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B Chapter 1 The importance of financial accounting

Learning objectives

Completion of this chapter will enable you to:
m outline the uses and purpose of accounting and the practice of accountancy

explain the development of the conceptual frameworks of accounting

outline the contents of the UK Statement of Principles (SOP)

explain the main UK accounting concepts and accounting and financial reporting
standards

m appreciate the meaning of true and fair view
m consider the increasing importance of international accounting standards

m explain what is meant by financial accounting, management accounting and financial
management

m illustrate the different types of business entity: sole traders, partnérships, private limited
companies, public limited companies

m explain the nature and purpose of financial statements
m identify the wide range of users of financial information
m consider the issues of accountability and financial reporting.

Introduction

This chapter explains why accounting and finance are such key elements of business life. Both for
aspiring accountants, and those of you who’may not continue to study accounting and finance
beyond the introductory level, the fundamental principles of accounting and the ways in which
accounting is regulated to protect owners of businesses, and the public in general, are important
topics. A broad appreciation will be useful not only in dealing with the subsequent text, but also
in the context of the day-to-day management of a business.

This chapter will look at why@ccounting is needed and how it is used and by whom. Accounting
and finance are wide subjects,.which often mean many things to many people. They are broadly
concerned with the organisation and management of financial resources. Accounting and accoun-
tancy are two terms which,;are sometimes used to mean the same thing, although they more cor-
rectly relate separately-to the subject and the profession.

Accounting and aceountancy are generally concerned with measuring and communicating the
financial information provided from accounting systems, and the reporting of financial results to
shareholders, lenders, creditors, employees and Government. The owners or shareholders of the
wide range of business entities that use accounting may be assumed to have the primary objec-
tive of maximisation of shareholder wealth. Directors of the business manage the resources of the
businessito meet shareholders’ objectives.

Accolinting operates through basic principles and rules. This chapter will examine the devel-
opment of conceptual frameworks of accounting, which in the UK are seen in the Statement of
Principles (SOP). We will discuss the rules of accounting, which are embodied in what are termed
accounting concepts and accounting standards.

Over the past few years there has been an increasing focus on trying to bring together the
rules, or standards, of accounting that apply in each separate country, into one set of accounting
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standards. For example, with effect from January 2005 all the stock exchange listed companies
within the European Union were required to comply with one such set of accounting standards
relating to the way in which they report financial information. We will discuss how this may affect
the topics we shall be covering in this book.

We will consider the processes used in accounting and look at an overview of the financial
statements used in financial reporting, and the way in which financial reporting is used to keep
shareholders informed. The timely and accurate disclosure of accounting information is‘a_funda-
mental requirement in the preparation of appropriate statements of the financial performance
and the financial position of a business. Directors and managers are responsible for.running busi-
nesses and their accountability to shareholders is maintained through their regular feporting on
the activities of the business.

A large number of accounting concepts and terms are used throughout this book, the defini-
tions of which may be found in the glossary of key terms at the end of the/book.

What is accounting, and what are its uses and purposes?

The original, basic purposes of accounting were to classify and record monetary transactions (see <l
Chapter 2) and present the financial results of the activities of an entity, in other words the scorecard

that shows how the business is doing. The accountingprofession has evolved and accounting tech-
niques have been developed for use in a much broaderbusiness context. To look at the current nature

of accounting and the broad purposes of accounting.systems we need to consider the three questions
these days generally answered by accounting information:

m how are we doing, and are we doing well erbadly? a scorecard (like scoring a game of
cricket, for example)

m which problems should be looked at? attention-directing

m which is the best alternative for deing a job? problem-solving

Although accountants and the-accounting profession have retained their fundamental roles they
have grown into various branches of the profession, which have developed their own specialisms and
responsibilities.

Accounting is a part of the information system within an organisation (see Chapter 2, which
explains double-entry bookkeeping, and how data are identified, recorded and presented as infor- <l
mation in the ways required by the users of financial information). Accounting also exists as a service
function, which ensures that the financial information that is presented meets the needs of the users
of financial information. To achieve this, accountants must not only ensure that information is ac-
curate, reliablé.and timely but also that it is relevant for the purpose for which it is being provided,
consistent for-comparability, and easily understood (see Figure 1.1).

In order to be useful to the users of financial information, the accounting data from which it is
prepared; together with its analysis and presentation, must be:

accurate — free from error of content or principle

reliable — representing the information that users believe it represents

timely — available in time to support decision-making

relevant — applicable to the purpose required, for example a decision regarding a future event or to
support an explanation of what has already happened
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m Features of useful financial information

financial
information

m consistent — the same methods and standards of measurement of data and presentation of infor-
mation to allow like-for-like comparison
m clear - capable of being understood by thosefor whom the information has been prepared.

In the next few sections we will see just how important these features are, and the ways they are
included in the development of various canceptual frameworks of accounting, and the account-
ing policies selected by companies.

The conceptual frameworks of accounting

How can the credibility and asefulness of accounting and financial information be ensured? Account-
ing operates within a framework. This framework is constantly changing and evolving as new prob-
lems are encountered, asynew practices and techniques are developed, and the objectives of users of
financial information‘are modified and revised.

The search for a'definitive conceptual framework, a theoretical accounting model, which may deal
with any new accounting problem that may arise, has resulted in many conceptual frameworks hav-
ing been developed in a number of countries worldwide. The basic assumption for these conceptual
frameworksis that financial statements must be useful. The general structure of conceptual frame-
works deals with the following six questions:

What is the purpose of financial statement reporting?

Who are the main users of accounting and financial information?

What type of financial statements will meet the needs of these users?

What type of information should be included in financial statements to satisfy these needs?
How should items included in financial statements be defined?

How should items included in financial statements be recorded and measured?

A ¢ AN
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In 1989 the International Accounting Standards Board (IASB) issued a conceptual framework i
that largely reflected the conceptual framework of the Financial Accounting Standards Board of the
USA issued in 1985. This was based on the ideas and proposals made by the accounting profession
since the 1970s in both the USA and UK. In 1999 the Accounting Standards Board (ASB) in‘the <
UK published its own conceptual framework called the Statement of Principles (SOP) for finaneial <l
reporting.

Progress check 1.1

What is meant by a conceptual framework of accounting?

gs
2

The Statement of Principles (SOP)

The 1975 Corporate Report was the first UK attempt at a conceptual framework. This, together
with the 1973 Trueblood Report published in the USA, provided. the basis for the conceptual frame-
work issued by the IASB in 1989, referred to in the previous section. It was followed by the pub-
lication of the SOP by the ASB in 1999. The SOP is a basicstfucture for determining objectives,
in which there is a thread from the theory to the practical\application of accounting standards to
transactions that are reported in published accounts. The SOP is not an accounting standard and
its use is not mandatory, but it is a statement of guidelines; it is, by virtue of the subject, constantly
in need of revision.
The SOP identifies the main users of financial information as:

investors

lenders

employees
suppliers
customers
Government

the general public.

The SOP focuses on the intérests of investors and assumes that each of the other users of financial
information is interested ifi or concerned about the same issues as investors.
The SOP consists of €ight chapters that deal with the following topics:

1. The objectives of financial statements, which are fundamentally to provide information that is
useful for the users of that information.

2. Identification of the entities that are required to provide financial statement reporting by virtue of
the demand for the information included in those statements.

3. The qualitative characteristics required to make financial information useful to users:
— materiality (inclusion of information that is not material may distort the usefulness of other <ailll

information)

—.relevance
= reliability
— comparability (enabling the identification and evaluation of differences and similarities)
— comprehensibility.

4. The main elements included in the financial statements — the ‘building blocks’ of accounting such
as assets and liabilities.
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When transactions should be recognised in financial statements.

How assets and liabilities should be measured.

How financial statements should be presented for clear and effective communication.
The accounting by an entity in its financial statements for interests in other entities.

®Nw

The UK SOP can be seen to be a very general outline of principles relating to the reporting of finan-
cial information. The SOP includes some of the basic concepts that provide the foundations fer'the
preparation of financial statements. These accounting concepts will be considered in more<detail in
the next section.

Progress check 1.2

\ 7
What are the aims of the UK Statement of Principles and how does it try to ach&re these aims?

Accounting concepts

The accounting framework revolves around the practice of accounting and the accountancy pro-
fession, which is bounded by rules, or concepts (see Figure 1.2, in which the five most important

\ %4
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Accounting concepts

concepts are shown in a darker colour) of what data should be included within an accounting system
and how that data should be recorded.

Accounting concepts are the principles underpinning the preparation of accounting infor= 4
mation relating to the ethical rules, boundary rules and recording and measurement rules of*ac:
counting. Ethical rules, or principles, are to do with limiting the amount of judgement (or indeed
creativity) that may be used in the reporting of financial information. Boundary rules are’to do
with which types of data, and the amounts of each, that should be held by organisations, and
which elements of financial information should be reported. Recording and measurement rules
of accounting relate to how the different types of data should be recorded and méasured by the
organisation.

Fundamental accounting concepts are the broad, basic assumptions, which underlie the periodic
financial accounts of business enterprises. The five most important concepts,‘which are discussed in
FRS 18, Accounting Policies, are as follows.

The prudence concept

Prudence means being careful or cautious. The prudence conceptis an ethical concept that is based <l
on the principle that revenue and profits are not anticipated, but are included in the income state-
ment only when realised in the form of either cash or other.assets, the ultimate cash realisation of
which can be assessed with reasonable certainty. Provision must be made for all known liabilities

and expenses, whether the amount of these is known with certainty or is a best estimate in the light

of information available, and for losses arising from specific commitments, rather than just guesses.
Therefore, companies should record all losses as sgon as they are known, but should record profits

only when they have actually been achieved in cash or other assets.

The consistency concept

The consistency concept is an ethical\rule that is based on the principle that there is uniformity of <
accounting treatment of like items.-within each accounting period and from one period to the next.
However, as we will see in Chaptet'3, judgement may be exercised as to the application of accounting
rules to the preparation of financial statements. For example, a company may choose from a variety

of methods to calculate the depreciation of its machinery and equipment, or how to value its inven- <l
tories. Until recently, onceaparticular approach had been adopted by a company for one accounting
period then this approaeh should normally have been adopted in all future accounting periods, un-

less there were compelling reasons to change. The ASB now prefers the approaches adopted by com-
panies to be revised by them, and the ASB encourages their change, if those changes result in showing

a truer and fairet.picture. If companies do change their approaches then they have to indicate this in

their annual reports and accounts.

The 'going concern concept

The going concern concept is a boundary rule that assumes that the entity will continue in opera- <
tional existence for the foreseeable future. This is important because it allows the original, historical
costs of assets to continue to be used in the balance sheet on the basis of their being able to generate
future income. If the entity was expected to cease functioning then such assets would be worth only
what they would be expected to realise if they were sold off separately (their break-up values) and
therefore usually considerably less.
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Birmingham City’s financial blues

their audit reports about both companies’ abil-
ity to continue as a ‘going concern’, the Premier
League wish to learn more information about
Birmingham’s financial position, the ownership
structure at the club and recent share activity.

A spokesman for the Premier League said:
“Under our financial criteria all the clubs haye to
submit future financial information. Thére are a
number of triggers that would result/inus taking
a closer look at a club’s financial dircumstances,
such as an “emphasis of matter” (e.g. a doubt on
the club’s ability to continue 4s a going concern)
on the accounts. This could result in measures
being placed upon a clab-to ensure its sustain-
ability going forward/

Under the new, rales, which were approved in
2009, the Premietkeague has a range of sanctions
available to it fobclubs that fall into financial dif-
ficulties, including a transfer embargo, a ban on
player contracts being extended or improved, or
the enforced sale of players. Carson Yeung, who
yesterday bought 8.6% of the club to increase his
stake in Birmingham International Holdings to
54.9%, provided written assurances to the Premier
League last year in relation to the club’s finances.

Birmingham’s fiscal position has come under
scrutiny at various points in the past 12 months,
including soon after their Carling Cup final vic-
tory, when Birmingham International Holdings
announced that Yeung was preparing to mortgage
his private properties in a cash-raising exercise.
The statement to the Hong Kong stock exchange
added that without fresh funds the business may
suffer ‘significant curtailment of its operation’.

It is understood that the Premier League is also
interested in whether Birmingham will be able to
raise the £24.65m that was outlined in the club’s
most recent accounts, which were signed off in
October.

Peter Pannu, Birmingham’s acting chairman,
maintains that the club remain on a sound finan-
cial footing.

Birmingham City face the threat of being de-
nied their licence to play in Europe next sea-
son if they cannot convince the Premier League
and the Football Association that their finances
are not a major cause for concern.

The Premier League is set to hold discussions
with the Birmingham board this month before
deciding in conjunction with the FA whether they
should be granted a Uefa licence and allowed to
play in the Europa League, for which they quali-
fied after winning the Carling Cup.

It is understood that a final decision on Birming-
ham’s participation is not expected to be made
until the middle of next month, when representa-
tives from the governing bodies meet to determine
which clubs meet the criteria for a licence. Uefa
delegates its licensing scheme to national associa-
tions, meaning that Birmingham will need to sat-
isfy the FA and the Premier League that they can
meet their financial liabilities for the year ahead.

This time last year Portsmouth, FA Cup final-
ists, were told that they would not be allowed to
compete in the Europa League after the FA and the
Premier League decided against endorsing their
application for a Uefa licence. Portsmouth, how-
ever, had failed to submit their application on titne
and were in administration with debts of £119m.
Birmingham’s situation is far different, 4lthough
there are genuine concerns at the Premier-League,
who have additional reasons for wishing to ask
questions of the St Andrew’s board:

Under the disclosure rulesCbrought in after
the collapse of Portsmouth Jast year, clubs must
submit ‘independently audited accounts t0 the
Premier League by 1 Match each year with re-
quirements to note any material qualifications oOr
issues raised by auditors’. Clubs are also required
to submit ‘future financial information” to the
Premier League by 31 March each year that will
act as an improved early warning system should
any clubtake undue financial risks which may
haverconsequences for future financial stability’.

As the accounts for Birmingham City football
&b and their parent company, Birmingham In-
ternational Holdings, included qualiﬁcations in

Source: Birmingham’s place in Europe threatened
by financial concerns, by Stuart James © The Guardian,
15 April 2011

Clty IOOtbaii Clllb mn July 200; tllroug}l hlS com y (0] IOIlal HOIdlIlgS LlIIllted.
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shares. Birmingham City plc (which owns the football club) was re-registered as a private com-
pany in November 2009 and the holding company renamed as Birmingham International Hold-
ings the following month. The latest accounts to 30 June 2010, which were signed off in October
2010, show that the club has debts of over £29m, of which £23m is owed to one creditor (HSBC):
The bank has a charge over the club’s land and buildings, which includes the club’s St Andréw’s
stadium. Birmingham City qualified to play in the 2011/12 season UEFA Europa League, but
the Premier League rules state that if doubts should arise over a club’s ability to remdin-a going
concern then the licence necessary to enter European competition will not be granted unless
documentary evidence is supplied to the Football Association which is accepted™as indicative
of the club’s ability to remain a going concern until the end of the season. Birmingham City’s
financial position was not helped by their relegation from the Premier League at the end of the
2010/11 season.

The accruals concept

The accruals concept (or the matching concept) is a recording{and measurement rule that is <
based on the principle that revenues and costs are recognised as'they are earned or incurred, are
matched with one another, and are dealt with in the income,statement of the period to which
they relate, irrespective of the period of receipt or payment. It would be misleading to report
profit as the difference between cash received and cash pdid during a period because some trading

and commercial activities of the period would be excluded, since many transactions are based on
credit.

Most of us are users of electricity. We may use it-over a period of three months for heating, lighting
and running our many home appliances, before receiving an invoice from the electricity supplier for
the electricity we have used. The fact that we:have not received an invoice until much later doesn’t
mean we have not incurred a cost for each month. The costs have been accrued over each of those
months, and we will pay for them at a later.date.

The separate valuation.concept

The separate valuation congept is a recording and measurement rule that relates to the deter- <
mination of the aggregate amount of any item. In order to determine the aggregate amount of an
asset or a liability, each individual asset or liability that makes up the aggregate must be deter-
mined separately. This isimportant because material items may reflect different economic circum-
stances. There must be-a review of each material item to comply with the appropriate accounting
standards:

m IAS 16 (Property, Plant and Equipment)
m IAS 36 (Impairment of Assets)
m IAS 37 (Provisions, Contingent Liabilities and Contingent Assets).

