Financlal and

Management Accounting
An introduction

‘P Pearson Fighth Fdit



FINANCIAL AND
MANAGEMENT
ACCOUNTING

AN INTRODUCTION



PEARSON EDUCATION LIMITED
KAO Two

KAO Park

Harlow

CM17 9SR

United Kingdom

Tel: +44 (0)1279 623623

Web: www.pearson.com/uk

First published under the Financial Times Pitman Publishing imprint 1996 (print)
Second edition published 1999 (print)

Third edition 2003 (print)

Fourth edition 2006 (print)

Fifth edition 2011 (print)

Sixth edition 2013 (print and electronic)

Seventh edition 2016 (print and electronic)

Eighth edition 2019 (print and electronic)

© Pearson Education Limited 1996, 1999, 2003, 2006, 2011 (print)
© Pearson Education Limited 2013, 2016, 2019 (print and electronic)

The rights of Pauline Weetman to be identified as author of this work has been asserted by her in accordance with the Copyright, Designs and Patents Act
1988.

The print publication is protected by copyright. Prior to any prohibited reproduction, storage in a retrieval system, distribution or transmission in any
form or by any means, electronic, mechanical, recording or otherwise, permission should be obtained from the publisher or, where applicable, a licence
permitting restricted copying in the United Kingdom should be obtained from the Copyright Licensing Agency Ltd, Barnard's Inn, 86 Fetter Lane, London
EC4A 1EN.

The ePublication is protected by copyright and must not be copied, reproduced, transferred, distributed, leased, licensed or publicly performed or used in
any way except as specifically permitted in writing by the publishers, as allowed under the terms and conditions under which it was purchased, or as strictly
permitted by applicable copyright law. Any unauthorised distribution or use of this text may be a direct infringement of the authors’ and the publisher’s
rights and those responsible may be liable in law accordingly.

All trademarks used herein are the property of their respective owners. The use of any trademark in this text does not vest in the author or publisher any
trademark ownership rights in such trademarks, nor does the use of such trademarks imply any affiliation with or endorsement of this book by such owners.

Pearson Education is not responsible for the content of third-party internet sites.

This publication contains copyright material of the IFRS® Foundation in respect of which all rights are reserved. Reproduced by Pearson Education Ltd with
the permission of the IFRS Foundation. No permission granted to third parties to reproduce or distribute. For full access to IFRS Standards and the work of
the IFRS Foundation please visit http://eifrs.ifrs.org

The International Accounting Standards Board®, the IFRS Foundation, the authors and the publishers do not accept responsibility for any loss caused by
acting or refraining from acting in reliance on the material in this publication, whether such loss is caused by negligence or otherwise.

The Financial Times. With a worldwide network of highly respected journalists, The Financial Times provides global business news, insightful opinion
and expert analysis of business, finance and politics. With over 500 journalists reporting from 50 countries worldwide, our in-depth coverage of
international news is objectively reported and analysed from an independent, global perspective. To find out more, visit www.ft.com/pearsonoffer.

ISBN: 978-1-292-24441-9 (print)
978-1-292-24443-3 (PDF)
978-1-292-24445-7 (ePub)

British Library Cataloguing-in-Publication Data
A catalogue record for the print edition is available from the British Library

Library of Congress Cataloging-in-Publication Data
Names: Weetman, Pauline, author.
Title: Financial and management accounting / Pauline Weetman, Professor of
Accounting, University of Edinburgh.
Description: Eighth edition. | Harlow, England ; New York : Pearson, [2019]
Identifiers: LCCN 2019010831| ISBN 9781292244419 (print) | ISBN 9781292244433 (pdf) |
ISBN 9781292244457 (epub)
Subjects: LCSH: Accounting.
Classification: LCC HF5635 W443 2019 | DDC 657--dc23 LC record available at https://Iccn.loc.gov/2019010831

109 87654321
23 22 21 20 19

Front cover image © MirageC/Moment/Getty

Print edition typeset in 10/12 pt Sabon MT Pro by Pearson CSC

Printed in Slovakia by Neografia

NOTE THAT ANY PAGE CROSS REFERENCES REFER TO THE PRINT EDITION


http://www.pearson.com/uk
http://eifrs.ifrs.org
http://www.ft.com/pearsono�er
https://lccn.loc.gov/2019010831

CONTENTS IN BRIEF

Preface to the eighth edition
Publisher’s acknowledgements

FINANCIAL ACCOUNTING

XV
XX

m A conceptual framework: setting the scene

1T Who needs accounting? 4
2 Asystematic approach to financial reporting: the accounting equation 28
3 Financial statements from the accounting equation 57
4 Ensuring the quality of financial statements 80
1174 Reporting the transactions of a business 113 ]
5 Accounting information for service businesses 114
6 Accounting information for trading businesses 144
1.::1 . Recognition in financial statements 173 ]
7 Published financial statements 174
8 Non-current (fixed) assets 216
9 Current assets 259
10 Current liabilities 292
11 Provisions and non-current (long-term) liabilities 313
12 Ownership interest 336
Analysis and issues in reporting 367 J
13 Ratio analysis 368
14 Reporting corporate performance 399
15 Reporting cash flows 437
MANAGEMENT ACCOUNTING
Setting the scene and defining the basic tools of
management accounting 465
16 Functions of management accounting 466
17 Classification of costs 492
18 Product costs: materials, labour and overheads 516



iv Contents in brief

m Job costs and stock valuation 553 ]
19 Job costing 554
Decision making 579 ]
20 Break-even analysis and short-term decision making 580
Planning and control 609 ]
21 Preparing a budget 610
22 Standard costs 649
23 Performance evaluation and feedback reporting 680
m Capital investment appraisal and business strategy 705 ]
24 Capital investment appraisal 706
25 Business strategy and management accounting 737
Financial accounting terms defined Gl
Management accounting terms defined GT1
Appendices
| Information extracted from annual report of Safe and Sure Group plc,
used throughout Financial Accounting Al
Il Solutions to numerical and technical questions in Financial Accounting A17
[Il" Solutions to numerical and technical questions in Management Accounting A42

Index

Companion Website p—
For open-access student resources specifically written V\_’EBS'
to complement this textbook and support your learning, L5

please visit www.pearsoned.co.uk/weetman

Lecturer Resources

For password-protected online resources tailored to support
the use of this textbook in teaching, please visit
www.pearsoned.co.uk/weetman



http://www.pearsoned.co.uk/weetman
http://www.pearsoned.co.uk/weetman

CONTENTS

Preface to the eighth edition
Publisher’s acknowledgements

FINANCIAL ACCOUNTING

XV
XX

m A conceptual framework: setting the scene

Chapter 1

Chapter 2

Who needs accounting?

Real World Case
Learning outcomes

1.1 Introduction

1.2 The development of a conceptual framework

1.3 The Conceptual Framework for Financial Reporting
1.4  Types of business entity

1.5  Users and their information needs

1.6  Financial statements

1.7  Summary

Further reading

Questions

Activities for study groups (4 or 5 per group)

Notes and references

Supplement: Introduction to the terminology of business transactions
Test your understanding

A systematic approach to financial reporting:
the accounting equation

Real World Case

Learning outcomes

2.1 Introduction

2.2 The accounting equation
2.3 Defining assets

2.4 Examples of assets

2.5  Recognition of assets

2.6 Measurement of assets
2.7  Defining liabilities

2.8  Examples of liabilities

2.9  Recognition of liabilities
210 Measurement of liabilities
211 The ownership interest
212 Assurance for users of financial statements
213 Summary

Further reading

28

28
30
30
31
33
34
37
39
40
4
43
44
45
47
49
50



vi Contents

Questions 51
Activities for study groups 52
Notes and references 53
Supplement: Debit and credit bookkeeping 54
Test your understanding 56
Chapter 3 Financial statements from the accounting equation 57
Real World Case 57
Learning outcomes 59
3.1 Introduction 59
3.2 Who is in charge of the accounting system? 59
3.3 The accounting period 60
3.4  The statement of financial position (balance sheet) 61
3.5  The income statement (profit and loss account) 65
3.6  The statement of cash flows 67
3.7  Usefulness of financial statements 70
3.8  Summary 71
Questions 72
Activities for study groups 73
Supplement: Using the accounting equation to analyse transactions 74
Test your understanding 79
Chapter 4 Ensuring the quality of financial statements 80
Real World Case 80
Learning outcomes 82
4.1  Introduction 82
4.2 Qualitative characteristics of financial statements 83
43 Accounting principles 88
4.4  Applying prudence 91
45  Regulation of financial reporting 93
4.6  Reviewing published financial statements 104
4.7  Summary 109
Further reading 110
Questions 110
Activities for study groups 111
Notes and references 112
m Reporting the transactions of a business 113 ]
Chapter 5 Accounting information for service businesses 114
Real World Case 114
Learning outcomes 115
51  Introduction 115
5.2 Analysing transactions using the accounting equation 116
5.3 lllustration of accounting for a service business 119
54 A process for summarising the transactions: a spreadsheet 124
5.5  Financial statements as a means of communication 126
56  Summary 129
Questions 130
Supplement: Recording transactions in ledger accounts: a service business 131
Test your understanding 143



Contents vii

Chapter 6 Accounting information for trading businesses 144
Real World Case 144
Learning outcomes 146
6.1 Introduction 146
6.2  Goods purchased for resale 147
6.3  Manufacturing goods for resale 149
6.4 lllustration of accounting for a trading business 152
6.5 A process for summarising the transactions: a spreadsheet 156
6.6  Financial statements of M. Carter, wholesaler 158
6.7  Summary 160
Questions 161
Supplement: Recording transactions in ledger accounts: a trading business 164
Test your understanding 171

Recognition in financial statements 173 }

Chapter 7 Published financial statements 174
Real World Case 174
Learning outcomes 176
7.1 Introduction 177
7.2 International influences 177
7.3 Accounting framework 179
7.4  Statement of financial position (balance sheet) 183
7.5  Income statement (profit and loss account) 188
7.6  Statement of cash flows 190
7.7  Group structure of companies 195
7.8  Group financial statements 197
7.9  Small and medium-sized entities (SMEs) 201
7.10 Beyond the annual report 203
711  Summary 207
Further reading 208
Useful websites 208
Questions 208
Activities for study groups 209
Notes and references 209
Supplement 7.1: Information to be presented on the face of the
statement of financial position, as required by IAS 1 211
Supplement 7.2: Balance sheet format 1, as prescribed by the
Companies Act 2006 212
Supplement 7.3: Information to be presented on the face of the
income statement, as required by IAS 1 214
Supplement 7.4: UK Companies Act profit and loss account
format 1 - list of contents 215

Chapter 8 Non-current (fixed) assets 216
Real World Case 216
Learning outcomes 219
8.1  Introduction 220
8.2  Definitions 220
8.3  Recognition and measurement 223
8.4  Users' needs for information 226



viii Contents

Chapter 9

Chapter 10

8.5  Information provided in the financial statements

8.6  Usefulness of published information

8.7  Depreciation: an explanation of its nature

8.8  Reporting non-current (fixed) assets and depreciation in financial statements
89  Summary

Further reading

Questions

Activities for study groups

Notes and references

Supplement: Recording non-current (fixed) assets and depreciation
Test your understanding

Current assets

Real World Case

Learning outcomes

9.1  Introduction

9.2  Definitions

9.3  The working capital cycle

9.4  Recognition and measurement

9.5  Users' needs for information

9.6  Information provided in the financial statements

9.7  Measurement and recording

9.8 Inventories (stocks) of raw materials and finished goods
9.9  Receivables (debtors)

9.10 Prepayments

9.11 Revenue recognition

9.12  Summary

Questions

Activities for study groups

Notes and references

Supplement: Bookkeeping entries for (a) bad and doubtful debts; and (b) prepayments
Test your understanding

Current liabilities

Real World Case

Learning outcomes

10.1  Introduction

10.2  Definitions

10.3 Recognition and measurement

104 Users' needs for information

10.5 Information provided in the financial statements
10.6 Measurement and recording

10.7 Accruals and the matching concept
10.8 Liabilities for taxation

10.9 Summary

Questions

Activities for study groups

Notes and references

Supplement: Bookkeeping entries for accruals
Test your understanding

226
228
230
235
244
244
244
247
247
248
258

259

259
261
261
262
263
264
267
268
272
272
276
279
280
283
283
286
286
287
291

292

292
294
294
295
296
298
298
301
303
306
307
308
309
309
310
312



Contents ix

Chapter 11 Provisions and non-current (long-term) liabilities 313
Real World Case 313
Learning outcomes 314
11.1  Introduction 315
11.2  Users’ needs for information 316
11.3  Information provided in the financial statements 317
11.4  Provisions 320
11.5 Deferred income 323
11.6  Non-current (long-term) liabilities 325
11.7  Summary 331
Questions 331
Activities for study groups 333
Notes and references 333
Supplement: Bookkeeping entries for provisions and deferred income 334
Test your understanding 335

Chapter 12 Ownership interest 336
Real World Case 336
Learning outcomes 338
12.1  Introduction 338
12.2  Definition and recognition 339
12.3  Presentation of ownership interest 340
12.4 Statement of changes in equity 347
12.5 Users' needs for information 348
12.6 Information provided in the financial statements 349
12.7 Dividends 354
12.8 Issue of further shares on the Stock Exchange 355
12.9 Summary 358
Questions 359
Activities for study groups 361
Notes and references 361
Supplement: A spreadsheet for adjustment to a trial balance at
the end of the accounting period 362
Test your understanding 366

m Analysis and issues in reporting 367 ]

Chapter 13 Ratio analysis 368
Real World Case 368
Learning outcomes 370
13.17  Introduction 370
13.2 A note on terminology 371
13.3  Systematic approach to ratio analysis 371
13.4  Investors’ views on risk and return 379
13.5 Pyramid of ratios 381
13.6  Use and limitations of ratio analysis 382
13.7 Worked example of ratio analysis 383
13.8 Linking ratios to the statement of cash flows 385



x Contents

13.9 Combining ratios for interpretation 393
13.10 Summary 395
Questions 396
Notes and references 398
Chapter 14 Reporting corporate performance 399
Real World Case 399
Learning outcomes 401
14.1  Introduction 401
14.2  Strategy and performance 402
14.3  Other guidance in analysis 408
144 Segmental information 412
14.5 Off-balance sheet finance 417
14.6  Corporate social responsibility 420
14.7 Corporate governance 422
14.8 Meaning of ‘fair presentation’ and ‘true and fair view’ 425
14.9 Measurement of value 427
14.10 Risk reporting 431
14.11 Developing issues: how valid is the stakeholder model? 431
14.12 Summary 432
Further reading 433
Questions 434
Activities for study groups 435
Notes and references 435
Chapter 15 Reporting cash flows 437
Real World Case 437
Learning outcomes 438
15.1  Introduction 438
15.2  The direct method and the indirect method 439
15.3  Preparing a statement of cash flows: the indirect method 443
15.4  Preparing a statement of cash flows: the direct method 451
15.5 Interpretation of cash flow information 453
15.6 Illustration 454
15.7 Summary 458
Further reading 458
Questions 459
Notes and references 462
MANAGEMENT ACCOUNTING
Setting the scene and defining the basic tools of
management accounting 465
Chapter 16 Functions of management accounting 466
Real World Case 466
Learning outcomes 468
16.1  Introduction 468
16.2  Meeting the needs of internal users 471

