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ACCOUNTING MATTERS FOR LAWYERS
Introduction
•

Understanding Accounts

•

Where and how this helps you:

•

•

Contentious valuations

•

Family Law

•

M&A transactions

•

Litigation including investigations

•

Independent Business Reviews

Closing and Q&A

UNDERSTANDING ACCOUNTS

UNDERSTANDING FINANCIAL STATEMENTS
Introduction
•

Great deal of information included

•

Full accounts vs. Abbreviated accounts

•

Figures are historic

•

Statutory accounts vs. Management accounts

•

Example Accounts

UNDERSTANDING FINANCIAL STATEMENTS
•
•

The level of disclosure required depends on the size of the business.
Companies in a group may prepare consolidated financial statements: small companies
are exempt.

LIMITED

GROUP

COMPANY A

COMPANY B

COMPANY C

UNDERSTANDING FINANCIAL STATEMENTS
Report of the Directors
• Responsibility of the company Directors to
draft
•

Contains details on:
-

Results for the year

-

Any dividends paid

-

The principal activities of the company

-

Review of the business

-

The directors

-

The responsibilities of the directors

-

The name of the auditors

•

Signed by the Directors

•

Same date as the balance sheet

UNDERSTANDING FINANCIAL STATEMENTS
Report of the Independent Auditors
• Some smaller companies do not require
an audit
•

Based on standard paragraphs

•

The auditor’s report declares:

•

-

Prepared in accordance with GAAP /
IFRS

-

Free of material misstatement

-

Show a true and fair view of
company’s affairs

Qualified vs. Unqualified

PROFIT AND LOSS ACCOUNT
•

Financial information for a named period

•

Generally based on 12 months trading –
CHECK!!

•

Statutory format vs. detailed accounts

•

Look for references to Notes

•

Turnover

•

Cost of Sales

•

Gross Profit

•

Distribution Costs

•

Administrative Expenses

•

Operating Profit/(loss)

BALANCE SHEET
•

Financial statement at a given point in time

•

Summary of assets vs. liabilities

•

Top half = assets and liabilities

•

Bottom half = share capital and reserves

•

Fixed Assets

•

Current Assets

•

Current Liabilities

•

Net current assets/(liabilities)

•

Long Term Liability - Creditors > 1 year

•

Net assets/(liabilities)

Some international companies show information
in a slightly different way.

ACCOUNTING POLICIES TO LOOK OUT FOR
•

Depreciation

•

Stock

•

Intangible assets

-

Goodwill

-

Trademarks

-

Intellectual property

•

Impairment

•

Director’s Remuneration

DEPRECIATION
•
•

Depreciation spreads the cost of an asset over its useful life to match costs to the
expected benefit that the asset will give over time.
The assumptions made will impact profit.
-

E.g. An asset is bought for £100,000
If profit before depreciation is £50,000 then the effect of the depreciation
adjustable might be:

A

B

C

Profit before
depreciation

50

50

50

Period of Depreciation

5 years

10 years

50 years

Depreciation per year

(20)

(10)

(2)

Adjusted profit

30

40
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DEPRECIATION: A REAL EXAMPLE
MANCHESTER AIRPORT GROUP
ACCOUNTING POLICIES

HEATHROW AIRPORT HOLDINGS
YEARS

Freehold and long leasehold
property

10-50

Runways, taxiways and apron

5-75

Mains services

Plant and machinery
Motor vehicles
Fixtures, fittings, tools and
equipment

7-100

5-30
3-7
5-10

ACCOUNTING
POLICIES

YEAR
S

Runway surfaces

10-15

Runway bases

100

Taxiways and aprons

50

STOCK
•

Main risk in relation to stock is that the valuation is incorrect.

•

Particularly relevant here as the stock value will be volatile. The policy under UK
GAAP is to value at the lower of the cost and the value at which the stock can be
realised
EXAMPLE: An item is bought for £175

A

B

C

Market
price
£175

Market
price
£225

Market
price
£115

Record at
£175

Record at
£175

Record at
£115

Therefore in Example C
you record a loss of £60
in the profit and loss
account

INTANGIBLE ASSETS
•

Can be a significant part of a company’s value

•

“Home grown” intellectual property / brands will not normally be reflected on the balance
sheet

•

Differences in accounting rules for UK GAAP and IFRS

IMPAIRMENT
•

If an acquisition loses value, the group balance sheet is adjusted to reflect the
impairment and profits are reduced in that year to reflect the amount written off.

