on the profit
measured. The dictionary definition was, ‘pecuniary gain or the excess of returns
over outlay’. Pecuniary gain in the terms of our analysis is an increase in value and
similarly returns and outlay are increases and decreases in value respectively.

1.6 Accounting statements

Measurement of profit and value was introduced at the beginning of the chapter as
ameans of providing information on the state of an organisation. In some respects
the types of user of this information and their requirements depends on the form
of organisation involved. A common classification of organisations, by reference
to their legal status, is sole trader, partnership and company. Details of these types
of organisations and their relevance to the presentation of accounting infor-
mation can be found in Chapter 17 and App. A. Although the requirements of the
users of accounting information will vary depending on the type of organisation,
the usual means of communicating the information is by means of accounting
statements, e.g. the balance sheet (also known as the position statement, especially
in the U.S.A.) and the profit statement. The more usual U.K. terminology for the
latter is profit and loss account but profit statement is preferred in the text because
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we consider it less confusing for students new to accounting. (See Sect. 4.4 for
further explanation of this terminology and Sects D.1 and D.2 for examples of the
profit and loss account and balance sheet of Marks & Spencer Ltd.)

The terms ‘assets’ and ‘liabilities’ were introduced earlier in the chapter as the
items which should be included in a calculation of value. The total monetary value
of a firm’s assets less its liabilities is usually known as its ‘net worth’. Net worth is
also known as ‘owners’ equity’, which represented the firm’s liability to the owner.
It has been explained that there are problems of what to include in a list of assets or
liabilities and of how to put a monetary value on them, but for the moment we will
ignore the problems. The term used in accounting for the statement which records
these assets and liabilities is the ‘balance sheet’. Thus the simplest form of balance
sheet would be:

Balance Sheet of ABC company at 1 January 19X1

£
Assets 3000
Liabilities 500
Net Worth (or Owners’ Equity) £2500

Referring to Fig. 1.3 this balance sheet could represent the company’s position at
V,. If we assume that V, is one year later, the next balance sheet could be:

Balance Sheet of ABC company at 1 January 19X2

£
Assets 3700
Liabilities 600
Net Worth (or Owners’ Equity) £3100

If the definition of profit is the change in value over the time then it is clear that
the company has a profit of £600 (£3100 — £2500) for the year 19X1, the period
between the two balance-sheet dates. (There are situations where the £600 may not
be the profit, i.e. where the owner has introduced or withdrawn assets from the
firm. This is explained further in Sect. 3.4.) The purpose of the profit statement is
to show in detail how the £600 has been earned; for example, it may be the net
result of buying and selling products, and the associated outlay and returns:

Profit Statement of ABC Company for the year ended 1 January 19X2

£
Revenue — Sale of Products 4000
Less
Expense — Cost of Products Sold 2400
1600
Less
Expense — Cost of Wages 1000
Profit £ 600

In accounting terminology outlay and returns are usually referred to as
expenses and revenues. The balance sheets and profit statement shown above were
presented in the simplest possible form and reveal little of the nature of the com-
pany and what its net worth represented. In practice the balance sheets would
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show much more detail (see App. D.2) and below they are expanded to give more
information and also to introduce terminology which will be useful in subsequent
chapters:

Balance Sheet of ABC company at 1 January

Assets 19x1 19x2
£ £
Land 1000 1000
Buildings 800 1300
Inventory 400 600
Debtors 300 500
Cash 500 300
Total Assets 3000 3700

Liabilities
Creditors 500 600

NetWorth (or Owners’ Equity) £2500 £3100

The balance sheet now shows details of the assets and liabilities owned and owed
by the company. The value of the company at the two dates is the total assets less
the single liability. Terms which may require an explanation are ‘inventory’, ‘deb-
tors’ and ‘creditors’. Inventories are products held with the intention of selling
them, e.g. groceries in a supermarket or coal held by a coal merchant. Debtors
represent the amount owed to the firm by customers who bought on credit, and
creditors the amount owed by the firm where it, in turn, has bought on credit from
its suppliers.