16.3 Management functions 472



Chapter 17

Chapter 18

Chapter 19

Contents  xi

16.4 Role of management accounting 477
16.5 Judgements and decisions: case study illustrations 480
16.6 The language of management accounting 486
16.7 Summary 487
Further reading 487
Questions 487
Activities for study groups 491
Notes and references 491
Classification of costs 492
Real World Case 492
Learning outcomes 494
17.1  Definition of a cost 494
17.2  The need for cost classification 495
17.3  The meaning of ‘activity’ and ‘output’ 495
17.4  Variable costs and fixed costs 496
17.5 Direct costs and indirect costs 501
17.6  Product costs and period costs 503
17.7  Cost classification for planning, decision making and control 506
17.8 Cost coding 508
17.9  Cost selection and reporting 509
17.10 Summary 511
Further reading 511
Questions 512
Activities for study groups 514
Product costs: materials, labour and overheads 516
Real World Case 516
Learning outcomes 518
18.1 Introduction 518
18.2  Accounting for materials costs 520
18.3  Accounting for labour costs 524
18.4 Production overheads: traditional approach 525
18.5 Activity-based costing (ABC) for production overheads 536
18.6 Comparing the traditional approach and ABC 545
18.7 Summary 547
Further reading 548
Questions 548
Activities for study groups 551
Notes and references 551
Job costs and stock valuation 553 ]
Job costing 554
Real World Case 554
Learning outcomes 556
19.1  Introduction 556
19.2  Job-cost records: an illustration 558
19.3 Job costing: applying the accounting equation to transactions 561
19.4  Absorption costing and marginal costing 567
19.5 Moving forward 571



xii Contents

19.6  Summary 572
Questions 573
Activities for study groups 577
Decision making 579 ]
Chapter 20 Break-even analysis and short-term decision making 580
Real World Case 580
Learning outcomes 582
20.1 Introduction 582
20.2  Cost behaviour: fixed and variable costs 583
20.3 Break-even analysis 587
20.4 Using break-even analysis 591
20.5 Limitations of break-even analysis 593
20.6 Applications of cost-volume-profit analysis 594
20.7 Cases in short-term decision making 596
20.8 Pricing decisions 601
209 Summary 604
Questions 604
Activities for study groups 608
Planning and control 609 }
Chapter 21 Preparing a budget 610
Real World Case 610
Learning outcomes 611
21.1  Introduction 612
21.2  Purpose and nature of a budget system 612
21.3  Administration of the budgetary process 615
21.4  The benefits of budgeting 620
21.5 Behavioural aspects of budgeting 624
21.6  Approaches to budgeting 626
21.7 Practical example - development of a budget 629
21.8 Shorter budget periods 638
21.9 Summary 641
Questions 642
Activities for study groups 648
Chapter 22 Standard costs 649
Real World Case 649
Learning outcomes 651
22.1  Introduction 651
22.2 The level of output to be used in setting standards 653
22.3  The control process 654
22.4 Direct materials cost variance 655
22.5 Direct labour cost variance 657
22.6 \Variable overhead cost variance 658
22.7 Fixed overhead expenditure variance 659
22.8 Case study: Allerdale Ltd 660
229 Investigating variances 665



Contents  xiii

22.10 Flexible budgets and variance analysis 666
22117 s variance analysis, based on standard costs, a useful exercise? 671
22.12 A broader view of applications of variance analysis 672
2213 Summary 673
Questions 673
Activities for study groups 679
Notes and references 679
Chapter 23 Performance evaluation and feedback reporting 680
Real World Case 680
Learning outcomes 683
23.1  Introduction 684
23.2 Preparing performance reports 685
23.3  Performance evaluation 686
23.4 Benchmarking 692
23.5 Non-financial performance measures 693
23.6 The Balanced Scorecard 694
23.7 Management use of performance measurement 697
23.8 Summary 700
Further reading 700
Questions 700
Activities for study groups 703
Capital investment appraisal and business strategy 705 ]
Chapter 24 Capital investment appraisal 706
Real World Case 706
Learning outcomes 708
24.1  Purpose of capital investment appraisal 709
24.2  Payback method 711
243 Accounting rate of return 713
244  Net present value method 715
24.5 Internal rate of return 720
24.6  Mutually exclusive projects 723
24.7  Which methods are used in practice? 726
24.8 Control of investment projects: authorisation and review 726
249 Advanced manufacturing technologies 728
24.10 Summary 729
Further reading 730
Questions 730
Activities for study groups 734
Supplement: Table of discount factors 735
Chapter 25 Business strategy and management accounting 737
Real World Case 737
Learning outcomes 739
25.1  Introduction 739
25.2  Strategic management accounting 740
25.3 The just-in-time approach 741
254 Value chain analysis 742
25.5 Total quality management and cost of quality 744

25.6 Business process re-engineering 745



xiv  Contents

25.7 Digital business and e-commerce
25.8 Summary

Further reading

Questions

Activities for study groups
Note and reference

Financial accounting terms defined

Management accounting terms defined

Appendices

| Information extracted from annual report of Safe and
Sure Group plc, used throughout Financial Accounting

Il Solutions to numerical and technical questions in Financial
Accounting

Il Solutions to numerical and technical questions in Management
Accounting

Index

Companion Website ON THE

. . WEBSITE
For open-access student resources specifically written ‘

to complement this textbook and support your learning, L
please visit www.pearsoned.co.uk/weetman

Lecturer Resources

For password-protected online resources tailored to support
the use of this textbook in teaching, please visit
www.pearsoned.co.uk/weetman

746
750

750
751
752
752

G1
G11

Al

Al7

A42


http://www.pearsoned.co.uk/weetman
http://www.pearsoned.co.uk/weetman

PREFACE TO THE
EIGHTH EDITION

‘ Introduction

J

This book uses the international Conceptual Framework (as revised in 2018) and
International Financial Reporting Standards (IFRS) as its primary focus. It enables
students in their early stages of study to understand and analyse the published annual
reports and financial statements of our largest businesses and public sector institutions.
IFRS are now applied in many aspects of government, local authority and other public
sector accounting. Where relevant it also refers to the approach used in small and
medium-sized businesses where the traditions of UK GAAP continue to be applied.

The book is written for the first level of undergraduate degree study in accounting
and business studies, or equivalent introductory accounting courses for any professional
training where an understanding of accounting is a basic requirement. While UK listed
companies apply IFRS in their published financial statements, the remainder of the
annual report is governed by UK-based regulations and codes. All UK companies operate
under the Companies Act 2006. Their annual reports are influenced by the regulatory
process applied to listed companies in the UK. This eighth edition is thoroughly revised
to reflect these regulatory changes, particularly the restructuring of the Financial
Reporting Council to take responsibility for the standards previously issued by the UK
Accounting Standards Board, and the introduction of the strategic report.

All ‘Real World’ case studies at the start of each chapter have been updated to reflect
current conditions. The underlying pedagogy of previous editions has been retained in
response to encouraging comments from reviewers and from users of the book.

As academic institutions come under increasing scrutiny for the quality of the teaching
and learning experience offered, a textbook must do more than present the knowledge
and skills of the chosen subject. It must make explicit to the students what targets are to
be achieved and it must help them to assess realistically their own achievements of those
targets. [t must help the class lecturer prepare, deliver, explain and assess the knowledge
and skills expected for the relevant level of study. This is achieved by stating learning
outcomes at the start of each chapter and by ensuring that the chapter headings and the
end-of-chapter questions address the stated outcomes.

The management accounting chapters continue the approach of previous editions
in taking some of the newer costing techniques into mainstream discussion, reflecting
their increasing acceptance in management accounting practice. Business strategy and
competitive position are recurring themes. A student who has completed this first-level
study of management accounting will be aware of many of the day-to-day practices of
management accounting in business and the relevance of those practices. It also provides
a self-contained, broad introduction to management accounting for business students
who do not need to develop specialist knowledge.

An accompanying website at www.pearsoned.co.uk/weetman provides the lecturer
with a complete resource pack for each chapter. Student handouts containing a skeleton
outline of each chapter, leaving slots for students to complete; powerpoints that match
the lecture handouts; additional multiple-choice questions and further graded questions
in application of knowledge and in problem solving; all are features for this eighth
edition.
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Preface to the eighth edition

End-of-chapter questions are graded according to the skills being assessed. There
are tests of retained knowledge, tests of application of knowledge in straightforward
situations and tests of problem solving and evaluation using the acquired knowledge in
less familiar situations.

Overall the aim of the eighth edition is to provide an introduction to financial
accounting and management accounting which engages the interest of students and
encourages a desire for further study. It also contributes to developing the generic skills
of application, problem solving, evaluation and communication, all emphasised by
employers.

The eighth edition has been updated throughout. It aims to provide a full
understanding of the key aspects of the annual report, concentrating in particular on
companies in the private sector but presenting principles of wider application which are
relevant also to organisations operating in the public sector.

[ Distinctive approach ]

An international perspective reflects the convergence in accounting standards across the
European Union for listed companies. Features specific to the UK are retained where
these continue to be relevant to other enterprises.

Concepts of financial accounting are identified by applying the principles enunciated
by the International Accounting Standards Board in its Conceptual Framework. The
Conceptual Framework emphasises the desirability of meeting the needs of users of
financial statements and it takes a balance-sheet-oriented approach. That approach is
applied consistently throughout the book, with some indication of the problems which
may arise when it is clear that the established emphasis on the matching of revenues and
costs may give a more rational explanation of existing practice.

User needs are explained in every chapter and illustrated by including first-person
commentary from a professional fund manager, holding a conversation with an
audit manager. The conversations are based on the author’s research in the area of
communication through the annual report.

The accounting equation is used throughout the financial accounting section for
analysis and processing of transactions. It is possible for students who do not seek
a technical specialism to complete the text without any reference to debit and credit
bookkeeping. It is, however, recognised that particular groups of students may wish
to understand the basic aspects of debit and credit bookkeeping and for this purpose
the end-of-chapter supplements revisit, on a debit-and-credit-recording basis, material
already explored in the chapter. Debit and credit aspects of management accounting are
not covered since these are regarded as best reserved for later specialist courses if the
student so chooses.

Practical illustration is achieved by drawing on the financial information of a fictitious
major listed company, taking an overview in early chapters and then developing the
detailed disclosures as more specific matters are explored.

Interpretation of financial statements is a feature of all financial reporting chapters,
formally brought together in Chapters 13 and 14. The importance of the wider range
of corporate communication is reinforced in Chapter 14. This chapter also includes
a discussion of some current developments that are under debate in the context of
international convergence.

A running case study example of the fictitious company Safe and Sure plc provides
illustration and interpretation throughout the chapters. Safe and Sure plc is in the service
sector. The Instructor’s Manual contains a parallel example, Craigielaw plc, in the
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manufacturing sector. In the Instructor’s Manual there are questions on Craigielaw to
accompany most of the chapters.

Self-evaluation is encouraged by setting learning outcomes at the start of each chapter
and reviewing these in the chapter summaries. Activity prompts are placed at the ends of
the main sections of each chapter. The activities are designed to develop student learning
by: recognising assumptions; evaluating arguments; and drawing conclusions through
expressing an opinion. Self-testing questions at the end of each of the main sections
of the chapter may be answered by referring again to the text. Further end-of-chapter
questions provide a range of practical applications. Group activities are suggested
at the end of each chapter with the particular aim of encouraging participation and
interaction. Answers are available to all computational questions, either at the end of
the book or in the Instructor’s Manual.

A sense of achievement is engendered in the reader of the financial accounting
section by providing a general understanding of the entire annual report by the end of
Chapter 7. Thereafter specific aspects of the annual report are explored in Chapters 8—12.
Lecturers who wish to truncate a first-level course or leave specific aspects to a later level
will find Chapters 8—12 may be used on a selective basis.

A spreadsheet approach to financial accounting transactions is used in the body of the
relevant chapters to show processing of transactions using the accounting equation. The
author is firmly convinced, after years of trying every conceivable approach, that the
spreadsheet encourages students to apply the accounting equation analytically, rather
than trying to memorise T-account entries. Furthermore, students now use spreadsheets
as a tool of analysis on a regular basis and will have little difficulty in applying suitable
software in preparing spreadsheets. In the bookkeeping supplementary sections, the
three-column ledger account has been adopted in the knowledge that school teaching is
moving increasingly to adopt this approach which cuts out much of the bewilderment of
balancing T-accounts. Computerised accounting systems also favour the three-column
presentation with continuous updating of the balance.

Flexible course design

This text is written for one academic year comprising two semesters of 12 weeks each
but may need selective guidance to students for a module of lesser duration.

In financial accounting, Chapters 1-4 provide an essential conceptual framework
which sets the scene. For a general appreciation course, Chapters 5 and 6 are practical
so that one or both could be omitted, leading directly to Chapter 7 as a guide to
published accounts. Chapters 8—12 are structured so that the explanation of principles
is contained early in each chapter, but the practical implementation is later in each
chapter. For a general appreciation course, it would be particularly important to refer
to the section of each chapter which analyses users’ needs for information and discusses
information provided in the financial statements. However, the practical sections of
these chapters could be omitted or used on a selective basis rather than attempting full
coverage. Chapters 13 and 14 are important to all readers for a sense of interpretation
and awareness of the range of material within corporate reports. Chapter 15 takes the
reader through a cash flow statement item-by-item with the emphasis on understanding
and interpretation.

In teaching and learning management accounting various combinations are possible,
depending on course design and aims. Chapters 16, 17 and 18 provide an essential set
of basic tools of analysis but thereafter some flexibility is feasible. For applications in
job costing, Chapter 19 provides further material. For concentrating on decision making
and awareness of business strategy, Chapters 20, 24 and 25 are recommended. For
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concentrating on planning and control, Chapters 21, 22 and 23 give students experience
of the variety of techniques in use.

Approaches to teaching and learning

Learning outcomes

Targets for student achievement in relation to knowledge and understanding of the
subject are specified in learning outcomes at the head of each chapter. The achievements
represented by these learning outcomes are confirmed against graded questions at the
end of each chapter. The achievement of some learning outcomes may be confirmed
by Activities set out at the appropriate stage within the chapter. Activities encourage
students to: recognise assumptions; evaluate arguments; and draw conclusions by expre-
ssing an opinion.

Skills outcomes

Questions test not only subject-specific knowledge and technical skills, but also the
broader general skills that are transferable to subsequent employment or further
training.

Graded questions

Questions are graded and each is matched to one or more learning outcomes. Where
a solution is provided to a question this is shown by an [S] after the question number.

A series questions: self-test

The A series questions, placed at the end of the section to which they relate, confirm
essential understanding and the application of technical skills. These are skills specific
to the subject of accounting which add to the specialist expertise of the student. More
generally they show the student’s capacity to acquire and apply a technical skill of this
type.

The answers to these questions can be found in the relevant sections of the chapter in
which the questions are located.

B series questions: application

The B series questions apply the knowledge gained from reading and practising the
material of the chapter. They resemble closely in style and content the technical material
of the chapter. Confidence is gained in applying knowledge in a situation that is very
similar to that illustrated. Answers are given in Appendix I and Appendix III or in
the Instructor’s Manual. These questions test skills of problem solving and evaluation
that are relevant to many subjects and many activities in life, especially in subsequent
employment. Some initiative is required in deciding how to apply relevant knowledge
and in solving problems.

C series questions: problem solving and evaluation

The C series questions apply the knowledge gained from reading the chapter, but in a
varied style of question. Problem-solving skills are required in selecting relevant data
or in using knowledge to work out what further effort is needed to solve the problem.
Evaluation means giving an opinion or explanation of the results of the problem-solving
exercise. Some answers are given in Appendix II and Appendix III but others are in the
Instructor’s Manual so that they can be used in tutorial preparation or class work.
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Group and individual cases

Cases apply knowledge gained from the chapter but they also test communication skills.
Communication may involve writing or speaking, or both. It may require, for example,
explanation of a technical matter to a non-technical person, or discussion with other
students to explore and form an opinion on a controversial issue, or presentation of a
report to a business audience.

S series questions in supplementary sections

The S series questions test knowledge of the accounting records system (bookkeeping
entries) to confirm understanding by those who have chosen to study the supplementary
bookkeeping sections.