IMPAIRMENT – REAL LIFE EXAMPLE
October 2011

Hewett-Packard acquires Autonomy for a total of c. $11 billion

November 2012 HP writes down its investment by $8.8 billion due to accounting
Improprieties, disclosure failures and outright misrepresentation at
Autonomy
HP share price fell to 2002 levels
Share Price of HP
20
19
18
17
16
15

Post-deal
Write-off

14
13

Pre-deal

12
11
10

Share Price ($)

FACEBOOK SHARE PRICE MOVEMENTS
$120bn reduction in market capitalisation
after earnings report showed slowing user
growth

District of Columbia sues
Facebook over Cambridge
Analytica scandal

VOLKSWAGEN SHARE PRICE MOVEMENTS

Volkswagen
emissions
scandal

RESERVES
•

Not all reserves can be distributed to shareholders

•

Companies may make distributions only out of profits available for that purpose which is
basically determined as accumulated realised profits less accumulated realised losses.
This reserve is commonly called ‘Retained earnings / Profit & Loss Account’.

•

Examples of undistributable reserves;

− Share premium account
− Capital redemption reserve
− Revaluation reserve
•

However, it is sometimes possible to re-categorise to distributable reserves

•

It is the duty of the Directors to assess whether the Company will remain solvent
following a proposed distribution. Care will therefore need to be taken that sufficient
funds remain for the purpose of settling debts when they become due.

FINANCIAL STATEMENT ANALYSIS
•

Historical results: sales, costs, expenses, profits, fixed assets

•

Performance in the past / change over time

•

Changes in the product and the market

•

Future plans and forecasts

•

Funding arrangements

•

Market report

•

Competitor activity

WARNING SIGNS OF GENUINE BUSINESS FAILURE
Deteriorating debtor collections
Increasing WIP value that is not billed on
time
Cash at bank is reducing/the overdraft is
steadily increasing
Rising stock levels and static/deteriorating
sales
Slow or late payment or suppliers’ invoices
Clearing debts by lump-sum payments on
account
Increasingly making payment by post-dated
cheques

Leave paying old invoices until you need
delivery of a new order
Using disputes to delay payment to suppliers
Increasing number of final demands and writs
from suppliers
An ever-widening search for new suppliers
who will make more credit available
Escalating VAT and PAYE arrears
Receiving a statutory demand for payment

Key Accountancy Terms – Brief Explanations
Profit and Loss Account terms

Balance Sheet terms

• Profit and Loss Account

• Balance Sheet

-

-

A statement presenting the trading income less operating costs and
expenses to show the operating profit or loss over a specific period,
usually a year
Interest and taxation is then applied to this figure to present the
retained profit or loss that is transferred to the balance sheet

-

A statement of the total assets and liabilities at a certain date

-

The top section of the balance sheet presents the fixed and current
assets and the liabilities – the net assets

-

The bottom section of the balance sheet shows how these net assets
have been financed by share capital and retained profits and other
reserves

• Turnover
-

The total value of goods or services sold by a company during a
particular period of time net of VAT

• Fixed asset
-

• Cost of Sales

Asset usually with a useful life over 1 year, not readily convertible
into cash e.g. property, land, tangible and intangible

-

The cost of obtaining or creating the products or services

• Current asset

-

Includes stocks, components, raw materials, labour time and other
production costs

-

• Gross Profit

-

Turnover less Cost of Sales = Gross Profit

-

This is profit before deduction of expenses

• Administrative Expenses & Distribution Costs
-

Expenses related to the running of the business such as employee
costs, general administration, property costs, transport and
professional services

• Current liability
-

Gross profit less Admin Expenses & Distribution Costs = Operating
Profit

-

Operating profit is also called Earnings Before Interest & Taxation
(EBIT)