A feature which may initially cause problems is the fact that although the com-
pany has made a profit of £600 for the year the cash owned by the company has
fallen from £500 to £300. This need not cause any problems if it is remembered
that profit was defined as an increase in total value or the total of the assets less
liabilities, and there may be various changes in individual assets, of which cash is
one, and the fall in cash is compensated by increases elsewhere, e.g. in buildings.

It should be emphasised that in introducing these accounting statements,
nothing has been said about the basis on which the figures contained in them are
derived. They do show a value for the company and a profit, but discussion of what
value and profit concepts are used in accounting statements will be considered in
detail in Chapter 2.

1.7 Summary

The chapter began by examining the question of the objective of accounting
measurement. This objective was to be the measurement of the health or well-
being of the organisation. It was accepted that a judgment of what constitutes well-
being will depend to some extent on who is making the judgment, because
different groups of people, e.g. owners, investors, trade unions, may have different
objectives. However, it was decided that the measure likely to be most satisfactory
was the concept of value linked to the concept of profit. Four alternative concepts
of value — original cost, replacement cost, selling price and future utility — were
considered and the underlying concept of deprival value was suggested as a
criterion for choosing the relevant approach in a particular situation. These con-
cepts were examined without specific reference to their accounting inter-
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pretations, which is the subject of Chapter 2. The likely forms of organisation
being accounted for were introduced, partly as an aid to understanding the ter-
minology in subsequent chapters on practical measurement problems. For similar
reasons the basic accounting statements were also introduced.
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Questions and Problems

1.1

1.2

1.3
1.4
1.5

1.6

1.7

1.8

What do you understand by the following terminology?

Value Selling price Balance sheet
Accountability Future utility Profit statement
Present value Deprival value Networth
Profit Opportunity cost Owners’ equity
Assets Objective evidence Expense
Liabilities Sole trader Revenue
Original cost Partnership Inventory
Replacement cost Company Debtor
Creditor

List the different individuals or groups who might be interested in accounting infor-
mation. What different aspects might they be interested in?

What, in your view, constitutes a healthy company?
Draw a diagram which illustrates that value is a stock, and profit a flow, concept.

A firm borrows £10,000 on 1 January. During January it buys goods for £6000 and
then sells half of them for £5000. All transactions are in cash and the firm has no other
assets and liabilities. What is the value of the firm at the beginning of January and at
the end of January and what is the profit for the month? Make what assumptions you
think are necessary. Show that it is possible to arrive at the same profit calculation in
two ways.

Four alternative approaches to valuation are suggested in Chapter 1. Discuss how
these might be applied to: a private car, a company car, a field, an automated produc-
tion line, a computer, a footballer, or a company’s reputation for good workmanship
and efficient service.

Why are accounting statements produced annually or at more regular intervals? What
problems arise because of the necessity for such regular reporting?

Prepare a balance sheet from the following information, which is for the Anderson
Company as at 30 June 19X3.

£
Creditors 5000
Debtors 6000
Inventory 4000
Bank overdraft 2000
Machinery 5000
Buildings 4000

1.9 The Anderson Company in 1.8 has been in business for two years only. It started on

1 July 19X1 with £4000 cash borrowed from the bank. At 30 June 19X2 it had inven-
tory £2000, debtors £3000, machinery £3000, and a bank overdraft of £3000. What is
its profit for each of the two years to 30 June 19X3?
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Accounting
Concepts

2.1 Introduction

In Chapter 1 it was stated that the central objective of accounting measurement
was to provide information about the well-being of the firm. This could be best
expressed in terms of value and profit and the accounting statements which pre-
sent this information are the balance sheet and profit statement. The discussion of
the measurement of value and profit emphasised the following problems:

(a) The most suitable concept of value. Four alternatives were considered:
original cost, replacement cost, selling price and future utility.-

(b) The items which should be included in the list of assets to be valued.