(Seethe'later section, which discusses UK and international accounting and financial reporting stan-

dards called Financial Reporting Standards (FRSs), International Financial Reporting Standards <

(IFRSs), and International Accounting Standards (1ASs).) <
Note the example of the Millennium Dome 2000 project, which was developed in Greenwich, Lon-

don, throughout 1999 and 2000 and cost around £800m. At the end of the year 2000 a valuation of

the individual elements of the attraction resulted in a total of around £100m.

The further eight fundamental accounting concepts are as follows.
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The substance over form concept

Where a conflict exists, the substance over form concept, which is an ethical rule, requires the struc-
turing of reports to give precedence to the representation of financial or economic reality over strict ad-
herence to the requirements of the legal reporting structure. This concept is dealt with in IAS 17, Leasés:
When a company acquires an asset using a finance lease, for example a machine, it must disclose.the
asset in its balance sheet even though not holding legal title to the asset, whilst also disclosing separately
in its balance sheet the amount that the company still owes on the machine. The reason for showing the
asset in the balance sheet is because it is being used to generate income for the business, in the same way
as a purchased machine. The substance of this accounting transaction (treating a leased asset as though
it had been purchased) takes precedence over the form of the transaction (the lease itself ).

The business entity concept

The business entity concept is a boundary rule that ensures that financial-accounting information
relates only to the activities of the business entity and not to the other activities of its owners. An
owner of a business may be interested in sailing and may buy a boat and-pay a subscription as a mem-
ber of the local yacht club. These activities are completely outside-the activities of the business and
such transactions must be kept completely separate from the accounts of the business.

The periodicity concept

The periodicity concept (or time interval concept) is a boundary rule. It is the requirement to
produce financial statements at set time intervals. This requirement is embodied, in the case of UK
companies, in the Companies Act 2006 (all futuresreferences to the Companies Act will relate to the
Companies Act 2006 unless otherwise stated). Both annual and interim financial statements are re-
quired to be produced by public limited compahies (plcs) each year.

Internal reporting of financial information-to management may take place within a company on a
monthly, weekly, daily, or even an hourly basis. But owners of a company, who may have no involve-
ment in the running of the business or'its internal reporting, require the external reporting of their
company’s accounts on a six-monthly.and yearly basis. The owners of the company may then rely on
the regularity with which the repotting of financial information takes place, which enables them to
monitor company performance;and compare figures year on year.

The money measurement concept

The money measurement concept is a recording and measurement rule that enables information re-
lating to transactions to be fairly compared by providing a commonly accepted unit of converting quan-
tifiable amounts,into recognisable measures. Most quantifiable data are capable of being converted,
using a common)denominator of money, into monetary terms. However, accounting deals only with
those items capable of being translated into monetary terms, which imposes a limit on the scope of ac-
counting to‘report such items. You may note, for example, that in a university’s balance sheet there is no
value included for its human resources, that is its lecturers, managers, and secretarial and support staff.

The historical cost concept

The historical cost conceptis a recording and measurement rule that relates to the practice of valuing
assets at their original acquisition cost. For example, you may have bought a mountain bike two years
ago for which you were invoiced and paid £150, and may now be wondering what it is currently worth.
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One of your friends may consider it to be worth £175 because they feel that the price of new mountain
bikes has increased over the past two years. Another friend may consider it to be worth only £100 be-
cause you have used it for two years and its condition has deteriorated. Neither of your friends may be
incorrect, but their views are subjective and they are different. The only measure of what your bike is
worth on which your friends may agree is the price shown on your original invoice, its historical cost.

Although the historical cost basis of valuation may not be as realistic as using, for instance, a cur-
rent valuation, it does provide a consistent basis for comparison and almost eliminates the need for
any subjectivity.

The realisation concept

The realisation conceptis a recording and measurement rule and is the principlethat increases in val-
ue should only be recognised on realisation of assets by arm’s-length sale to an.independent purchaser.
This means, for example, that sales revenue from the sale of a product or service is recognised in ac-
counting statements only when it is realised. This does not mean whenthe cash has been paid over by
the customer; it means when the sale takes place, that is when the product or service has been deliv-
ered, and ownership is transferred to the customer. Very often, salespersons incorrectly regard a ’sale’
as the placing of an order by a customer because they are usually very optimistic and sometimes forget
that orders can get cancelled. Accountants, being prudent individuals, ensure that sales are correctly
recorded through the issuing of an invoice when services or goods have been delivered (and installed).

The dual aspect concept

The dual aspect concept is the recording and measurement rule that provides the basis for double-
entry bookkeeping. It reflects the practical reality that every transaction always includes both the
giving and receiving of value. For example, a company may pay out cash in return for a delivery into
its warehouse of a consignment of productsthat it subsequently aims to sell. The company’s reduction
in its cash balance is reflected in the increase in its inventory of products.

The materiality concept

Information is material if its omission or misstatement could influence the economic decisions of
users taken on the basis of the)financial statements. Materiality depends on the size of the item or
error judged, its significancey/in the particular circumstances of its omission or misstatement. Thus,
materiality provides a threshold or cut-off point rather than being a primary qualitative characteristic
that information must have if it is to be useful. The materiality concept is the overriding recording
and measurement rule; which allows a certain amount of judgement in the application of all the other
accounting congepts. The level of materiality, or significance, will depend on the size of the organisa-
tion and the type of revenue or cost, or asset or liability being considered. For example, the cost of
business stationery is usually charged as an expense regardless of whether or not all the items have
been used; it would be pointless to try and attribute a value to such relatively low-cost unused items.

True and fair view

The term true and fair view was introduced in the Companies Act 1947, requiring that companies’
reporting of their accounts should show a true and fair view. It was not defined in that Act and has
not been defined since. Some writers have suggested that conceptually it is a dynamic concept but
over the years it could be argued that it has failed, and various business scandals and collapses have

<
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occurred without users being alerted. The concept of true and fair was adopted by the European
Community Council in its fourth directive, implemented by the UK in the Companies Act 1981, and
subsequently in the implementation of the seventh directive in the Companies Act 1989 (sections 226
and 227). Conceptually the directives require additional information where individual provisions are
insufficient.

In practice true and fair view relates to the extent to which the various principles, concepts_and
standards of accounting have been applied. It may therefore be somewhat subjective and, subject
to change as new accounting rules are developed, old standards replaced and new standards intro-
duced. It may be interesting to research the issue of derivatives and decide whether the/tsue and fair
view concept was invoked by those companies that used or marketed these financial instruments, and
specifically consider the various collapses or public statements regarding losses incurred over the past
few years. Before derivatives, the issue which escaped disclosure in financial feporting under true
and fair view was leasing.

UK accounting and financial reporting standards

A number of guidelines, or standards (some of which we have already discussed), have been devel-
oped by the accountancy profession to ensure truth, fairness and-Consistency in the preparation and
presentation of financial information.

A number of bodies have been established to draft accounting policy, set accounting standards,
and to monitor compliance with standards and the provisions of the Companies Act. The Financial
Reporting Council (FRC), whose chairman is appointed-by the Secretary of State for Business, Inno-
vation and Skills and the Bank of England, develops;accounting standards policy and gives guidance
on issues of public concern. The ASB, which is composed of members of the accountancy profession,
and on which the Government has an observer.status, has responsibility for development, issue and
withdrawal of accounting standards.

The accounting standards are called. Financial Reporting Standards (FRSs). Up to 1990 the
accounting standards were known as Statements of Standard Accounting Practice (SSAPs), and
were issued by the Accounting Standards Committee (ASC), the forerunner of the ASB. Although
some SSAPs have now been withdrawn there are, in addition to the new FRSs, a large number of
SSAPs that are still in force.

The ASB is supported by the Urgent Issues Task Force (UITF). Its main role is to assist the ASB in
areas where an accounting standard or Companies Act provision exists, but where unsatisfactory or
conflicting interpretations have developed or seem likely to develop. The UITF also deals with issues
that need to be resolvedmore quickly than through the issuing of an accounting standard. A recent
example of this was the guidance on the accounting aspects of a recent EU directive which makes pro-
ducers of electrical equipment responsible for financing waste management costs of their products,
such as the costs‘of collection, treatment and environmentally sound disposal. The Financial Report-
ing Review Panel (FRRP) reviews comments and complaints from users of financial information. It
enquires into the annual accounts of companies where it appears that the requirements of the Compa-
nies Act, ineluding the requirement that annual accounts shall show a true and fair view, might have
been breached. The Stock Exchange rules covering financial disclosure of publicly quoted companies
require such companies to comply with accounting standards and reasons for non-compliance must
bedisclosed.

Pressure groups, organisations and individuals may also have influence on the provisions of the
Companies Act and FRSs (and SSAPs). These may include some Government departments (for
example HM Revenue & Customs and the Office of Fair Trading) in addition to the Department
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for Business, Innovation and Skills (BIS) and employer organisations such as the Confederation of
British Industry (CBI), and professional bodies like the Law Society, Institute of Directors, and Char-
tered Management Institute.

There are therefore many diverse influences on the form and content of company accounts«In
addition to legislation, standards are continually being refined, updated and replaced and ‘fur-
ther enhanced by various codes of best practice. As a response to this the UK Generally Accepted
Accounting Practice (UK GAAP), first published in 1989, includes all practices that areconsidered
to be permissible or legitimate, either through support by statute, accounting standard or official
pronouncement, or through consistency with the needs of users and of meeting the fundamen-
tal requirement to present a true and fair view, or even simply through authoritative support in
the accounting literature. UK GAAP is therefore a dynamic concept, which changes in response to
changing circumstances.

Within the scope of current legislation, best practice and accounting standards, each company
needs to develop its own specific accounting policies. Accounting policjes-are the specific account- <
ing bases selected and consistently followed by an entity as being, in the epinion of the management,
appropriate to its circumstances and best suited to present fairly itswresults and financial position.
Examples are the various alternative methods of valuing inventories.of materials, or charging the cost
of a machine over its useful life, that is, its depreciation.

The accounting standard that deals with how a company-chooses, applies and reports on its
accounting policies is called FRS 18, Accounting Policies, and was issued in 2000 to replace
SSAP 2, Disclosure of Accounting Policies. FRS 18 clarified when profits should be recognised
(the realisation concept), and the requirement of ‘neutrality’ in financial statements in neither
overstating gains nor understating losses (the prudence concept). This standard also emphasised
the increased importance of the going concern‘concept and the accruals concept. The aims of
FRS 18 are:

B to ensure that companies choose accounting policies that are most suitable for their individual
circumstances, and incorporate the key-characteristics stated in Chapter 3 of the SOP

m to ensure that accounting policies are reviewed and replaced as necessary on a regular basis

m to ensure that companies report. accounting policies, and any changes to them, in their annual
reports and accounts so that.ugers of that information are kept informed.

Whereas FRS 18 deals with the disclosure by companies of their accounting policies, FRS 3,
Reporting Financial Transdctions, deals with the reporting by companies of their financial
performance. Financial performance relates primarily to the income statement, whereas finan-
cial position relates primarily to the balance sheet. FRS 3 aims to ensure that users of financial
information get a.good insight into the company’s performance during the period to which the
accounts relatel, This is in order that decisions made about the company may be made on an in-
formed basis*FRS 3 requires the following items to be included in company accounts to provide
the required.level of reporting on financial performance (all to be discussed in greater detail in
Chapter 4 which is about the income statement, and Chapter 8, which looks at published reports
and aceounts):

analysis of sales, cost of sales, operating expenses and profit before interest

exceptional items

extraordinary items

statement of recognised gains and losses (a separate financial statement along with the balance
sheet, income statement and statement of cash flows).
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Progress check 1.3

What is meant by accounting concepts and accounting standards, and why are they needed? Give
some examples. %

(o)

International accounting standards

The International Accounting Standards Committee (IASC), set up in 1973, which’is supported by
each of the major professional accounting bodies, fosters the harmonisation of accotinting standards
internationally. To this end each UK FRS (Financial Reporting Standard) includes a section explain-
ing its relationship to any relevant international accounting standard.

There are wide variations in the accounting practices that have been déveloped in different coun-
tries. These reflect the purposes for which financial information is required by the different users of
that information, in each of those countries. There is a different focuson the type of information and
the relative importance of each of the users of financial informatiomyin each country. This is because
each country may differ in terms of:

m who finances the businesses — individual equity shareholders, institutional equity shareholders,
debenture holders, banks, etc.

B tax systems either aligned with or separate from accounting rules

the level of government control and regulation

m the degree of transparency of information.

The increase in international trade and globalisation has led to a need for convergence, or har-
monisation, of accounting rules and practices:. The IASC was created in order to develop international
accounting standards, but these have been‘slow in appearing because of the difficulties in bringing
together differences in accounting procedures. Until 2000 these standards were called International
Accounting Standards (IASs). The successor to the IASC, the IASB (International Accounting Stan-
dards Board), was set up in April 2001to make financial statements more comparable on a worldwide
basis. The IASB publishes its stanidards in a series of pronouncements called International Financial
Reporting Standards (IFRSs).At*has also adopted the body of standards issued by the IASC, which
continue to be designated IASs.

The former chairman of-the IASB, Sir David Tweedie, who retired in June 2011, said that ‘the aim
of the globalisation of acecounting standards is to simplify accounting practices and to make it easier
for investors to compare the financial statements of companies worldwide’. He also said that ‘this will
break down barriets-to investment and trade and ultimately reduce the cost of capital and stimulate
growth’ (Business.Week, 7 June 2004). On 1 January 2005 there was convergence in the mandatory
application of the IFRSs by listed companies within each of the European Union member states. The
impact of this should be negligible with regard to the topics covered in this book, since UK accounting
standards.have already moved close to international standards. The reason for this is that the UK SOP
was drawn up using the 1989 IASB conceptual framework for guidance. A list of current IFRSs and
[ASsis shown in Appendix 1 at the end of this book.

At the time of writing this book, major disagreements between the EU and accountants world-
wide over the influence of the EU on the process of developing International Accounting Standards
are causing concern that the dream of the globalisation of accounting standards may not be possible
(see the article below from the 5 April 2010 edition of the Financial Times).
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Who controls the IASB? FT

should not be the subject of regulatory interven-
tion but should focus on providing an accurate
snapshot of a company’s value.

During an increasingly tense meeting on future
funding for the IASB, Mr Barnier said that{ithe
two issues of financing and governance can be
linked”.

«“We want to see morc issuers — rhore banks
and more companies — and more prodential regu-
lators represented on the governing board [of the
IASB]”, he said.

Mr Barnier went on toSay that it was “pre-
mature” to expect the EU o increase its annual
£4.3m ($6.5m) budget Contribution for the JASB.
Moreover, Brussels~intended to reconsider its
funding annually

Senior accauntants said Mr Barnier’s salvo
could bring. Brussels into conflict with the Us
and Asia@nd derail the convergence process.
Moré-than 110 countries, including most of
Europe’and Asia, use the International Financial
Reporting Standards drawn up by the IASB. US
companies continue to report under Generally
Accepted Accounting Principles while regulators
consider whether to endorse IFRS.

The European Union’s new internal market
commissioner has proposed reforms to the
body that sets international accounting rules, in-
furiating accountants and potentially scotching
fragile hopes of global convergence.

In an apparent power grab by Brussels, Michel
Barnier has suggested future funding of the In-
ternational Accounting Standards Board might
depend on whether it bows t0 political pressure
from the European Commission to make changes
to its governance.

Mr Barnier’s suggestion, made at a meeting
of top accountants and regulators in London,
stunned the accounting community by raising
questions about TASB independence during cru-
cial talks to establish an international set of ac-
counting rules.

The Group of 20 most industrialised nations
last September pledged support for a single set
of accounting standards to improve capital flows
and reduce cross-border arbitrage in response t0
the financial crisis. However, achieving consen-
sus is proving increasingly difficult.

Crucially, many European policymakers be-
lieve prudential regulators should be more in=
volved in TASB governance SO that accounting
can be used as a tool for financial stability:

But accountants and business leadets.” particu-
larly in the US and Japan — argue that accounts

Source: Push for accounting convergence threatened
by EU reform drive, by Rachel Sanderson © Financial
Times, 5 April 2010

Progress check 1.4

What is the significanée)
. of the Internati i i i
count by the IASB?a& ional Financial Reporting Standards (IFRSs) that have been

L

Worked example 1.1

N
Yc‘(pg Fred Osb i
orne i
g frec 00 gra(zle;m;ie;l that he would like to start to train to become an accountant. S
e st with the ghe (and afte‘r an extended backpacking trip across a few cont'. e
L€ regisrered Wi the artered Institute of Management Accountants (CIMA). At hmemS)
S groljl ;yr;l}fnt az Part of the graduate intake in the finance dep;artr:leits aIfne
. . The auditors came in s iy
e e : oon after Fred started his job a i
confused at their conversations with some of the seniorJac ntante They
countants. They
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talked about accounting concepts and this standard and that standard, SSAPs, FRSs, and IFRSs,
all of which meant very little to Fred. Fred asked his boss, the Chief Accountant Angela Jones, if
she could give him a brief outline of the framework of accounting one evening after work over ,(

a drink. (’O

Angela’s outline might have been something like this:

B Accounting is supported by a number of rules, or concepts, that have evolved over manyhun-
dreds of years, and by accounting standards to enable consistency in reporting through the
preparation of financial statements.

m Accounting concepts relate to the framework within which accounting operates; ethical con-
siderations and the rules relating to measurement of data.