Instructor’'s Manual

These resources are available at www.pearsoned.co.uk/weetman by password access
to lecturers adopting this book. The Instructor’s Manual contains additional problem
questions for each chapter, with full solutions to these additional questions as well as any
solutions not provided in the book. The Instructor’s Manual also includes basic tutorial
instructions and notes that can be used for class presentation to support each chapter.

Target readership

This book is targeted at a broad-ranging business studies type of first-level degree course.
It is intended to support the equivalent of one semester of 12 teaching weeks. There is
sufficient basic bookkeeping (ledger accounts) in the end-of-chapter supplements to
make the book suitable for those intending to pursue a specialised study of accounting
beyond the first level but the bookkeeping material is optional for those who do not
have such special intentions. The book has been written with undergraduate students
particularly in mind, but may also be suitable for professional and postgraduate business
courses where financial reporting is taught at an introductory level.
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CHAPTER 1

Who needs accounting?

Real World Case

Oxfam: meeting users’ needs

Extracts from Annual Report and
Accounts

Purpose and charitable objects

Oxfam Great Britain's purpose is to help create
lasting solutions to the injustice of poverty.

As stated in its Memorandum of Association,
the objects for which Oxfam is established for
the public benefit are:

CSaad (R

e to prevent and relieve poverty and to
protect vulnerable people, including through
humanitarian intervention;

Penny Tweedie/Alamy Stock Photo

e to advance sustainable development;
e to promote human rights, equality and diversity, in particular where to do so contributes to the prevention
and relief of poverty;

e in all cases working anywhere in the world.

Highlights (page 10)

11.6 million people reached directly in 51 countries

Nearly 9 million people supported in 31 humanitarian emergencies
1,168 grants to 737 partner organisations

450,000 people in the UK made a regular donation

How do we judge the impact of our work?

Oxfam is committed to ensuring that, in all that we do, we are accountable to those with whom we work,
from our programme partners, communities and donors to other stakeholders such as our staff, volunteers,
or those that we campaign through and with. We use several tools to monitor, evaluate, assess and learn from
our stakeholders, including:

e reporting data on the numbers of people and communities reached by our programmes

e completing review exercises to understand - and speak about - our outcome achievements as well as our

challenges, and how we deal with them
& J
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'e N
e undertaking evaluations to assess our overall strategies, test the core assumptions about how we
contribute to social change, and assess our effectiveness in different contexts
e consulting with key stakeholders to gather their insights and assessments about our overall efforts.
Our success in achieving this commitment to accountability is measured annually through our membership
of, and compliance with, the International NGO Accountability Charter and International Aid Transparency
Initiative. More detail on our accountability objectives and achievements is set out on page 29.
Accounting conventions (page 38)
Oxfam is a public benefit entity. The financial statements are prepared in compliance with the Companies
Act 2006, the Charities Act 2011, the Charities Statement of Recommended Practice (FRS 102), the Charities
Accounts (Scotland) Regulations 2006 and Charities and Trustee Investment (Scotland) Act 2005, and FRS
102, the Financial Reporting Standard applicable in the UK and Republic of Ireland.
Source: Oxfam, Annual report and accounts, 2015/16, pp. 9, 10, 12, 38, 50. http://www.oxfamannualreview.org.uk/
Discussion points
1 Who might be included in the stakeholders to whom Oxfam is accountable?
2 To what extent do the ‘Highlights’ meet the information needs of users of the annual report?
\ J
-
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6 Part1 A conceptual framework: setting the scene

Learning

After studying this chapter you should be able to:
outcomes

e Define, and explain the definition of, accounting.
e Explain what is meant by a conceptual framework.

e Explain the distinguishing features of a sole trader, a partnership and a
limited company.

e List the main users of financial information and their particular needs.

e Discuss the usefulness of financial statements to the main users.
Additionally, for those who choose to study the supplement:

e Define the basic terminology of business transactions.
. J

n Introduction

There is no single ‘official’ definition of accounting, but for the purposes of this text the
following wording will be used:

Definition Accounting is the process of identifying, measuring and communicating financial
information about an entity to permit informed judgements and decisions by users of
the information.

This definition may appear short, but it has been widely quoted over a number of years
and is sufficient to specify the entire contents of this introductory textbook.
Taking the definition word by word, it leads to the following questions:

What is the process?

How is financial information identified?

How is financial information measured?

How is financial information communicated?

What is an entity?

Who are the users of financial information about an entity?

NN kW

What types of judgements and decisions do these users make?

Writing the questions in this order is slightly dangerous because it starts by
emphasising the process and waits until the final question to ask about the use of the
information. The danger is that accountants may design the process first and then
hope to show that it is suitable to allow judgements and decisions by users. This is
what has often happened over many years of developing the process by accountants.

In order to learn about, and understand, accounting by taking a critical approach to
the usefulness of the current processes and seeing its limitations and the potential for
improvement, it is preferable to reverse the order of the questions and start by specifying
the users of financial information and the judgements and decisions they make. Once the
users and their needs have been identified, the most effective forms of communication
may be determined and only then may the technical details of measurement and
identification be dealt with in a satisfactory manner.

Reversing the order of the questions arising from the definition of accounting is the
approach used in this book, because it is the one which has been taken by those seeking
to develop a conceptual framework of accounting.
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This chapter outlines in particular the Conceptual Framework of the International
Accounting Standards Board which has been developed for international use in
accounting practice. The chapter explains the nature of three common types of business
entity and concludes by drawing on various views relating to the users of accounting
information and their information needs.

Because the understanding of users’ needs is essential throughout the entire text,
the chapter introduces David Wilson, a fund manager working for a large insurance
company. In order to balance the demands of users with the restrictions and constraints
on preparers of financial information, the chapter also introduces Leona Rees who is
a member of the accountancy profession and who works as an audit manager with an
accountancy firm. Both of them will offer comments and explanations as you progress
through the text.

The definition set out at the start of this section assumes that we are able to identify
the users of accounting information. The Real World Case at the start of the chapter
refers to ‘stakeholders’ rather than ‘users. Choose any three of those stakeholders
and say what you could assume about the judgements and decisions each one might
make.

J

Self test A1.1 Define ‘accounting’
A1.2 Identify the separate questions raised by the definition.

A1.3 The following technical terms are used in this section. Check that you understand
the meaning of each (if you need help, use the glossary at the end of the book).

accountancy firm
accountancy profession
accounting

audit manager
business entity
conceptual framework
financial information
fund manager.

r
.

m The development of a conceptual framework ]

A conceptual framework for accounting is a statement of principles which provides
generally accepted guidance for the development of new reporting practices and for
challenging and evaluating the existing practices. Conceptual frameworks have been
developed in several countries around the world. The structure of most conceptual
frameworks is along the following lines:

Who are the users of financial statements?

What are the information needs of users?

What types of financial statements will best satisfy their needs?

What are the characteristics of financial statements which meet these needs?
What are the principles for defining and recognising items in financial statements?

What are the principles for measuring items in financial statements?

The most widely applicable conceptual framework originated as the Framework for
the Preparation and Presentation of Financial Statements issued by the International
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Accounting Standards Board (IASB) in 1989. In 2010 the Framework was partially
updated. The new Conceptual Framework was completed in 2018, after some challenging
accounting issues had been addressed. The thinking about concepts can be traced to two
discussion papers of the 1970s in the UK and the USA. In the UK, The Corporate Report*
was a slim but highly influential document setting out the needs of users and how these
might be met. Two years earlier the Trueblood Report® in the USA had taken a similar
approach of identifying the needs of users, although perhaps coming out more strongly
in support of the needs of shareholders and creditors than of other user groups. In the
UK, various documents on the needs of users have been prepared by individuals invited
to help the process* or those who took it on themselves to propose radical new ideas.’

Since January 2005, all listed companies in member states of the European Union
(EU) have been required by an accounting regulation called the IAS Regulation® to use a
system of international financial reporting standards set by the International Accounting
Standards Board. The UK standard-setter was influential in the development of these
international reporting standards and, over a period of years, has been moving UK
accounting practice closely into line with the international standards. For unlisted
companies and other organisations not covered by the IAS Regulation of the EU,
the UK Financial Reporting Council (FRC) has a conceptual framework of its own,
called the Statement of Principles.” This document has many similarities to the IASB’s
Conceptual Framework.

Most conceptual frameworks start with the question: Who are the users of financial
statements? The frameworks then assume that we know the information needs of
those users. Assume you are the owner of five restaurants located in different parts of
the same city. Write down three items of accounting information that you would want
to know about your business in order to help you make judgements and decisions.

~
Self test A1.4 The following technical terms are used in this section. Check that you understand

the meaning of each (if you need help, use the glossary at the end of the book).

business entity

conceptual framework
financial reporting standards
financial statements

listed companies

unlisted companies.

m The Conceptual Framework for Financial Reporting

The Conceptual Framework issued in 2018 has been in the process of gradual revision
over several years, as a joint project of the IASB and the Financial Accounting Standards
Board (FASB) of the USA. Progress was delayed by the financial crisis of 2007-08 and
eventually the TASB decided to complete the project alone. The chapter topics are:

1 The objective of general purpose financial reporting.

2 Qualitative characteristics of useful financial information.
3 Financial statements and the reporting entity.

4 The elements of financial statements.

5 Recognition and derecognition.
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6 Measurement.
7 Presentation and disclosure.
8 Concepts of capital and capital maintenance.

Chapters 1 and 2 of the Conceptual Framework are written at a general level and a
reader would find no difficulty in reviewing these at an early stage of study, to gain a
flavour of what is expected of financial statements. The remaining sections are a mixture
of general principles, which are appropriate to first-level study of the subject, and
some quite specific principles which deal with more advanced problems. Some of those
problems need an understanding of accounting which is beyond a first level of study.
This book will refer to aspects of the various sections of the Conceptual Framework, as
appropriate, when particular issues are dealt with. You should be aware, however, that
this book concentrates on the basic aspects of the Conceptual Framework and does not
explore every complexity.

A conceptual framework is particularly important when practices are being developed
for reporting to those who are not part of the day-to-day running of the business.
This is called external reporting or financial accounting and is the focus of the Financial
Accounting studied in this book. For those who are managing the business on a day-to-
day basis, special techniques have been developed and are referred to generally as internal
reporting or management accounting.

Before continuing with the theme of the conceptual framework, it is useful to pause
and consider the types of business for which accounting information may be required.

“Accounting standards aim to portray economic reality, rather than shape it.” This
statement appears in a document entitled "Working in the public interest’ The
definition of accounting in section 1.1 refers to ‘informed judgements and decisions
Is there an argument for saying that accounting standards should aim towards shaping
economic reality?
http://archive.ifrs.org/About-us/Documents/Working-in-the-Public-Interest.pdf

~
A1.5 The following technical terms are used in this section. Check that you understand
the meaning of each (if you need help, use the glossary at the end of the book).

external reporting
financial accounting
internal reporting
management accounting.

m Types of business entity .

The word entity means ‘something that exists independently’. A business entity is a
business that exists independently of those who own the business. The owner provides
an amount of finance to enable the business to acquire assets and sustain its operations.
This is called the owner’s capital. There are three main categories of business which will
be found in all countries, although with different titles in different ones. This chapter
uses the terminology common to the UK. The three main categories are: sole trader,
partnership and limited liability company. This list is by no means exhaustive but provides
sufficient variety to allow explanation of the usefulness of most accounting practices and
their application.
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1.4.1

1.4.2

Sole trader

An individual may enter into business alone, either selling goods or providing a service.
Such a person is described as a sole trader. The business may be started because the sole
trader has a good idea which appears likely to make a profit, and has some cash to buy
the equipment and other resources to start the business. If cash is not available, the sole
trader may borrow from a bank to enable the business to start up. Although this is the
form in which many businesses have started, it is one which is difficult to expand because
the sole trader will find it difficult to arrange additional finance for expansion. If the
business is not successful and the sole trader is unable to meet obligations to pay money
to others, then those persons may ask a court of law to authorise the sale of the personal
possessions, and even the family home, of the sole trader. Being a sole trader can be a
risky matter and the cost of bank borrowing may be at a relatively unfavourable rate of
interest because the bank fears losing its money.

From this description it will be seen that the sole trader’s business is very much
intertwined with the sole trader’s personal life. However, for accounting purposes, the
business is regarded as a separate economic entity, of which the sole trader is the owner
who takes the risk of the bad times and the benefit of the good times. Take as an example
the person who decides to start working as an electrician and advertises their services in
a newspaper. The electrician travels to jobs from home and has no business premises.
Tools are stored in the loft at home and the business records are in a cupboard in the
kitchen. Telephone calls from customers are received on the domestic phone and there are
no clearly defined working hours. The work is inextricably intertwined with family life.

For accounting purposes that person is seen as the owner of a business which provides
electrical services and the business is seen as being separate from the person’s other
interests and private life. The owner may hardly feel any great need for accounting
information because they know the business very closely, but accounting information
will be needed by other persons or entities, mainly the government (in the form of HM
Revenue and Customs) for tax collecting purposes. It may also be required by a bank for
the purposes of lending money to the business or by another sole trader who is intending
to buy the business when the existing owner retires.

Partnership

One method by which the business of a sole trader may expand is to enter into
partnership with one or more people. This may permit a pooling of skills to allow more
efficient working, or may allow one person with ideas to work with another who has the
money to provide the resources needed to turn the ideas into a profit. There is thus more
potential for being successful. If the business is unsuccessful, then the consequences are
similar to those for the sole trader. Persons to whom money is owed by the business may
ask a court of law to authorise the sale of the personal property of the partners in order
to meet the obligation. Even more seriously, one partner may be required to meet all
the obligations of the partnership if the other partner does not have sufficient personal
property, possessions and cash. This is described in law as joint and several liability and
the risks have to be considered very carefully by those entering into partnership.

Partnership may be established as a matter of fact by two persons starting to work
together with the intention of making a profit and sharing it between them. More often
there is a legal agreement, called a partnership deed, which sets out the rights and duties
of each partner and specifies how they will share the profits. There is also partnership
law, which governs the basic relationships between partners and which they may use
to resolve their disputes in a court of law if there is no partnership deed, or if the
partnership deed has not covered some aspect of the partnership.

For accounting purposes the partnership is seen as a separate economic entity, owned
by the partners. The owners may have the same intimate knowledge of the business
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as does the sole trader and may therefore feel that accounting information is not very
important for them. On the other hand, each partner may wish to be sure that they
are receiving a fair share of the partnership profits. There will also be other persons
requesting accounting information, such as HM Revenue and Customs, banks who
provide finance and individuals who may be invited to join the partnership so that it can
expand even further.

Limited liability company

The main risk attached to either a sole trader or a partnership is that of losing personal
property and possessions, including the family home, if the business fails. That risk
would inhibit many persons from starting or expanding a business. Historically, as the
UK changed from a predominantly agricultural to a predominantly industrial economy
in the nineteenth century, it became apparent that owners needed the protection of
limited liability. This meant that if the business failed, the owners might lose all the
money they had put into the business but their personal wealth would be safe.

There are two forms of limited liability company. The private limited company has
the word ‘Limited’ (abbreviated to ‘Ltd’) in its title. The public limited company has the
abbreviation ‘plc’ in its title. The private limited company is prohibited by law from
offering its shares to the public, so it is a form of limited liability appropriate to a family-
controlled business. The public limited company is permitted to offer its shares to the
public. In return it has to satisfy more onerous regulations. Where the shares of a public
limited company are bought and sold on a stock exchange, the public limited company is
called a listed company because the shares of the company are on a list of share prices.