(c) The most suitable approach to the problem of the need for periodic profit
measurement of the firm’s activities, many of which are only partially completed.

(d) How measurement can be related to the needs of the users of the
information.

The aim of this chapter is to consider the concepts which have been adopted or
developed in accounting, to measure and record information about firms and to
attempt to evaluate these concepts, especially in the context of the problem areas
listed above.

2.2 Need for a conceptual framework

Accounting information is prepared for an organisation for internal and external
use. Internally it forms the basis for an evaluation of past performance and is a
guide for decision makers. External users include investors, lenders, taxation
authorities, trade unions and government departments. It was made clear in
Chapter 1 that the task of regular measurement of the position and profit of a firm
is a difficult one and that there are conceptual as well as practical problems. It
might be possible for each accountant to work out his own solution to these
problems but this would clearly be an unacceptable method of operating. There is
a need for a set of assumptions and rules which provide a conceptual framework to
be used as a guide to preparing accounting information.

It seems sensible that there should be some degree of consistency about the way
in which accounting information is prepared. This makes it easier for those
preparing and interpreting the information. It also limits the area of discretion
open to the accountant or to the firm to present information in a biased manner.
The strength of this last comment depends of course on the sanctions provided
against not working within the framework. Perhaps the mostimportant reason for
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having a conceptual framework is that it is more likely to establish confidence in
accounting information. This is very necessary when it is remembered that the
various users of the information both internal and external are expected to use it as
the basis, for example, for investment decisions, calculating taxation, or
evaluating management performance or as a guide to government policy.

There are conflicting views as to what the nature and content of such an agreed
framework should be. One possibility is to accept that the content does not matter
provided it is generally acceptable. For example, temperature is measured on a
thermometer using a standard gauge. In the U.K. this gauge has in the past been
Fahrenheit while in other European countries it is Centigrade. The use of two stan-
dards operates satisfactorily provided everyone using the information un-
derstands the basis of measurement. There are in fact differences between coun-
tries on approaches to the accounting measurement of value and profit and as with
Fahrenheit and Centigrade it is important to understand the basis of the measure-
ment before using data from different countries. The alternative view is that the
conceptual framework must measure the underlying reality and it is thus not
sufficient that it is merely generally acceptable. This view assumes that there is an
underlying reality and thus a correct value for the accounting information being
measured.

2.3 Development of a conceptual framework

The analysis in Sect. 2.2 of the need for a conceptual framework for accounting in-
formation could apply equally to information for internal or external use.
However, it will be shown that the conceptual framework developed for preparing
information for external use, or for measuring past performance, is not necessari-
ly the most appropriate for internal use, e.g. by management in making decisions
for planning and control. The rest of this chapter is concerned with conceptual
framework which has developed primarily for external reporting and in the rest of
Part I we analyse the application of the framework to particular types of accoun-
ting information. In Parts IT and III where we develop the theme of accounting
measurement into the areas of planning and control we shall examine further the
relationship of accounting information for internal and external purposes.

While we may agree that a framework is necessary, deciding what it should con-
sist of is likely to be more difficult. There are various ways in which a framework
could evolve. It could be set out in a formal legal document such as an act of
parliament which shows it either as a broad statement of principle or as a detailed
set of working rules. Alternatively it could be a voluntary code of practice evolved
by agreement, implicit or explicit between the various interested parties, for exam-
ple, professional accounting bodies, shareholders’ associations, company
representatives or the Inland Revenue. In practice, of course, these two
possibilities are closely related because a law which is not based on the agreement
of the parties to which it relates may not be very useful.

The role of the accounting profession in connection with auditing"? is par-
ticularly important in the development of a conceptual framework. In the U.K.
companies are required each year to publish copies of their financial statements,
i.e. the balance sheet and profit statement. The content of these statements is an
important source of information for a variety of users (see App. D). It is thus im-
portant that there should be some means of reassuring the user that the informa-
tion can be relied on. Part of this reassurance is that the statements have been
prepared using an agreed conceptual framework. The role of the auditor in
preparation of the auditor’s report (see App. D.4) as determined by company law is
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to report to the shareholders on the statements and in particular to state whether,
in accordance with Section 149(1) of the Companies Act, 1948 : the balance sheet
‘gives a true and fair view of the state of affairs of the company as at the end of its
financial year, and the profit and loss account of the company gives a true and fair
view of the profit or loss of the company for the financial year’.