® A number of concepts relate to the boundaries of the framework: business entity; going con-
cern; periodicity.

® A number of concepts relate to accounting principles or ethics: consistency; prudence; sub-
stance over form.

m A number of concepts relate to how data should be measured @nd recorded: accruals; sep-
arate valuation; money measurement; historical cost; realisation; materiality; dual aspect.

m Accounting standards are formulated by a body comprised-of members of the accounting
institutes (Accounting Standards Board — ASB) and are,guidelines which businesses are rec-
ommended to follow in the preparation of their financial statements.

m The original standards were the Statements of Standard Accounting Practice (SSAPs) which
have been and continue to be superseded by the Financial Reporting Standards (FRSs).

m The aim of the SSAPs/FRSs is to cover all the(issues and problems that are likely to be en-
countered in the preparation of financial statements and they are the authority to ensure that
‘financial statements of a reporting entity give a true and fair view of its state of affairs at
the balance sheet date and of its profit or loss for the financial period ending on that date’ (as
quoted from the ASB foreword to Acecounting Standards).

m SSAPs were promulgated by the Aeeounting Standards Committee (ASC) and FRSs are pro-
mulgated by the ASB.

m In recent years the Internatiofial Accounting Standards Board (IASB), which is an indepen-
dent standard-setting board.based in the UK, has sought to develop a set of high-quality
globally accepted financial reporting standards based upon clearly articulated accounting
principles.

m From 2005 all listedleompanies in the EU have been required to prepare their financial state-
ments in accordance with the standards of the IASB, which are called International Financial
Reporting Standards (IFRSs).

There is considerable convergence between the international and UK standards and indeed the
ASB develops’and amends its standards in the light of IFRSs.

Financial accounting, management accounting
and financial management
The provision of a great deal of information, as we shall see as we progress through this book, is

mandatory; it is needed to comply with, for example, the requirements of Acts of Parliament, and
HM Revenue & Customs. However, there is a cost of providing information that has all the features
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that have been described, which therefore renders it potentially useful information. The benefits
from producing information, in addition to mandatory information, should therefore be considered
and compared with the cost of producing that information to decide on which information is ‘really’
required.

Accountants may be employed by accounting firms, which provide a range of accounting-related
services to individuals, companies, public services and other organisations. Alternatively,.account-
ants may be employed within companies, public services and other organisations. Accounting firms
may specialise in audit, corporate taxation, personal taxation, VAT, or consultancy (see the right- <
hand column of Figure 1.3). Accountants within companies, public service organisatiens etc., may be
employed in the main functions of financial accounting, management accounting, and treasury <
management (see the left-hand column of Fig. 1.3), and also in general management. Accounting
skills may also be required in the areas of financial management and corporate finance. Within <
companies this may include responsibility for investments, and the management of cash and foreign
currency risk. External to companies this may include advice relating to-mergers and acquisitions,
and Stock Exchange flotations. |

Financial accounting

Financial accounting is primarily concerned with the first question answered by accounting informa-
tion, the scorecard function. Taking a car-driving analogy, financial accounting makes greater use of
the rear-view mirror than the windscreen; financial accounting is primarily concerned with historical
information.

Financial accounting is the function responsible in general for the reporting of financial in-
formation to the owners of a business, and specifically for preparation of the periodic external
reporting of financial information, statutorily required, for shareholders. It also provides simi-
lar information as required for Governmentand other interested third parties, such as potential
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Chapter 1 The importance of financial accounting

investors, employees, lenders, suppliers, customers and financial analysts. Financial accounting
is concerned with the three key financial statements: the balance sheet; income statement;
statement of cash flows. It assists in ensuring that financial statements are included in pub-
lished reports and accounts in a way that provides ease of analysis and interpretation of company,
performance.

The role of financial accounting is therefore concerned with maintaining the scorecard for thejen-
tity. Financial accounting is concerned with the classification and recording of the monetary transac-
tions of an entity in accordance with established concepts, principles, accounting standards and legal
requirements and their presentation, by means of income statements, balance sheets and\statements
of cash flows, during and at the end of an accounting period.

Within most companies, the financial accounting role usually involves much more than the prepa-
ration of the three main financial statements. A great deal of analysis is required to support such
statements and to prepare information both for internal management and in preparation for the an-
nual audit by the company’s external auditors. This includes sales analyses, bank reconciliations,
and analyses of various types of expenditure.

A typical finance department has the following additional functions-within the financial account-
ing role: control of accounts payable to suppliers (the purchaselédger); control of accounts re-
ceivable from customers (the sales ledger), and credit control; eofitrol of cash (and possible wider
treasury functions) including cash payments, cash receipts, managers’ expenses, petty cash and
banking relationships. The financial accounting role also usually includes responsibility for payroll,
whether processed internally or by an external agency. However, a number of companies elect to
transfer the responsibility for payroll to the personnel, or. human resources department, bringing
with it the possibility of loss of internal control.

The breadth of functions involved in financial ‘accounting can require the processing of high
volumes of data relating to purchase invoices, supplier payments, sales invoices, receipts from cus-
tomers, other cash transactions, petty cash, employee expense claims and payroll data. Control and
monitoring of these functions therefore additienally requires a large number of reports generated by
the accounting systems, for example:

m analysis of trade receivables (debtors): those who owe money to the company — by age of debt
analysis of trade payables (creditors): those to whom the company owes money — by age of
invoice

sales analyses

cheque and automated payments

records of non-current assets

invoice lists.

Management accounting

Past performance is never a totally reliable basis for predicting the future. However, the vast amount
of data required for the preparation of financial statements, and maintenance of the further subsid-
iary aceoumiting functions, provides a fertile database for use in another branch of accounting, namely
management accounting.

Management accounting is primarily concerned with the provision of information to managers
within the organisation for product costing, planning and control, and decision-making, and is to a
lesser extent involved in providing information for external reporting.

The functions of management accounting are wide and varied. Whereas financial accounting
is primarily concerned with past performance, management accounting makes use of historical
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data, but focuses almost entirely on the present and the future. Management accounting is involved
with the scorecard role of accounting, but in addition is particularly concerned with the other two
areas of accounting, namely problem-solving and attention-directing. These include cost analysis;
decision-making, sales pricing, forecasting and budgeting, all of which will be discussed later.in
this book.

Financial management

Financial management has its roots in accounting, although it may also be regarded.as a branch of
applied economics. It is broadly defined as the management of all the processes associated with the
efficient acquisition and deployment of both short- and long-term financial resources. Financial man-
agement assists an organisation’s operations management to reach its financial objectives. This may
include, for example, responsibility for corporate finance and treasury management, which is con-
cerned with cash management, and the management of interest rate and foreign currency exchange
rate risk.

The management of an organisation generally involves the thrée-overlapping and interlinking
roles of strategic management, risk management and operations.management. Financial manage-
ment supports these roles to enable management to achieve the financial objectives of the share-
holders. Financial management assists in the reporting of financial results to the users of financial
information, for example shareholders, lenders and employees.

The responsibility of the finance department for financial management includes the setting up
and running of reporting and control systems, raising and managing funds, the management of
relationships with financial institutions, and the use of information and analysis to advise manage-
ment regarding planning, policy and capital investment. The overriding requirement of financial
management is to ensure that the financial objectives of the company are in line with the interests
of the shareholders; the underlying fundamental objective of a company is to maximise shareholder
wealth.

Financial management, therefore, includes both accounting and treasury management. Treasury
management includes the management and control of corporate funds, in line with company policy.
This includes the management of banking relationships, borrowings and investment. Treasury man-
agement may also include the tise-of the various financial instruments, which may be used to hedge
the risk to the business of changes in interest rates and foreign currency exchange rates, and advising
on how company strategy.may be developed to benefit from changes in the economic environment
and the market in which'the business operates. This book will identify the relevant areas within these
subjects, which will be-covered as deeply as considered necessary to provide a good introduction to
financial management:

As management)accounting has continued to develop its emphasis on decision-making and strat-
egic management, and broaden the range of activities that it supports, it has now come to be regarded
as an integral part of financial management.

Worked example 1.2

) A friend of yours is thinking about pursuing a career in accounting and would like some views
' onthe major differences between financial accounting, management accounting and financial
management.
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The following notes provide a summary that identifies the key differences.

Financial accounting: The financial accounting function deals with the recording of past and
current transactions, usually with the aid of computerised accounting systems. Of the various
reports prepared, the majority are for external users, and include the income statement, bal-
ance sheet, and the statement of cash flows. In a plc, such reports must be prepared at least
every 6 months, and must comply with current legal and reporting requirements.

Management accounting: The management accounting function works alongside the finan-
cial accounting function, using a number of the day-to-day financial accounting reports from
the accounting system. Management accounting is concerned largely with looking'at current is-
sues and problems and the future in terms of decision-making and forecasting; fer example the
consideration of ‘what if’ scenarios during the course of preparation of forecasts and budgets.
Management accounting outputs are mainly for internal users, with much.confidential report-
ing, for example to the directors of the company.

Financial management: Financial management may include responsibilities for corporate
finance and the treasury function. This includes the management and control of corporate
funds, within parameters specified by the board of directors, The role often includes the man-
agement of company borrowings, investment of surplus funds, the management of both inter-
est rate and exchange rate risk, and giving advice on ecéonomic and market changes and the
exploitation of opportunities. The financial management-function is not necessarily staffed by
accountants. Plcs report on the treasury activities of the company in their periodic reporting
and financial review.

Some of the important functions in which management accounting and financial management
may be involved include:

forecasting revenues and costs

planning activities

managing costs

identifying alternative sources and costs of funding
managing cash

negotiations with bankers

evaluation of investments

measurement and-control of performance

union negotiations

negotiating with government

costing compliance with social, environmental and sustainability requirements.

Progress check 1.5

What are the main differences between financial accounting, management accounting and financial
management?
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Accounting and accountancy

Accounting is sometimes referred to as a process of identifying, measuring and communicating eco-
nomic information to permit informed judgements and decisions by users of the information, and
also to provide information, which is potentially useful for making economic and social decisions.
The term ‘accounting’ may be defined as:

m the classification and recording of monetary transactions

m the presentation and interpretation of the results of those transactions in order to-assess perfor-
mance over a period and the financial position at a given date

m the monetary projection of future activities arising from alternative planned courses of action.

Accounting processes are concerned with how data are measured and recorded and how the account-
ing function ensures the effective operation of accounting and financial systems. Accounting processes
follow a system of recording and classification of data, followed by summarisation of financial informa-
tion for subsequent interpretation and presentation. An accounting system'is a series of tasks and records
of an entity by which the transactions are processed as a means of maintaining financial records. Such
systems identify, assemble, analyse, calculate, classify, record, summarise and report transactions.

Most companies prepare an accounting manual that provides‘the details and responsibilities for
each of the accounting systems. The accounting manual is a collection of accounting instructions gov-
erning the responsibilities of persons, and the procedures, forms and records relating to preparation
and use of accounting data.

There may be separate accounting manuals for the comnstituent parts of the accounting system, for
example:

m financial accounting manual — general ledgerand coding

B management accounting manual — budget-and cost accounting

m financial management/treasury manual:~'bank reconciliations and foreign currency exposure
management.

Accountancy is defined as the practice of accounting. A qualified accountant is a member of <
the accountancy profession, and in.the UK is a member of one of the six professional accountancy
bodies (see Figure 1.4). An accauntant becomes qualified within each of these institutes through
passing a large number of extremely technically demanding examinations and completion of a
mandatory period of threesyears’ practical training. The examination syllabus of each of the pro-
fessional bodies tends to bevery similar; each body provides additional emphasis on specific areas

of accounting.

Chartered Management Accountants (qualified members of CIMA) receive their practical train-
ing in industrial and commercial environments, and in the public sector, for example the NHS. They
are involved in practical accounting work and development of broader experience of strategic and
operational management of the business. Certified Accountants (qualified members of ACCA) and
Chartered Accountants (qualified members of ICAEW, ICAS, or ICAI) usually receive training while
working in,a practising accountant’s office, which offers services to businesses and the general public,
but may-also receive training while employed in industrial and commercial organisations. Training
focuses initially on auditing, and may then develop to include taxation and general business advice.
Many accountants who receive training while specialising in central and local government usually,
but not exclusively, are qualified members of CIPFA.

There are also a number of other accounting bodies like the Association of Accounting Technicians
(AAT), Association of International Accountants, and Association of Authorised Public Accountants.
The AAT, for example, provides bookkeeping and accounting training through examination and
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m The professional accounting bodies
professional accounting sz
bodies (:D

Y Y )

Chartered Institute of Management Institute of Chartered Accoun@s}
Accountants (CIMA) in England and Wales (IC
| .,
v/
Association of Chartered Certified Institute of Chartere ountants
Accountants (ACCA) in Scotland S)
Chartered Institute of Public Finance Institute of C@lered Accountants
and Accountancy (CIPFA) :r)( and (ICAI)
~
Y ~

other secondary bodies, for example._ ()
Association of Accounting Technicians},ﬁé\f)

& D J

experience to a high level of competence, but short of that¥equired to become a qualified account-
ant. Treasury management is served by the Association of*Corporate Treasurers (ACT). This quali-
fication has tended to be a second qualification for dccountants specialising in corporate funding,
cash and working capital management, interest rate and foreign currency exchange rate risk man-
agement. In the same way, the Institute of Taxation'serves accountants who are tax specialists.

Progress check 1.6
S

What services does accounting offe(snd why do businesses need these services?
. O

Worked example 1.3
N

Of which professio godies are accountants likely to be members if they are employed as audi-
tors, or if they mployed in the industrial and commercial sectors, or if they are employed
in local goverm nt?

The follo ist of each of the types of professional accounting bodies links them with the sort
of accot@ing they may become involved in.

Cha@ed Institute of Management Accountants (CIMA): management accounting and
financial accounting roles with a focus on management accounting in the industrial and com-
‘;tq cial sectors, and strategic and operational management

OQnstitutes of Chartered Accountants (ICAEW, ICAS, ICAI): employment within a firm of ac-
* countants, carrying out auditing, investigations, taxation and general business advice — possible
opportunities to move into an accounting role in industry
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Chartered Institute of Public Finance and Accountancy (CIPFA): accounting role within
central government or local government C
Association of Chartered Certified Accountants (ACCA): employment either within a ﬁrm'g}
of accountants, carrying out auditing etc., or management accounting and financial account@
roles within commerce/industry )
Association of Corporate Treasurers (ACT): commercial accounting roles with aln@otal
emphasis on treasury issues: corporate finance; funding; cash management; workgg apital
management; financial risk management Q)

%)

Types of business entity

Business entities are involved either in manufacturing (for example, food and automotive com-
ponents) or in providing services (for example retailing, hospitals or television broadcasting). Such
entities include profit-making and not-for-profit organisations, and eharities. The main types of en-
tity, and the environments in which they operate are represented in Figure 1.5. The four main types
of profit-making organisations are explained in the sections thatfollow.

X/
m Types of business entity {Q

profit-making k not-for-profit
Q organisations

organisations

{Sole
~raders

O

quangos

voluntary
organisations

the political,
economic, social,
technological change,
environmental,
and legislative

§) and LLPs

*Xo private limited environment public sector
'Q() companies (Ltd) (PESTEL) bodies
Q
& ...
public limited
v, companies (plc)
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The variety of business entities can be seen to range from quangos (quasi-autonomous non-
government organisations) to partnerships to limited companies. Most of the topics covered in this
book apply to any type of business organisation that has the primary aim of maximising the wealth
of its owners: limited liability companies, both private (Ltd) companies and public (plc) limited comz
panies, sole traders and partnerships.

Progress check 1.7

NS
What are the different types of business entity? Can you think of some examples of e(@ﬁ

Sole traders

A sole trader entity is applicable for most types of small business. It is owned and financed by one
individual, who receives all the profit made by the business, even though'more than one person may
work in the business.

The individual sole trader has complete flexibility regarding:

m the type of (legal) activities in which the business may be engaged
m when to start up or cease the business
m the way in which business is conducted.