In either type of company, the owners are called shareholders because they share the
ownership and share the profits of the good times and the losses of the bad times (to the
defined limit of liability). Once they have paid in full for their shares, the owners face
no further risk of being asked to contribute to meeting any obligations of the business.
Hopefully, the business will prosper and the owners may be able to receive a share of
that prosperity in the form of a cash dividend. A cash dividend returns to the owners,
on a regular basis and in the form of cash, a part of the profit created by the business.

If the company is very small, the owners may run the business themselves. If it is
larger, then they may prefer to pay someone else to run the business. In either case, the
persons running the business on a day-to-day basis are called the directors.

Because limited liability is a great privilege for the owners, the company must meet
regulations set out by Parliament in the form of a Companies Act. At present the relevant
law is the Companies Act 2006.

For accounting purposes the company is an entity with an existence separate from
the owners. In the very smallest companies the owners may not feel a great need
for accounting information, but in medium- or large-sized companies, accounting
information will be very important for the shareholders as it forms a report on how
well the directors have run the company. As with other forms of business accounting,
information must be supplied to HM Revenue and Customs for tax-collecting purposes.
The list of other users will expand considerably because there will be a greater variety of
sources of finance, the company may be seeking to attract more investors, employees will
be concerned about the well-being of the business and even the customers and suppliers
may want to know more about the financial strength of the company.

Although the law provides the protection of limited liability, this has little practical
meaning for many small family-controlled companies because a bank lending money
to the business will ask for personal guarantees from the sharcholder directors. Those
personal guarantees could involve a mortgage over the family home, or an interest in
life assurance policies. The potential consequences of such personal guarantees, when
a company fails, are such that the owners may suffer as much as the sole trader whose
business fails.
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1.4.4

1.4.5

Limited liability partnership

A limited liability partnership (LLP) is a corporate body, which means it has a legal
personality separate from that of its members. It is formed by being incorporated under
the Limited Liability Partnerships Act 2000. Any new or existing partnership firm of two
or more persons can incorporate as an LLP. There is no limit on the number of members.
There must be at least two designated members who take responsibility for compliance
with statutory requirements. The minimum capital requirement is only £2. An LLP
structure may be used by any business secking to make a profit. It has been used in
particular by professional firms such as accountants, solicitors and architects.

The LLP may be managed like a normal partnership. All members may participate
actively in the management of the business. However, the LLP is responsible for the
debts of the business. The individual members do not have the unlimited liability that
they would have in a normal partnership. Taxation procedures are those that apply to a
partnership.

From an accounting perspective in the UK the disclosure requirements are similar to
those of a company. LLPs are required to provide financial information equivalent to that
of companies, including the filing of annual accounts with the Registrar of Companies.

Comparing partnership and limited liability company

Table 1.1 summarises the differences between a partnership and a limited liability
company that are relevant for accounting purposes.

Table 1.1 Differences between a partnership and a limited liability company

Partnership Limited liability company

Formation Formed by two or more Formed by a number of persons registering
persons, usually with written the company under the Companies Act,
agreement but not necessarily following legal formalities. In particular
in writing. there must be a written memorandum

and articles of association setting out the
powers allowed to the company.

Running the | All partners are entitled to share | Shareholders must appoint directors to
business in the running of the business. run the business (although shareholders
may appoint themselves as directors).

Accounting | Partnerships are not obliged to Companies must make accounting

information | make accounting information information available to the public
available to the wider public. through the Registrar of Companies.
Meeting All members of a general The personal liability of the owners is
obligations | partnership are jointly and limited to the amount they have agreed to
severally liable for money owed | pay for shares.
by the firm.
Powers to Partnerships may carry outany | The company may only carry out the
carry out legal business activities agreed activities set out in its memorandum and
activities by the partners. articles of association.
Status in The partnership is not a separate | The company is seen in law as a separate
law legal entity (under English law), person, distinct from its members.

the partnership property being | This means that the company can own
owned by the partners. (Under | property, make contracts and take legal
Scots law the partnership is a action or be the subject of legal action.
separate legal entity.)




Chapter 1 Who needs accounting? 13

Table 1.2 identifies the differences between the public limited company and the private
limited company that are relevant for accounting purposes.

Table 1.2 Brief comparison of private and public companies

Public company Private company
Running the Minimum of two directors. Minimum of one director.
business .
Must have a company secretary The sole director may also act
who holds a relevant qualification as the company secretary and
(responsible for ensuring the is not required to have a formal
company complies with the qualification.
requirements of company law).
Ownership Shares may be offered to the public, | Shares must not be offered to the
inviting subscription. public. May only be sold by private
arrangements.
Minimum share capital £50,000. No minimum share capital.
Accounting Extensive information required on Less need for disclosure of
information transactions between directors and | transactions between directors and
the company. the company.
Information must be made public through the Registrar of Companies.
Provision of financial information to the public is determined by size of
company, more information being required of medium- and large-sized
companies.
Accounting information must be sent to all shareholders.

Two brothers are planning to set up a computer repair business together. They need to
decide whether to work in partnership or whether to form a limited liability company.
From an accounting and legal perspective, give two arguments supporting formation
of a partnership and two arguments supporting formation of a limited company.

~N

Self test A1.6 The following technical terms are used in this section. Check that you understand
the meaning of each (if you need help, use the glossary at the end of the book).

e articles of association

capital

e Companies Act

e directors

e dividend

e entity

e HM Revenue and Customs
® investors

e jointand several liability
limited liability
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e listed company

e memorandum

e partnership

e partnership deed

e partnership law

e private limited company
e public limited company
e Registrar of Companies

e share capital

e shareholders

e shares

e sole trader.

m Users and their information needs

Definition

1.5.1

Who are the users of the information provided by these reporting entities? This section
shows that there is one group, namely the management of an organisation, whose
information needs are so specialised that a separate type of accounting has evolved
called management accounting. However, there are other groups, each of which may
believe it has a reasonable right to obtain information about an organisation, that do
not enjoy unrestricted access to the business and so have to rely on management to
supply suitable information. These groups include the owners, where the owners are
not also the managers, but extend further to employees, lenders, suppliers, customers,
government and its branches and the public interest. Those in the wider interest groups
are sometimes referred to as stakeholders.

Stakeholder A general term to indicate all those who might have a legitimate interest
in receiving financial information about a business because they have a ‘stake’ in it.

Management

Many would argue that the foremost users of accounting information about an
organisation must be those who manage the business on a day-to-day basis. This group is
referred to in broad terms as management, which is a collective term for all those persons
who have responsibilities for making judgements and decisions within an organisation.
Because they have close involvement with the business, they have access to a wide
range of information (much of which may be confidential within the organisation) and
will seek those aspects of the information which are most relevant to their particular
judgements and decisions. Because this group of users is so broad, and because of the
vast amount of information potentially available, a specialist branch of accounting has
developed, called management accounting, to serve the particular needs of management.

It is management’s responsibility to employ the resources of the business in an
efficient way and to meet the objectives of the business. The information needed by
management to carry out this responsibility ought to be of high quality and in an
understandable form so far as the management is concerned. If that is the case, it would
not be unreasonable to think that a similar quality (although not necessarily quantity)
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of information should be made available more widely to those stakeholders who do not
have the access available to management.® Such an idea would be regarded as somewhat
revolutionary in nature by some of those who manage companies, but more and more
are beginning to realise that sharing information with investors and other stakeholders
adds to the general atmosphere of confidence in the enterprise.

Owners as investors

Where the owners are the managers, as is the case for a sole trader or a partnership, they
have no problem in gaining access to information and will select information appropriate
to their own needs. They may be asked to provide information for other users, such as
HM Revenue and Customs or a bank which has been approached to provide finance,
but that information will be designed to meet the needs of those particular users rather
than the owners.

Where the ownership is separate from the management of the business, as is the case
with a limited liability company, the owners are more appropriately viewed as investors
who entrust their money to the company and expect something in return, usually a
dividend and a growth in the value of their investment as the company prospers. Providing
money to fund a business is a risky act and investors are concerned with the risk inherent
in, and return provided by, their investments. They need information to help them decide
whether they should buy, hold or sell.” They are also interested in information on the
entity’s financial performance and financial position that helps them to assess both its
cash-generation abilities and how management discharges its responsibilities."’

Much of the investment in shares through the Stock Exchange in the UK is carried
out by institutional investors, such as pension funds, insurance companies, unit trusts
and investment trusts. A collection of investments is called a portfolio. The day-to-day
business of buying and selling shares is carried out by a fund manager employed by the
institutional investor. Private investors are in the minority as a group of investors in the
UK. They will often take the advice of an equities analyst who investigates and reports
on share investment. The fund managers and the equities analysts are also regarded as
users of accounting information.

The kinds of judgements and decisions made by investors could include any or all of
the following;:

(a) Evaluating the performance of the entity.

(b) Assessing the effectiveness of the entity in achieving objectives (including compliance
with stewardship obligations) established previously by its management, its members
or owners.

(c) Evaluating managerial performance, efficiency and objectives, including investment
and dividend distribution plans.

(d) Ascertaining the experience and background of company directors and officials
including details of other directorships or official positions held.

(e) Ascertaining the economic stability and vulnerability of the reporting entity.

(f) Assessing the liquidity of the entity, its present or future requirements for additional
working capital, and its ability to raise long-term and short-term finance.

(g) Assessing the capacity of the entity to make future reallocations of its resources for
economic purposes.

(h) Estimating the future prospects of the entity, including its capacity to pay dividends,
and predicting future levels of investment.

(i) Making economic comparisons, either for the given entity over a period of time or
with other entities at one point in time.

(j) Estimating the value of present or prospective interests in or claims on the entity.

(k) Ascertaining the ownership and control of the entity."
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1.5.3

1.5.4

That list was prepared in 1975 and, while it is a valid representation of the needs
of investors, carries an undertone which implies that the investors have to do quite a
lot of the work themselves in making estimates of the prospects of the entity. Today
there is a stronger view that the management of a business should share more of
its thinking and planning with the investors. The list may therefore be expanded by
suggesting that it would be helpful for investors (and all external users) to know:

a) the entity’s actual performance for the most recent accounting period and how this
y p gp
compares with its previous plan for that period;
b) management’s explanations of any significant variances between the two; and
g p y s1g
¢) management’s financial plan for the current and forward accounting periods, and
g p gp
explanations of the major assumptions used in preparing it."”

In the annual reports of all but small companies you will find a section called the
strategic report. This is where companies will include forward-looking statements which
stop short of making a forecast but give help in understanding which of the trends
observed in the past are likely to continue into the future.

Lenders

Lenders are interested in information that enables them to determine whether their
loans, and the related interest, will be paid when due."

Loan creditors provide finance on a longer-term basis. They will wish to assess the
economic stability and vulnerability of the borrower. They are particularly concerned
with the risk of default and its consequences. They may impose conditions (called loan
covenants) which require the business to keep its overall borrowing within acceptable
limits. The financial statements may provide evidence that the loan covenant conditions
are being met.

Some lenders will ask for special reports as well as the general financial statements.
Banks in particular will ask for cash flow projections showing how the business plans to
repay, with interest, the money borrowed.

Suppliers and other trade creditors

Suppliers of goods and services (also called trade creditors) are interested in information
that enables them to decide whether to sell to the entity and to determine whether
amounts owing to them will be paid when due. The IASB mentions ‘other creditors’ as
users of financial statements.'* Suppliers (trade creditors) are likely to be interested in an
entity over a shorter period than lenders unless they are dependent upon the continuation
of the entity as a major customer. The amount due to be paid to the supplier is called a
trade payable or an account payable.

Trade creditors supply goods and services to an entity and have very little protection
if the entity fails because there are insufficient assets to meet all liabilities. They are
usually classed as unsecured creditors, which means they are a long way down the queue
for payment. So they have to exercise caution in finding out whether the business is able
to pay and how much risk of non-payment exists. This information need not necessarily
come from accounting statements; it could be obtained by reading the local press and
trade journals, joining the Chamber of Trade, and generally listening in to the stories
and gossip circulating in the geographic area or the industry. However, the financial
statements of an entity may confirm the stories gained from other sources.

In recent years there has been a move for companies to work more closely with
their suppliers and to establish ‘partnership’ arrangements where the operational and
financial plans of both may be dovetailed by specifying the amount and the timing of
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goods and services required. Such arrangements depend heavily on confidence, which in
turn may be derived partly from the strength of financial statements.

Employees

Employees and their representatives are interested in information about the stability
and profitability of their employers. They are also interested in information that helps
them to assess the ability of the entity to provide remuneration, retirement benefits and
employment opportunities. Employees continue to be interested in their employer after
they have retired from work because in many cases the employer provides a pension fund.

The matters which are likely to be of interest to past, present and prospective
employees include: the ability of the employer to meet wage agreements; management’s
intentions regarding employment levels, locations and working conditions; the pay,
conditions and terms of employment of various groups of employees; job security; and
the contribution made by employees in other divisions of the organisation. Much of
this is quite specialised and detailed information. It may be preferable to supply this to
employees by means of special purpose reports on a frequent basis rather than waiting
for the annual report, which is slow to arrive and more general in nature. However,
employees may look to financial statements to confirm information provided previously
in other forms.

Customers

Customers have an interest in information about the continuance of an entity, especially
when they have a long-term involvement with, or are dependent upon, its prosperity.
In particular, customers need information concerning the current and future supply
of goods and services offered, price and other product details, and conditions of sale.
Much of this information may be obtained from sales literature or from sales staff of the
enterprise, or from trade and consumer journals.

The financial statements provide useful confirmation of the reliability of the enterprise
itself as a continuing source of supply, especially when the customer is making payments
in advance. They also confirm the capacity of the entity in terms of non-current assets
(also called fixed assets) and working capital and give some indication of the strength of
the entity to meet any obligations under guarantees or warranties.

Governments and their agencies

Governments and their agencies are interested in the allocation of resources and,
therefore, in the activities of entities. They also require information in order to regulate
the activities of entities, assess taxation and provide a basis for national income and
economic statistics.

Acting on behalf of the UK government’s Treasury Department, HM Revenue
and Customs collects taxes from businesses based on profit calculated according to
commercial accounting practices (although there are some specific rules in the taxation
legislation which modify the normal accounting practices). HM Revenue and Customs
has the power to demand more information than appears in published financial
statements, but will take these as a starting point.

Other agencies include the regulators of the various utility companies. Examples are
Ofcom" (the Office of Communications) and Ofgem'® (the Office of Gas and Electricity
Markets). They use accounting information as part of the package by which they
monitor the prices charged by these organisations to consumers of their services. They
also demand additional information designed especially to meet their needs.
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1.5.8 Public interest

Self test

Enterprises affect members of the public in a variety of ways. For example, enterprises
may make a substantial contribution to the local economy by providing employment
and using local suppliers. Financial statements may assist the public by providing
information about the trends and recent developments in the prosperity of the entity and
the range of its activities.

A strong element of public interest has been aroused in recent years by environmental
issues and the impact of companies on the environment. There are costs imposed on
others when a company pollutes a river or discharges harmful gases into the air. It may be
perceived that a company is cutting corners to prune its own reported costs at the expense
of other people. Furthermore, there are activities of companies today which will impose
costs in the future. Where an oil company has installed a drilling rig in the North Sea, it
will be expected one day to remove and destroy the rig safely. There is a question as to
whether the company will be able to meet that cost. These costs and future liabilities may
be difficult to identify and quantify, but that does not mean that companies should not
attempt to do so. More companies are now including descriptions of environmental policy
in their annual reports, but regular accounting procedures for including environmental
costs and obligations in the financial statements have not yet been developed.

Read again the Real World Case at the start of the chapter. In the extract on ‘How

do we judge the impact of our work’, the report sets out the tools used to monitor,
evaluate, assess and learn from stakeholders. What is the role of accounting in each of
the tools set out in that extract?

