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• To gain a basic understanding of accounting concepts, 
techniques and principles

• To increase familiarity with financial statements

• To carry out a review of the financial standing of a company by 
looking at the annual report and assessing its solvency

Objectives



Our example accounts 
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Introduction: 
Basic accounting and the primary 
financial statements



Accounting standards

 In order to achieve comparability and consistency, reports are prepared under a 
set of accounting standards or principles.

 The most commonly used internationally are the “International Financial 
Reporting Standards” (“IFRS”) and country-specific “Generally Accepted 
Accounting Principles” (“GAAP”).

 Tennis Club Company’s accounts have been prepared under UK GAAP.
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The Annual Report – the components
Component Objective

Front page, contents page, 
corporate information

Entity name; details of directors and auditor; registered office 
address

Strategic report - Sets the context for the financial statements
- Objectives, strategy and business model
- Describes the principal risks
- Analyses past performance

Directors’ report - Sets out the directors’ responsibilities and provides other 
statutory/regulatory information

Other reports Examples:
Corporate governance report
Directors’ remuneration report

Independent auditor’s report - Issued by an independent (usually external) auditor; sets out 
the scope of the audit and provides the audit opinion 

Financial statements - Presents the entity’s financial position and performance 
according to GAAP 

Notes to the financial statements - Provides additional and complementary information to help the 
users’ understanding of the financial statements
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Balance sheet and Profit & Loss account
 The two primary financial statements are the balance sheet and the profit and 

loss account

 The balance sheet provides a shapshot of a firm’s financial position (i.e. 
company’s assets, liabilities and shareholder equity) at a specific point in 
time (e.g. financial year end)

 The profit and loss account summarises a company’s performance over a 
specific period of time (e.g. over the past year)
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Balance sheet
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Profit and Loss Account
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Exercise 1
 For each of the items below, identify if it is an asset, liability, equity, income or 

expense, and which of the primary financial statements it should appear in

A. Debtors

 - Asset, balance sheet

B. Called up shared capital

 - Equity, balance sheet

C. Cost of sales

- Expense, profit and loss account
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Double entry bookkeeping 
 Whenever an accounting entry is posted, there must be an equal and opposite 

entry, known as debits and credits

 Debits reflect assets in the balance sheet and expenses in the profit and loss 
account

 Credits reflect liabilities in the balance sheet and income in the profit and 
loss account

 For example, a business provides a service for £100 in cash:

 Debit cash 100 (increase in assets in the balance sheet)

 Credit sales 100 (income in the profit and loss account)
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Exercise 2 
 Identify the appropriate accounting entries for the following:

- A. A company buys a fixed asset for £500

 Dr Fixed Assets

 Cr Cash

- B. A company sells some stock for £250

 Dr Cash

 Cr Stock

- C. A company buys some stationery on credit for £50

 Dr Stationery expense

 Cr Trade creditor
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Key accounting principles



Fundamental accounting principles 

 There are a number of key accounting principles, of which the most important 
are:

 Accruals principle

 Conservatism or prudence principle

 Consistency principle

15



Accruals principle 
 The accruals principle requires accounting transactions to be recorded in the time 

period in which they occur, regardless of when the actual cash flows resulting 
from the transaction occur

 For example, if a sale is made with credit terms of 30 days, the sale should 
be recorded at the point of sale, not when the payment is made 30 days 
later.

 Point of sale: Dr Trade debtors; Cr Turnover
 Payment made: Dr Cash; Cr Trade debtors

 Record the expense of acquiring an asset over its useful life rather than in 
the period in which the expense is incurred by recognising a depreciation 
expense.

 Purchase of asset: Dr Asset; Cr Cash

 Recognising the expense: Dr Depreciation expense; Cr Asset
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Conservatism (or prudence) principle 
 The conservatism principle is that gains should only be recognised if they are 

certain, but potential losses should be recognised immediately

 For example, inventory should be recorded at the lower of cost and net realisable 
value.

