
 

 

1 

1 

Understanding Finance Statements  

 

The organisation I have chosen is The Lego Group (Lego), a toy manufacturer based in 

Billund, Denmark and owned by the Kristiansen family. Lego’s main activity is ‘the 

development, production, marketing and sale of play materials’ (Lego, 2019).  

 

1. a) According to the statement of cash flows, how has cash been generated and how 

have operations been financed? 

Figure 1  

 
 
Source: The Lego Group Annual Reports 
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As can be seen in Figure 1, Lego’s operating cash flow reached a high of DKK12,735 in 

2017. Lego’s operating cash inflows consist of money received from sales in its retail stores 

around the world, whereas its operating cash outflows include manufacturing costs, the costs 

of raw materials, the costs of distributing the materials to stores, the costs of labours and 

renting store premises of selling those materials in the stores, and administrative expenses 

incurred in the running of the business.  

Lego generates cash steadily, receiving cash immediately from its retail shops, within 18 

days for invoices, and within a short period for credit card payments. According to its terms of 

purchase, Lego must pay its suppliers no later than 60 days from its receipt of a valid invoice, 

meaning that it generates revenue from customers before paying for inventory (Lego).  

Lego’s investment cash flows include the purchase and sale of intangible and tangible 

fixed assets such as property, plant and equipment. For example, by the end of 2019, Lego had 

opened more than 590 new stores worldwide (Lego 2019). This illustrates Lego’s investment of 

cash into new long-term assets which are used to generate new income by expanding its 

business. In 2019, Lego invested DKK2.162 million, representing 5.6% of its sales (DKK38.544 

million). It invested an average of 5.5% of its sales over the past four years.  

Lego’s cash flow from financing activities includes the repayment of long-term liabilities 

and short-term bank loans, as well as the payment of dividends. Lego participates in material, 

royalty and other transactions with its related parties, with 25% of the profits of the related 

parties going to the Lego Foundation. Over the last four years, Lego has received a large 

number of repayments from its related parties. It has also paid an average of DKK 12.080 
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million in dividends annually to related parties and its parent company. Lego invested this cash 

into its operations and the purchase of assets, thus generates cash through its operations.  

 

b) Compare and discuss the two statements: ‘Cash flows are not sufficient on their own’ vs. 

‘To any business, cash is king’. 

Statements of cash flow use information from companies’ statements of financial 

position and statements of profit and loss in the operating, investing and financing categories 

to reconcile changes in their cash and cash equivalents accounts (Arnold et al, 2018). Such 

statements have limitations and cannot fully describe the financial situation of a company 

beyond the cash it generated and spent during a particular year. 

Lego’s 2019 statement of financial position provides the details of its liabilities to be 

paid (DKK12.8 billion) and the assets it holds (DKK34.9 billion). These indicators help to measure 

Lego’s debt-paying ability and long-term solvency. However, its statement of cash flow lacks the 

details that would enable an assessment of Lego’s cash-generating potential. Lego’s statement 

of profit and loss provides details of its income (DKK38.5 billion) and expenditure (DKK27.7 

billion), providing a picture of the company’s profitability and how effectively it can turn such 

profits into cash. However, considering only cash transactions is not sufficient to understand a 

company’s true liquidity.  

Accordingly, Lego’s statement of cash flow alone cannot fully describe its business 

activities. Lego’s investing cash flow indicates that it is purchasing long-term assets such as 

property, plant and equipment to reinvest in its business and continue expanding at a healthy 

pace. As can be seen from the balance sheet in Figure 2, investment in non-current assets 
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increased from DKK12.553 million in 2017 to DKK16.705 million in 2019, meaning that more 

assets were used to generate goods and services, resulting in additional revenue and cash 

flows. As shown in Figure 3, over the same period, Lego’s revenue increased from DKK34.995 

million to DKK38.544 million. The cash generated from Lego’s operating and financial activities 

will also be invested in the future. 

Figure 2 
 

 

Source: Adapted from The Lego Group Annual Reports (2016-2019) 

 
Figure 3 -  

 

 

 Source: Adapted from The Lego Group Annual Reports (2016-2019) 

The statement ‘cash is king’ means that companies need cash to survive; holding 

inadequate cash can lead to defaults on their accrued payables and, ultimately, bankruptcy 

(Bhandari, 2013). In other words, companies need to have enough cash available to meet their 

liabilities as they fall due (Scott, 2018). If a business can ensure that its customers pay before its 

suppliers must be paid, it will survive. Otherwise, the business will struggle to maintain cash 

inflows (Scott, 2018). Without a company’s statement of cash flows, it is impossible to assess 

whether it is performing well from a cash management standpoint (i.e., whether its overall cash 

flow is healthy). For example, balance sheets and income statements, which are based on 

accrual accounting and recording transactions when they occur, fail to track actual cash flows.  
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Lego has a steady cash flow from its operating activities, with an average of DKK9.817 

million over the last four years. This means they have control over their core business activities 

and can generate reliable revenues. Much of this cash comes from Lego’s day-to-day business 

operations, rather than from lenders or investors, suggesting that Lego itself is generating cash. 