The interpretation of what constitutes a true and fair view? is left to the accoun-
ting profession and in particular to the auditor. A review of the history of reported
accounting information will show that the interpretation has changed over time.*
It is based on a conceptual framework which has in the past been recognised as
consisting of a set of generally accepted accounting principles. It is of course
difficult in practice to say what a rather vague term like ‘generally accepted’ means
but a major influence in the U.K. has been the Institute of Chartered Accountants.
This body has issued over the past thirty years a series of ‘Recommendations on ac-
counting principles’. These are not rules which members must follow but are, in
the words of the Institute, ‘persuasive in intent’. The accounting profession has
been the subject of criticism for having a conceptual framework which was not
generally understood and which gave too much latitude in producing accounting
information. As a result the profession has since 1970 issued a series of ‘Statements
of Standard Accounting Practice’ (S.S.A.P.) which it expects its members to
observe. Itis likely that these statements will be an important influence on accoun-
ting information and they are considered in more detail later in this chapter and in
Chapter 17.

The Government influences the standards and content of accounting informa-
tion directly through acts of parliament such as the Companies Acts (see App. A),
or it may, by the implied threat of legislation in areas where it is thought necessary,
persuade the profession to amend their standards.* Its indirect influence is shown,
for example, in setting regulations for taxing of business profits which may in-
fluence how those profits are measured for other purposes. The Council of the
Stock Exchange, as the body responsible for regulating the public issue of shares
and their subsequent trading, is also influential and in fact has its own rules on the
reporting of accounting information which go beyond the legal requirements.
Finally public opinion as expressed in the press, on radio and television may be the
motivating force in obtaining changes in the basis of accounting information.

In many respects the U.S.A. has led the way in developing accounting concepts.
The influences on accounting information in the U.S.A. are similar to those in this
country but there are features which merit special attention. In 1934 in the wake of
the depression the Securities and Exchange Commission (S.E.C.) was set up as a
government ‘watchdog’ over the operation of companies. It has been particularly
concerned with the content of financial statements and has the authority to
prescribe the accounting principles used in these statements. It has not explicitly
used this authority to any great extent but the knowledge that it is there seems to
have prompted the American Institute of Certified Public Accountants
(A.I.C.P.A.) into taking a more positive role in defining accounting principles.
This they did by setting up the Committee on Accounting Procedure in 1938 which
was replaced in 1959 by the Accounting Principles Board, in turn replaced in 1973
by the Financial Accounting Standards Board. The opinions on accounting prin-
ciples issued by the board constitute authoritative statements in the U.S.A. and are
known as ‘generally accepted accounting principles’. There may, however, be ad-
ditional principles which are acceptable provided they have sufficient support
from accountants and businessmen.

The Netherlands and West Germany have concepts and practices similar to the
U.K. and U.S.A. In countries where the accounting professions are less well
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developed and do not have as much influence as in the U.K., as for example in
Spain and Portugal, the idea of generally accepted accounting concepts does not
have the same force. Two recent developments may help to reduce the differences
between countries. One was the establishment of the European Economic Com-
munity and its programme to harmonise company law in the Community. This
should lead to more standardisation of accounting practices of countries and
companies within the E.E.C. (The impact of the E.E.C. on the U.K. is discussed
further in Chapter 17.) The other development was the setting up in 1973 of an
International Accounting Standards Committee to consider the establishment of
standards where companies are operating across international boundaries.

