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How to use this book

Learning objectives 

Each chapter starts with a list of learning 
objectives that will help you to focus on what 
you need to learn and track your progress.

Introduction

The introduction provides an overview of 
the topics and the main issues covered in the 
chapter. 

Chapter activities

There are question and answer sections in 
each chapter that will enable you to reflect 
on the important concepts. These include 
individual activities and group activities. 

Cases studies

Several cases are presented in the chapters 
of this book to illustrate key points and show 
you how theory may link with practice

3

Chapter 1

Introduction to Financial 
Accounting
Chibuzo Amadi and Amanze Ejiogu

LEARnInG OBjECTIvES

At the end of this chapter, learners should be able to:

• Define accounting.
• Explain the objectives of financial accounting/reporting.
• Explain regulatory framework for financial reporting.
• Appreciate why human resource managers should care about accounting.

Keywords: Financial accounting; accounting concepts; accounting principles; 
contemporary issues; legislations

You have to understand accounting and you have to understand the nuances 
of accounting. It’s the language of business and it’s an imperfect language, 
but unless you are willing to put in the effort to learn accounting – how to 
read and interpret financial statements – you really shouldn’t select stocks 
yourself – Warren Buffett

Introduction
Accounting has a dual meaning. The first and indeed more commonly held notion of 
accounting is that it is about listing and counting things that organisations or society 
consider important. This view underpins the more common definitions of accounting 
such as that by the American Accounting Association which states that ‘Accounting 
refers to the process of identifying, measuring and communicating economic infor-
mation to permit informed judgments and decisions by users of the information’. 
However, this view of accounting is narrow in the sense that it focusses on economic 

Income Statement and Balance Sheet 13

Gross profit/loss:	This	figure	is	arrived	at	by	deducting	cost	of	goods/services	or	rev-
enues	from	the	total	revenue.

Sales expenses:	This	includes	all	expenses	incurred	to	market	the	goods,	services	or	
activities	of	an	organisation.	For	example,	advertising,	promotion	and	marketing.

General and administrative expenses (overhead):	 These	 expenses	 are	 sometimes	
called	overhead	expenses.	All	expenses	associated	with	the	running	of	the	business	are	
recorded	in	this	section.	Some	of	the	expenses	include	rent,	wages	and	salaries,	general	
office	expenses,	insurance	and	travels.	Note	that	expenses	such	as	rent	may	be	paid	for	
more	than	on	reporting	period.	In	this	case,	only	the	value	that	relates	to	the	period	of	
the	report	is	charge	to	the	income	statement.

EBITDA:	 This	 represents	 the	 revenue	 earned	 before	 interest,	 tax,	 depreciation	 and	
amortisation.	Sales,	general	and	administrative	expenses	are	deducted	from	total	rev-
enue	to	arrive	at	EBITDA.

Operating profit (or EBIT):	This	represents	the	revenue	earned	before	interest	and	tax.	
This	is	calculated	to	determine	the	amount	of	profit	related	to	normal	business	activi-
ties.	Only	business-related	earning	is	included	here.	Earnings	from	other	investment	
such	as	interest	are	not	included	here.

Interest:	The	cost	associated	with	debt	financing	is	referred	to	interest.	Interest	paid	on	
loans	is	deducted	after	the	operating	profit.	Interest	could	also	be	earned	from	invest-
ments	and	should	be	treated	in	this	items	line	in	the	income	statement.

Activity 1.	Light-house	Ltd	(a	pseudonym)	invested	80%	of	the	earning	last	year	
in	a	fixed	deposit	scheme.	They	are	preparing	for	the	income	statement	this	year.	
The	 investment	 from	last	year	yielded	 interest	of	£2,000.	How	should	 this	be	
treated	in	the	income	statement?

Net income/loss:	This	may	either	be	net	 income	before	 tax	or	net	 income	after	 tax.	
The	net	income	before	tax	also	known	as	pre-tax	income	consists	of	earning	after	all	
operating	expenses	are	deducted.	After	taxes	for	the	year	are	deducted,	the	net	income	
after	tax	figure	is	taken	to	the	balance	sheet	as	retained	earnings.