 - Recognised at cost at point of purchase

 - If net realisable value is lower than costs, impair the amount recognised

 - If net realisable value is higher than costs, keep the amount recognised 
as cost

 If in doubt, an accountant should adopt the lower asset or income, and the higher 
expense or liability
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Consistency principle 
 Once an organisation has adopted a particular accounting principle or approach 

to accounting, that method must continue to be adopted on an ongoing basis

 For example, if it has been decided that IT equipment should be depreciated over 
three years, the organisation should continue to adhere to this approach.

 This consistency of approach ensures that a company’s performance can be 
compared year on year without changes in accounting policy impacting the 
comparable figures
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Our example financial 
statements
Introduction to key qualitative reports



The Strategic Report
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The Directors’ Report
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The Auditor’s Report
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Opinion on financial statements
In our opinion the financial statements:

- give a true and fair view of the state of the company's affairs as at 31 December 2021 
and of its loss for the year then ended;

- have been properly prepared in accordance with United Kingdom Generally Accepted 
Accounting Practice; and

- have been prepared in accordance with the requirements of the Companies Act 2006.

Emphasis of Matter - Going Concern
In forming our opinion on the financial statements, which is not modified, we have 
considered the adequacy of the disclosure made in note 1 to the financial statements 
concerning the company's ability to continue as a going concern. The company incurred a net 
loss before tax of £1,551,506 during the year ended 31 December 2021 and, at that date, the 
company had net liabilities of £3,446,222. These conditions, along with the other matters 
explained in note 1 to the financial statements, indicate the existence of an uncertainty 
which may cast doubt about the company's ability to continue as a going concern. The 
financial statements do not include the adjustments that would result if the company was 
unable to continue as a going concern.

Signed by: Auditor



The Auditor’s Report

 The auditor will provide one of the following opinions

 Unqualified – the financial statements in all material respects are presented 
fairly and prepared in accordance with GAAP (or other relevant accounting 
standards) and there are no additional matters

 The financial statements, as a whole, are not free from material 
misstatement; the auditor has not been able to obtain sufficient appropriate 
evidence to form an opinion; or there are other additional matters to report.

Auditor’s judgement

Nature of matter Material but not pervasive Material and pervasive

Material misstatement Qualified opinion Adverse opinion

Insufficient appropriate 
evidence

Qualified opinion Disclaimer of opinion
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Our thoughts on the qualitative 
reports
 The directors present a positive outlook for the company despite a 

number of red flags:
- The company’s reliance on bank facilities;
- The loan terms and covenants have been breached;
- The facility is repayable on demand; and
- There is an increase in net operating loss.

 As users of the accounts, this provides a useful context against which we 
should review the accounts.
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Liquidity and leverage



Liquidity and Leverage
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Liquidity - Ability of a company to meet short-term obligations

Consider:
- Cash and cash equivalents (beware of restricted cash)
- Working capital

Leverage - The ratio of debt funding to equity funding

Consider:
- Debt
- Equity



 Calculated as Current Assets less Current Liabilities

 Indicates whether a company has enough short-term assets to cover short-
term debt

 Current Assets > Current Liabilities = Working Capital surplus

 Current Assets < Current Liabilities = Working Capital deficit

 Where is this shown in the Tennis Club accounts?

Liquidity – Working capital
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Liquidity

Cash up by 
£95,968

Working capital 
surplus in 2020 and 
2021
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Liquidity: current ratio

 Current ratio = Current Assets / Current Liabilities

 A current ratio < 1 suggests a company may be unable to pay its liabilities if they 
become due and is an indicator of a company in poor financial health
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Exercise 3
Can you calculate Tennis Club’s current ratio 
for 2020 and 2021?

30

From the Balance Sheet 2021 2020

Current Assets 8,831,716 8,276,608

Current Liabilities 6,579,559 6,258,084

Current ratio 1.34 1.32

So this all indicates the company is in good financial health, right?