• Net profit after tax
-

Operating profit less interest and taxation = Net profit after tax

Liability expected to be settled within 1 year or on demand e.g.
trade creditors, overdrafts

• Long-term liability

-

Liability due to be paid in over 1 year e.g. bank loan

• Net current assets/liabilities
-

• Operating profit
-

Asset expected to be sold or used within 1 year e.g. stock, debtors,
cash

Current assets less current liabilities. A negative result equals net
current liabilities

• Total net assets/liabilities
-

Total assets less total liabilities. A negative result equals net
liabilities

• Balance sheet insolvent
-

Net liabilities, where total liabilities exceed total assets

CONTENTIOUS VALUATION

BASIS OF VALUATION
• Fair (Market) Value
• Market Value
• Loss to Owner

• Hypothetical loss
• Permanent v Temporary

VALUATION METHODOLOGIES

Methodologies applicable to value equities
2. Multiples

EV or Equity models

Quoted companies or
private transactions

Frequency

1. DCFs

•
•
•
•
•
•

EV/EBITDA
Price/Earning
EV/Revenue
Price/Book
Price/Tangible Book
Industry specific
multiples/ratios
(EV/MgW,
EV/“clicks”)

3. Adjusted Net Assets

VALUATION METHODOLOGIES
Discounts & Premia

HIGHER

• Benefits of Control and Marketability

CONTROL

VALUE

CONTROL PREMIUM

Discount for lack of control

MARKETABLE MINORITY

LOWER

Discount for lack of marketability

NON-MARKETABLE MINORITY

“DIFFICULT” ASSETS

SOLE TRADERS
What value does the business have without the key individual

Things to consider:
•

How has the business operated historically

•

How long might the business operate going forward

•

Can the business run without the proprietor

•

Could the sole trader’s skills be replicated/acquired elsewhere

•

Possibility of sale/realisation

PROFESSIONAL PRACTICES
What value does the business have without the key individual
Things to consider:
•

How has the business operated historically

•

How long might the business operate going forward

•

How many professionals in the business

•

Exits/ new admissions in the past

•

Amounts owed to/from business owners and likelihood of settlement

•

Level of recurring income

PROPERTY DEVELOPMENT
The apparent value will depend on the progress of the project
Things to consider:
•

The nature/location of the project

•

Status of development

•

Finance provider and level of debt in the business

•

Expected time to completion and expected returns

•

Project valuation

•

Related projects and group indebtedness

COMPLEX GROUPS
What is really going on?
Things to consider:
•

Circular finance arrangements and cross guarantees

•

Is it a “house of cards”

•

Different levels of share ownership in different companies

•

Preference shares and priority return

•

Liquidity

FINANCIAL INSTRUMENTS
Common Financial Instruments
Interest Rate Swaps

An agreement between two counterparties in which one
stream of future interest payments is exchanged for
another based on a specified principal amount.
Likely to be more prominent in sectors such as the
Property sector, as companies seek to hedge the interest
rates they have offered in mortgages to customers.

Currency Swaps

Share Options

A share option confers the right, but not the obligation, to
buy or sell a stock at an agreed-upon price within a
certain period of time.
Senior individuals in companies will be more likely to hold
this type of financial instrument, and share options are
likely to be linked to some form of management incentive
scheme linked to company performance.

Convertible Bonds
A contract between two parties agreeing to buy or sell an
asset at a specified price on a future date.

Forward Contracts

Private companies involved in the purchase and sale of
assets and/or commodities may take out Forward
Contracts for hedging or speculation purposes. For
example, retail stores buying textiles for clothing to be
sold in the UK in a foreign currency.

FILM/LITERARY/MUSIC LIBRARY RIGHTS
We are valuing the expected income stream over the life of the asset
Things to consider:
•

Remaining copyright (UK – life plus 70 years)

•

Is there active management/protection

•

Has the project been published

•

Other rights – marketing/licensing/territorial sales

•

Historical income stream and available forecasts

•

Has the subject matter become obsolete/ “out of fashion”

•

Is there a new market – social media/ YouTube etc.