The individual sole trader also has responsibility for:

financing the business

risk-taking

decision-making

employing staff

any debts or loans that the business may have (the responsibility of which is unlimited, and cases
of financial difficulty may result in personal property being used to repay debts).

A sole trader business is simple and cheap to set up. There are no legal or administrative set-up
costs as the business does not have'to be registered since it is not a legal entity separate from its
owner. As we shall see, this is unlike the legal position of owners, or shareholders, of limited com-
panies who are recognised as.separate legal entities from the businesses they own.

Accounting records are*needed to be kept by sole traders for the day-to-day management of the
business and to provide an’account of profit made during each tax year. Unlike limited companies,
sole traders are not required to file a formal report and accounts each year with the Registrar of
Companies (in some countries called the chamber of commerce). However, sole traders must pre-
pare accounts on an annual basis to provide the appropriate financial information for inclusion in
their annual taX return for submission to HM Revenue & Customs.

Sole traders normally remain quite small businesses, which may be seen as a disadvantage. The
breadth of btisiness skills is likely to be lacking since there are no co-owners with which to share the
management and development of the business.

Partnerships

Partnerships are similar to sole traders except that the ownership of the business is in the hands of
two or more persons. The main differences are in respect of how much each of the partners puts
into the business, who is responsible for what, and how the profits are to be shared. These factors
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are normally set out in formal partnership agreements, and if the partnership agreement is not
specific then the provisions of the Partnership Act 1890 apply. There is usually a written partner-
ship agreement (but this is not absolutely necessary) and so there are initial legal costs of setting
up the business.

A partnership is called a firm and is usually a small business, although there are some very/large
partnerships, for example firms of accountants like PricewaterhouseCoopers. Partnerships are-formed
by two or more persons and, apart from certain professions like accountants, architects andselicitors,
the number of persons in a partnership is limited to 20.

A partnership:

B can carry out any legal activities agreed by all the partners
® is not a legal entity separate from its partners.

The partners in a firm:

can all be involved in running the business

all share the profits made by the firm

are all jointly and severally liable for the debts of the firm

all have unlimited liability for the debts of the firm (and cases of financial difficulty may result in
personal property being used to repay debts)

m are each liable for the actions of the other partners.

Accounting records are needed to be kept by partnerships for the day-to-day management of the
business and to provide an account of profit made during each tax year. Unlike limited companies,
partnership firms are not required to file a formalreport and accounts each year with the Regis-
trar of Companies, but partners must submit annual returns for tax purposes to HM Revenue &
Customs.

A new type of legal entity was established in 2001, the limited liability partnership (LLP). This is
a variation on the traditional partnership,.and has a separate legal identity from the partners, which
therefore protects them from personal-bankruptcy.

One of the main benefits of a partnership is that derived from its broader base of business skills
than that of a sole trader. A partnership is also able to share risk-taking, decision-making and the
general management of the firm.

Limited companies

A limited company is-alegal entity separate from the owners of the business, which may enter into <
contracts, own property, and take or receive legal action. The owners limit their obligations to the
amount of financethey have put into the company by way of the share of the company they have paid
for. Normally, the- maximum that may be claimed from shareholders is no more than they have paid
for their sharés, regardless of what happens to the company. Equally, there is no certainty that share-
holders may.recover their original investment if they wish to dispose of their shares or if the business
is woundaip, for whatever reason.

A‘company with unlimited liability does not give the owners, or members, of the company the
protection of limited liability. If the business were to fail, the members would be liable, without limi-
tation, for all the debts of the business.

The legal requirements relating to the registration and operation of limited companies is contained
within the Companies Act 2006. Limited companies are required to be registered with the Registrar
of Companies as either a private limited company (designated Ltd) or a public limited company
(designated plc).
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Private limited companies (Ltd)

Private limited companies are designated as Ltd. There are legal formalities involved in setting up a
Ltd company which result in costs for the company. These formalities include the drafting of the com>
pany’s Memorandum and Articles of Association (M and A) that describe what the company is and
what it is allowed to do, registering the company and its director(s) with the Registrar of Companies,
and registering the name of the company.

The shareholders provide the financing of the business in the form of share capital, of which there
is no minimum requirement, and are therefore the owners of the business. The shareholders must
appoint at least one director of the company, who may also be the company secretary, who carries out
the day-to-day management of the business. A Ltd company may only carry out the activities included
inits M and A.

Limited companies must regularly produce annual accounts for their shareholders and file a copy
with the Registrar of Companies, and therefore the general public may have.access to this informa-
tion. A Ltd company’s accounts must be audited by a suitably qualified accountant, unless it is exempt
from this requirement, currently (with effect from 6 April 2008) by having annual sales of less than
£6.5m and a balance sheet total of less than £3.26m. The exemption-is not compulsory and having
no audit may be a disadvantage: banks, financial institutions, custemers and suppliers may rely on
information from Companies House to assess creditworthiness ‘anid they are usually reassured by an
independent audit. Limited companies must also provide copi€s'of their annual accounts for Her Maj-
esty’s Revenue & Customs (HMRC) and also generally provide a separate computation of their profit
on which corporation tax is payable. The accounting profit.of a Ltd company is adjusted for:

m various expenses that may not be allowable in computing taxable profit
m tax allowances that may be deducted in computing taxable profit.

Limited companies tend to be family businesses and smaller businesses with the ownership split
among a few shareholders, although there haye been many examples of very large private limited
companies. The shares of Ltd companies may be bought and sold but they may not be offered for sale
to the general public. Since ownership is usually with family and friends there is rarely a ready market
for the shares and so their sale usually requires a valuation of the business.

The Companies Act 2006 removed, the requirement of a private limited company to hold an annual
general meeting (AGM). Howevery if companies’ Articles of Association require an AGM, then they must
continue to be held unless the Articles are amended. Under the provisions of the Companies Act 2006,
directors or 10% of the shareholders of a company may at any time request a general meeting to be held.

Public limited companies (plc)

Public limited companies are designated as plc. A plc usually starts its life as a Ltd company and then
becomes a plc by applying for a listing of its shares on the Stock Exchange or the Alternative Invest-
ment Market, and making a public offer for sale of shares in the company. Plcs must have a minimum
issued share capital of (currently) £50,000. The offer for sale, dealt with by a financial institution and
the company’s legal representatives, is very costly. The formalities also include the redrafting of the
company’s M and A, reflecting its status as a plc, registering the company and its director(s) with the
Registrar of Companies, and registering the name of the plc.

The shareholders must appoint at least two directors of the company, who carry out the day-to-day
management of the business, and a suitably qualified company secretary to ensure the plc’s compli-
ance with company law. A plc may only carry out the activities included in its M and A.

Plcs must regularly produce annual accounts, which they copy to their shareholders. They must
also file a copy with the Registrar of Companies, and therefore the general public may have access to
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this information. The larger plcs usually provide printed glossy annual reports and accounts which
they distribute to their shareholders and other interested parties. A plc’s accounts must be audited
by a suitably qualified accountant. Plcs must also provide copies of their annual accounts for HM
Revenue & Customs and also generally provide a separate computation of their profit on which
corporation tax is payable. The accounting profit of a plc is adjusted for:

m various expenses that may not be allowable in computing taxable profit
m tax allowances that may be deducted in computing taxable profit.

The shareholders provide the financing of the plc in the form of share capital and-are therefore
the owners of the business. The ownership of a plc can therefore be seen to be spread’amongst many
shareholders (individuals and institutions like insurance companies and pension funds), and the
shares may be freely traded and bought and sold by the general public.

Worked example 1.4

Ike Andoowit is in the process of planning the setting up of ngv residential training centre.
Ike has discussed with a number of his friends the question gistering the business as a lim-
ited company, or being a sole trader. Most of Ike’s friends have highlighted the advantages of
limiting his liability to the original share capital that he‘would need to put into the company to
finance the business. Ike feels a bit uneasy about th@(ole question and decides to obtain the
advice of a professional accountant to find out: {

(i) the main disadvantages of setting up a liliﬁed company as opposed to a sole trader
(ii) if Ike’s friends are correct about the ad@tage of limiting one’s liability
(iii) what other advantages there are to @fstering the business as a limited company.

o~

The accountant may answer Ike’s questions as follows:

Setting up as a sole trader is a lot-simpler and easier than setting up a limited company. A
limited company is bound by the.provisions of the Companies Act 2006, and for example, may
be required to have an indepéndent annual audit. A limited company is required to be much
more open about its affairs.

The financial structure of a limited company is more complicated than that of a sole trader.
There are also additional costs involved in the setting up, and in the administrative functions of
a limited company.

Running a busingss as a limited company requires registration of the business with the Reg-
istrar of Companies.

As Tke’s friends have pointed out, the financial obligations of a shareholder in a limited com-
pany are generally restricted to the amount he or she has paid for his or her shares. In addition,
the number of shareholders is potentially unlimited, which widens the scope for raising addi-
tionalceapital.

It'should also be noted that:

m -a limited company is restricted in its choice of business name

| if any director or 10% of the shareholders request it, a limited company is required to hold a
general meeting at any time

m any additional finance provided for a company by a bank is likely to require a personal guar-
antee from one or more shareholders.
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Progress check 1.8

There are some differences between those businesses that have been established as sole traders |

and those established as partnerships, and likewise there are differences between private limited %

companies and public limited companies. What are these differences, and what are the similaritie%
N

An introduction to financial statement reporting

Limited companies produce financial statements for each accounting period to previde adequate
information about how the company has been doing. There are three main financial statements —
balance sheet, income statement (or profit and loss account), and statement of cash flows. Com-
panies are also obliged to provide similar financial statements at each year end'to provide information
for their shareholders, HMRC, and the Registrar of Companies. This information is frequently used by
City analysts, investing institutions and the public in general.

After each year end companies prepare their annual report and accounts for their shareholders.
Copies of the annual report and accounts are filed with the Registrar of Companies and copies are
available to other interested parties such as financial institutions, major suppliers and other investors.
In addition to the income statement and statement of cash flows for the year and the balance sheet as
at the year end date, the annual report and accounts includes.notes to the accounts, and much more
financial and non-financial information such as company policies, financial indicators, corporate gov-
ernance compliance, directors’ remuneration, employee numbers, business analysis, and segmental
analysis. The annual report also includes an operating-and financial review of the business, a report
of the auditors of the company, and the chairman’s'statement.

The auditors’ report states compliance or otherwise with accounting standards and that the accounts
are free from material misstatement, and that they give a true and fair view prepared on the assumption
that the company is a going concern. The chairman’s statement offers an opportunity for the chairman
of the company to report in unquantified and'unaudited terms on the performance of the company dur-
ing the past financial period and on likely future developments. However, the auditors would object if
there was anything in the chairman’s'statement that was inconsistent with the audited accounts.

Progress check 1.9

What are the three main“financial statements reported by a business? How are business transac-

tions ultimately reﬂecéd in financial statements?
L

Worked example 1.5

Frecﬁgdrne soon settled into his graduate trainee role in the finance department of the large

engineering group, and pursued his CIMA studies with enthusiasm. Although Fred was more in-

ested in business planning and getting involved with new development projects, his job and

is studies required him to become totally familiar with, and to be able to prepare, the financial

(O statements of a company. Fred was explaining the subject of financial statements and what they

" involve to a friend of his, Jack, another graduate trainee in human resources. Where? — you’ve
guessed it — over an after-work drink.
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Fred explained the subject of financial statements to Jack, bearing in mind that he is very much
a non-financial person.

Limited companies are required to produce three main financial statements for each accounts
ing period with information about company performance for:

shareholders

HMRC

banks

City analysts
investing institutions
the public in general.

The three key financial statements are the:

(a) balance sheet
(b) income statement (or profit and loss account)
(c) statement of cash flows.

(a) Balance sheet: a financial snapshot at a moment in timeés,or the financial position of the
company comparable with pressing the ‘pause’ button~on a DVD. The DVD in ‘play’ mode
shows what is happening as time goes on second by second, but when you press ‘pause’ the
DVD stops on a picture; the picture does not tell you what has happened over the period
of time up to the pause (or what is going to happen after the pause). The balance sheet is
the consequence of everything that has happened up to the balance sheet date. It does not
explain how the company got to that position.

(b) Income statement: this is the DVD in<{play’ mode. It is used to calculate whether or not the
company has made a gain or deficit en its operations during the period, its financial per-
formance, through producing andrselling its goods or services. Net earnings or net profit is
calculated from revenues derivedthroughout the period between two ‘pauses’, minus costs
incurred in deriving those revenues.

(c) Statement of cash flows: this is the DVD again in ‘play’ mode, but net earnings is not the
same as cash flow, sin¢é revenues and costs are not necessarily accounted for when cash
transfers occur. Sales-are accounted for when goods or services are delivered and accepted
by the customer buteash may not be received until some time later. The income statement
does not reflect mon-trading events like an issue of shares or a loan that will increase cash
but are not revenues or costs. The statement of cash flows summarises cash inflows and
cash outflows and calculates the net change in the cash position for the company through-
out the period between two ‘pauses’.

Users of accounting and financial information

Financial information is important to a wide range of groups both internal and external to the organisa-
tion. Such information is required, for example, by individuals outside the organisation to make decisions
about whether or not to invest in one company or another, or by potential suppliers who wish to assess the
reliability and financial strength of the organisation. It is also required by managers within the organisa-
tion as an aid to decision-making. The main users of financial information are shown in Figure 1.6.
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m Users of financial and accounting information
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Progress check 1.10

How many users of financial infor@on can you think of and in what ways do you think they
may use this information? )

~

Worked example 1.6
O

Kevin Green, a traifiee accountant, has recently joined the finance department of a newly formed
public limited SQ any. Kevin has been asked to work with the company’s auditors who have
been commisSioned to prepare some alternative formats for the company’s annual report.

As part is preparation for this, Kevin’s manager has asked him to prepare a draft report
about w@ is likely to use the information contained in the annual report, and how they might
use Q&r information.

financial
and
accounting {éo
information

/
S,

Kevin’s preparatory notes for his report included the following:

Competitors as part of their industry competitive analysis studies to look at market share,
(O  and financial strength
" m Customers to determine the ability to provide a regular, reliable supply of goods and ser-
vices, and to assess customer dependence
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m Employees to assess the potential for providing continued employment and assess levels of
remuneration

m General public to assess general employment opportunities, social, political and environ
mental issues, and to consider potential for investment

m Government value added tax (VAT) and corporate taxation, Government statistics, graiits an
and financial assistance, monopolies and mergers

m Investment analysts investment potential for individuals and institutions with regard to
past and future performance, strength of management, risk versus reward

m Lenders the capacity and the ability of the company to service debt and repayeapital

m Managers/directors to a certain extent an aid to decision-making, but suchyrelevant infor-
mation should already have been available internally

m Shareholders/investors a tool of accountability to maintain a check pn how effectively the
directors/managers are running the business, and to assess the financial strength and future
developments

m Suppliers to assess the long-term viability and whether the company is able to meet its obli-
gations and pay suppliers on an ongoing basis.

Accountability and financial repotting

When we talk about companies we are generally refetring to limited companies, as distinct from sole
traders and partnerships (or firms — although this term is frequently wrongly used to refer to com-
panies). As we have discussed, limited liability companies have an identity separate from their own-
ers, the shareholders, and the liability of shareholders is limited to the amount of money they have
invested in the company, that is their shares in the company. Ownership of a business is separated
from its stewardship, or management,.by-the shareholders’ assignment to a board of directors the
responsibility for running the company. The directors of the company are accountable to the share-
holders, and both parties must play.their part in making that accountability effective.

The directors of a limited company may comprise one or more professionally qualified accountants
(usually including a finance ditector). The directors of the company necessarily delegate to middle
managers and junior managersthe responsibility for the day-to-day management of the business. It is
certainly likely that this bady of managers, who report to the board of directors, will include a further
one or more qualified aceountants responsible for managing the finance function.

Accountability is maintained by reporting on the financial performance and the financial posi-
tion of the business.to shareholders on both a yearly and an interim basis. The reporting made in the
form of the financial statements includes the balance sheet, income statement, and statement of cash
flows, which will be considered in detail throughout this book.