2.4 Content of a conceptual framework

The terminology used to describe this area of accounting is often a source of con-
fusion. It is perhaps ironic that in the area of ‘generally accepted accounting prin-
ciples’ there appears to be no generally accepted terminology. So far we have used
the terms ‘concept’, ‘conceptual framework’ and ‘principles’. Other terms which
are used include ‘conventions’, ‘rules’, ‘doctrines’, ‘postulates’ and ‘standards’.
Attempts have been made by various writers® to sort out this confusion by dis-
tinguishing between, on the one hand, fundamental theoretical principles and, on
the other, applications or ‘rules of thumb’ which are the expedients of practice.
The S.S.A.P. no. 2, ‘Disclosure of Accounting Policies’, issued in 1971 attempted
to reduce the extent of this confusion of terminology. The foreword to the state-
ment says:

Itis fundamental to the understanding and interpretation of financial accounts that those
who use them should be aware of the main assumptions on which they are based. The pur-
pose of this Statement.. . . is to assist such understanding by promoting improvement in the
quality of information disclosed. It seeks to achieve this by establishing as standard accoun-
ting practice the disclosure in financial accounts of clear explanations of the accounting
policies followed in so far as these are significant for the purpose of giving a true and fair
view.

In the Statement a distinction is made between:

(1) Fundamental accounting concepts
These are defined as ‘broad basic assumptions which underline the periodic
financial accounts of business enterprises’. Their fundamental nature is,
however, qualified by the further comment that ‘they are practical rules
rather than theoretical ideals and are capable of variation and evolution as
accounting thought and practice develop’.

(2) Accounting bases
Defined as ‘the methods which have been developed for expressing or
applying fundamental accounting concepts to financial transactions and
items’. We shall see in later chapters that because of the wide diversity of
business situations there may be several bases for dealing with particular
items and this is the reason for the third category:

(3) Accounting policies
These are ‘the specific accounting bases judged by business enterprises to be
most appropriate to their circumstances and adopted by them for the pur-
pose of preparing their financial accounts’.

This terminology will be adopted for the remainder of the book to describe the
accounting conceptual framework of principles and practices (see App. D.3). The
relationships between these aspects of the accounting framework is shown by Fig.
2.1.
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Figure 2.1 Accounting framework

Fig. 2.1 shows that what constitutes generally acceptable concepts and bases is
subject to a variety of influences, i.e. the professional accounting bodies, govern-
ment, business, academic and public opinion. The effect of these influences is
difficult to assess. In this chapter we are chiefly concerned with accounting con-
cepts. Accounting bases and policies are considered further in Chapters 5-9, and
16 and 17.

S.S.A.P. no. 2 singled out four concepts for special mention: going concern, ac-
cruals, consistency and prudence. It is pointed out in a footnote to the Statement
that it was considered expedient to recognise only these four concepts as having
general acceptance at that time (i.e. November 1971) but that a more theoretical
approach would include other concepts. Further evidence that these four concepts
may not form an exhaustive list is to be found in the U.S.A. The American Institute
of Certified Public Accountants in Accounting Research Study 7 (1965) listed ten basic
concepts and other lists have also been compiled in the U.S.A. by other
professional accounting bodies and by individual writers. These lists have slight
variations in terminology and the number of concepts but the following seem to
have general support:

Going concern
Matching (or accruals)
Consistency
Conservatism
Realisation
Entity
Objectivity
Materiality
Money measurement (including an assumption of a stable monetary unit)

} (or prudence)

The first five concepts are similar to the four singled outin$.S.A.P. no. 2. Going
concern and consistency survive with the same title; the accrual concept becomes
the matching concept and the concept of prudence approximates to a combina-
tion of conservatism and realisation. There is reason to assume that the other con-
cepts listed apply to the U.K. as well as to the U.S.A. and may thus be included in
subsequent Statements. For this reason an explanation is given below of each of
the concepts listed above. As stated, the framework consists of generally accepted
concepts, bases and policies. The framework is thus an attempt to specify the un-
derlying ideas which are believed to guide accountants in their measurement of ac-
counting data.
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2.5 The concepts defined and illustrated

We will now examine and define the accounting concepts listed above.