N
A1.7 The following technical terms are used in this section. Check that you understand
the meaning of each (if you need help, use the glossary at the end of the book).

annual report

cash flow projections
creditors

default

dividend

equities analyst

fixed assets
institutional investors
fund manager
liabilities

liquidity

loan covenants
management
management accounting
non-current assets
portfolio

return

risk

stakeholder
stewardship

strategic report
unsecured creditors
working capital.
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m Financial statements ]

1.6.1

1.6.2

In this section we explore some of the controversial issues surrounding the need for, and
usefulness of, financial statements. These issues continue to be debated, so you should
think about the arguments on each side.

General purpose or specific purpose financial statements?

Some experts who have analysed the needs of users in the manner set out in the previous
section have come to the conclusion that no single set of general purpose financial
statements could meet all these needs. It has been explained in the previous section that
some users already turn to special reports to meet specific needs. Other experts hold that
there could be a form of general purpose financial statements which would meet all the
needs of some user groups and some of the needs of others.

This book is written on the assumption that it is possible to prepare a set of general
purpose financial statements which will have some interest for all users. The existence
of such reports is particularly important for those who cannot prescribe the information
they would like to receive from an organisation. That is perhaps because they have no
bargaining power, or because they are many in number but not significant in economic
influence.

Preparers of general purpose financial statements tend to regard the owners and long-term
lenders as the primary users of the information provided. There is an expectation or hope that
the interests of these groups will overlap to some extent with the interests of a wider user group
and that any improvements in financial statements will be sufficient so that fewer needs will be
left unmet."”

The primary focus of the Conceptual Framework is on general purpose financial
statements. The IASB states that the objective of general purpose financial reporting is
to provide information about the reporting entity that is useful to existing and potential
investors, lenders and other creditors in making decisions relating to providing resources
to the entity."® Some critics of the IASB’s approach think this is a relatively narrow view of
the potential coverage and usefulness of general purpose financial statements.

Stewards and agents

In an earlier section, the needs of investors as users were listed and the word ‘stewardship’
appeared. In the days before an industrial society existed, stewards were the people who
looked after the manor house and lands while the lord of the manor enjoyed the profits
earned. Traditionally, accounting has been regarded as having a particular role to play
in confirming that those who manage a business on behalf of the owner take good care
of the resources entrusted to them and earn a satisfactory profit for the owner by using
those resources.

Astheidea of a wider range of users emerged, this idea of the ‘stewardship’ objective of
accounting was mentioned less often (although its influence remains strong in legislation
governing accounting practice). In the academic literature it has been reborn under a new
heading — that of agency. Theories have been developed about the relationship between
the owner, as ‘principal’, and the manager, as ‘agent’. A conscientious manager, acting
as an agent, will carry out their duties in the best interest of the owners, and is required
by the law of agency to do so. However, not all agents will be perfect in carrying out this
role and some principals will not trust the agent entirely. The principal will incur costs
in monitoring (enquiring into) the activities of the agent and may lose some wealth if the
interests of the agent and the interests of the principal diverge. The view taken in agency
theory is that there is an inherent conflict between the two parties and so they spend
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1.6.3

time agreeing contracts which will minimise that conflict. The contracts will include
arrangements for the agent to supply information on a regular basis to the principal.

In the Conceptual Framework the word ‘stewardship’ is used to describe how
efficiently and effectively the entity’s management and governing board have discharged
their responsibilities to use the entity’s economic resources."”

While the study of agency theory in all its aspects could occupy a book in itself, the
idea of conflicts and the need for compromise in dealing with pressures of demand for,
and supply of, accounting information may be helpful in later chapters in understanding
why it takes so long to find answers to some accounting issues.

Who needs financial statements?

In order to keep the flavour of debate on accounting issues running through this text,
two people will give their comments from time to time. The first of these is David
Wilson, a fund manager of seven years’ experience working for an insurance company.
He manages a UK equity portfolio (a collection of company shares) and part of his work
requires him to be an equities analyst. At university he took a degree in history and has
subsequently passed examinations to qualify as a chartered financial analyst (CFA).*

The second is Leona Rees, an audit manager with a major accountancy firm. She
has five years’ experience as a qualified accountant and had previously spent three years
in training with the same firm. Her university degree is in accounting and economics
and she has passed the examinations to qualify for membership of one of the major
accountancy bodies.

David and Leona had been at school together but then went to different universities.
More recently they have met again at workout sessions at a health club, relaxing
afterwards at a nearby bar. David is very enthusiastic about his work, which demands
long hours and a flexible attitude. He has absorbed a little of the general scepticism of
audit which is expressed by some of his fund manager colleagues.

Leona’s main role at present is in company audit and she is now sufficiently experienced
to be working on the audit of one listed company as well as several private companies
of varying size. For two years she worked in the corporate recovery department of the
accountancy firm, preparing information to help companies find sources of finance to
overcome difficult times. She feels that a great deal of accounting work is carried out
behind the scenes and the careful procedures are not always appreciated by those who
concentrate only on the relatively few well-publicised problems.

We join them in the bar at the end of a hectic working week.

DAVID: This week I've made three visits to companies, attended four presentations
of preliminary announcements of results, received copies of the projector slides used
for five others that | couldn’t attend, and collected around 20 annual reports. | have a
small mound of brokers’ reports, all of which say much the same thing but in different
ways. I've had to read all those while preparing my monthly report to the head of
Equities Section on the performance of my fund and setting out my strategy for three
months ahead consistent with in-house policy. | think I'm suffering from information
overload and | have reservations about the reliability of any single item of informa-
tion | receive about a company.

LEONA: If I had to give scores for reliability to the information crossing your desk, |
would give top marks to the 20 annual reports. They have been through a very rigor-
ous process and they have been audited by reputable audit firms using established
standards of auditing practice.
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DAVID: That's all very well, but it takes so long for annual reports to arrive after
the financial year-end that they don’t contain any new information. | need to get
information at the first available opportunity if I'm to keep up the value of the share
portfolio | manage. The meetings that present the preliminary announcements are
held less than two months after the accounting year-end. It can take another six
weeks before the printed annual report appears. If | don’t manage to get to the
meeting | take a careful look at what the company sends me in the way of copies of
projector slides used.

LEONA: Where does accounting information fit in with the picture you want of a
company?

DAVID: It has some importance, but accounting information is backward-looking
and | invest in the future. We visit every company in the portfolio once a year and
I'm looking for a confident management team, a cheerful-looking workforce and a
general feeling that things are moving ahead. I'll also ask questions about prospects:
how is the order book; which overseas markets are expanding; have prices been
increased to match the increase in raw materials?

LEONA: Isn’t that close to gaining insider information?

DAVID: No - | see it as clarification of information which is already published.
Companies are very careful not to give an advantage to one investor over another
- they would be in trouble with the Stock Exchange and perhaps with the Financial
Services Authority if they did give price-sensitive information. There are times of the
year (running up to the year-end and to the half-yearly results) when they declare a
‘close season’ and won't even speak to an investor.

LEONA: So are you telling me that | spend vast amounts of time auditing financial
statements which no one bothers to read?

DAVID: Some people would say that, but | wouldn't. It’s fairly clear that share prices
are unmoved by the issue of the annual report, probably because investors already
have that information from the preliminary announcement. Nevertheless, we like
to know that there is a regulated document behind the information we receive - it
allows us to check that we're not being led astray. Also, | find the annual report very
useful when | want to find out about a company | don’t know. For the companies |
understand well, the annual report tells me little that | don’t already know.

LEONA: I'll take that as a very small vote of confidence for now. If your offer to help
me redecorate the flat still stands, | might try to persuade you over a few cans of
emulsion that you rely on audited accounts more than you realise.

In this conversation, David questions the usefulness and relevance of published
financial statements because of the time taken to publish them. Leona defends the
rigorous audit scrutiny. Would David have the same opinion if there were no audited
financial statements available for investors in listed companies?
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~
Self test A1.8 The following technical terms are used in this section. Check that you understand

the meaning of each (if you need help, use the glossary at the end of the book).

agency
agency theory

general purpose financial statements
portfolio

primary users.

|7/ Summary

This chapter has explained that accounting is intended to provide information that is useful
to a wide range of interested parties (stakeholders).
Key points are:

e Accounting is the process of identifying, measuring and communicating financial
information about an entity to permit informed judgements and decisions by users of
the information.

e A conceptual framework for accounting is a statement of principles which provides
generally accepted guidance for the development of new reporting practices and for
challenging and evaluating the existing practices.

e The Conceptual Framework of the IASB provides broad principles that guide
accounting practice in many countries.

e Since January 2005, all listed companies in member states of the EU have been
required by an accounting regulation to use a system of international financial
reporting standards (IFRS) set by the TASB.

e Business entities in the UK are cither sole traders, partnerships or limited liability
companies.

e Users of accounting information include management, owners, employees, lenders,
suppliers, customers, governments and their agencies and the public interest.

e Stakeholders are all those who might have a legitimate interest in receiving financial
information about a business because they have a ‘stake’ in it.

e General purpose financial statements might ideally aim to meet the needs of a wide
range of users. However the Conceptual Framework focuses on the information needs
of investors and lenders.

e The relationship between the owner, as ‘principal’, and the manager, as ‘agent’, is
described in the theory of agency relationships. Accounting information helps to
reduce the potential conflicts of interest between principal and agent. ‘Stewardship’
indicates how management takes care in the use of the entity’s resources.

Further reading

IASB (2018), Conceptual Framework for Financial Reporting, International Accounting
Standards Board.

ICAEW (2009), Developments in new reporting models. Information for better markets
initiative. The Institute of Chartered Accountants in England and Wales. www.icaew.
co.uk.
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Questions

Each chapter has three types of question. The ‘A’ series of ‘Self-test’ questions are
placed at the end of each section to help you test your understanding and review your
reading. You will find the answers to these questions by re-reading and thinking about
the section. ‘Application’ questions to test your ability to apply technical skills are in the
‘B’ series of questions. Questions requiring you to show skills in problem solving and
evaluation are in the ‘C’ series of questions. A letter [S] indicates that there is a solution

at the end of the book.

ﬁ Application J

B1.1

Brian and Jane are planning to work in partnership as software consultants. Write a note
(100-200 words) to explain their responsibilities for running the business and producing
accounting information about the financial position and performance of the business.

B1.2

Jennifer has inherited some shares in a public company which has a share listing on
the Stock Exchange. She has asked you to explain how she can find out more about
the financial position and performance of the company. Write a note (100-200 words)
answering her question.

B1.3

Martin is planning to buy shares in the company that employs him. He knows that the
directors of the company are his employers but he wonders what relationship exists
between the directors and the shareholders of the company. Write a note (100-200
words) answering his question.

Problem solving and evaluation ]

C1.1

The following extracts are typical of the annual reports of large listed companies. Which
of these extracts satisfy the definition of ‘accounting’? What are the user needs that are
most closely met by each extract?

(a) Suggestions for improvements were made by many employees, alone or in teams.
Annual savings which have been achieved total £15m. The best suggestion for
improvement will save around £0.3m per year for the next five years.

(b) As of 31 December, 3,000 young people were learning a trade or profession with the
company. This represents a studentship rate of 3.9%. During the reporting period we
hired 1,300 young people into training places. This is more than we need to satisfy
our employment needs in the longer term and so we are contributing to improvement
of the quality of labour supplied to the market generally.

(c) During the year to 31 December our turnover (sales) grew to £4,000 million compared
to £2,800 million last year. Our new subsidiary contributed £1,000 million to this
increase.

(d) It is our target to pay our suppliers within 30 days. During the year we achieved an
average payment period of 33 days.



24

Part 1 A conceptual framework: setting the scene

(e) The treasury focus during the year was on further refinancing of the group’s
borrowings to minimise interest payments and reduce risk.

(f) Our plants have emission rates that are 70% below the national average for sulphur
dioxide and 20% below the average for oxides of nitrogen. We will tighten emissions
significantly over the next ten years.

C1.2

Explain how you would class each of the following — as a sole trader, partnership or
limited company. List any further questions you might ask for clarification about the
nature of the business.

(a) Miss Jones works as an interior decorating adviser under the business name
‘U-decide’. She rents an office and employs an administrative assistant to answer the
phone, keep files and make appointments.

(b) George and Jim work together as painters and decorators under the business name
‘Painting Partners Ltd’. They started the business ten years ago and work from a
rented business unit on a trading estate.

(c) Jenny and Chris own a hotel jointly. They operate under the business name ‘Antler
Hotel Company’ and both participate in the running of the business. They have
agreed to share profits equally.

Activities for study groups (4 or 5 per group)

Obtain the annual report of a listed company. Each member of the group should choose
a different company. Most large companies will provide a copy of the annual report at no
charge in response to a polite request — or you may know someone who is a shareholder
and receives a copy automatically. Many companies have websites with a section for
‘Investor Relations’ where you will find a document file containing the annual report.

Look at the contents page. What information does the company provide?

2 Find the financial highlights page. What are the items of accounting information
which the company wants you to note? Which users might be interested in this high-
lighted information, and why?

Is there any information in the annual report which would be of interest to employees?
Is there any information in the annual report which would be of interest to customers?

Is there any information in the annual report which would be of interest to suppliers?

(o) WV, B~ VS

Find the auditors’ report. To whom is it addressed? What does that tell you about the
intended readership of the annual report?

7 Note the pages to which the auditors’ report refers. These are the pages which are
regulated by company law, accounting standards and Stock Exchange rules. Compare
these pages with the other pages (those which are not regulated). Which do you find
more interesting? Why?

8 Each member of the group should now make a five-minute presentation evaluating the
usefulness of the annual report examined. When the presentations are complete the
group should decide on five criteria for judging the reports and produce a score for
each. Does the final score match the initial impressions of the person reviewing it?

9 Finally, as a group, write a short note of guidance on what makes an annual report
useful to the reader.
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SUPPLEMENT TO CHAPTER 1

Introduction to the terminology of
business transactions

The following description explains the business terminology which will be encountered
frequently in describing transactions in this textbook. The relevant words are highlighted in
bold lettering. These technical accounting terms are explained in the Financial accounting
terms defined section at the end of the book.

Most businesses are established with the intention of earning a profit. Some do so by
selling goods at a price greater than that paid to buy or manufacture the goods. Others
make a profit by providing a service and charging a price greater than the cost to them
of providing the service. By selling the goods or services the business is said to earn sales
revenue.

Profit arising from transactions relating to the operation of the business is measured by
deducting from sales revenue the expenses of earning that revenue.

Revenue from sales (often abbreviated to ‘sales’ and sometimes referred to as ‘turn-over’)
means the value of all goods or services provided to customers, whether for cash or for credit.
In a cash sale the customer pays immediately on receipt of goods or services. In a credit sale
the customer takes the goods or service and agrees to pay at a future date. By agreeing to pay
in the future the customer becomes a debtor of the business. The amount due to be collected
from the debtor is called a trade receivable or an account receivable. The business will send a
document called a sales invoice to the credit customer, stating the goods or services provided
by the business, the price charged for these and the amount owing to the business.

Eventually the credit customer will pay cash to settle the amount shown on the invoice. If
they pay promptly the business may allow a deduction of discount for prompt payment. This
deduction is called discount allowed by the business. As an example, if the customer owes
£100 but is allowed a 5% discount by the business, he will pay £95. The business will record
cash received of £95 and discount allowed of £5.

The business itself must buy goods in order to manufacture a product or provide a service.
When the business buys goods it purchases them and holds them as an inventory of goods
(also described as a ‘stock’ of goods) until they are used or sold. The goods will be purchased
from a supplier, either for cash or for credit. In a credit purchase the business takes the goods
and agrees to pay at a future date. By allowing the business time to pay, the supplier becomes
a creditor of the business. The name creditor is given to anyone who is owed money by the
business. The amount due to be paid to a creditor is called a trade payable or an account
payable. The business will receive a purchase invoice from the supplier describing the goods
supplied, stating the price of the goods and showing the amount owed by the business.