You mayrqiiestion why all the accounting regulation that we have discussed in the earlier sections
of this chapter is necessary at all. Well, there are a number of arguments in favour of such regulation:

m [tis'very important that the credibility of financial statement reporting is maintained so that actual
and potential investors are protected as far as possible against inappropriate accounting practices.

m- Generally, being able to distinguish between the good and not so good companies also provides
some stability in the financial markets.

m The auditors of companies must have some rules on which to base their true and fair view of finan-
cial position and financial performance, which they give to the shareholders and other users of the
financial statements.
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External auditors are appointed by, and report independently to, the shareholders. They are profes-
sionally qualified accountants who are required to provide objective verification to shareholders and
other users that the financial statements have been prepared properly and in accordance with legisla-
tive and regulatory requirements; that they present the information truthfully and fairly; and that they,
conform to the best accounting practice in their treatment of the various measurements and valuations:

The audit is defined by the Auditing Practices Board (APB) as ‘an independent examination.of, and
expression of an opinion on, the financial statements of the enterprise’. There is a requirement-for all
companies registered in the UK to have an annual audit, except for those companies that (currently)
have annual sales revenue of less than £6.5m and a balance sheet total of less than £3.26m.

The financial reporting of the company includes preparation of the financial statements, notes and
reports, which are audited and given an opinion on by the external auditors. A regulatory framework
exists to see fair play, the responsibility for which is held jointly by the Governmerit and the private
sector, including the accountancy profession and the Stock Exchange.

The Government exercises influence through bodies such as the Department for Business,
Innovation and Skills (BIS) and through Parliament by the enactment oflegislation, for example the
Companies Act. Such legal regulation began with the Joint Stock Companies Act 1844.

Subsequent statutes exerted greater influence on company reporting: the Companies Acts 1948,
1967, 1981 and 1985, amended in 1989. The provisions included jiirthese Acts were consolidated into
the Companies Act 2006. The Companies Act 2006 contains the.overall current legal framework.

It may be argued that the increasing amount of accounting regulation itself stifles responses to
changes in economic and business environments, and discourages the development of improved
financial reporting. We have already seen that the development of various conceptual frameworks
indicates that there is wide disagreement about what constitutes accounting best practice. The
resistance to acceptance of international accounting'standards may be for political reasons, the rules
perhaps reflecting the requirements of specific interest groups or countries.

It is also true that despite increasing accounting regulation there have been an increasing number of
well-publicised financial scandals in the USA in-particular, where the accounting systems are very much
‘rule-based’, as well as in the UK, Italy and Japan. However, these scandals have usually been the result
of fraudulent activity. This leads to another question as to why the auditors of such companies did not
detect or prevent such fraud. The answer is that, despite the widespread perception of the general public
to the contrary, auditors are not appeinted to detect or prevent fraud. Rather, they are appointed by the
shareholders to give their opinion.as to whether the financial statements show a true and fair view and
comply with statutory, regulatery, and accounting and financial reporting standards requirements.

Progress check 1.11

In what ways mi(@se reliability of financial reporting be ensured?

Worked example 1.7
N

You are thinking of changing jobs (within marketing) and moving from a local, well-established
%ﬁyﬂer that has been in business for over 20 years. You have been asked to attend an interview
(at a new plc that started up around two years ago. The plc is a retailer via the Internet. Your
@) family has suggested that you investigate the company thoroughly before your interview, pay-
ing particular attention to its financial resources. There is a chance the plc may not be a going
concern if its business plan does not succeed.
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You will certainly want to include the following questions at your interview.

(a) Are any published accounts available for review?

(b) What is the share capital of the company (for example, is it £50,000 or £1,000,000)?
(c) Isthe company profitable?

(d) Does the company have loan commitments?

(e) Isthe company working within its bank overdraft facilities?

(f) Are any press analyses of the company available?

(g) What is the current customer base?

The answers may suggest whether the company can continue trading for the foreseeable future.

Summary of key points

B The three main purposes of accounting are: to provide records of transactions and a scorecard
of results; to direct attention to problems; to evaluate the.best ways of solving problems.

m Accountancy is the practice of accounting.

m Conceptual frameworks of accounting have been developed in many countries and the UK
conceptual framework is embodied in the Statement of Principles (SOP).

m The framework of accounting is bounded by concepts (or rules) and standards, covering
what data should be included within an accounting system and how that data should be
recorded.

B International Financial Reporting Standards (IFRSs) have been developed, which have been
adopted by listed companies within the European Union with effect from 1 January 2005.

B The main branches of accounting-within commercial and industrial organisations are financial
accounting, management accounting, treasury management, financial management and cor-
porate finance.

® The main services, in addition’to accounting, that are provided by accountants to commercial
and industrial organisatiens are auditing, corporate taxation, personal taxation, VAT advice
and consultancy.

B The large variety of types of business entity includes profit and not-for-profit organisations,
both privately and-Government owned, involved in providing products and services.

®m The four main types of profit-making businesses in the UK are sole traders, partnerships, limited
companies (Ltd) and public limited companies (plc).

B Accounting processes follow a system of recording and classifying data, followed by a summar-
isation ofyfinancial information for subsequent interpretation and presentation.

B The three main financial statements that appear within a business’s annual report and accounts,
togéther with the chairman’s statement, directors’ report and auditors’ report, are the balance
shéet, income statement and statement of cash flows.

# .There is a wide range of users of financial information external and internal to an organisation.
External users include: potential investors; suppliers; financial analysts. Internal users include:
managers; shareholders; employees.

m Accountability is maintained by the reporting to shareholders on a yearly and half-yearly basis of
sales and other activities and profits or losses arising from those activities, and the audit function.
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Assessment material
= ZASS

Questions

Q1.1

Q1.2

Q1.3
Q1.4
Q1.5

Q1.6

Q1.7

Q1.8
Q1.9
Q1.10

Q1.11

(i) How many different types of business entity can you think of?
(ii) In what respect do they differ fundamentally?

(i) Why are accountants required to produce financial information?
(i) Who do they produce it for and what do they do with it?

Describe the broad regulatory, professional, and operational framework of accounting.
What are conceptual frameworks of accounting?

(i) What are accounting concepts?
(ii) What purpose do they serve?

What is the UK Statement of Principles (SOP)?

(i) Whatis accountancy?
(ii) What is an accountant?
(iii) What do accountants do?

What do accountants mean by SSAPs and FRSs, and what are they for?
What are IASs and IFRSs and why are they important?

(i) What s financial management?
(ii) How does financial management ¥elate to accounting and perhaps other disciplines?

How do financial statements ensure‘aeccountability for the reporting of timely and accurate
information to shareholders is maintained?

Discussion points

D1.1

D1.2

D1.3

The managing director of a large public limited company stated: ‘I've built up my business
over the past 15 years from a one man band to a large plc. As we grew we seemed to spend
more and more.money on accountants, financial managers and auditors. During the next
few months we-are restructuring to go back to being a private limited company. This will be
much simpler-and we can save a fortune on accounting and auditing costs.’ Discuss.

(Hint: You may wish to research Richard Branson and, for example, Virgin Air, on the Inter-
net to.provide some background for this discussion.)

The managing director of a growing private limited company stated: ‘All these accounting
concepts and standards seem like a lot of red tape to me, and we’ve got financial accountants
and management accountants as well as auditors. Surely all I need to know at the end of the
day is how much have we made.’ Discuss.

Is accounting objective? Discuss with reference to at least six different accounting concepts.
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Exercises

Exercises EI1.1 to E1.10 require an essay-type approach. You should refer to the relevant sections in
Chapter 1 to check your solutions.

Level |

E1.1 Time allowed — 15 minutes

Discuss the implications of preparation of the income statement if there were no accounting
concepts.

E1.2  Time allowed — 30 minutes

At arecent meeting of the local branch of the Women’s Institute they had adiscussion about what sort
of organisation they were. The discussion broadened into a general debate about all types of organ-
isation, and someone brought up the term ‘business entity’. AlthoGgh there were many opinions,
there was little sound knowledge about what business entities are."Jane Cross said that her husband
was an accountant and she was sure he wouldn’t mind spending’an hour one evening to enlighten
them on the subject. Chris Cross fished out his textbooks to refresh his knowledge of the subject and
came up with a schedule of all the different business entities he could think of together with the detail
of their defining features and key points of difference and‘similarity.

Prepare the sort of schedule that Chris might have drafted for his talk and identify the
category that the Women’s Institute might fall.into.

E1.3  Time allowed — 30 minutes

Mary Andrews was an accountant but is, now semi-retired. She has been asked by her local compre-
hensive school careers officer to give a talk entitled: ‘What is an accountant and what is accounting,
and what are its use and its purpose?%

Prepare a list of bullet points_that covers everything necessary for Mary to give a compre-
hensive and easy-to-understand presentation to a group of sixth-formers at the school.

Level Il

E1.4  Time allowed~30 minutes
Accounting standards in general are reasonably clear and unambiguous.

Are there any major areas where accountants may disagree in balance sheet accounting?

E1.5 Time allowed — 30 minutes
Financial statements are produced each year by businesses, using prescribed formats.

Should major plcs be allowed to reflect their individuality in their own financial statements?
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E1.6  Time allowed — 45 minutes

Professionals in the UK, for example, doctors, solicitors, accountants etc., normally work within part-
nerships. Many tradesmen, such as plumbers, car mechanics, carpenters and so on, operate as sole
traders. Software engineers seem to work for corporations and limited companies.

Consider the size of operation, range of products, financing, the marketplace and.the
geographical area served, to discuss why companies like Microsoft and Yahoo! should eperate
as plcs.

E1.7  Time allowed — 60 minutes

Bill Walsh has just been appointed Finance Director of a medium-sized engineering company, Nutsan
Ltd, which has a high level of exports and is very sensitive to economic changeS)throughout the UK
and the rest of the world. One of the tasks on Bill’s action list is a review of the aecounting and finance
function.

What are the senior financial roles that Bill would expect to be in place and what are the
important functions for which they should be responsible?

E1.8  Time allowed — 60 minutes

Wembley Stadium II (the Football Association’s replacement.for the original iconic Wembley Sta-
dium) was planned to open in 2003 but due to numerous ptoblems financing the construction, prob-
lems in the general day-to-day operations and changes of centractor, it finally opened in March 2007.
There were many crises reported in the press during the course of the project and the development
finally cost over £1 billion.

You are required to research into the Wembley Stadium II project using the BBC, Finan-
cial Times, other serious newspapers, and the Internet, and summarise the financial aspects
of the project that you gather. You should focus on the attitudes expressed by the general
public, Government ministers, and ‘the Football Association management, and consider
examples of bias, non-timeliness, and lack of transparency.

E1.9  Time allowed — 60 minutés
Conceptual frameworks of accotinting have been developed over many years and in many countries.

Explain how these culminated in the publication of the UK Statement of Principles (SOP) in
1999, and discuss the.implications of each of the eight chapters.

E1.10 Time allowed — 60 minutes

The Internationial Accounting Standards Board (IASB) decreed the adoption of the International
Financial Reporting Standards (IFRSs) by all listed companies within the European Union manda-
tory with.effect from 1 January 2005.

Discuss the practical and political issues surrounding this decision.
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Chapter 2 Classifying and recording financial transactions

Learning objectives

Completion of this chapter will enable you to:

explain the convention of double-entry bookkeeping

describe what is meant by ‘debit’ and ‘credit’

enter business transactions into accounts

account for closing inventories and other accounting adjustments
explain the balancing of accounts

extract a trial balance from a company’s accounts

prepare an income statement, balance sheet and statement of cash flows, from a trial
balance

m appreciate the concepts of accrual accounting and cash accounting

m explain and account for payments in advance (prepayments) and.charges not yet
received (accruals)

®m appreciate the importance of accounting periods.

Introduction

This chapter begins by explaining what is sometimes.referred to as the dual aspect rule. This rule
recognises that for all transactions there is a two-sided effect within the entity. A manager in a
non-accounting role may not be expected to carry out the recording of transactions in this way,
but an appreciation of how accounting data_has been recorded will be extremely helpful in the
interpretation of financial information. We'will go on to describe the processes that deal with the
two sides of each transaction, the ‘debits’ and ‘credits’ of double-entry bookkeeping.

Don’t worry if at first these topics seem a little difficult and confusing. They will become clearer
as we follow through some transactions step-by-step into the accounts of a business and show
how these accounts are kept in balance.

The chapter continues withvan introduction to the way in which each of the accounts is held
in what are termed the books/of account and ledgers of the business. The balances on all the
accounts in an entity are summarised in what is called a trial balance. The trial balance may be
adjusted to allow for payments in advance, charges not yet received, and other adjusting entries.
From this information we will show how to prepare a simple income statement, balance sheet and
statement of cash flows.

This chapter refers to some of the accounting concepts introduced in Chapter 1. In that context
we will look at the time period chosen by a business, to which the financial reporting relates — the
accounting period.

Theory and practice of double-entry bookkeeping

Dauble-entry bookkeeping has a long history, having been created by the father of modern
accounting, the Franciscan monk Luca Pacioli in Italy in the late fifteenth century. His publication,
Summa de Arithmetica, Geometria, Proportioni et Proportionalita (Everything about Arithmetic,
Geometry and Proportion), published in 1494, was the first printed work dealing with algebra and also
contained the first text on bookkeeping, entitled Particularis de Computis et Scripturis. Bookkeeping
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Look what happens when you neglect double entry!

military spending, which is kept off the books of
the debt agency:

‘Greek military accounts seem to be regarded
as a state Seeret’, said Chris Pryce, Fitch’s direc-
tor of sovereign ratings.

‘1 every other EU country we can find out
hotw much they spend on defence, but we don’t
{now for Greece. All we know is that their mili-
tary spending is very large, around 5pc of GDP’,
he said.

Analysts who have probed deeply into Greek
accounts have been astonished to discover that
parts of the public sector lack double-entry book-
keeping, 700 years after it was invented by the
Venetians.

Given Greece has misled the bond markets
and Brussels in the past over its deficits, analysts
suspect that Athens may try to hide problems be-
hind a military veil. Mr Papandreou admits that
Greece has lost “every shred of credibility”.

Greece has already cut defence this year. It
announced in September that it would not take
delivery of four submarines built by Thyssen-
Krupp, alleging technical faults. This has led to
accusations Athens is effectively defaulting on a
curo320m contract. Last week it cancelled ten-
ders for a flight of maritime aircraft worth up to
euro250m.

Standard & Poor’s has become the second rat-
ing agency tO downgrade Greek sovereign
debt to near junk levels of BBB1, issuing a with-
ering verdict on spartan plans unveiled this week
by premier George Papandreou.

“The downgrade reflects our opinion that the
measures to reduce the high fiscal deficit are un-
likely, on their own, to lead to a sustainable
reduction in the public debt burden. If political
considerations and social pressures hamper prog-
ress, we could lower the ratings further’, it said.

The move came as Spyros Papanikolaou, head
of Greece’s Public Debt Management Agency,
held back-to-back meetings with bankers in
London in a bid to stop the crisis spiralling out
of control.

Yields on 10-year Greék -bonds surged to
5.75pc, a spread of 254 basis points over German
Bunds. Borrowing costs are nearing levels that
risk setting off an interest compound spiral. The
public debt is already 113pc of GDP. S&P said it
is likely to reach 138pc by 2012. “The increasing
debt-service burden narrows the scope for debt
stabilisation’} it said.

Fitchy Ratings precipitated the Greek crisis
carlier this month with a surprisingly harsh
downgrade to BBBI, accompanied by a ‘nega-
five outlook’.

It emerged yesterday that Greece had raised
euro2bn (£1.77bn) ata premium of 30 basis points
in a private placement shortly after the Fitch move,
avoiding the public glare of an auction.

To make matters worse, there were fresh con-
cerns yesterday about the true scale of Greek

Source: Greek crisis deepens With S&P downgrade;
worry about true scale of undisclosed military spending
adds to concern, by Ambrose Evans-Pritchard © Daily
Telegraph, 17 December 2009
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Chapter 2 Classifying and recording financial transactions

shall find out later in this chapter that there are other accounting entries which do not result directly
from invoice or cash transactions but which also result in double-entry records being created. These
accounting adjustment entries relate, for example, to accounting for depreciation, bad debts, and
doubtful debts.

The convention of double-entry assumes that in all business transactions equal and opposite yal-
ues are exchanged. For example, if a company purchases materials for £1,000 for cash it adds-to its
inventory of materials to the value of £1,000, but reduces its cash balance also to the value of £4,000.
The convention uses two terms for convenience to describe the two aspects of each transaction. These
terms are debit and credit.

There is sometimes confusion in the use of the terms debit and credit used in bookkeeping when
they are compared with the same terms used on bank statements. Bank statements traditionally refer
to a receipt of cash as a credit, whereas a receipt of cash in bookkeeping terms is teferred to as a debit.
The reason for this is that customer accounts are presented from the bank’s point of view; as far as the
bank is concerned, account holders are creditors, to whom the bank will eventually have to repay any
money deposited by them.