Going Concern. It is assumed that, unless there is evidence to the contrary, the
business will have a continuing existence. This is important in the valuation of
assets, especially those which have little use outside the business. Such assets may
have little selling price value but with the going-concern assumption their value in
use is more significant.

Matching (or Accruals). Profit has been defined as change in value, expressed in the
profit statement as revenue less expenses. Profit is usually measured and profit
statements prepared at regular intervals. The process of matching is an attempt to
ensure that the revenues recorded in a period are matched with the expenses in-
curred in earning them.

Consistency. Accounting information should be prepared on a consistent basis
from period to period and within periods there should be consistent treatment of
similar items. This at first sight seems too obvious to be regarded as a conceptbutit
will be seen to be important when it is realised that there may be several alternative
bases for dealing with similar situations.

Conservatism. This is difficult to define because it is an expression of a general at-
titude that it is thought should be applied to accounting measurement and repor-
ting. It is equivalent to taking a cautious or prudent approach to valuation. It will
be a matter of judgment and experience as to what constitutes a conservative ap-
proach in a particular situation but it is a concept which seems firmly entrenched
and underlies most of the other concepts. If it is possible to measure with accuracy
then conservatism has little impact, but there are many situations where accuracy
cannot be achieved and in such situations this concept should prevent optimism.

Realisation. Increases in the value of assets should not be recognised in accoun-
ting statements unless they have been realised by an exchange of assets. This means
that revenues and profits will not be recognised until realised. What constitutes
realisation is not always clearly definable. For example, the sale of an asset for cash
is clearly a realised revenue and a sale on credit will also usually be recognised as
realised. However, where assets appear to have increased in value when judged by
a market price, this will usually not be recognised as a realisation unless the asset is
actually sold. On the other hand a different view may be taken of assets which have
fallen in value. These expenses may be recognised immediately though the asset is
not yet sold. This is an example of the realisation and conservatism concept
working together.

Entity. If accounting information for a unit of organisation is to be meaningful it
is important to identify the entity of the unit and distinguish it from other units.
For example, a sole trader’s business unit should be distinguished from his
domestic activities. Furthermore only those economic events which affect the
business unit are recognised whilst costs and benefits which do not are excluded in
its financial statements, e.g. expenses imposed on the locality by the business’s
smoky chimney. These effects are normally termed externalities.

Obyectivity. Accounting information should be based as far as possible on objec-
tive evidence. This means that it should be free from bias, based on factual
evidence, and capable of independent verification. It should be clear that itis again
a matter of judgment whether these qualities are present. The importance of this
concept is based mainly on the need for a system of auditing as explained earlier in
this chapter.

Materiality. The accounting treatment of an item may be determined by its
materiality, i.e. its relative value or importance. In Fig. 1.5, it was shown that assets
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with a life longer than the accounting period would have to be valued at the end of
each period to ascertain the total net assets and thus derive the profit for the
period. However, if the item is of small value in relation to the size of the organisa-
tion it may be treated diﬁerently, e.g. a spanner may last several years but it might
be regarded as an expense of the period in which it was purchased and its end-of-
period value ignored, the resulting inaccuracy being regarded as immaterial.

Money Measurement. Accounting information is expressed in terms of money.
Money is the common denominator which enables diverse types of activity to be
compared and combined. It follows that only those items or activities which can be
expressed in money terms are included in accounting statements. This may exclude
things like quality of the product, customer satisfaction or employee dissatisfac-
tion which may be relevant information for running a business. Another disadvan-
tage is that although money may be an adequate common denominator between
diverse activities, it is a less than satisfactory common denominator between
different periods of time because of changing price levels and purchasing power.

Stable Monetary Unit. At the present time accounting statements are prepared as if
the monetary unit was stable. Development of this problem is discussed in
Chapter 8.

An illustration of an application of some of the concepts is shown in Fig. 2.2.