General logic for income statement: In	general,	the	logic	for	income	statement	is	to	
report	on	the	profit	or	loss	of	an	organisation	over	a	specified	period.	It	helps	the	users	
of	the	information	to	see	the	relationship	between	income	and	expenditure.

The	growing	demand	on	human	resource	managers	(HRMs)	to	develop	business	acu-
men	(CIPD,	2019)	means	that	it	is	important	for	learners	to	understand	how	to	prepare	
for	an	income	statement.	Depending	on	the	size	of	an	organisation,	HRMs	role	may	
include	some	aspects	of	business	management.	This	means	that	they	will	have	a	greater	
role	in	preparing	the	income	statement.	There	is	also	a	need	HRM	to	understand	the	
meaning	of	the	information	provided	in	the	income	statement	in	order	to	make	sense	
of	the	organisation’s	financial	situation	and	make	relevant	informed	plan/decisions.

Some cost related to HRMs’ role: Everything	 that	 a	HRM	may	do	will	 likely	have	
financial	implications.	This	means	that	learners	need	to	identify	and	appreciate	the	cost	
related	to	the	role.	The	following	cost	relates	to	HRMs’	role	(Storey,	2007):

11

Chapter 2

Income Statement and 
Balance Sheet
Dennis Pepple and Chibuzo Ejiogu

LearnIng OBjectIveS

At the end of this chapter, leaners should be able to:

•	 Explain what an income statement is and the items included in the income 
statement.

•	 Understand the classification of cost.
•	 Explain what a balance sheet is and the items included in the balance sheet.
•	 Write up an income statement and balance sheet.
•	 Understand the concept of a consolidated account to enable human resource 

practitioners develop business and commercial awareness skills.

Keywords:	Income	statement;	profit	and	loss	account;	balance	sheet;	
consolidated	account;	commercial	awareness;	human	resource	management

Any	 remedy	 is	 going	 to	depend	on	having	financial	 statements	 that	 are	
reliable	–	Tom	Foley

Introduction
Companies	record	their	financial	transactions	on	a	regular	basis.	These	records	are	col-
lated	periodically	and	reported	to	the	relevant	stakeholders	discussed	earlier	(see	Fig.	
2)	for	relevant	stakeholders	in	Introduction	chapter	.	As	a	human	resource	(HR)	practi-
tioner,	one	thing	to	be	aware	of	is	that	the	frequency	of	the	report	is	sometimes	depen-
dent	 on	 the	 stakeholders.	 Internal	 stakeholders	 like	 managers	 may	 require	 income	
statements	on	a	weekly,	monthly,	quarterly	or	yearly	basis	to	make	decisions.	External	
stakeholders	 like	 the	 tax	authorities	and	 investors	may	require	 the	 information	on	a	
quarterly,	half-yearly	or	yearly	basis.

Interpretation of Financial Statements 27

In	 2019	 for	 every	 £100	 of	 revenue,	 the	 company	 made	 a	 profit	 from	 operations	 of	
£12.20.	Although	this	represented	an	improvement	on	2018,	the	gain	was	lower	than	
the	 increase	 in	gross	profit	percentage	over	 the	 same	period.	This	may	be	due	 to	 a	
number	of	factors	including:

•	 Failure	to	control	business	expenses	as	the	number	of	stores	increased.
•	 The	impact	of	one-off	costs	incurred	when	opening	two	new	stores	during	the	

year.
•	 A	rise	in	key	costs	including,	for	example,	staff	costs	or	business	rates.

Since	this	ratio	looks	at	normal	operating	expenses,	companies	will	often	make	com-
parison	and	benchmark	performance	with	competitors.