Debits and credits

The explanation of debits and credits in terms of value received-and value given respectively is not
perhaps one that provides the clearest understanding. Neither is the explanation that debits are in
the left-hand column and credits are in the right-hand coluimn, or debits are on the side of the room
closest to the window!

Debits and credits do represent certain types of aceount, as we will see later, in both the balance
sheet: assets and liabilities, and the income statement: costs and sales. However, for the purpose of
clarity of explanation we shall propose a couple ofbasic assumptions with which to work as we go
through some elementary accounting entries.

If we initially consider all business transactions as either goods or services then it is reasonable to
assume (unless we are in a barter society)-that all these transactions will ultimately end up with cash
(or cash equivalents, such as cheques, bank transfers, etc.) changing hands. We can also assume that
all these transactions will involve a decument being raised, as a record of the transaction and an indi-
cation of the amount of cash that.will change hands, namely an invoice. A purchase invoice records
a purchase from a third party and so it represents an account to be payable at some time. A sales
invoice records a sale to a thirdyparty and so it represents an account to be receivable at some time.

Business entities themselves have a separate identity from the owners of the business. When we
consider double-entry bookkeeping we will now assume that all the entries we are discussing relate
to those of the business entity, in whatever form the entity takes: sole trader; partnership; limited
company; public limited company (see Chapter 1).

For the business-entity, we shall define the following business transactions:

Transaction Accounting entries

CASH RECEIPT = DEBIT CASH and credit something else
CASH PAYMENT = CREDIT CASH and debit something else
PURCHASE INVOICE = CREDIT ACCOUNTS PAYABLE and debit something else
SALESINVOICE = DEBIT ACCOUNTS RECEIVABLE and credit something else

These are definitions within the convention of double-entry bookkeeping, which may be usefully re-
membered as a basis for establishing whether all further subsequent transactions are either debits or
credits. It is suggested that the above four statements are kept filed in permanent memory, as a useful
aid towards the understanding of further accounting entries.
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Progress check 2.1

Outline what is meant by double-entry bookkeeping.

.

N

An elementary method of representing and clarifying double-entry is known as the T account. We
shall use this method to demonstrate double-entry in action using a simple example. (Notethat in the
UK there are many computerised accounting packages that automate the double-entry fora business,
for example Sage. The purpose of this extensive worked example is to illustrate how such transactions
take place.)

Worked example 2.1

Mr Bean decides to set up a wholesale business, Ayco, on 1 Jam@ 2010. He has his own cash
resources available for the purpose of setting it up and has %& ated that an initial £50,000
would be required for this purpose. During the first montkvin business, January 2010, Ayco
(as distinct from Mr Bean) will enter into the following t actions:

S £

Q
Receipt of cheque from Mr Bean Q 50,000
Purchase the freehold of a shop for cash . é 30,000
Purchase the shop fittings for cash L 5,000
Cash expenses on printing and stationery Q 200
Purchases of inventory, from Beeco, of A toys, payable two months later
(12,000 toys at £1 each) o) 12,000
Sales of Aymen toys to Ceeco for cashi(1,000 toys at £2 each) 2,000
Sales of Aymen toys to Deeco, rece@ le one month later
(8,000 toys at £2 each) Q 16,000

We shall consider each of these transactions in detail and subsequently represent them in T
account format for clarity; with debits on the left and credits on the right of the middle line
of the T. We will repeatedly refer to the earlier four key double-entry definitions in order to
establish the entries required for each transaction.

Receipt of chequé from Mr Bean £50,000 - transaction 1

Ayco will have meeded to open a bank account to pay in the money received from Mr Bean. This
represents.a receipt of cash of £50,000 to Ayco, and so:

Debit cash account £50,000 and credit what?

Thismieney represents the capital that Mr Bean, as the sole investor in the business, has invested
in"Ayco and so the account is called the capital account. So:

Debit cash account £50,000
Credit capital account £50,000
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Worked example 2.2

Purchase for cash the freehold of a shop £30,000 - transaction 2

y

This represents a cash payment for the purchase of a shop, something which is called a nortzb
current asset: an asset acquired for retention by the entity for the purpose of providing a sexg@

to the business, and not held for resale in the normal course of trading. Q/
Credit cash account £30,000 and debit what? Q

A payment of cash of £30,000 is a credit to the cash account, and so: {GJO
Credit cash account £30,000 Q;O

Debit non-current assets — shop account £30,000 Q

Worked example 2.3

/lb

-O

Purchase for cash the shop fittings £5,000 - transaction 3 (0\

This represents a cash payment for the shop fittings, which’a{@ also non-current assets, but a
different category of non-current asset from the freehold shop.

A payment of cash of £5,000 is a credit to the cash acc , and so:

Credit cash account & £5,000

Debit non-current assets - fittings account ,L\ £5,000
Q)

Worked example 2.4

Cash expenses on printing and stationery £200 - transaction 4
This represents a payment of cashe»f £200 by Ayco in the month, and so:

%|

Credit cash account & £200 and debit what?
This money was paid out y-to-day expenses that have been made to support the business,
and is a charge for pring%g\and stationery expenses. So:
Credit cash accoun \O) £200
Debit printing anﬂ ationery expenses account £200
«O

Worked example 2.5

Pur §es of inventory, from Beeco, of Aymen toys, payable two months later
£12,000 - transaction 5
L 4
éﬁs represents a purchase on credit from Beeco. An invoice is assumed to have been received
() from Beeco along with the receipt of inventory. The invoice from Beeco is a purchase invoice for

+ £12,000 to Ayco, and so:

Credit accounts payable £12,000 and debit what?
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This represents a purchase of inventory which are goods held for resale, and so:

Credit accounts payable £12,000 .C
Debit inventories account £12,000 apurchase of inventory Q
may alternatively be ()
initially debited to 8?
purchases accou
and then subs@ently
transferred ®
inventorie$.account.
o

Worked example 2.6
(é

Sales of Aymen toys to Ceeco for cash £2,000 - transaction 6
This represents a sale for cash to Ceeco. An invoice will be issu Ayco to Ceeco along with
the delivery of inventory. The invoice to Ceeco is a sales invoicéfor £2,000 from Ayco, and so:

Debit accounts receivable £ '“&0 and credit what?

This represents sales of inventory which are called salﬁépr sales revenue, and so:

Debit accounts receivable Q £2,000
Credit sales revenue account .0 £2,000
N
But as a cash sale this sales invoice is being paid immediately with a cash receipt of £2,000,
and so: é’
Debit cash account (@) £2,000 and credit what?

This £2,000 is immediately payingé&eunts receivable, and so

Debit cash account £2,000
Credit accounts receivable OQ £2,000
N

which means that on this @'saction the net balance of accounts receivable is zero.

This transaction may@hort cut by directly crediting the sales revenue account and debiting
cash. However, it is noéally recorded in the way described in order to create and record a value
added tax (VAT) s%&nvoice.

Worked example 2.7

Sales g?ymen toys to Deeco, receivable one month later £16,000 - transaction 7
Tl'%s?spresents sales on credit to Deeco. An invoice will be issued by Ayco to Deeco along with
t}le elivery of inventory.

v

&C?he invoice to Deeco is a sales invoice for £16,000 from Ayco, and so as above:

) Debit accounts receivable £16,000
Credit sales revenue account £16,000

This is different from the transaction in Worked example 2.6 because the account receivable
will not be paid until the following month.
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Closing inventories adjustment

In the Ayco example, one further accounting entry needs to be considered, which relates to the inven-

Il tory of toys sold during the period. It is called a closing inventories adjustment, which is illustrated

i 2

11
1T 2

in Worked example 2.8.

Worked example 2.8

O

We represented the purchase of 12,000 toys into the inventory of Ayco as a debi{%f £12,000
to the inventories account. Ayco sold 1,000 toys for cash and 8,000 toys on ¢ . The phys-
ical inventory of 12,000 toys at 31 January 2010 has therefore been reduQ to only 3,000
(12,000 — 1,000 — 8,000). We may value these units that are left in i tory at cost, for
the purpose of this example, at 3,000 X £1, or £3,000. Ayco sold a tot 9,000 units during
January at a selling price of £2 per unit. These 9,000 units cost £1 ea&éﬁnd so these sales have
cost Ayco £9,000: cost of sales £9,000. A double-entry accounting@ansaction is necessary to
represent this for two reasons: to show the cost of the 9,000 toys that matches the sale of 9,000
toys; to ensure that the inventories account represents only the“physical toys that are actually
held in inventory. S

The entries for the original purchase of inventory were: Q§

Credit accounts payable {QIZ,OOO
Debit inventories account . \() £12,000

We know that the inventories account should figw be £9,000 less than the original £12,000,
representing the £9,000 cost of sales. Therﬁre we need to credit the inventories account to
reduce it and debit something else. The sop ing else is the cost of sales account.

Transaction 8 8

Credit inventories account @ £9,000

Debit cost of sales account Q £9,000
N

Accounting adjustments

The diagram in Figure 2:1 includes all the main types of accounting transactions that may be recorded
in an accounting system. The shaded items represent the prime entries (the first record of transac-
tions) and cash entries. The non-shaded items are the five main accounting adjustment entries.

The closing inventories adjustment, illustrated in Worked example 2.8, is one of the five main ac-
counting adjustment entries that are shown in Figure 2.2, which may or may not be incorporated into
the trial-batance.

Accotnting adjustments are made to the trial balance and prior to preparation of the income state-
ment and balance sheet. The other four adjusting entries are accruals and prepayments (covered
later in this chapter), depreciation, and bad and doubtful debts and the doubtful debt provision
(which are covered together with further detail on closing inventories in Chapter 4).

Each of the T accounts for Ayco in Figure 2.3 shows the detailed movement through the month
and each account represents the balance on each account at the 31 January 2010, the end of the first
month of trading.
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m T account representation of the January 2010 transactions of Ayco

i . X
Figures in £ fo
share capital cash book §J
transaction 1 50,000 transaction 1 50,000
balance c/f 50,000 transaction 2 30,000
transaction 3 5,000
>0,000 >0,000 transaction 4 200
balance b/f 50,000 transaction 6 2,000
@ 1/2/10 balance c/f
16,800
52,000 52,000
balance b/f 16,800
@ 1/2/10
non-current assets — shop non-current-assets - fittings
transaction 2 30,000 transaction3 5,000
balance c/f 30,000 balance/c/f 5,000
30,000 30,000 5,000 5,000
balance b/f 30,000 balance b/ 5,000
@ 1/2/10 @ 12/10
printing and stationery — expenses accounts payable
transaction 4 200 transaction 5 12,000
balance /f 200 balance c/f 12,000
200 200 12,000 12,000
balance b/f 200 balance b/f 12,000
@ 1/2/10 @ 1/2/10
inventories sales revenue
transaction 5 12,000 transaction 6 2,000
transaction 8 9,000 transaction 7 16,000
balance o/f 3,000 balance o/f 18,000
12,000 12,000 18,000 18,000
balance b/f 3,000 balance b/f 18,000
@ 1/2/10 @ 1/2/10
accounts receivable cost of sales
transaction 6 2,000 transaction 8 9,000
transaction 6 2,000 balance /f 9,000
transaction 7 16,000
q balance /f 16,000
é 18,000 18,000 9,000 9,000
o) balance b/f 16,000 balance b/f 9,000
b @ 1/2/10 @ 1/2/10
& J
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Progress check 2.2

Explain broadly what is meant by accounting adjustment entries.

Books of account and the ledgers in action

} &
Vo

We saw in the previous section how the principle of double-entry bookkeeping operatesto record the
detail of transactions. We represented these records in T accounts to provide some clarity in seeing
how each entry has been made and the interrelation of the entries. In practice, aécounting records

are kept along the same lines but in books of account and ledgers rather than T accounts on a piece of

paper. The old-fashioned manually prepared ledgers maintained by companies_ have long since been
superseded by computerised accounting systems. Nevertheless, the same principles apply and the <@l
same books of account and ledgers are maintained, albeit in an electroni¢ format.

The chart in Figure 2.4 shows the relationship between the main ledger, the general ledger (or
nominal ledger) and the other books of account, and subsidiary ledgets:

m cash book (receipts and payments) <
m purchase invoice daybook and accounts payable (or purchase ledger) <
m sales invoice daybook and accounts receivable (or sales ledger). |

It also shows the main sources of data input for these ledgers and the basic reporting information
produced out of these ledgers and books of account.

The general ledger amgéglationship with the cash book, accounts

payable and accounts ivable
S
sales X purchase .
invoices N invoices I } input
/ \0(\« / \
X 3
accounts Q‘ general ledger accounts payable
receivable \\Q (or nominal (or purchase
(or sales ledger) ,é ledger) ledger) ledgers
\(O \ and
b / / books of
account
(g D cash book I cash book
receipts payments
S ,
Qe
b "
< \
Q% trial
balance
&
§ v ' 7 > reports
aged accounts income statement | balance aged accounts
receivable statement |of cash flows | sheet payable

J
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General ledger

In smaller businesses, wages and salaries data are usually recorded in the cash book and subsequently
posted to the general ledger. In larger companies, wages and salaries usually have their own ledgers
and control accounts in the general ledger.

The main ledger of any company, in which the results of all transactions made by the entity.are
recorded, is called the general ledger or nominal ledger. This ledger is set up to include all accounts
whether they are assets, liabilities, sales (or revenues), or costs (or expenses). The detail of every
transaction finds its way into this ledger, or is posted to it (to use the technical term), in.much the
same way as we saw in the T accounts. The general ledger may be said to be the colléetion of every
T account within the entity.

Within the generalledger one account or more will be established to representicash transactions
(including cheques, drafts, bank transfers, etc.). These entries are posted, to the general ledger
from the analysis of entries made into the cash book. The cash book is a‘book of original entry
maintained to show the detail of all receipts and payments made by.the entity; it records the
dates, values and unique references of all receipts and payments, and 'what they are for. These
include, for example, payment of salaries, receipts from customers, purchase of non-current
assets, etc.

Cash book

The cash book is a book of account that in theory should match exactly with the regular statements
issued by the entity’s bank. In practice, the cash bookjis prepared partly from company internally
generated cash payments information and available information relating to cash receipts. Some
transactions may appear in the bank account without prior notification, for example bank charges,
and so the cash book may also be partly prepared with reference to information from the bank
statement.

There is a need to periodically check eash book balances against the balances shown on the bank
statements supplied by the bank. The .fwo numbers are rarely the same and so the differences be-
tween them need to be reconciled to/ensure that cash book balances are correct. The regular prepa-
ration of a bank reconciliation on.at least a monthly basis is therefore a necessary function of the
finance department.

There are five main reasons for differences between cash book balances and the balances shown
on bank statements:

m cash book arithmeti¢errors and incorrect postings of receipts and payments

m cash book omissions of items shown on the bank statements such as bank charges, standing orders,
direct debits, and-dishonoured (returned) cheques

m timing differences where cheques have been written and issued and entered in the cash book but
have not yet been presented to the bank for payment at the date of the bank statement

m timing differences where cheques received have been entered in the cash book but have not yet
been credited to the bank account at the date of the bank statement

m errors-and overcharges made by the banks included in their statements but not reflected in the
cash book (do not assume that bank statements are always correct: it is very important to always
check interest and bank charges calculations in detail on a monthly basis, to identify errors and
overcharges made by the banks).

All differences between the cash book and bank statement balance must be identified and any
errors and omissions corrected in the cash book so that the updated cash book balance may be
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reconciled with the bank statement balance as follows:

balance per cash book
plus: cheques paid but not yet presented
minus: receipts not yet credited

= balance per bank statement

Each payment and each receipt is posted from the cash book to the cash account.in the general
ledger as a credit or debit to cash. The opposite entry, either debit or credit, is posted at the same time
to its relevant account in the general ledger, for example accounts payable, printing and stationery
expenses, accounts receivable, etc. In the days when accounting ledgers werenaintained manually
such postings were made weekly or monthly. With computerised, integrated accounting systems
postings may be made simultaneously to the cash book and the general lédger from the same source
but avoiding any duplication of effort.

It is most important that the balance on the cash book, the net oflall receipts and payments, at all
times equals the balance of the cash book represented in the cash-aecount within the general ledger,
and that all the opposite entries have also been posted to their relevant accounts. In this way, the
equality of total debits and total credits is maintained. The uSe of computerised accounting systems

should guarantee this.

Worked example 2.9

The debit balance on the cash book of Ren@'v Ltd at 31 May 2010 is £4,800, but the bank state-
ment at the same date shows a balan £6,768. A comparison of the company’s cash book
with the bank statements has identified the following differences at 31 May 2010:

Cheques received amounting to E§986 have been entered in the cash book prior to 31 May
2010 and paid into the bankbut have not been credited to Renfrew’s account until 5 June.