 

2. Why is the Cost of Goods Sold (COGS) calculated as ‘Opening inventory + Purchases during 

the year – Closing inventory at the end of the year’?   

 
The COGS appears on a company’s income statement, together with its revenues from 

goods sold. According to the matching principle of accounting, ‘all income and expenditure 

incurred in an accounting period is recognised in that period irrespective of when cash is 

received or paid’ (Scott, 2018). Thus, the COGS incurred in an accounting period is recognised 

on an accrual basis. The timing of cash payments is irrelevant, as the COGS is allocated to the 

period in which it is incurred, not the period in which the goods are paid for.  

According to the COGS formula, a firm’s opening inventory in one financial year is the 

value of inventory carried forward from the previous financial year. If this inventory is 

consumed in the current financial year, it must be added to the COGS, due to the matching 

principle. Purchases during the year are the goods that have been purchased and recorded as 

assets that year. Thus, a firm’s opening inventory and the purchases it makes during the year 

represent the total goods available for sale during this financial year. These goods are 

recognised as costs only when they are sold. 



 

 

6 

6 

Closing inventory refers to the goods left in stock at the end of a financial year (i.e., 

goods that were not consumed during that accounting period). Thus, closing inventory should 

not be considered an expense, which is why it is deducted from COGS.  

 
3. Why is the statement of financial position an unreliable and limited source of information?  

 
The statement of financial position has various limitations. For example, it only displays 

a snapshot of the financial condition of a company on a given date, and this condition may be 

entirely different on other days of the year (Scott, 2018). The income statement depicts all 

transactions occurring before the date of the statement that have not been carried forward to 

the balance sheet. Transactions are reflected in the balance sheet on the final date of the 

period (Couchaman, 1928). The statement of financial position shows the financially 

measurable assets and liabilities of the company in monetary terms but ignores future cash 

inflows and outflows. 

Also, according to the duality principle, every transaction is recorded in two separate 

accounts on the financial statements. As assets are created, this gives rise to an increase in 

liabilities, income or capital (Scott, 2018). Looking at the statement of financial position only 

cannot reflect all aspects of the transaction are accounted for.  

Even though the statement of financial position presents financial figures and displays 

how the company utilizes assets, liability, and equity to support their business activities, they 

are all historical data and are limited to be used to assess risk of the business and to predict the 

future since too many unknowns will occur beyond the data. For example, the current ratio can 

be calculated from the statement of financial to measures Lego’s short-term debt-paying ability 
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and debt can represents Lego’s ability to pay debt in a long term, but the ratios represent the 

fact of the performance in the past. It will change according to the financial events happen in 

the company. In order to improve the quality of the decision made, Lego cannot limit itself in 

the figures and excel sheets, it needs to explore what is not being presented but still relevant to 

the business. 

Other shortcomings of the statement of financial position include issues related to the 

historic cost of assets and the market value of entities. First, the historic cost principle of 

accounting states that ‘the assets and liabilities of a business should be valued at their historic 

cost to the organization’ (Scott, 2018). For example, the values of some buildings that Lego 

purchased 40 years ago have risen over time. The historic costs of such buildings ‘become less 

and less relevant in decision making as the market moves forward and asset and loan values 

rise and fall in real terms with the onward march of the economy’ (Scott, 2018). Secondly, as 

Scott (2018) noted, ‘the monetary value of any entity is determined by the amount a third party 

would be willing to pay not only for all the known assets and liabilities but also for [its] 

unrecognized assets’. Thus, the statement of financial position alone cannot reflect the true 

value of an entity. 

 

4.  How can accounting help to measure the impact of socially responsible procurement? 

Apply the qualities of accounting information that reflect the case for and against reporting 

on socially responsible procurement in your chosen company.  

 

All the practice examples below are adapted from Lego’s Sustainability Progress Report 

(Lego, 2019).  
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5. Which depreciation policy did your chosen company apply to its non-current assets, and 

why? 

For example, one category of non-current asset represented in Lego’s statement of 

financial position is its high bay warehouses. These warehouses are purchased by Lego to 

generate revenue in the long term; they are treated as costs and allocated to the accounting 

periods in which Lego benefits from their use. According to the accruals basis of accounting, ‘all 

income and expenditure incurred in an accounting period is recognized in that period 

irrespective of when cash is received or paid’ (Scott, 2018). Based on this principle, Lego’s non-

current assets, including its property, plant and equipment, are held for its long-term use (i.e., 

to produce goods or services in the future).  

Lego’s annual report provides that ‘depreciation is calculated on a straight-line basis to 

allocate the cost of each asset to its residual value’ and estimates that its high bay warehouses 

are used to produce goods or services for 40 years (Lego, 2019). Thus, Lego starts to depreciate 

these assets when they are ready for use and depreciates them for the same period (i.e., 40 

years). 
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