Liquidity: peer analysis

 Undertaken to see whether the company’s performance is typical of its peers and 
the industry

 May help support your opinion from your financial assessment

 Various industry specific reports available, we use Bloomberg or S&P Capital IQ

Tennis Club Company 
(2021)

Leisure Facilities 
industry in UK (2021)

Current ratio 1.34 0.7
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Liquidity: debtors note

    Note 10 – Debtors
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Liquidity: current ratio 2021 (revised)

Original (£) Revised  (£)

Current Assets (a) 8,831,716 8,831,716

Amounts owed by group 
undertakings (b) (8,108,912)

Current Assets if certain 
debtor balances were 
reclassified
(c) = (a) – (b)

722,804

Current Liabilities (d) 6,579,559 6,579,559

Current ratio 
(e) =  (c) / (d) 1.34 0.11

 Now look at the impact…

Source: the balance sheet and note 10 of Tennis Club Company 2021 accounts
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Liquidity: revised Peer analysis

Tennis Club Company 
(2021) ORIGINAL

Tennis Club Company 
(2021) REVISED

Working capital £2,252,157 £(5,856,755)
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Tennis Club 
Company (2021) 

ORIGINAL

Tennis Club 
Company (2021) 

REVISED

Leisure Facilities 
industry in UK 

(2021)

Current ratio 1.34 0.11 0.7



Liquidity: creditor notes
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    Notes 11 & 12 – Creditors

Decrease of £688,714
Increase of £462,659
Increase of £350,660
Increase of £196,870

No change
Increase of £707,685
Increase of £99,970
Increase of £650,768



Liquidity: creditor days and debtor days
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Trade debtors £ Turnover £ Trade debtor 
days

2021 150,650 7,491,038 7.34

2020 162,633 7,656,466 7.75

Trade creditors £ Cost of sales £ Trade creditor 
days

2021 1,401,019 1,477,749 346

2020 938,360 1,350,278 254



Liquidity: contingent liabilities

 Key note in checking the liquidity of a company

 These are liabilities that may be incurred by an entity depending on the 
outcome of an uncertain future event

 May give an indication if there are potential obligations the company may have 
to satisfy in the next year

 In our example, Tennis Club Company have provided part of the security for a 
bank loan taken out by Tennis Club Company(Jersey) Limited

 Other examples – potential lawsuits, calling in of loans, product recall

37



Leverage

 Leverage is the ratio of debt funding to equity funding

 It shows the reliance of a company on debt financing as opposed to financing 
from shareholders (i.e. “equity”)

 Can be used as an indicator of the ability of a company to raise debt to pay off 
its liabilities, in the event liquid assets cannot be used

 Can gain insight into leverage from what makes up the debt balances in the 
notes

 In this case, shareholder funds are negative and therefore the ratio is negative
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Related parties
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Our thoughts on liquidity and 
leverage

 Liquidity
- The revised current ratio shows that the company’s liquidity is very poor.

 Leverage
- The negative debt/equity ratio is a red flag.
- This should be considered in the context of the related parties note which 

shows that companies within the group are co-dependent.

 The directors’ optimism in the qualitative reports seems unfounded.
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Other primary financial 
statements



Profit and loss statement
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EBIT or operating profit/loss

 EBIT = Earnings Before Interest and Tax

 Equivalent to the operating profit/loss - not called EBIT in the accounts!
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EBITDA

 EBITDA = Earnings Before Interest, Tax, Depreciation and Amortisation

 Commonly used in SPA, earn-out adjustments and as a valuation multiple.

 ADD BACK depreciation and amortisation to EBIT

 EBITDA = EBIT + Depreciation + Amortisation



Exercise 4
Can you calculate EBIT and EBITDA for 2021?
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EBIT

EBIT = Operating Loss = £(1,456,127) 

EBITDA
      £

EBIT           (1,456,127)

Add back Depreciation (Note 4 or Note 8)          340,077

Add back Amortisation  (Note 4 or Note 7)                     -

EBITDA         (1,116,050)
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Cash flow statement
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Statement of changes in 
equity
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Summary



Summary

We have discussed:

• The basics of accounting and fundamental accounting principles

• The financial statements, specifically:

 - The qualitative reports

 - The financial statements and their accompanying notes

 - What the accounts can tell us about liquidity and leverage

 - Peer analysis

The key take away is:

Always review the accounts as a whole, there is a lot of information included in the notes which 
can enhance your understanding of the company’s financial position and performance.
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Thank You
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