Cheques paid amounting to/£4;364 have been entered in the cash book but not presented for
payment and shown o the bank statement until after 31 May 2010.

Bank charges of £180 ’{ been included in the bank statement but have not been entered in
the cash book. v

Dividends received-of £220 appear on the bank statement but have not been entered into the
cash book.

A cheque received from a credit customer for £450 was entered in the cash book and paid into
the bank, but on 30 May this was returned unpaid because the customer had fled to South
Amerl'@

First, We need to make the appropriate corrections to the cash book.

£
balance per cash book 4,800
plus: dividends received 220
minus: bank charges 180
returned cheque 450

4,390
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We can now prepare a bank reconciliation as at 31 May 2010.

£
balance per cash book 4,390
plus: cheques paid but not yet presented 4,364
minus: receipts not yet credited 1,986
balance per bank statement 6,768

Accounts payable

Payables are recorded in a ledger, the accounts payable account, which repfesents all supplier ac-
count balances owed by the entity. Within the general ledger one account ot more (control accounts)
will be established to represent trade payables transactions, the purchases by the entity for which
invoices have been rendered by suppliers, or vendors. All supplier invéices are recorded in accounts
payable and analysed into the various items of expense by allocating.them to a specific general ledger
control account. These entries are debited to the appropriate general ledger accounts from the analy-
sis of supplier invoices that are posted to accounts payable. The totals of these entries are credited to
the control account representing accounts payable in the general ledger.

The accounts payable ledger is maintained to show the detail of all invoices received from and cash
paid to suppliers. In addition to its functions of posting the totals of invoices to the accounts payable
control account in the general ledger, and the analysisof what the invoices represent to the appro-
priate accounts in the general ledger, accounts payable may be analysed to show all invoices, credit
notes, cash payments, etc. and grouped by supplier.

Payments made to suppliers are recorded in.the cash book, and are credited to the cash account
and debited to the accounts payable control-account in the general ledger. They are also recorded in
detail by amount, date and supplier within'the trade payables supplier accounts. In this way it can be
seen that the total balances at any one time of all supplier accounts within accounts payable equal the
balance on the accounts payable control account in the general ledger.

Accounts receivable

Receivables are recorded in‘another ledger — the accounts receivable account, which represents all
customer account balances’owed to the entity. Within the general ledger one account or more will be
established (control accounts) to represent accounts receivable transactions — the sales by the entity
for which invoices have been issued to customers. All customer invoices are recorded in accounts
receivable and analysed into the various items of sale or revenue by allocating them to a specific
general ledger control account. These entries are credited to the appropriate general ledger accounts
from the analysis of customer invoices posted to accounts receivable. The totals of these entries are
debited to the control account(s) representing accounts receivable in the general ledger.

The4@ccounts receivable ledger is maintained to show the detail of all invoices issued to and cash
received from customers. The totals of customer invoices are posted to the accounts receivable
control account in the general ledger. The analyses of what the invoices represent are posted to
the’appropriate accounts in the general ledger. The sales ledger may also enable each invoice to be
analysed and grouped by customer.
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Receipts from customers are recorded in the cash book, and are debited to the cash account and
credited to the accounts receivable control account in the general ledger. They are also recorded
in detail by amount, date and customer within the accounts receivable customer accounts. In this
way the total balances at any one time of all customer accounts within accounts receivable equal‘the
balance on the accounts receivable control account in the general ledger.

The cash accounts, accounts payable and accounts receivable control accounts in the general led-
ger are referred to as control accounts because they provide control over the same transactions which
are also represented in some further detail, and which must agree in total, in what are termed the
books of account and subsidiary ledgers: the cash book, accounts payable (purchaseledger), and
accounts receivable (sales ledger).

Progress check 2.3

What are the usual books of account and ledgers you would expect to béﬂoed in a company’s
accounting system? K{

The trial balance

A trial balance is a list of account balances in a double-entry.system. If the records have been cor- il
rectly maintained, the sum of the debit balance accountswill be equal and opposite to the sum of

the credit balance accounts, although certain errors such-as omission of a transaction or erroneous
entries will not be apparent in the trial balance. The importance of the trial balance is illustrated in

the press extract on the next page.

Worked example 2.10

If we turn again to the Ayco examplq%% can see that each of the T accounts we have prepared
represents the general (or nomina@ ger balances of the entity. These balances may be listed
3

to form a trial balance for Ayco as at 31 January 2010.

The trial balance for Ayco;(@t 31 January 2010:

Q Debit Credit
‘\\\Q £ £

Capital X 50,000
Cash o 16,800
Non-current assets — shop 30,000
Non-curren ets — fittings 5,000
Printing a«u\d/stationery expenses 200

Accoun&(ﬁayable 12,000
Inventories 3,000

S&l%éévenue 18,000
Accounts receivable 16,000
(o’Gost of sales 9,000

Q) 80,000 80,000

)
From this simple trial balance it is possible to derive three reports that tell us something

about the business: the income statement; the balance sheet; the statement of cash flows.
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Balancing becomes a trial for Birmingham City Council

or the first time in its long history, Birming-
ham City Council’s annual accounts have not
been given a clean bill of health by auditors.

Inspectors found the books littered with errors,
in particular an asset register supposedly listing the
value of buildings owned by the local authority.

District Auditor Mark Stocks wrote to the
council in January saying that numerous errors
and ‘significant weaknesses” in checks and con-
trols meant that he still could not approve the
2008-09 accounts, MOre than four months after
the books should have been signed off.

It was the third successive year that problems
in agreeing the finances of Britain’s largest pub-
lic body had arisen.

The council responded by suggesting that most
of the errors were little more than mistakes on
paper which had no impact on the authority’s
financial position.

Mr Stocks has now approved the accounts,
but he issued a ‘qualified opinion” adding that he
had been unable to substantiate all aspects of the
asset register.

That led Corporate Resources Director Paul
Dransfield, the council official with overall re-
sponsibility for the accounts, t0 admit that things
had to improve.

Mr Dransfield said: ‘Tam not happy thatwe.are
in this position. There is a big learning eurve for
the finance team.”

Mr Stocks released a report outlining 44 indi-
vidual mistakes and raising questions about the ef-
ficiency of the council’s controvetsial Voyager 1T
system, which the District Auditor found did not
produce an accurate record-of expenses and assets.

Buildings worth £10.5 million which have
been demolished o which the council no longer
owns, including Matthew Boulton College, were
incorrectly listed-as assets on the system.

The Rowans day nursery in Sutton Cold-
field, worth £400,000, was shown on the records
as having been sold but is still in the council’s
ownership.

Schools worth £20.5 million, which are being
febuilt through Private Finance Initiative pro-
grammes and should have been off the balance
sheet, were incorrectly listed as council assets.

Mr Stocks said that proper checks were not
being carried out and £30 million of assets had
been double counted.

traced on Voyager.

basis. Consequently, there is an increased

within control and suspense accounts.

ties have been appropriatély valued either
oversight or posting €ITLs.
‘I do not consider that I have sufficient

the council’s asset base.’

June 2008.

reporting.

Birmingham City Council had the contro

are free from material error.’
In an improvement plan, Mr Stocks

2009-10 are accurate.

an accurate set of draft accounts is pro

balance report from the Voyager system

inspection purposes.’

Source: Imaginary assets on council’s accounts,
Dale © The Birmingham Post, 11 February 2010

A further £11 million of capital receipts that
the council claimed it possessed could not be

The District Auditor said: ‘Summary and de-
tailed trial balance reports are not routinely gen<
erated from the Voyager system on 2 monthly

imbalanced trial-balance being undetectéd; 1n-
cluding the potential build up of uncleared items

‘7 am unable to conclude as to‘whether the
asset register accurately reflects the properties
owned by the council and whether the proper-

ances to state that thie,asset register presents fairly

Mr Stocks went on to warn that he encountered
‘significant difficulties’ in reconciling the draft
accounts-for 200909 presented to the cabinet in

Heyadded: ‘T concluded that the council has
nbtmade appropriate arrangements for maintain-
ing a sound system of internal controls and, due
to the difficulties in auditing the financial state-
ments outlined already in this report, that it had
not made appropriate arrangements for financial

I was unable to obtain sufficient evidence that

ronments fully embedded for its new financial
systems to maintain a sound system of internal
control. Due to the delays in their production
there is also presently insufficient evidence that
the council can produce financial statements that

that all errors and adjustments must be posted on
Voyager to ensure that the opening balances for
The improvement plan states: “To ensure that

the Corporate Finance Team should ensure that
it produces both a detailed and summary trial

stages throughout the year. The trial-balance re-
ports should be filed and made available for audit

risk of

due to

assur-

| envi-

insists

duced,

at key

by Paul
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How do we know which items in the trial balance are balance sheet items and which are income
statement items? Well, if an item is not a cost (expense) or a sales revenue item, then it must be an
asset or a liability. The expenses and revenues must appear in the income statement and the assets
and liabilities must appear in the balance sheet. Even a computerised accounting system must be told
the specific classification of a transaction.

Worked example 2.11

)

Let’s examine each of the items in the Ayco trial balance as at 31 January 2010. ()

D@ Credit
Q £

Capital account 50,000

This represents the original money that the investor Mr Bean put intko
Ayco — not revenue or expense.

Cash account OQ 16,800
This represents the total cash that Ayco has at its disposal at o)\
31 January, an asset — not revenue or expense. -9

Non-current assets — shop account @ 30,000
This represents assets purchased out of cash to help rufd the business —
not revenue or expense. Q

Non-current assets — fittings account . (§ 5,000
This represents assets purchased out of cash te-help run the business —
not revenue or expense. X,

Printing and stationery expens count 200

This represents costs incurred on dis ble items used in running the
business through January — expeng\

Accounts payable 12,000
This represents debts which Ayco must pay in the next two months,
a liability — not revenue or nse.

Inventories acco@ 3,000

This represents itemsa@d in inventory to sell to customers over future
periods, an asset ? evenue or expense.

Sales revente account 18,000

This represen@'le value of toys delivered to customers in
January - révenue.

A@nts receivable 16,000

This represents debts for which Ayco will receive payment next
menth, an asset — not revenue or expense.

+. Cost of sales account 9,000

“ This represents the cost of toys delivered to customers in
) January — expense.

80,000 80,000
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Progress check 2.4

What is a trial balance and what are its uses?

Income statement

The income statement shows the profit or loss generated by an entity during an accounting period by
deducting all costs from total sales. Within the trial balance we may extract the balanges on the costs
(expenses) and sales revenue accounts in order to construct the income statement/The total sum of
these accounts will then result in a balance which is a profit or a loss, and which may’be inserted back
into a restated trial balance in summary form in place of all the individual profit and loss items which

make up that balance.

K3

Worked example 2.12

.

The expense and revenue items, or the income statement @s, may be extracted from Ayco’s

trial balance and summarised as follows: Q§
kQ Debit Credit
. \() £ £
Sales Qk 18,000
Cost of sales X 9,000
Printing and stationery expenses OO 200
Balance representing a profit for Jag@y 8,800
O 18,000 18,000

N

Although the £8,800 is shown in the debit column to balance the account, it is in fact a credit
balance that is carried forwar{,@at is a balance resulting from £18,000 total credits less total
debits of £9,200. Q

’é&/co income statement for January 2010

© £ £

N
Sales b 18,000
less k

KO

Cost of sales 9,000
Gross profit (gross margin) 9,000
Printing alg“stationery expenses 200
Net py@ for January 2010 8,800

<<\

Progress check 2.5

Outline what an income statement tells us about a company.
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Balance sheet

The balance sheet of an entity discloses the assets (debit balances), and liabilities and shareholders
capital (credit balances), and profits (gains) or losses as at a given date. A gain or profit is a credit
balance, and a loss is a debit balance. The revised trial balance, which includes the net balance of
profit or loss, then forms the basis for the balance sheet. The balance sheet may then be constructed
by rearranging the balances into an established format.

Worked example 2.13

4
Ayco’s profit for January 2010 is a credit balance of £8,800, and if we subsgtute this back into
Ayco’s trial balance to replace the individual revenue and expense item have:

‘é Debit Credit
< £ £

Capital (;)\0 50,000
Cash 16,800
Non-current assets — shop @\O) 30,000
Non-current assets — fittings Q 5,000
Accounts payable Q 12,000
Inventory kQ 3,000
Accounts receivable \() 16,000
Profit for January Qk 8,800

70,800 70,800

S
To construct a balance sheet this nee@oe rearranged into a more usual sort of format:

Ayco ba@e sheet as at 31 January 2010

£ Q £ £ £
Assets .0 Liabilities
Non-current assets § 35,000 Owner’s investment
NQ) Capital 50,000
{\ Profit and loss account 8,800
X2) 58,800
N oy etes
Current assets b Short-term liabilities
Accounts receivable 16,000 Accounts payable 12,000
Inventories 3,000
Cash 6& 16,800
Q 35,800
Q 70,800 70,800
A

Progress check 2.6

Outline what a balance sheet tells us about a company.
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Statement of cash flows

Il The final report, the statement of cash flows, is simply a report on the detail of the movement
within the cash account in the trial balance. This starts with the opening balance, shows the receipts
and payments during the accounting period, and results in the closing balance.

Worked example 2.14

The final report, the statement of cash flows, may be constructed by looking at th ments that
are included in Ayco’s cash T account, that is the elements which make up thQ@al movements
in the cash account in the general ledger:

Oﬁbit Credit
&g £

Cash balance at 1 January 2010 < -

Receipt from Mr Bean — capital for business \O 50,000

Payment for freehold shop X (O(O 30,000

Payment for shop fittings @\ 5,000

Payment for printing and stationery expenses Q 200

Receipt from customers QQ/ 2,000

Cash balance at 31 January 2010 £ 16,800
\O 52,000 52,000

The £16,800 debit balance brought forward @Qsents a positive cash position of £16,800.

7~

The aim of the last few sections has been to explain the basics of double-entry bookkeeping and
the sources of accounting data, and-te provide an introduction to the accounting ledgers and books
of account. This begins to show how the information from double-entry bookkeeping records may be
effectively used. The inclusion.of the rudimentary financial statements shown above illustrates the
importance of the:

m accuracy
m timeliness
m completeness

of the financial data included in the double-entry system.

Progress check 2.7

@\@me what a statement of cash flows tells us about a company.
7©N
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Accrual accounting and cash accounting

We have already covered a number of important accounting ideas and concepts, one of which is that
profit does not necessarily equal cash. This was apparent from the Ayco worked examples. The'net
cash movement in the month of January was an inflow, a positive of £16,800. However, the income
statement showed a gain, a profit of £8,800. The reason that they were not identical was first (as
shown in the statement of cash flows) due to cash items other than those associated with frading, for
example receipt of the original capital, and expenditure on non-current assets. Second, the trading
or operational transactions were not all converted into cash within the month of January; they were
held as trade payables, inventory and trade receivables.

The approach that we took in the Ayco examples demonstrated compliance with'the accruals con-
cept, or matching concept, the principle that revenues and costs are:

m recognised as they are earned or incurred

®m matched with one another

m dealt with in the income statement of the period to which they relate; irrespective of the period of
cash receipt or cash payment.

Progress check 2.8

7
In what way does a company’s income statement differm the movements on its cash account
during an accounting period?

Accruals

It may be that an expense has been inctirred within an accounting period, for which an invoice may
or may not have been received. For example, electricity used, telephone charges incurred, or stationery
supplies received and used. We haye.talked about the concept of matching costs with sales revenues.
Costs not necessarily related to-sales cannot be matched in that way. Such charges must be matched
to the accounting period to which they relate, and therefore an estimate of the cost (an accrual) must
be made and included as anfaccounting adjusting entry in the accounts for that period.

Figure 2.5 shows an inveice dated 15 April 2010 received by a company from its communications
provider for charges of £2,000 for the period January to March 2010. At the end of April 2010 the
company had not yetréceived its bill for the next quarter even though it had use of telephone lines
and had incurred,€all charges. We may assume that the company’s accounting year runs from Janu-
ary to December:Therefore, before finalising its income statement for January to April the company
needed to estimate its telephone costs for April, which are shown as £700.

The estimate of £700 has been charged, or debited, to telephone costs in the profit and loss account,
and a terhporary payable, an accrual, credited in the balance sheet for £700. The total telephone costs
charged-to the profit and loss account for January to April 2010 are therefore £2,700. The accrual
carried forward at the end of April would normally be reversed and the position assessed again at the
end’of May, and the same procedure followed at the end of June. By the end of July the invoice would
normally be expected to have been received covering the period April to June and so no accrual will
be necessary. However, an accrual will be required for the month of July.