Eventually the business will pay cash to settle the amount shown on the purchase invoice.
If the business pays promptly the supplier may permit the business to deduct a discount for
prompt payment. This is called discount received by the business. As an example, if the
business owes an amount of £200 as a trade payable but is permitted a 10% discount by the
supplier, the business will pay £180 and record the remaining £20 as discount received from
the supplier.
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The purchase price of goods sold is one of the expenses of the business, to be deducted
from sales revenue in calculating profit. Other expenses might include wages, salaries, rent,
rates, insurance and cleaning. In each case there will be a document providing evidence of the
expense, such as a wages or salaries slip, a landlord’s bill for rent, a local authority’s demand
for rates, an insurance renewal note or a cleaner’s time sheet. There will also be a record of
the cash paid in each case.

Sometimes an expense is incurred but is not paid for until some time later. For example,
electricity is consumed during a quarter but the electricity bill does not arrive until after the
end of the quarter. An employee may have worked for a week but not yet have received a cash
payment for that work. The unpaid expense of the business is called an accrued expense and
must be recorded as part of the accounting information relevant to the period of time in
which the expense was incurred.

On other occasions an expense may be paid for in advance of being used by the business.
For example, a fire insurance premium covering the business premises is paid annually in
advance. Such expenditure of cash will benefit a future time period and must be excluded from
any profit calculation until that time. In the meantime it is recorded as a prepaid expense or
a prepayment.

Dissatisfaction may be expressed by a customer with the quantity or quality of goods or
service provided. If the business accepts that the complaint is justified it may replace goods
or give a cash refund. If the customer is a credit customer who has not yet paid, then a cash
refund is clearly inappropriate. Instead the customer would be sent a credit note for sales
returned, cancelling the customer’s debt to the business for the amount in dispute. The credit
note would record the quantity of goods or type of service and the amount of the cancelled
debt.

In a similar way the business would expect to receive a credit note from a supplier for
purchases returned where goods have been bought on credit terms and later returned to the
supplier because of some defect.

m Test your understanding ]

S1.1  The following technical terms appear in this supplement. Check that you know the
meaning of each.

e Profit e Trade payable

e Sales revenue e Discount received

e (Cash sale e Expense

e Credit sale e Accrued expense

e Debtor e Prepaid expense

e Trade receivable e Credit note for sales returned
e Discount allowed e Credit note for purchases returned
e Purchases e Account receivable

e Credit purchase e Sales invoice

e Inventory e Account payable

[

Creditor



CHAPTER 2

A systematic approach to financial
reporting: the accounting equation

Real World Case

Micro-entities: statement of financial position

The Financial Reporting Council (FRC) in the UK has set out an accounting standard for micro-entities, which
are the very smallest companies. Typically they have fewer than 10 employees. One permitted outline for a
statement of financial position (balance sheet) is shown here.

Assets
Fixed assets
Current assets
Prepayments and accrued income

X X X X

Capital, Reserves and Liabilities
Capital and reserves X
Provisions for liabilities
Creditors X
Amounts falling due within one year X
Amounts falling due after one year X

Accruals and deferred income

X X X

Source: FRS 105: The Financial Reporting Standard applicable to the Micro-entities Regime (2015), paragraph 4.3., https://www.frc.org.uk/
accountants/accounting-and-reporting-policy/uk-accounting-standards/standards-in-issue/frs-105-the-financial-reporting-standard-applicabl

Discussion points

1 How does the statement of financial position reflect the accounting equation?
2 What further questions would you ask about the statement of financial position?

L J
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Learning

After studying this chapter you should be able to:
outcomes

e Define and explain the accounting equation.

e Define assets.

e Apply the definition to examples of assets.

e Explain and apply the guidance for recognition of assets.

e Define liabilities.

e Apply the definition to examples of liabilities.

e Explain and apply the guidance for recognition of liabilities.
e Define ownership interest.

e Explain how the recognition of ownership interest depends on the recognition of
assets and liabilities.

e Use the accounting equation to show the effect of changes in the ownership interest.

e Explain how users of financial statements can gain assurance about assets and
liabilities.

Additionally, for those who choose to study the supplement:

e Explain how the rules of debit and credit recording are derived from the
accounting equation.

m Introduction

Chapter 1 considered the needs of a range of users of financial information and
summarised by suggesting that they would all have an interest in the resources available
to the business and the obligations of the business to those outside it. Many of these

users will also want to be reassured that the business has an adequate flow of cash to
support its continuation. The owners of the business have a claim to the resources of
the business after all other obligations have been satisfied. This is called the ownership
interest or the equity interest. They will be particularly interested in how that ownership
interest grows from one year to the next and whether the resources of the business are
being applied to the best advantage.

Accounting has traditionally applied the term assets to the resources available to the
business and has applied the term liabilities to the obligations of the business to persons
other than the owner. Assets and liabilities are reported in a financial statement called a
statement of financial position (also called a balance sheet). The statement of the financial
position of the entity represents a particular point in time. It may be described by a very
simple equation.
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N
This section contains several words in bold font that may be new to you. They will all

be explained in the chapter. Look back to this page after you have read the chapter

and check that you understand the new words. )

m The accounting equation

2.2

The accounting equation as a statement of financial position may be expressed as:

Assets minus Liabilities equals Ownership interest

The ownership interest is the residual claim after liabilities to third parties have been
satisfied. The equation expressed in this form emphasises that residual aspect.

Another way of thinking about an equation is to imagine a balance with a bucket on
each end. In one bucket are the assets (A) minus liabilities (L). In the other is the owner-

ship interest (OI).
A-L Ol

/\

If anything happens to disturb the assets then the balance will tip unevenly unless

some matching disturbance is applied to the ownership interest. If anything happens to
disturb the liabilities then the balance will tip unevenly unless some matching distur-
bance is applied to the ownership interest. If a disturbance applied to an asset is applied
equally to a liability, then the balance will remain level.

Form of the equation: international preferences

If you have studied simple equations in a maths course you will be aware that there are
other ways of expressing this equation. Those other ways cannot change the magnitudes
of each item in the equation but can reflect a different emphasis being placed on the
various constituents. The form of the equation used in this chapter is the sequence which
has, for many years, been applied in most statements of financial position (balance
sheets) reported to external users of accounting information in the UK. The statements
of financial position that have been reported to external users in some Continental Euro-
pean countries and in the USA are better represented by another form of the equation:

Assets equals Liabilities plus Ownership interest

The ‘balance’ analogy remains applicable here, but the contents of the buckets have

e

A disturbance on one side of the balance will require a corresponding disturbance on
the other side if the balance is to be maintained.

been rearranged.
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2.2.2

2.2.3

Definition

Definition

Flexibility

The International Accounting Standards Board (IASB) has developed a set of accounting
standards which together create an accounting system which in this book is described
as the 1ASB system. The IASB offers no indication as to which of the above forms of the
accounting equation is preferred. That is because of the different traditions in different
countries. Consequently, for companies reporting under the IASB system, the form of
the equation used in any particular situation is a matter of preference related to the
choice of presentation of the statement of financial position (balance sheet). That is a
communication issue which will be discussed later. This chapter will concentrate on the
nature of the various elements of the equation, namely assets, liabilities and ownership
interest. You should be prepared to find different variations of the accounting equation
in different companies’ financial statements.

Measurement in the accounting equation

Measurements used in the accounting equation may use historical cost, or fair value, or
a mixture of both.

Historical cost is the amount paid for an asset or agreed for a liability on the date that
the transaction first occurred.

Traditionally accounting has been based on historical cost, with no regard for any
effects of subsequent market prices or values. In historical cost accounting, assets have
initially been measured at their cost on the date they were acquired. Liabilities have been
measured at the amount agreed as owing on the date that the borrowing took place.
Changes in historical cost caused by the passage of time, or use of resources, have been
recognised through changes of the reported measurement of long-term assets and some
long-term liabilities.

Fair value is defined as the price that would be received to sell an asset or paid
to transfer a liability in an orderly transaction between market participants at the
measurement date.

The measurement date for fair value is taken as the end date of the accounting period.
This means that reported fair values of assets and liabilities change frequently. The
market to be used in deciding on the fair value should be the principal market for the
asset or liability. If there is no principal market then the fair value should be found in
the most advantageous market for the asset or liability. Guidance on the use of fair
value for specific assets and liabilities is found in accounting standards, explained
in more detail in Chapter 4. The relationship to theories of value is explained in
Chapter 14, section 14.9.

Make a simple balance from a ruler balanced on a pencil and put coins on each side.
Satisfy yourself that the ruler only remains in balance if any action on one side of the
balance is matched by an equivalent action on the other side of the balance. Note
also that rearranging the coins on one side will not disturb the balance. Some aspects
of accounting are concerned with taking actions on each side of the balance. Other
aspects are concerned with rearranging one side of the balance.
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~
A2.1 Write out two versions of the basic form of the accounting equation.
A2.2 Explain how historical cost measurement differs from fair value measurement.
A2.3 Is there any point in time where historical cost and fair value measurement are
the same?
J

Defining assets )

2.3.1

2.3.2

An asset is defined as ‘a present economic resource controlled by the entity as a result of
past events’. An economic resource is defined as ‘a right that has the potential to produce
economic benefits’.!

To understand this definition fully, each phrase must be considered separately.

Economic resource

Businesses use resources that have the potential to produce economic benefits. Eventu-
ally most resources generate an economic benefit in the form of cash. Some resources
generate cash more quickly than others. If the business manufactures goods in order
to sell them to customers, those goods have the potential to produce economic benefit
through making a sale. That benefit comes to the entity relatively quickly. The business
may own a warehouse in which it stores the goods before they are sold. The warehouse
has the potential to produce economic benefits because it helps create the cash flow from
sale of the goods (by keeping them safe from damage and theft) and also because at
some time in the future the warehouse could itself be sold for cash.

The example of the warehouse is relatively easy to understand, but in other cases
there may be some uncertainty about whether the resource has the potential to produce
economic benefit. When goods are sold to a customer who is allowed time to pay, the
customer becomes a debtor of the business (a person who owes money to the business)
and the amount of the trade receivable is regarded as an asset. There may be some uncer-
tainty as to whether the customer will eventually pay for the goods. That uncertainty
does not prevent the trade receivable being regarded as an asset but may require some
caution as to how the asset is measured in money terms.

The definition uses the word ‘right” because sometimes the entity does not have legal owner-
ship of the resource but does have the right to use the resource. Such a right could include an
agreement to lease or rent a resource, and a licence allowing exclusive use of a resource.

Controlled by the entity

Control means the ability to obtain the economic benefits and to restrict the access of
others. The items which everyone enjoys, such as the benefit of a good motorway giving
access to the business or the presence of a highly skilled workforce in a nearby town,
provide benefits to the business which are not reported in financial statements because
there would be considerable problems in identifying the entity’s share of the benefits. If
there is no control, the item is omitted.

The condition of control is also included to prevent businesses from leaving out of the
statement of financial position (balance sheet) some items which ought to be in there. In
past years, practices emerged of omitting an asset and a corresponding liability from a state-
ment of financial position on the grounds that there was no effective obligation remaining
in respect of the liability. At the same time, the business carefully retained effective control
of the asset by suitable legal agreements. This practice of omitting items from the statement
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2.3.3

of financial position was felt to be unhelpful to users because it was concealing some of the
resources used by the business and concealing the related obligations.

The strongest form of control over an asset is the right of ownership. Section 2.3.1
explains that there are other forms of rights that give control, such as agreement to lease
or rent a resource, and a licence allowing exclusive use of a resource.

Past events

Accounting depends on finding some reasonably objective way of confirming that the
entity has gained control of the resource. The evidence provided by a past transaction
is an objective starting point. A transaction is an agreement between two parties which
usually involves exchanging goods or services for cash or a promise to pay cash. (The
supplement to Chapter 1 explains basic business transactions in more detail.) Sometimes
there is no transaction but there is an event which is sufficient to give this objective
evidence. The event could be the performance of a service which, once completed, gives
the right to demand payment.

Write down five items in your personal possession which you regard as assets. Use

the definition given in this section to explain why each item is an asset from your
point of view. Then read the next section and compare your list with the examples of
business assets. If you are having difficulty in understanding why any item is, or is not,
an asset you should consult your lecturer, tutor or other expert in the subject area for a
discussion on how to apply the definition in identifying assets.

A2.4 Define an asset.
A2.5 Explain each part of the definition.

Examples of assets J

The following items are commonly found in the assets section of the statement of finan-
cial position (balance sheet) of a company:

land and buildings (property) owned by the company

buildings leased by the company on a 50-year lease

plant and equipment owned by the company

equipment leased (rented) by the company under a finance lease
vehicles

raw materials

goods for resale

finished goods

work in progress

trade receivables (amounts due from customers who have promised to pay for goods
sold on credit)

e prepaid insurance and rentals

e investments in shares of other companies
e cash held in a bank account.
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Table 2.1 Analysis of some frequently occurring non-current assets (fixed assets)

Economic benefits

Controlled by the
entity by means of

Past event

(rented) by the
company on a
50-year lease

operations of the
business.

Land and buildings | Used in continuing Ownership. Signing the contract as
owned by the operations of the evidence of purchase of
company business; potential land and buildings.

for sale of the item.
Buildings leased Used in continuing Contract for exclusive | Signing a lease agreeing

use as a tenant.

the rental terms.

Plant and
equipment owned
by the company

Used in continuing
operations of the
business.

Ownership.

Purchase of plant and
equipment, evidenced
by receiving the goods
and a supplier’s invoice.

Equipment used
under a finance
lease

Used in continuing
operations of the
business.

Contract for exclusive
use.

Signing lease agreeing
rental terms.

Vehicles owned by
the company

Used in continuing
operations of the
business.

Ownership.

Purchase of vehicles,
evidenced by taking
delivery and receiving a

supplier’s invoice.

Do all these items meet the definition of an asset? Tables 2.1 and 2.2 test each item
against the aspects of the definition which have already been discussed. Two tables have
been used because it is conventional practice to separate assets into current assets and
non-current assets. Current assets are held with the intention of converting them into
cash within the business cycle. Non-current assets, also called fixed assets, are held for
continuing use in the business. The business cycle is the period (usually 12 months)
during which the peaks and troughs of activity of a business form a pattern which is
repeated on a regular basis. For a business selling swimwear, production will take place
all winter in preparation for a rush of sales in the summer. Painters and decorators work
indoors in the winter and carry out exterior work in the summer. Because many busi-
nesses are affected by the seasons of the year, the business cycle is normally 12 months.
Some of the answers are fairly obvious but a few require a little further comment here.

First, there are the items of buildings and equipment which are rented under a lease
agreement. The benefits of such leases are felt to be so similar to the benefits of ownership
that the items are included in the statement of financial position (balance sheet) as assets.
Suitable wording is used to describe the different nature of these items so that users,
particularly creditors, are not misled into believing that the items belong to the business.

Second, it is useful to note at this stage that partly finished items of output may be
recorded as assets. The term ‘work in progress’ is used to describe work of the business
which is not yet completed. Examples of such work in progress might be: partly finished
items in a manufacturing company; a partly completed motorway being built by a
construction company; or a continuing legal case being undertaken by a firm of lawyers.
Such items are included as assets because there has been an event in the partial comple-
tion of the work and it is capable of completion and eventual payment by a customer for
the finished item.
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Table 2.2 Analysis of some frequently occurring current assets

Economic benefits

Controlled by the
entity by means of

Past event

(partly finished
goods)

completion and sale.

Raw materials Used to manufacture | Ownership. Receiving raw materials
goods for sale. into the company’s

store, evidenced by
goods received note.

Goods purchased Expectation of sale. Ownership. Receiving goods

from supplier for from supplier into

resale the company’s store,
evidenced by the goods
received note.