INTELLECTUAL PROPERTY - VALUATION APPROACHES

Market Approach

Income Approach

Excess Earnings
Relief From Royalty
With/Without

Balance Sheet Approach

Cost to Recreate

BRAND VALUATIONS
Example of Potential Valuation Approach
•

The concept and quantification of ‘brand value’ is a highly subjective topic, not least because
definitions will vary between individuals based on personal perceptions, awareness, prior
experience or associations with the products/services provided.

•

Typically valued using a relief from royalty methodology

•

“The relief from royalty method assumes that the value of an intangible asset is equal to the
present value of the amount the business would be prepared to pay to lease or rent that asset
under a contract if it did not own the asset.”

1.

Forecast revenues associated with brand

2.

Select Royalty Rate – comparable royalty
agreements, margin analysis

3.

Discount Rate – IRR, WACC, adjusted WACC
given specific risks of brand

4.

Useful Economic Life – history of brand, industry

IFRS 16 - LEASES
Valuation Implications

IFRS 16
• Leasing is a form of ‘off-balance sheet’ financing
• Under FRS 16, most leases now need to be valued and treated as a finance lease asset and liability
– this has a major impact on the accounts.
• The P & L comparison of an operating lease vs finance lease looks like this (in generic terms!)
Operating Lease

Finance Lease

10,000,000
(5,000,000)
(1,000,000)
4,000,000

10,000,000
(5,000,000)
–
5,000,000

Other depreciation

(500,000)

(500,000)

Lease depreciation
Operating profit
Other interest
Lease interest
Profit before tax

–
3,500,000
(100,000)
–
3,400,000

(820,039)
3,679,961
(100,000)
(287,014)
3,292,947

Turnover
Expenses
Lease rental
EBITDA

•

•

Difference

Key points to note:
−

EBITDA is £1,000,000 higher

−

Profit before tax is c. £107,000 lower (same difference as before)

(107,053)

Impact on valuations of unlisted companies if multiples are based on listed ‘comparable’
companies

SAT PLAHA
National Regional Forensic Partner
22 JANUARY 2020

MATRIMONIAL

ACCOUNTING INFORMATION IN MATRIMONIAL DISPUTES
Where does it come in?
Usually instructed to calculate the business valuation and consider liquidity in the business
with a view to potential cash extraction

Business valuation:


Assess historical performance, generally for the last three or four years depending on the
specific case



Consider required add backs/deductions, for examples in respect of the market rate of
directors’ remuneration, bad debts or non-commercial rent



Statutory accounts do not always provide sufficiently detailed information and often do not
include the most up to date information. Therefore, management accounts and forecasts
are usually required, particularly for the period since the date of the last statutory
accounts



A detailed review of the profit and loss accounts is required to determine maintainable
earnings, which will then be multiplied by a multiple to produce an earnings based
valuation



Assess surplus assets or debt. For example, investment property or large directors’ loan
balance

ACCOUNTING INFORMATION IN MATRIMONIAL DISPUTES
Where does it come in?
Liquidity:


Assess levels of surplus cash and debt in the business



Also consider excess working capital



Review of monthly cash/working capital balances to establish ‘normal’ levels and assess
seasonality

Extraction:


Consideration of possible cash extraction methods usually also forms parts of our
instructions. We use all the knowledge gained from the earlier stages of our work, which
were informed by the accounts, to discuss tax efficient methods of extraction with experts
from BDO’s tax department.

SIMPLE ILLUSTRATION OF A MATRIMONIAL VALUATION
EBITDA per accounts

Year 1

Year 2

Year 3

1,500,000

1,600,000

1,700,000

(75,000)

(80,000)

(85,000)

-

50,000

-

1,425,000

1,570,000

1,615,000

1

2

3

1,425,000

3,140,000

4,845,000

Total

Our adjustments:
Directors’
remuneration above
market rate
Exceptional bad debts
Adjusted EBITDA
Weighting
Sum

9,410,000

Weighted average
(maintainable earnings)

1,568,000

x Multiple of 4 (based
on benchmark
analysis)