MINI REFLECTIVE CASE 1

Smart plc

Year ended 31st December 2019 2018

Gross profit (%) 46 50

Profit from operations (%) 13 14

Identify four feasible reasons that explain movements in profitability ratios for Smart plc during 
the year ended 31 December 2019. 

control of Staff costs
Details	of	aggregate	staff	costs	are	usually	provided	in	notes	to	the	financial	statements	
and	it	is	therefore	possible	to	consider	how	well	an	organisation	controls	these.

Staff costs as a percentage of revenue = Staff costs
Revenue

 × 100%

2019 2018

2,125
8,500

 × 100 1,708
7,000

 × 100

= 25.0% = 24.4%

It	can	be	seen	that	during	2019	Chessett	spent	a	greater	proportion	of	revenue	on	staff	
costs	than	in	2018,	and	this	helps	explain	why	the	profit	from	operations	percentage	
increased	by	a	smaller	amount	than	the	gross	profit	margin.	Higher	staff	costs	might	be	
due	to	a	number	of	factors	including:

•	 Shortages	of	skilled	labour	resulting	in	Chessett	having	to	pay	higher	wages.
•	 Newer	stores	may	be	located	in	more	expensive	areas,	which	meant	the	company	

was	forced	to	pay	higher	rates	to	attract	and	retain	staff.

In	many	sectors,	staff	costs	represent	a	large	proportion	of	an	organisation’s	operating	
expenses,	and	a	small	percentage	change	in	staff	costs	will	have	a	significant	impact	on	
profit.	It	is	therefore	important	that	expenditure	is	closely	monitored.
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•	 The	maximum	market	value	of	shares	that	may	be	awarded	in	any	year	is	equiva-
lent	 to	600%	of	 the	participant’s	 annual	base	 salary	 at	 the	date	of	grant.	The	
market	value	of	shares	that	may	be	awarded	for	‘on	target’	performance	is	400%	
of	the	participant’s	annual	base	salary	at	the	date	of	grant.

•	 Payout	under	the	LTIP	can	range	from	0%	to	100%	of	the	original	award.	Typi-
cally,	 20%	 of	 an	 LTIP	 award	 linked	 to	 a	 performance	 target	 will	 vest	 on	 the	
achievement	of	threshold	level	of	performance	and	100%	will	vest	if	the	target	
level	of	performance	is	achieved.

Activity 4.

Calculate	the	vesting	of	the	LTIP	of	the	CEO,	COO	and	CFO	based	on	the	salary	
information	in	the	previous	activities	and	the	performance	ratings	as	follows:

CEO:	‘on	target’	performance.
COO:	performance	rated	as	80%	of	‘on	target’.
CFO:	‘Threshold’	performance.

Suggested Answer 

CEO	LTIP	vesting:	(£1,000,000	×	4)	×	1	=	£4,000,000
COO	LTIP	vesting:	(£800,000	×	4)	×	0.8	=	£2,560,000
CFO	LTIP	vesting:	(£700,000	×	4)	×	0.2	=	£560,000

Activity 5.

Calculate	 the	fixed	pay,	variable	pay	and	 the	sum	of	both	 types	of	pay	of	 the	
CEO,	COO	and	CFO	based	on	the	executive	compensation	calculations	under-
taken	in	the	previous	activities.

Suggested Answer 

CEO	fixed	pay:	CEO:	new	salary	(£1,025,000)	+	annual	pension	allowance	(£30,750)	=	
£1,055,750
CEO	variable	pay:	 total	annual	bonus	(£1,000,000)	+	LTIP	vesting	(£4,000,000)	=	
£5,000,000
CEO	total:	£6,055,750
COO	fixed	pay:	CEO:	new	salary	(£832,000)	+	annual	pension	allowance	(£16,640)	=	
£848,640
COO	variable	pay:	total	annual	bonus	(£1,600,000)	+	LTIP	vesting	(£2,560,000)	=	
£4,160,000
COO	total:	£5,008,640
CFO	fixed	pay:	CEO:	new	salary	(£710,000)	+	annual	pension	allowance	(£17,750)	=	
£727,750
CFO	 variable	 pay:	 total	 annual	 bonus	 (£560,000)	 +	 LTIP	 vesting	 (£560,000)	 =	
£1,120,000
CFO	total:	£1,847,750
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Significantly, most of the information that is used in budgeting and decision-making 
will come from the same accounting records used in preparing the financial accounts. 
The impacts of the decisions made will ultimately be reported in the financial state-
ments. As such, the way in which they will be reported and the potential effect of this 
on stock prices will be a significant influencer of these decisions. It is therefore impera-
tive that managers understand these.