Finished goods Expectation of sale. Ownership. Transfer from

(manufactured by production line to

the entity) finished goods store,
evidenced by internal
transfer form.

Work in progress Expectation of Ownership. Evaluation of the state

of completion of the
work, evidenced by
work records.

Trade receivables
(amounts due from
customers)

Expectation that the
customer will pay
cash.

Contract for payment.

Delivery of goods to
the customer, obliging
customer to pay for
goods at a future date.

Prepaid insurance
premiums

Expectation of
continuing insurance
cover.

Contract for
continuing benefit of
insurance cover.

Paying insurance
premiums in advance,
evidenced by cheque
payment.

account

the cash to buy
resources which will
create further cash.

Investments in Expectation of Ownership. Buying the shares,
shares of other dividend income and evidenced by broker’s
companies growth in value of contract note.
investment, for future
sale.
Cash held in a bank | Expectation of using | Ownership. Depositing cash with

the bank, evidenced
by bank statement or
certificate.

Finally, it is clear that the economic benefits to be produced by these assets have a
wide variation in potential risk. This risk is a matter of great interest to those who use
accounting information, but there are generally no accounting techniques for reporting
this risk directly in financial statements. Consequently, it is very important to have
adequate descriptions of assets. Accounting information is concerned with the words
used to describe items in financial statements, as well as the numbers attributed to them.
(The narrative description of business risks is explained in Chapter 14, section 14.10.)
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events. An economic resource is a right that has the potential to produce economic
benefits'?

A current asset is an asset that satisfies any of the following criteria:

(a) itis expected to be realised in, or is intended for sale or consumption in, the en-
tity’s normal operating cycle;

(b) itis held primarily for the purpose of being traded;

(c) itis expected to be realised within 12 months after the reporting period;

(d) itis cash or a cash equivalent.?

A non-current asset is any asset that does not meet the definition of a current asset.
Non-current assets include tangible, intangible and financial assets of a long-term

nature. These are also described as fixed assets.’
|\ J

Look back to the list at the start of section 2.4 and decide whether each item is a fixed
asset or a current asset. Then check your understanding against Table 2.1 and Table 2.2.

A2.6 Give five examples of items which are assets.
A2.7 Use the definition to explain why each of the items in your answer to A2.6 is an
asset.

Recognition of assets ]

2.5.1

Definition

When an economic resource has passed the tests of definition of an asset, it has still not
acquired the right to a place in the statement of financial position (balance sheet). To do
so it must meet further guidance on recognition. Recognition means depicting an item
by means of words and amounts within the main financial statements in such a way that
the item is included in the arithmetic totals. An item which is reported in the notes to the
accounts is said to be disclosed but 7ot recognised.

Recognition criteria

The recognition criteria are expressed as in the following definition.

An asset is recognised in the statement of financial position (balance sheet) when:

e it meets the definition of an asset; and
e the resulting information is relevant and provides a faithful representation; and
e the benefits of the information exceed the costs of providing it.®

Information might not be relevant if, for example, it is uncertain whether the asset
exists, if it is unlikely that future flows of economic benefits will occur or if there is very
significant measurement uncertainty associated with the item.
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2.5.2

The Conceptual Framework sets out broad guidance that provides a narrative discus-
sion of the thought process to go through in making recognition decisions. The IASB
then applies this thought process in developing specific accounting standards.

The following are indicators that recognition might not provide relevant information
about an asset:

(a) The range of possible outcomes is extremely wide and the likelihood of each out-
come is exceptionally difficult to estimate.

(b) An asset exists, but there is only a low probability that an inflow of economic ben-
efits will result.

(c) Identifying the resource is unusually difficult.

(d) Measuring a resource requires unusually difficult or exceptionally subjective
allocations of cash flows that do not relate solely to the item being measured.

Non-recognition

Consider some items which pass the definition test but do not appear in a statement of
financial position (balance sheet):

the workforce of a business (a human resource)

the strength of the management team (another human resource)
the reputation established for the quality of the product

the quality of the regular customers

a tax refund which will be claimable against profits in two years’ time.

These items all meet the conditions of an economic resource, control and a past event.
However, they all have associated with them a high level of uncertainty. The range of
possible outcomes is extremely wide and the likelihood of each outcome is exceptionally
difficult to estimate. This means that recognition would not meet the test of relevance.

The workforce as a whole may be reliable and predictable, but unexpected circum-
stances can come to all and the illness or death of a member of the management team
in particular can have a serious impact on the perceived value of the business. A crucial
member of the workforce might give notice and leave. In relation to the product, a repu-
tation for quality may become well established and those who would like to include
brand names in the statement of financial position (balance sheet) argue for the perma-
nence of the reputation. Others illustrate the relative transience of such a reputation
by bringing out a list of well-known biscuits or sweets of 30 years ago and asking who
has heard of them today. Reliable customers of good quality are valuable to a business,
but they are also fickle and may change their allegiance at a moment’s notice. The tax
refund may be measurable in amount, but will there be taxable profits in two years’ time
against which the refund may be claimed?

It could be argued that the assets which are not recognised in the financial statements
should be reported by way of a general description in a note to the accounts. In practice,
this rarely happens because accounting tries to avoid raising hopes which might subse-
quently be dashed. This cautious approach is part of what is referred to more generally
as prudence in accounting practice.

Look at the items listed in section 2.5.2 as not being recognised in the balance sheet.
Explain why you agree or disagree with each one.
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Self test A2.8 Explain what recognition” means in accounting.
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A2.9 State the criteria for recognition of an asset.

A2.10 Explain why an item may pass the definition test but fail the recognition
conditions for an asset.

A2.11 Give three examples of items which pass the definition test for an asset but fail
the recognition criteria.

A2.12 Some football clubs include the players in the statement of financial position
(balance sheet) as an asset. Others do not. Give the arguments to support each
approach.

7,5. Measurement of assets

2.6.1

2.6.2

Self test

Assets in the financial statements may be measured at historical cost or at fair value,
depending on the nature of the asset and the requirements of accounting standards
under which an entity is reporting.

Historical cost of assets

In historical cost accounting, assets have initially been measured at their cost on the
date they were acquired. Liabilities have been measured at the amount agreed as owing
on the date that the borrowing took place. In the historical cost system, the accounting
treatment after the date of acquisition depends on the nature of the asset as described

in Table 2.1.

e Non-current assets (usually those held for long-term use in the business) are valued
at historical cost less depreciation. Depreciation is a measure of the use of the asset
over its life. The calculation of depreciation is explained in more detail in Chapter 8.

e Current assets, such as inventories, accounts receivable and cash, usually remain
recorded at historical cost until they are used in the operations of the business or are
sold. The methods of recording current assets are explained in more detail in Chapter 9.

Fair value of assets

Fair value is the price that would be received to sell an asset in an orderly transaction
between market participants at the measurement date.

e Non-current assets are held for use in the business and so their fair value cannot be
measured directly through selling them. Instead the reporting entity must estimate the
fair value of an asset of similar type and condition. Methods of making this estimate
are described in more detail in Chapter 8.

e Current assets are used or sold within the reporting period. Their value in a market
can usually be reported relatively easily. Methods of reporting the fair value of cur-
rent assets are described in more detail in Chapter 9.

You will find more about the measurement of assets in later chapters. As a starting
point, think about something you own, such as a mobile phone or a computer or
some form of transport. What was the historical cost of the item? How would you
decide on a fair value of the item today?

A2.13 Explain what is meant by the ‘fair value of an asset’ ]
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Defining liabilities ]

2.7.1

2.7.2

A liability is defined as ‘a present obligation of the entity to transfer an economic
resource as a result of past events’. An economic resource is defined as ‘a right that has
the potential to produce economic benefits’.’

The most familiar types of liabilities arise in those situations where specific amounts
of money are owed by an entity to specific persons called creditors. There is usually
no doubt about the amount of money owed and the date on which payment is due.
Such persons may be trade creditors, the general name for those suppliers who have
provided goods or services in return for a promise of payment later. Amounts due to
trade creditors are described as trade payables. Other types of creditors include bankers
or other lenders who have lent money to the entity.

There are also situations where an obligation is known to exist but the amount due
is uncertain. That might be the case where a court of law has found an entity negligent
in failing to meet some duty of care to a customer. The company will have to pay
compensation to the customer but the amount has yet to be determined.

Even more difficult is the case where an obligation might exist if some future event
happens. Neither the existence nor the amount of the obligation is known with certainty
at the date of the financial statements. An example would arise where one company
has guaranteed the overdraft borrowing of another in the event of that other company
defaulting on repayment. At the present time there is no reason to suppose a default will
occur, but it remains a possibility for the future.

The definition of a liability tries to encompass all these degrees of variation
and uncertainty. It has to be analysed for each separate word or phrase in order to
understand the full implications.

Present obligation

An obligation is a duty or responsibility that an entity has no practical ability to avoid.®
A legal obligation is evidence that a liability exists because there is another person or
entity having a legal claim to payment. Most liabilities arise because a legal obligation
exists, either by contract or by statute law.

However, a legal obligation is not a necessary condition. There may be a commercial
penalty faced by the business if it takes a certain action. For example, a decision to close
a line of business will lead to the knowledge of likely redundancy costs long before the
employees are actually made redundant and the legal obligation becomes due. There may
be an obligation imposed by custom and practice, such as a condition of the trade that a
penalty operates for those who pay bills late. There may be a future obligation caused by
actions and events of the current period where, for example, a profit taken by a company
now may lead to a taxation liability at a later date which does not arise at this time
because of the wording of the tax laws.

The wording ‘present obligation’ is intended to indicate that the entity has no practical
ability to avoid the transfer and the amount is determined by reference to past actions
or benefits received. An entity would have no practical ability to avoid a transfer if,
for example, avoiding the transfer would cause significant business disruption or have
economic consequences significantly more adverse than the transfer itself. Another case
would be that the transfer could be avoided only by liquidating the entity or ceasing trading.

Transfer of economic resource

The resource of cash is the economic benefit transferable in respect of most obligations.
The transfer of property in settlement of an obligation would also constitute a transfer
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of economic benefits. More rarely, economic benefits could be transferred by offering a
resource such as labour in settlement of an obligation.

2.7.3 Past events

A decision to buy supplies or to acquire a new non-current asset is not sufficient to create
a liability. It could be argued that the decision is an event creating an obligation, but it
is such a difficult type of event to verify that accounting prefers not to rely too much on
the point at which a decision is made.

Most liabilities are related to a transaction. Normally the transaction involves
receiving goods or services, receiving delivery of new non-current assets such as
vehicles and equipment, or borrowing money from a lender. In all these cases there is
documentary evidence that the transaction has taken place.

Where the existence of a liability is somewhat in doubt, subsequent events may help
to confirm its existence at the date of the financial statements. For example, when a
company offers to repair goods under a warranty arrangement, the liability exists from
the moment the warranty is offered. It may, however, be unclear as to the extent of the
liability until a pattern of customer complaints is established. Until that time there will
have to be an estimate of the liability. In accounting this estimate is called a provision.
Amounts referred to as provisions are included under the general heading of liabilities.

Write down five items in your personal experience which you regard as liabilities. Use
the definition given in this section to explain why each item is a liability from your
point of view. Then read the next section and compare your list with the examples of
business liabilities. If you are having difficulty in understanding why any item is, or is
not, a liability you should consult your lecturer, tutor or other expert in the subject
area for a discussion on how to apply the definition in identifying liabilities.

A2.14 Define a liability.
A2.15 Explain each part of the definition.

Examples of liabilities \

Here is a list of items commonly found in the liabilities section of the statements of
financial position (balance sheets) of companies:

bank loans and overdrafts

trade payables (amounts due to suppliers of goods and services on credit terms)
taxation payable

accruals (amounts owing, such as unpaid expenses)

provision for deferred taxation

long-term loans.

The first two items in this list would be classified as current liabilities because they will
become due for payment within one year of the date of the financial statements. The last
two items would be classified as non-current liabilities because they will remain due by
the business for longer than one year.

An analysis of some common types of liability is given in Table 2.3.
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A liability is a present obligation of the entity to transfer an economic resource as a
result of past events. An economic resource is a right that has the potential to produce
economic benefits.’

A current liability is a liability which satisfies any of the following criteria:

(a) itis expected to be settled in the entity’s normal operating cycle;
(b) it is held primarily for the purpose of being traded;
(c) itis due to be settled within 12 months after the reporting period."

A non-current liability is any liability that does not meet the definition of a current
liability."" Non-current liabilities are also described as long-term liabilities.

Table 2.3 Analysis of some common types of liability

(sometimes called
debenture loans)

position will show repayment
dates of long-term loans and
any repayment conditions
attached.

Type of liability Obligation Transfer of | Past event
economic
resource
Bank loans and The entity must repay the Cash, Receiving the borrowed
overdrafts (repayable | loans on the due date or on | potentially funds.
on demand or in the | demand. within a short
very short term) space of
time.
Trade payables Suppliers must be paid Cash within | Taking delivery of the
(amounts due to for the goods and services | a short space | goods or service and
suppliers of goods supplied, usually about one | of time. receiving the supplier’s
and services) month after the supplier’s invoice.
invoice is received.
Taxation payable Cash payable to HMRC. Cash. Making profits in
(tax due on company | Penalties are charged if tax the accounting year
profits after the is not paid on the due date. and submitting an
financial year-end assessment of tax
date) payable.
Accruals (a term Any expense incurred must | Cash. Consuming electricity
meaning ‘other be reported as an accrued or gas, using employees’
amounts owing’, such | liability (e.g. electricity used, services, receiving bills
as unpaid bills) gas used, unpaid wages), if from suppliers (note
it has not been paid at the that it is not necessary to
financial year-end date. receive a gas bill in order
to know that you owe
money for gas used).
Provision for deferred | Legislation allows Cash Making profits or
taxation (tax due in companies to defer eventually, incurring expenditure
respect of present payment of tax in some but could be | now which meets
profits but having a cases. The date of future in the longer | conditions of legislation
delayed payment date | payment may not be term. allowing deferral.
allowed by tax law) known as yet.
Long-term loans Statement of financial Cash. Received borrowed

funds.
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Look at the items listed in Table 2.3 and explain which are current liabilities and which
are non-current liabilities.

~
A2.16 Give five examples of items which are liabilities.
A2.17 Use the definition to explain why each of the items in your answer to A2.16 is a
liability.
J

m Recognition of liabilities

As with an asset, when an item has passed the tests of definition of a liability it may still

fail the guidance on recognition. In practice, because of the concern for prudence, it is
much more difficult for a liability to escape the statement of financial position (balance
sheet).

The recognition criteria for a liability uses wording which mirrors those used for
recognition of the asset. The only difference is that the economic benefits now flow
from the enterprise. The conditions for recognition are expressed in the following way:

Definition A liability is recognised in the statement of financial position (balance sheet) when:

e it meets the definition of a liability; and
e the resulting information is relevant and provides a faithful representation; and
e the benefits of the information exceed the costs of providing it.'?

Information might not be relevant if, for example, it is uncertain whether the liability
exists, or it is unlikely that future transfers of economic benefits will occur or there is
very significant measurement uncertainty associated with the item.

The following are indicators that recognition might no¢ provide relevant information
about a liability:

(a) The range of possible outcomes is extremely wide and the likelihood of each
outcome is exceptionally difficult to estimate.

(b) A liability exists, but there is only a low probability that a transfer of economic
benefits will result.

(c) Identifying the resource to be transferred is unusually difficult.

(d) Measuring the obligation requires unusually difficult or exceptionally subjective
allocations of cash flows that do not relate solely to the item being measured.

Examples of liabilities which are not recognised in the statement of financial position
(balance sheet) are:

e a commitment to purchase new machinery next year (but not a firm contract);

e a remote, but potential, liability for a defective product, where no court action has
yet commenced;

e a guarantee given to support the bank overdraft of another company, where there is
very little likelihood of being called upon to meet the guarantee.