Stable Going
monetary concern
unit
LAND
Bought in 19X0 for £20,000.
Estimate of selling price (19X5) |- Objectivity
value is between £60,000 and
£80,000
Realisation Conservatism
Figure 2.2

Assuming we were preparing a balance sheet at the end of 19X5, there are at
least five concepts influencing the valuation of land to be included in the balance
sheet. The value of the land may have risen because there has been general infla-
tion and because it is sited in an area where building land is in great demand.

If the stable monetary unit concept is followed then rises in value due to rises in
general prices should not be recognised and, in any event, the realisation concept
may not allow unrealised profits to be included while the land is still held by the
company. If this seems unrealistic and misleading, then it could be pointed out
that the going concern concept assumes that the company will continue its existence
and may need the land for its own use and thus any possible market value for the
land is irrelevant to the balance sheet. A counter argument to this might be that if
the market value of the land was shown in the balance sheet, the owners might
decide to discontinue the business, sell up and retire to the south of France! The
concept of objectivity is now introduced into the argument. In this situation it will
usually be taken that the original cost of the land of £20,000 paid in 19X0 is objec-
tive evidence because it is based on a transaction which actually took place and for
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which there is documentary verifiable evidence. Whether the varying estimates of
current market value constitute objective evidence is a question on judgment. If an
identical piece of land has recently been sold and there is proof of the price, then
this may be taken as acceptable evidence. It is becoming increasingly common to
accept the opinion of an accredited valuer as objective evidence of changes in land
values. (App. D.3, Note 8 shows properties value on a basis other than original
cost.) If there are complications, such as the fact that the land has factory buildings
on it, then it may be impossible to estimate a market value of the land without the
buildings. Underlying this discussion is the concept of conservatism which may lead
to the rejection of the estimates of market value if they cannot be ascertained with
reasonable certainty.

2.6 The concepts evaluated

It should be clear from the example in the previous section that while the accoun-
ting concepts provide guidance in measuring value and profit the interpretation of
the concepts in specific situations is still a matter for the judgment and skill of the
accountant. In some situations it is possible that the concepts may be in conflict.
For example, if the market value of an asset falls well below its cost shortly after it is
purchased then it might seem that, using conservatism, the most cautious view
would be to decrease the value from cost to market value. However, if the com-
pany intends to use the asset rather than sell it then the going-concern concept
might deem the market value to be irrelevant.

A further explanation of the applications of the concepts will be given in rela-
tion to specific situations in the remaining chapters of Part I. We now consider the
concepts adopted in accounting and evaluate them in the context of the problem
areas specified at the beginning of the chapter:

(@)  Which concept of value is most suitable: Original cost, replacement cost, selling price
or future utility?

The concept of value accepted and used in the great majority of situations in
practice is original cost. Some of the reasons for this can be found in the
requirements of the accounting concepts. Objective evidence has perhaps the
strongest influence.” This is emphasised by a quotation from recommendation
N15 of the Institute of Chartered Accountants in England and Wales (‘Accounting
in relation to changes in the purchasing power of money’) issued in 1952: ‘An im-
portant feature of the historical [i.e. original] cost basis of preparing annual ac-
counts is that it reduces to a minimum the extent to which the accounts can be
affected by the personal opinions of those reponsible for them.’

With this approach it is unlikely that the idea of future utility will be acceptable
as this must be based on estimates of future performance. To a lesser extent
replacement cost and selling prices may not be based on objective evidence where
the asset in question has not been replaced or sold. This latter view can be
challenged where there is a recognised market with known prices for the asset in
question. The use of original cost is also supported by the realisation concept
which if rigidly applied prevents recognition of any increases in value over original
cost unless these are realised by sale. The concept of conservatism and of a stable
monetary unit also add support to this recognition of original cost as measure of
value. This is especially true of the conservatism where cost tends to give a lower
value than the other concepts and in periods of rising prices the original cost is
likely to be lower than current costs for the same asset.