summary
This chapter has provided fundamental knowledge of financial accounting. The key 
issues discussed in the chapter include accounting, principles, concepts and legisla-
tions. The chapter also identifies critical accounting issues with contemporary rel-
evance, especially from the perspective of HRMs’ knowledge and competence of 
accounting.
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accountingtools.com/articles/limitations-of-financial-statements.html
Davies, T., & Crawford, I. (2012). Financial	accounting. Harlow: Pearson.
Deegan, C., & Unerman, J. (2007). Financial	 accounting	 theory:	 European	 edition. 

Maidenhead: McGraw-Hill Education.
Director, S. (2012). Financial	analysis	for	HR	managers:	Tools	for	linking	HR	strategy	to	
business	strategy. Pearson Education.

Mone, E. M., & London, M. (2018). Employee	engagement	through	effective	performance	
management:	A	practical	guide	for	managers. New York, NY: Routledge.

Parminder, J., Johal, P., & Vickerstaff, B. (2014). Financial	accounting. London: Hodder 
Education.

Qiong, H., & Jianjun, D. (2011). Research on critical issues in contemporary accounting. In 
Proceedings	of	the	7th	international	conference	on	innovation	&	management.

Sheikh, F. (2018). A	refresher	in	financial	accounting	first. New York, NY: Business Expert 
Press.
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Suggested further reading
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chapter.
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Glossary

Abstract conceptualisation  Reflection that leads to consideration of how the knowl-
edge may be used and applied differently or to adapt to different contexts.

Accounting ratios  These ratios are classified into five groups covering profitability, 
liquidity, efficiency, capital structure and return to investors.

Acid test See Quick ratio.

Administration  This is making payments and ensuring collection of monies due.

Asset turnover  Indicates  how efficiently  an organisation uses  capital  employed  to 
generate revenue, with a higher figure indicating better use of long-term funds.

Assets  These are items that are owned by a firm that can be given a value in money 
terms.

Auditing  Auditing acts to validate the figures produced by the accountants through 
an independent examination of the figures all the way back to the authorisations of the 
actions from which each figure derives.

Average inventory days  This ratio indicates whether an organisation has good inven-
tory control by expressing in days how long on average items are held in inventory.

Average trade payables payment period  This ratio provides an indication of how 
quickly organisations take to pay suppliers.

Average trade receivables collection period  This  ratio  provides  an  indication  of 
how quickly customers take to pay for goods and services.

Bad debt  Proportion of debt that is irrecoverable.

Balance sheet  is  simply explained as  the financial position of  an organisation at  a 
given period.

Basic award  Basic  award  is  a fixed  amount paid  to  employees based on  statutory 
formula.
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Preface

There is an increase in the demand for human resource (HR) professionals to evolve 
from the traditional payroll and recruitment functions towards adapting to the com-
plexities of managing employee productivity and wellbeing (Mone & London, 2018). 
The former focusses mainly on employees as a cost item, while the later considers 
employees as a resource that has the capacity to improve and achieve an organisa-
tion’s objectives if managed properly (Collins, Wood, & Szamosi, 2018). Understand-
ing that employees are important for the actualisation of an organisation’s objectives, 
HR professionals are increasingly getting involved in key business decisions in some 
organisation from the onset to provide HR-relevant information (Brewster, 2017). In 
response to this increasing demand, professional bodies like the Chartered Institute of 
Personnel Development (CIPD) updated professional maps to ensure that HR profes-
sional training is broadened to cover the key skills and knowledge on HR. Commercial 
drive with a strong insight focus are the core behaviour required for HR professionals.