E Chapter 2 Classifying and recording financial transactions

m T account illustration of accounting for accruals

Figures in £ ;O(
Profit and loss account 0
telephone account Q/b
invoice 15 Apr 2010 Jan-Mar 2,000 Q
Apr accrual 700 o)
P
Jan—Apr to profit and loss account 2,700
2,700 | 2,700

Balance sheet
accruals

Apr accrual 700
balance /f 700

700 700
balance b/f 700
@1 May 2010

_ no v

Worked example 2.15

From the following informatiq& are required to prepare three-column accounts (in an Excel
I spreadsheet or in a Word ‘s@ e) to reflect the current balances on each account, which are
then required to be adju for the accruals at 31 December 2010 to show the total transfer
to the profit and loss }toéunt. We are also required to show a summary of the accruals as at

3

31 December 2010. b\

5 ) ]
alances at 31 December 2010
Electricity @) 10,000
Gas < 11,000
Telep! 5,000
Inte@}on overdraft 6,000
. tuals required at 31 December 2010
ggctricity 500
OGas 600

Telephone 500
Interest on overdraft 600
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Accruals adjustments at 31 December 2010:

Debit Credit Balance
£ £ £

Electricity
31 December 2010 10,000
Accrual 31 December 2010 500 10,500
Transfer to profit and loss account (10,500) 0
Gas
31 December 2010 11,000
Accrual 31 December 2010 600 11,600
Transfer to profit and loss account (11,600) 0
Telephone
31 December 2010 5,000
Accrual 31 December 2010 500 5,500
Transfer to profit and loss account (5,500) 0
Interest payable on overdraft
31 December 2010 6,000
Accrual 31 December 2010 600 6,600
Transfer to profit and loss account (6,600) 0
Accruals 31 December 2010
Electricity (500) (500)
Gas (600) (1,100)
Telephone (500) (1,600)
Interest payable on overdraft (600) (2,200)

The same sort of exercise is carried-ott within a company for all the categories of expense for
which accruals are likely to be required. Worked example 2.16 explains how accruals may have been
dealt with in Ayco.

Worked example 2.16
X

The accruals concg{?euld have been further illustrated in the Ayco scenario by the introduc-
tion of a number of-additional factors. Assume, for example, that Ayco had used more than £200
of stationery im-the month, say £1,000. We know that Ayco had been invoiced for and paid for
£200 worth, of stationery.

If £500worth of the additional stationery had been used, and an invoice had been received
but not @cessed through the ledgers, what would be the impact on Ayco? If £300 worth of the
additienal stationery had been used, and an invoice had not yet been received but was in the
m{é}vhat would be the impact on Ayco?

The answer is that both would have to be debited to printing and stationery expenses for a
total of £800, and credited not to accounts payable but to accruals.

Accruals are treated in a similar way to accounts payable but the invoices for these charges
have not yet been processed by the entity. They are charges which are brought into the period
because, although goods (or services) have been provided, they have not yet been included in
the suppliers’ accounts.



m Chapter 2 Classifying and recording financial transactions

Expense recognition is an important concept. Expenses should be recognised immediately
they are known about. Ayco knew they had used stationery for which there was a cost even
though an invoice may not have been processed. On the other hand, revenues or profits should s(

not be recognised until they are earned. Lo}
The net impact of the above on Ayco would have been a reduction in profit, a debit of &Q§J
and an increase in liabilities, a credit of £800 to accruals. The accruals entries would nee e

exactly reversed at the beginning of the following month to avoid a doubling up since tga tual
transactions will also be processed. Q)
&

Prepayments

It may be that an expense has been incurred within an accounting period-that related to future
period(s). For example, property taxes, rents or vehicle licence fees paid in advance. As with accru-
als, these costs are not necessarily related to sales and cannot be matehed with sales. Such charges
must also be matched to the period to which they relate and therefore)the proportion of the charges
that relates to future periods (a prepayment) must be calculated andiincluded as an adjustment in the
accounts for that period. Figure 2.6 shows a charge of £6,000 that has been incurred by a company
from its landlord on 1 January 2010 for rent for the period“January to June 2010. At the end of

NS
w T account illustration of acco%@wg for prepayments

Q

Figures in £

Profit and loss account
rent account

invoice 1Jan 2010 dan-Jun 6,000
Apr prepayment 2,000
Jan—-Apr to profit and loss account 4,000

6,000 6,000

Balance sheet
prepayments
Apr prepayment 2,000
<
[(%
balance c/f 2,000
(&(9 ° 2,000 2,000
(@) balance b/f 2,000
9) @1 May 2010
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April 2010 the company had paid rent not only for January to April, but rent in advance for May and
June. Therefore, before finalising its profit and loss account for January to April the company needed
to calculate the rent in advance for May and June, which is shown as £2,000.

The rent in advance of £2,000 has been credited to the rent account and a temporary receivable;,
a prepayment, created in the balance sheet for £2,000. The total rent costs charged to the profit and
loss account for January to April 2010 are therefore £4,000. The prepayment carried forward at the
end of April would normally be reversed and the position assessed again at the end of May;-and the
same procedure followed at the end of June. By the end of July a charge would normally.be expected
to have been received covering the period July to December and so a prepayment will be necessary at
the end of July for the period August to December.

Worked example 2.17

From the following information we are required to prepare three-column accounts (in an
Excel spreadsheet or in a Word table) to reflect the current balané&s on each account, which
are then required to be adjusted for the prepayments, deferred iricome and accrued income at
31 December 2010, to show the total transfer to the profit and 1 ccount. We are also required
to show a summary of the prepayments and accrued incomesand accruals and deferred income

as at 31 December 2010. @\

£
Balances at 31 December 2010
Rent paid é 12,000
Property taxes paid .L\ 13,000
Interest received Q 7,000 (credit)
Rent received é’ 8,000 (credit)

Prepayments, accrued income, an erred income required at 31 December 2010

/f%o

Rent paid 700 (normally paid in advance)
Property taxes paid 800 (normally paid in advance)
Interest receivable Q 700 (normally received in arrears)
Rent received @O 800 (normally received in advance)
Prepayments and accruals adjustments at 31 December 2010

Debit Credit Balance

£ £ £

Rent payable
31 Decembet: 12,000
Prepayment.31 December 2010 (700) 11,300
Transferto profit and loss account (11,300) 0
Property taxes
31/December 13,000
Prepayment 31 December 2010 (800) 12,200
Transfer to profit and loss account (12,200) 0
Interest receivable
31 December (7,000)
Accrued income 31 December 2010 (700) (7,700)

Transfer to profit and loss account 7,700 0
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Rent receivable

31 December (8,000)

Deferred income 31 December 2010 800 (7,200) «

Transfer to profit and loss account 7,200 Oczb

Prepayments and accrued income b\}

31 December 2010

Rent paid 700 'Q 700

Property taxes paid 800 1,500

Interest receivable 700 {(0 2,200

Accruals and deferred income Q/,b

31 December 2010 Q 0

Rent received (8@) (800)
Q)

The same sort of exercise is carried out within a company for all"the categories of expense for
which prepayments are likely to be required. Worked example 218 explains how prepayments may
have been dealt with in Ayco.

Worked example 2.18

Assume, for example, that Ayco had receiveda@%voice for £2,000 for advertising in January to
be paid in March, but the advertising was aking place until February. An invoice may have
been received and processed through t gers, but what would be the impact on Ayco?

.

The answer is that accounts paya@ would have been credited with £2,000 and advertising
expenses debited with £2,000 in the month of January. However, because the advertising had
not taken place, the charge oﬁ,@OOO would be considered as being in advance, or to use its
technical term a prepayment.-The accounts payable entry remains as a credit of £2,000, but an
additional entry is requ1re“{®) credit advertising expenses with £2,000 and debit prepayments
with £2,000.

A prepayment is %dlture on goods (or services) for future benefit, which is to be charged
to future operati h amounts are similar to trade receivables and are included in current
assets in the b aée sheet.

The net i of the above on Ayco would have been no charge to profit. The prepayment
entry woul(d\@eed to be exactly reversed at the beginning of the following month.

Progress check 2.9

OWhat are accruals and prepayments and why are such adjusting entries needed?

\



Summary of key points

Accounting periods

In the Ayco worked examples we were introduced to the idea of an accounting period. An account-
ing period is that covered by the accounting statements of an entity. Different periods may be chosen
within the financial year, for example 13 periods of four weeks, 12 periods using a four, four, five-
week quarter basis, or 12 calendar periods. The Ayco worked examples assumed 12 periods onya cal-
endar basis. Once an accounting period basis has been chosen, consistency must be maintained. This

is an example of both the periodicity concept and the consistency concept (see Chapter 1).

Progress check 2.10

What is an accounting period?

Summary of key points

Double-entry bookkeeping is a convention, the two main objectives of which are to have a
permanent record of transactions, and to show the effect of each transaction and the combined
effect of all the transactions upon the financial positioh of the entity.

m Double-entry bookkeeping data are recorded as transactions described as ‘debits’ and ‘credits’.

B The meaning of a debit and a credit may mest usefully be remembered using the following

rule, applying to entries reflected in the accounts of a company:

Cash receipt = debit cash account and credit another account

Cash payment = credit cash accotint and debit another account
Purchase invoice = credit accounts payable and debit another account
Sales invoice = debit accounts receivable and credit another account.

The main ledger held within the accounting system of a company is called the general ledger,
or nominal ledger, in which the results of all transactions made by the company are recorded
either in summary or in detail.

The original books of acceunt, and subsidiary ledgers: cash book (receipts and payments); pur-
chase invoice daybook.and accounts payable (or purchase ledger); sales invoice daybook and
accounts receivable™(or sales ledger), hold the details of transactions that are reflected in the
general ledger.

B \Wages and salaries data are recorded in the cash books and posted to the general ledger.

m Adjusting aceounting entries, such as those relating to closing inventories valuations, are made

to the accounts prior to preparation of the income statement and balance sheet.

Thererare five main accounting adjustments that are made prior to preparation of the income
statement and balance sheet:

~«closing inventories

=.accruals: charges not yet received

— prepayments: payments in advance (and income accrued)

— depreciation

- bad and doubtful debts.

The balances on the individual accounts recorded within the general ledger may be summarised
in a trial balance, the total of the debit balances being equal to the total of the credit balances.
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B The income statement of an entity shows the profit or loss generated by the entity during an
accounting period by deducting all expenses from all revenues.

B The balance sheet of an entity discloses the assets (debit balances) and liabilities and sharehold-
ers’ capital (credit balances), and gains (credits) or losses (debits) as at a given date.

B The statement of cash flows is a report on the detail of the movement within the cash account
in the trial balance, starting with the opening balance and adding the receipts and deductihg
the payments during the accounting period, resulting in the closing balance.

B The accounting period chosen by a business is the period covered by its financial statements.

Questions

Q2.1 What are the four basic business transactions and what-are their corresponding debit and
credit accounting entries under the convention of dottble-entry bookkeeping?

Q2.2 (i) Name each of the books of account and ledgersin an accounting system.
(i) What are they used for?

Q2.3 Describe the use and purpose of the five main-accounting adjusting entries.

Q2.4 (i) Ata specific pointin time, what does a company’s trial balance show?
(ii) What may the trial balance not shew?

Q2.5 How may the financial performance.of a company be ascertained from its trial balance?
Q2.6 How may the financial position-of a company be ascertained from its trial balance?
Q2.7 How may the cash positionref a company be ascertained from its trial balance?

Q2.8 Why is the profit made ‘during an accounting period not necessarily equal to the cash flow
during that period?

Q2.9 Inwhatways do businesses adjust their accounts for accruals and prepayments?

Q2.10 What is the relevance of the accounting period?

Discussion, points

D2.1 ‘Managers who are non-accounting specialists don’t need to learn about bookkeeping, debits
and-credits, etc.’ Discuss.

D2.2 Computerised accounts and information systems have speeded up the recording of account-
ing data and the presentation of information. What are the other advantages over manual
accounting systems and what are the disadvantages?



Exercises '

Exercises

Solutions are provided in Appendix 2 to all exercise numbers highlighted in colour.

Level |

E2.1  Time allowed — 30 minutes
Extracts from the ledgers of Hall Ltd have provided the following information for 2009 and,2010.

£
Sales revenue 2009 11,000
Sales revenue 2010 12,000
Purchases 2009 7,100
Purchases 2010 8,300
Expenses 2009 2,500
Expenses 2010 2,800
Inventories 1 January 2009 600
Inventories 31 December 2009 700
Inventories 31 December 2010 800
Obsolete inventories included in 31 December 2010 inventories 200

You are required to prepare a basic income statement for the years ended 31 December 2009
and 2010.

E2.2  Time allowed — 30 minutes

(a) Explain why there are always problems at the year end in the assessment of the costs
associated with electricity, gas and‘telephone.
(b) Using the information below, prepare the appropriate year-end accounting entries.

Electricity charges account balance at 15 December 2010: £10,000
Gas charges account balance at 20/December 2010: £5,000
Estimated consumption

Electricity 16 December to 3D December 2010: £300

Gas 21 December to 31 Deeember 2010: £150

E2.3  Time allowed= 30 minutes

Arthur Moment set,up a table-making business, Forlegco, on 1 July 2010. He had £10,000 available
to invest, which is the amount he estimated was required for setting up costs. In the first month of
trading Forlegeo entered into the following transactions:

£
£10,000'from Arthur Moment 10,000
Purchase of hand tools for cash 2,000
Purchase of lathe, power saw and drill on one month’s credit 6,000
Purchase of printing and stationery — invoice received for half the order 100

The total order is £200, and it was all delivered in July and used
Purchase of advertising flyers for cash 2,000 at 50p each, of which 1,000 will be used in July, and 500
in August and September



Chapter 2 Classifying and recording financial transactions

Purchases of timber, glue and varnish, from Woodco, payable within the month £1,500 — half of this
inventory will be on hand at 31 July 2010
Sales of tables to Gardenfurnco for settlement one month later (10 tables at £700 each)

You are required to present these transactions in T account format, and then prepare a trial
balance for Forlegco for 31 July 2010.

E2.4 Time allowed — 30 minutes

From the trial balance for Forlegco for 31 July 2010 (Exercise E2.3)

(i) Prepare a simple income statement for the month of July 2010.
(ii) Has Forlegco made a profit in July?
(iii) If Forlegco has not made a profit, why not?

E2.5 Time allowed — 30 minutes

From the trial balance for Forlegco for 31 July 2010 (Exercise E2.3) prepare a simple balance
sheet at that date.

E2.6  Time allowed — 30 minutes

From the trial balance for Forlegco for 31 July 2010‘(Exercise E2.3) prepare a simple state-
ment of cash flows for the month of July 2010.

E2.7  Time allowed — 30 minutes

You are required to prepare the appropriate-correcting entries in a company’s accounts at 31
December 2010 for the following:

(i) Acheque paid for rent amounting to £2,400 has been entered into the car hire account
in error.

(i) A cheque for £980 was reeceived from a customer in full settlement of a balance of
£1,000, but no accounting entry for the discount has been made.

(iii) A cheque paid for insurance on the company cars amounting to £1,200 has been en-
tered in the cost of metor cars account in error.

(iv) An invoice from a‘builder for £3,500 has been entered in the buildings cost account,
but in fact it related to redecoration of the reception area of the office and should be
treated as a building repair.

Level Il

E2.8  Time allowed — 60 minutes

David (Dai) Etcoak decided to set up a drinks wholesale business, Etcoakco, on 1 December 2009. He
had £100,000 available to invest, which is the amount he felt was required to set up the business. In
the first month of trading Etcoakco entered into the following transactions:

£
£100,000 from Dai Etcoak 100,000
Purchase for cash the freehold of a shop 50,000

Purchase for cash the shop fittings 7,000



Purchase of a labelling machine payable one month later

Cash expenses on printing and stationery

Purchases of inventory, from Gasco, of bottles of pop, payable three months later
(25,000 bottles at £1.25 each)

Sales of bottles of Etcoak to Boozah for settlement one month later
(10,000 bottles at £2.30 each)

Sales of bottles of Etcoak to Disco30, receivable in the month
(12,000 bottles at £2.30 each)

You are required to:

Exercises '
£
20,000
400
31,250

23,000

27,600

(i) look at these transactions in detail and then present them in T account format, and
(ii) state any assumptions you have made particularly relating torhow you have valued

inventories transactions.
Also:

(iii) Do you think £100,000 was enough money or too mucho invest in the business?

(iv) What alternative courses of action are open to Dai?
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