It has been asserted that original cost is the most suitable value concept for the
expression of accounting concepts. This does not necessarily mean that it is the
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most suitable in a wider sense. For this we must decide whether the accounting
concepts themselves are suitable. This question is discussed further in (d) below
and in Chapter 9.

(b)  What items should be included in the list of assets to be valued ?

It might seem that valuation of a company would be incomplete without the in-
clusion of all assets. Intangible assets such as good customer relations, a product
of superior quality to its competitors, an efficient management team, may be what
makes a particular company superior to its rivals. Such assets could be included in
a valuation only where objective evidence of value can be shown. In most cases this
is not possible because in the examples quoted, although these qualities may im-
prove future performance, it is unlikely that they could be bought and sold as with
physical assets, and thus there will be no specific original cost. Consequently such
assets or qualities are unlikely to be found in a balance sheet. There are exceptions,
for example, where the rights to market a product have been purchased from the
inventor, then the cost of the rights may be included.

(c) What is the most suitable approach to the problem of the need for periodic profit
measurement of the firm’s activities many of which are only partially completed ?

It was explained in Chapter 1 that one of the major problems in profit measure-
ment is that we are measuring the progress of a series of activitics which are partially
completed. These activities involve the use of assets and incurring of liabilitics, and
thus profit measurement consists of valuing these at the end of cach period. The
matching concept is one which is relevant because it attempts to make this process
most meaningful by relating, for each period, revenues (which cause increases in
assets) with relevant expenses (which cause decreases in assets or increases in
liabilities). The concept of consistency also helps by ensuring that the methods used
in profit measurement in each period do not change without good reason.

(d) How can measurement be related to the needs of the users of the information?

The users of accounting information on value and profit as reported in the
balance sheet and profit statement include internal management and external
users such as tax authorities, shareholders, creditors and lenders, trade unions and
customers. What are these groups looking for? The tax authorities use the annual
reported profit to assess the tax payable by the firm. They have on the whole
accepted the accounting profit as a basis for this assessment but with adjustments
to satisfy their own requirements (see App. B). Shareholders are concerned with
the safety and profitability of their investment in the future. Creditors and lenders
want to know if their loans to the firm will be repaid at the appropriate time in the
future and if the interest on the loan can be met. Trade unions may have a variety
of reasons for being interested in a firm’s financial statement. On the one hand
they may be concerned to see that the firm has done well in the past and that this is
expected to continue so that an improvement in wages and conditions is justified.
On the other hand they may be interested in collecting evidence on the effect of
price increases or redundancies on firms as supporting facts for a particular union
policy. The internal management will be interested in the effect of their past
decisions on the value and profit of the company but they will be more concerned
with obtaining the sort of information which will provide the proper basis for
decisions on the future activities of the company.

One of the requirements of users which underlies much of what was said in the
last paragraph is that they need information which will give them an indication of
what is going to happen to the firm. It can be seen from the earlier discussion of the
concepts underlying the information on value and profit that their application is
likely to resultin measures which are based mainly on past events. This is especially
true of the application of conservatism, realisation and objectivity. In many cases
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past events may be a useful guide to the future but clearly they are not necessarily
so. Two important reports which have emphasised the need to relate the content of
accounting statements to the needs of the users of these statements are the ‘San-
dilands Report’® and ‘The Corporate Report’.? Both reports emphasised the need to
replace oratleastsupplementhistoricinformation with currentvalues and forecasts
of future events.

2.7 Summary

This chapter has considered the conceptual framework which has been developed
by the accounting professions in the U.K. and in other countries. The framework
discussed is that developed to provide information by means of published finan-
cial statements for external users. We shall see in subsequent chapters in PartI that
this framework determines to a large extent the type of information provided by
accounting systems. In Parts II and III it will be shown that this information,
which is largely based on historical measurement of original cost, is not adequate
for management’s planning and control decisions which are essentially concerned
with the future. Indeed the analysis showed that in several respects the conceptual
framework also has shortcomings in the provision of adequate information for
external users.
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