It is therefore important that HR practitioners have the relevant managerial and finan-
cial accounting knowledge to be able to make meaningful contributions to business 
decisions. This book recognises that HR professionals’ roles are increasingly getting 
strategic with organisations depending on HR professionals’ expertise. Based on the 
CIPD professional map (2019), this book is the first of such text to respond the call 
from professional bodies and address the broadening managerial and financial aspects 
in HR management (see Table 1). The book will help to develop financial knowledge 
and skills for managers with people management responsibilities in the public, private 
and third sectors. The book is also useful for students at both undergraduate and post-
graduate level of study and may also serve as a reference material for HR professionals. 
On successful completion of learning, students should be able to develop a comprehen-
sive understanding of financial terminologies and context and how HR-related deci-
sions impact an organisation’s financial performance. This book will explain common 
financial terms, explore and analyse the financial statements, and introduce and evalu-
ate tools used in planning and implementing financial decision-making.

This book therefore is divided into two sections with the first section covering issues in 
financial accounting. The discussions are presented to enable the reader to understand 
how an organisation is viewed externally and how the financial reports are derived 
(Director, 2012). The second part of the book focusses on the practical management 
aspects and present management accounting decisions that are undertaken by HR pro-
fessionals. Each chapter in this section provides critical discussions on topical issues 
and cover a wide range of financial-related aspect in people management and organ-
isational change. Addressing financial-related aspects are important as HR practitio-
ners need this skill and knowledge to make business cases for resources required for 
HR operations (Brewster, 2017). Also, with the challenging business environment, 
organisations have to make decisions that will keep their operations running. There 
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are increasing rates of redundancy and redesigning of work to soothe remote working 
(CIPD, 2020). The book covers relevant topics like managing redundancy, managing 
family-friendly policy and managing learning and development cost. These issues are 
significant for managing employee relations. One of the unique features of this book is 
to encourage reflective learning and there is a tailor-made end of chapter revision exer-
cise provided for each chapter to enable learners reflect on the learning objectives. The 
content of this book shows that it is relevant and timely for HR management students 
and professionals. To bridge the financial and managerial sections, the book presents 
a unique chapter that is geared towards understanding how HR functions relate to 
accounting functions. Reflecting on over 35 years of practice and teaching, Simon pro-
vides insights into the contextual issues that influence the practice of HR and finance 
in the United Kingdom.

The contributors in this book are drawn from several quality universities in the United 
Kingdom with different backgrounds. In addition to having years of industry and 
teaching experience, the contributors are recognised with teaching and professional 
qualifications from their different disciplines. This suggests that the book is uniquely 
placed to provide knowledge to HR students and practitioners alike. Irrespective of the 
growing demand for HR practitioners to develop business acumen and commercial 
awareness, we are not aware of any text that specifically addresses the issues discussed 
in this book. This book exposes learner to the financial aspects in HR management. We 
hope that learners will find it both interesting and academically stimulating.

Table 1. Chapters mapped against CIPD New Professional Map (2019)

PART A – Financial aspects
Introduction to financial accounting CB – Commercial drive, insight focused

Income statement and balance sheet CB – Commercial drive, insight focused

Interpretation of financial statements CB – Commercial drive, insight focused

Financial Ethics CB – Ethical practice

PART B – Managerial aspects
Towards understanding how HR function 
relates to accounting function 

SP – Resourcing, CB – insight focused

Managing learning and development cost SP – Resourcing, CB – insight focused

Managing redundancy SP – People analytics, CB – Valuing people

Managing relocation cost SP – Reward, Employee relations,  
CB – Valuing people

Managing disciplinary and grievance cost SP – Employee relations, CB – Valuing people

Managing family friendly policies SP – Employee relations, CB – Valuing people

Executive Compensation SP – Reward, Employee relations,  
CB – Valuing people

CB – Core Behaviors required, SP – Specialist Knowledge required
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