6,272,000

Add: Surplus cash

500,000

Valuation of company

6,772,000

Husband’s 33%
shareholding

2,234,760

M & A TRANSACTIONS

ACCOUNTING INFORMATION IN M & A TRANSACTIONS
When is it used?
Pre Deal


Due diligence – accounting and tax



SPA review

Post Deal


Completion Accounts



Earn out Accounts



Expert Determinations



Warranty claims

ACCOUNTING INFORMATION IN M & A TRANSACTIONS
Case study
Expert Determination


SPA provided hierarchy for preparation of the Completion Accounts



Included consistency with the accounting policies, procedures, treatments in
the Last Accounts



The Buyer and Seller had a dispute over the treatment of certain items in the
Completion Accounts



Expert had to review accounting information from the Last Accounts to see
how each item was treated in the Last Accounts

ACCOUNTING INFORMATION IN M & A TRANSACTIONS
Case studies
Warranty Claim


SPA included a warranty from the Sellers that the Last Accounts showed a true
and fair view and were prepared under FRS 102



Following Completion, the Buyer found some problems with the Last Accounts
which indicated they were incorrect



We reviewed the items to assess whether they were incorrect



We considered if the errors were large enough to make the Last Accounts
materially incorrect



We prepared an Expert Report on the claim



Case went to mediation

LITIGATION

ACCOUNTING INFORMATION IN COMMERCIAL LITIGATION
Where does it come in?
Might be instructed to calculate quantum loss or consider liability on accounting issues

Quantum of loss:


Generally difference between actual and “but for” position;



Typically based on difference in gross profit – so sales and gross profit figures are key



Loss of opportunity / chance? new contract, customer, market

Liability on accounting issues e.g:


Material adverse change (MAC clause)



Accounting covenants

We typically use the Claimant’s own accounting information supplemented by
market data (sector, geographic, comparable companies) to evidence our
calculations and support assumptions

TYPICAL LOSS CLAIM
Historical actual
From the event until Today
Stat accounts, management accounts

Future expected actual
From Today into the future
Current forecasts

Historical “but-for”
From the event until Today
Contemporaneous forecasts

Future expected “but-for”
From Today into the future
Contemporaneous forecasts

“TODAY”
Future expected “but-for”
Historical
“but for”
Future expected actual

“EVENT”

Actual
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TYPICAL LOSS CLAIM
Calculating the loss


Generally difference between actual and “but for” profits. Key figures are usually:

Sales / turnover


Price x volume



Volume might be most important if price is volatile (e.g. commodities)

Gross profit margin (%)


Change in gross margin would need to be explained

Overheads - Consider:


Change in scale



Non-recurring costs



One off or new overheads incurred as a result of the event



Any overheads saved?

TYPICAL LOSS CLAIM
Calculating the loss
Actual
£

But-for
£

Loss

Actual sales revenue

Expected sales
revenue

= Loss in revenue
@ gross profit margin %

= Loss of gross profit
Less

overhead

(x)

Add

Additional costs of
mitigation

x

Net Loss of profit

X

ACCOUNTING INFORMATION IN COMMERCIAL LITIGATION
Sources of accounting information
Benefits
Historical financial statements






Management accounts






Contemporaneous forecasts




Limitations / issues

Audited (probably)
Used by market
historical trends
Evidence based



Most recent historical
More detail and movements identified
Used by company for decision making



Expectations at the time
Not tainted by the event












Specific to case
Capacity



Must be clear financial link

Sector specialist
Publically available



Relevance
Comparability







Market data







Not audited
May not be consistent
Ditto other limitations above
Depends on purpose
Who prepares?
Track record?
Based on assumptions
Not always prepared!



Company specific data (e.g.
ticketing info)

Out of date
Changes in accounting treatment
Is extrapolation appropriate?
Assumptions open to challenge



ACCOUNTING INFORMATION IN COMMERCIAL LITIGATION
Common issues
1.

Period of loss – how long should the claim be for?

2.

Lack of trading history?

3.

Unrealistic forecasts /projections

4.

Reliance on assumptions

5.

Use of hindsight

6.

Other costs – investment in staff, assets, stock etc.

INVESTIGATIONS

ACCOUNTING INFORMATION IN INVESTIGATIONS
Where does it come in?
The accounts will usually be starting point in cases where financial fraud is suspected or
where there are allegations of money laundering or hidden assets

Financial statement fraud
The main types are:


an overstatement of assets, profits and revenues; or



an understatement of liabilities, expenses and losses.

However, sometimes the opposite can be found, for example if a company wants to downplay performance to minimize tax
liabilities or reduce over-budget performance to make up for shortcomings in the coming year.

Money laundering or hidden assets
The accounts may help to identify:


the flow of funds between different entities, potentially in different jurisdictions; or



relationships between different entities in order to identify the ultimate beneficial owner of a company.

ACCOUNTING INFORMATION IN INVESTIGATIONS
Where does it come in?
A review of accounting information enables us to identify trends and variances and assists
us to focus our detailed testing.
Areas of accounting information we may review linked to typical red flags includes:


long-term revenue and profit trends, identifying rapid growth or unusual profitability out of line with
expectations for the industry;



accounts receivable balances, looking for unusually large and long overdue items;



significant transactions with related parties;



recurring negative cashflows from operations;



a significant increase in sales to entities whose ownership or substance is unknown;



point of revenue recognition in long term contracts or sales with conditions;



the accounting period in which transactions are recognised;



valuation of assets and inventory.

ACCOUNTING INFORMATION IN INVESTIGATIONS
A case study
We were engaged by a client in the health sector to undertake an investigation into grant
funding offered to a third party provider
There were two main strands to our work:


Assist the client in understanding the complex and evolving group structure and the ultimate owners, including
highlighting any leakages of grant funding to related parties; and



A detailed review of how the grant funding received has been used utilised.

Examples of how accounting information was used include:


Tracing fund flows between various entities;



Assessment of whether transactions were recorded in the correct accounting period;



Appropriateness of accounting treatment of grant income;



Variance analysis on specific categories of income and expenditure in order to guide sample selection;



Detailed testing of invoices and payroll records to assess how transactions were valued and categorized for the
purpose of recording in the financial statements; and



Solvency of the provider in case of a formal proceeding to recover over-claimed funding.

Our knowledge and experience of financial statements enabled us to produce and efficient and targeted investigation
plan. We identified various concerns including related party issues and potential misstatement and misallocation of
costs. As a result, the client is now considering a potential legal claim.

BDO BUSINESS RESTRUCTURING

INDEPENDENT BUSINESS REVIEWS
January 2020

BDO BUSINESS RESTRUCTURING
Independent business reviews
Path to insolvency

End of the road
Waste of time

Box ticking
Time consuming

Too late!

Insightful

Valuable

BDO BUSINESS RESTRUCTURING
Why have an IBR?

BDO BUSINESS RESTRUCTURING
Why have an IBR?


Event driven
1. Declining profit
2. Cash flow difficulties
3. New loan request
4. Facility extension or renewal



IBR seeks to answer a question – normally for a lender



BUT – also adds value

BDO BUSINESS RESTRUCTURING
What is involved?


Analysis of recent trading performance



Current financial position



Short term cash flow forecast



Business plan and projections



Recovery estimate



Recommendations and conclusions

BDO BUSINESS RESTRUCTURING
Recurring issues for the legal profession


Time recording



Work in progress



Debtor collection



Asset verification



Forecast accuracy



Credit score

BDO BUSINESS RESTRUCTURING
Summary


IBRs need not be a negative process



Tap into best practice



Early action can move the narrative



Seeks to identify benefits for the target



Self financing

THANK YOU FOR YOUR TIME

Any questions……

PETER GOUW

SAT PLAHA

Partner, Valuations

Partner, Forensic Accounting

t: +44 20 7893 3470
m: +44 (0)7800 682142
e: peter.gouw@bdo.co.uk

t: +44 (0)345 266 1127
f: +44 (0)121 352 6277
e: sat.plaha@bdo.co.uk

KEVIN LAMB

Director, Business Restructuring

t: +44 (0)131 347 0402
m: +44 (0)7710 717759
e: kevin.lamb@bdo.co.uk

FOR MORE INFORMATION:
PETER GOUW
+44 (0)141 248 3761
peter.gouw@bdo.co.uk
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