Because of the prudent nature of accounting, the liabilities which are not recognised
in the statement of financial position (balance sheet) may well be reported in note form
under the heading contingent liabilities. This is referred to as disclosure by way of a note
to the accounts.



44 Part1 A conceptual framework: setting the scene

Looking more closely at the list of liabilities which are not recognised, we see that the
commitment to purchase is not legally binding and therefore the outflow of resources may
not occur. The claim based on a product defect appears to be uncertain as to occurrence
and as to amount. If there has been a court case or a settlement out of court then there
should be a provision for further claims of a similar nature. In the case of the guarantee the
facts as presented make it appear that an outflow of resources is unlikely. However, such
appearances have in the past been deceiving to all concerned and there is often interesting
reading in the note to the financial statements which describes the contingent liabilities.

Look at the items listed in section 2.9 as not being recognised in the balance sheet.
Explain why you agree or disagree with each one.

~
A2.18 State the criteria for recognition of a liability.
A2.19 Explain why an item may pass the definition test but fail the recognition criteria
for a liability.
J

7211011 Measurement of liabilities

2.10.1

2.10.2

Liabilities in the financial statements may be measured at historical cost or at fair value,
depending on the nature of the liability and the requirements of accounting standards
under which an entity is reporting.

Historical cost of liabilities

Under historical cost accounting, liabilities have been measured at the amount agreed
as owing on the date that the borrowing took place. In the historical cost system the
accounting treatment after the date of acquisition depends on the nature of the liability
as described in Table 2.3.

e Current liabilities, such as accounts payable and accruals, usually remain recorded at
historical cost until they are paid or settled. The methods of recording current liabili-
ties are explained in more detail in Chapter 10.

e Non-current liabilities, extending over a period of years, are in some cases reported at
historical cost throughout the period of their life. In other cases, the complexities of
the interest charges and repayment conditions are used in calculating the spread of
the historical cost obligation over the period of the loan. The methods of recording
non-current liabilities are explained in more detail in Chapter 11.

Fair value

Fair value is the price that would be paid to transfer a liability in an orderly transaction
between market participants at the measurement date. This idea is sometimes difficult
intuitively because it can be hard to imagine why anyone would take on a liability. Let’s
suppose Chris owes Peter £100, due for payment in one year’s time. Typical interest rates
are 4% per annum. Chris says to Robin, ‘I don’t want to continue owing money to Peter.
What can [ pay you now to take on this liability?” The lowest payment Robin will accept
is £96.15 because, if invested at 4%, that will grow to £100 in one year’s time. Robin can
then repay Peter. The fair value is the price at which Robin would be indifferent, which
is £96.15.
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Most people think about their personal liabilities in historical cost measures. What are
the forms of personal or household liabilities commonly found?

Self test A2.20 Explain what is meant by the ‘fair value of a liability’ ]

" .Il| The ownership interest ]

Definitions

2111

The ownership interest is described in the Conceptual Framework as equity. Equity is the
residual interest in the assets of the entity after deducting all its liabilities."”

The term net assets is used as a shorter way of saying ‘total assets less total liabilities’.
Because the ownership interest is the residual item, it will be the owners of the business
who benefit from any increase in assets after liabilities have been met. Conversely it will
be the owners who bear the loss of any decrease in assets after liabilities have been met.
The ownership interest applies to the entire net assets. It is sometimes described as the
owners’ wealth, although economists would take a view that the owners’ wealth extends
beyond the items recorded in a statement of financial position (balance sheet).

If there is only one owner, as in the sole trader’s business, then there is no problem as
to how the ownership interest is shared. In a partnership, the partnership agreement will
usually state the profit-sharing ratio, which may also be applied to the net assets shown
in the statement of financial position (balance sheet). If nothing is said in the partnership
agreement, the profit sharing must be based on equal shares for each partner.

In a company the arrangements for sharing the net assets depend on the type of
ownership chosen. The owners may hold ordinary shares in the company, which entitle
them to a share of any dividend declared and a share in net assets on closing down the
business. The ownership interest is in direct proportion to the number of shares held.

Some investors like to hold preference shares, which give them a preference (although
not an automatic right) to receive a dividend before any ordinary share dividend is
declared. The rights of preference shareholders are set out in the articles of association
of the company. Some will have the right to share in a surplus of net assets on winding
up, but others will only be entitled to the amount of capital originally contributed.

The ownership interest is called equity in the IASB Conceptual Framework.
Equity is the residual interest in the assets of the entity after deducting all its liabilities.

Net assets means the difference between the total assets and the total liabilities of the
business: it represents the amount of the ownership interest in the entity.

There can be no separate recognition criteria for the ownership interest because it is the
result of recognising assets and recognising liabilities. Having made those decisions on
assets and liabilities the enterprise has used up its freedom of choice.

Changes in the ownership interest

It has already been explained that the owner will become better off where the net assets
are increasing. The owner will become worse off where the net assets are decreasing.
To measure the increase or decrease in net assets, two accounting equations are needed:
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2.11.2

Definitions

Attimet=0 Assets, - Liabilities equals Ownership interest,

Attimet=1 Assets;) - Liabilities equals Ownership interest;;

Taking one equation away from the other may be expressed in words as:

Change in (assets - liabilities) equals Change in ownership interest

or, using the term ‘net assets’ instead of ‘assets — liabilities’:

Change in net assets equals Change in ownership interest

The change in the ownership interest between these two points in time is a measure
of how much better or worse off the owner has become, through the activities of the
business. The owner is better off when the ownership interest at time t = 1 is higher
than that at time t = 0. To calculate the ownership interest at each point in time
requires knowledge of all assets and all liabilities at each point in time. It is particularly
interesting to know about the changes in assets and liabilities which have arisen from
the day-to-day operations of the business.

Income and expenses

The word income is applied to any increase in the ownership interest caused by an
increase in an asset which is greater than any decrease in another asset (or increase in a
liability). The word expense is applied to any reduction in the ownership interest caused
by a reduction in an asset to the extent that it is not replaced by a corresponding increase
in another asset (or reduction in a liability). In both definitions it is assumed that the
owner makes no new contributions or withdrawals.

N
Income is defined as ‘increases in assets, or decreases in liabilities, that result in
increases in equity, other than those relating to contributions from holders of equity
claims’™
Expenses are defined as ‘decreases in assets, or increases in liabilities, that result in
decreases in equity, other than those relating to distributions to holders of equity claims’'®

J

‘Contributions from holders of equity claims’ means new share capital contributed.
‘Distributions to holders of equity claims’ means dividends paid or share capital
returned. These topics are dealt with in Chapter 12.

The owner or owners of the business may also change the amount of the ownership
interest by deciding to contribute more cash or other resources in order to finance the
business, or deciding to withdraw some of the cash and other resources previously
contributed or accumulated. The amount contributed to the business by the owner is
usually referred to as capital. Decisions about the level of capital to invest in the business
are financing decisions. These financing decisions are normally distinguished separately
from the results of operations.

Accordingly another equation may now be derived as a subdivision of the basic
accounting equation, showing analysis of the changes in the ownership interest.

Change in ownership
interest

Capital contributed/withdrawn by the ownership

equals -
plus Income minus Expenses
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2.11.3 Revenue and related expenses

The difference between revenue and expenses is more familiarly known as profit. A
further subdivision of the basic equation is:

Profit | equals | Revenue minus Expenses

Revenue is defined as income arising in the course of an entity’s ordinary activities.
which causes an increase in the ownership interest. It could be due to an increase in
cash or trade receivables, received in exchange for goods or services. Depending on the
nature of the business, revenue may be described as sales, turnover, fees, commission,
royalties or rent.

An expense reported in the calculation of profit is caused by a transaction or event
arising in the course of an entity’s ordinary activities which causes a decrease in the
ownership interest. It could be due to an outflow or depletion of assets such as cash,
inventory (stock) or non-current assets (fixed assets). It could be due to a liability being
incurred without a matching asset being acquired.

Definition Revenue is income arising in the course of an entity’s ordinary activities.'® J

2.11.4 Position after a change has occurred

At the end of the accounting period there will be a new level of assets and liabilities
recorded. These assets and liabilities will have resulted from the activities of the business
during the period, creating revenue, or other forms of income, and incurring expenses.
The owner may also have made voluntary contributions or withdrawals of capital as a
financing decision. The equation in the following form reflects that story:

Assets minus Liabilities equals Ownership interest at the start of

at the end of the period the period plus Capital contributed/
withdrawn in the period plus Income of the
period minus Expenses of the period

How does the ownership interest in a business increase or decrease after the business
has started operating?

A2.21 Define the term ‘equity".
A2.22 Explain what is meant by net assets.

Assurance for users of financial statements

The definitions of assets and liabilities refer to expected flows into or out of the business.
The recognition criteria refer to the evidence that the expected flows in or out will occur.
The directors of a company are responsible for ensuring that the financial statements
presented by them are a faithful representation of the assets and liabilities of the business
and of the transactions and events relating to those assets and liabilities. Shareholders
need reassurance that the directors, as their agents, have carried out this responsibility
with sufficient care. To give themselves this reassurance, the shareholders appoint a firm
of auditors to examine the records of the business and give an opinion as to whether
the financial statements correspond to the accounting records and present a true and
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fair view. (Chapter 1 explained the position of directors as agents of the shareholders.
Chapter 4 explains the regulations relating to company financial statements and the
appointment of auditors.)

Meet David and Leona again as they continue their conversation on the work of the
auditor and its value to the shareholder as a user of accounting information provided
by a company.

DAVID: I've now coated your ceiling with apple green emulsion. In return you
promised to convince me that | rely on audited accounting information more than |
realise. Here is your chance to do that. | was looking today at the annual report of
a company which is a manufacturing business. There is a production centre in the
UK but most of the production work is carried out in Spain where the operating costs
are lower. The distribution operation is carried out from Swindon, selling to retail
stores all over the UK. There is an export market, mainly in France, but the company
has only scratched the surface of that market. Let’s start with something easy - the
inventories (stocks) of finished goods which are held at the factory in Spain and the
distribution depot in Swindon.

LEONA: You've shown right away how limited your understanding is, by choosing
the asset where you need the auditor’s help the most. Everything can go wrong with
inventories (stocks)! Think of the accounting equation:

Assets - Liabilities = Ownership interest

If an asset is overstated, the ownership interest will be overstated. That means the profit
for the period, as reported, is higher than it should be. But you won't know that because
everything will appear to be in order from the accounts. You have told me repeatedly
that you buy the future, not the past, but | know you look to the current profit and loss
account as an indicator of future trends of profit. And so do all your friends.

DAVID: How can the asset of finished goods inventories be overstated? It's quite a
solid item.

LEONA: There are two types of potential error - the physical counting of the
inventory and the valuation placed on it. There are two main causes of error, one
being carelessness and the other an intention to deceive. ['ve seen situations where
the stocktakers count the same stack of goods twice because they don’t have a
marker pen to put a cross on the items counted. ['ve also heard of situations where
items are counted twice deliberately. We always attend the end-of-year counting
of the inventory and observe the process carefully. | wish there weren't so many
companies with December year-ends. Counting inventory on 2 January is never a
good start to the new year.

DAVID: [ suppose | can believe that people lose count but how does the valuation go
wrong? All companies say that they value inventories at cost as the usual rule. How
can the cost of an item be open to doubt?

LEONA: Answering that question needs a textbook in itself. The subject comes
under the heading of ‘management accounting’ Take the goods that you know are
manufactured in Spain. There are costs of materials to make the goods, and labour
to convert raw materials into finished goods. There are also the running costs of the
production unit, which are called the overheads. There is an unbelievable variety of
ways of bringing those costs together into one item of product. How much does the
company tell you about all that? | know the answer - nothing.




Chapter 2 A systematic approach to financial reporting: the accounting equation 49

( )
DAVID: Well, I could always ask them at a briefing meeting. | usually ask about the
profit margin on the goods sold, rather than the value of the goods unsold. But | can
see that if the inventories figure is wrong then so is the profit margin. Do you have a
systematic procedure for checking each kind of asset?

LEONA: Our magic word is CEAVOP. That stands for:

Completeness of information presented.

Existence of the asset or liability at a given date.

Amount of the transaction is correctly recorded.

Valuation reported for assets and liabilities is appropriate.

Occurrence of the transaction or event took place in the period.

Presentation and disclosure is in accordance with regulations and accounting
standards or other comparable regulations.

Every aspect of that list has to be checked for each of the assets and liabilities you
see in the statement of financial position. We need good-quality evidence of each
aspect before we sign off the audit report.

DAVID: [ probably believe that you do a great deal of work with your CEAVOP. But
next time | come round to paint your kitchen I'll bring a list of the situations where
the auditors don’t appear to have asked all the questions in that list.

What kinds of error, either deliberate or intentional, can lead to overstatement of
assets? What is the effect on the accounting equation? How do auditors check for
evidence of overstatement of assets?

m Summary J

This chapter has set out the accounting equation for a situation at any one point in time:

| Assets minus Liabilities equals Ownership interest |

Key points are:

e An asset is a present economic resource controlled by the entity as a result of past
events. An economic resource is a right that has the potential to produce economic
benefits.

e A current asset is an asset that satisfies any of the following criteria:

(a) it is expected to be realised in, or is intended for sale or consumption in, the
entity’s normal operating cycle;

(b) it is held primarily for the purpose of being traded;

(c) it is expected to be realised within 12 months after the date of the financial
year-end;

(d) it is cash or a cash equivalent.

e A non-current asset is any asset that does not meet the definition of a current asset.
Non-current assets include tangible, intangible and financial assets of a long-term
nature. These are also described as fixed assets.
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A liability is a present obligation of the entity to transfer an economic resource as a
result of past events. An economic resource is a right that has the potential to produce
economic benefits.

A current liability is a liability which satisfies any of the following criteria:

(a) it is expected to be settled in the entity’s normal operating cycle;

(b) it is held primarily for the purpose of being traded;

(c) it is due to be settled within 12 months after the date of the financial
year-end.

A non-current liability is any liability that does not meet the definition of a current
liability. Non-current liabilities are also described as long-term liabilities.

The ownership interest is called equity in the Conceptual Framework.
Equity is the residual interest in the assets of the entity after deducting all its liabilities.

Net assets means the difference between the total assets and the total liabilities of the
business: it represents the amount of the ownership interest in the entity.

Recognition means reporting an economic resource in the financial statements, in
words and in amount, so that the amount is included in the arithmetic totals of the
financial statements. Any other form of reporting by way of note is called disclosure.
The criteria for recognition of assets and liabilities are similar in wording.

At the end of an accounting period the assets and liabilities are reported in a
statement of financial position (balance sheet). Changes in the assets and liabilities
during the period have caused changes in the ownership interest through income-
generating activities that include reporting profit from revenue minus expenses of
operations. The owner may also have voluntarily added or withdrawn capital. The
final position is explained on the left-hand side of the equation and the movement
to that position is explained on the right-hand side:

Assets minus Liabilities equals Ownership interest at the start of the period
at the end of the period plus Capital contributed/withdrawn in the

period plus Income of the period minus
Expenses of the period

As with any equation, it is possible to make this version more complex by adding
further details. That is not necessary for the purpose of explaining the basic
processes, but the equation will be revisited later in the book when some of the
problems of accounting are opened up. The helpful aspect of the accounting equation
is that it can always be used as a basis for arguing a feasible answer. The limitation is
that it cannot give an opinion on the most appropriate answer when more than one
option is feasible.

In Chapter 3 there is an explanation of how the information represented by the

accounting equation is displayed in a form which is useful to the user groups identified
in Chapter 1.

Further reading

IASB (2018), Conceptual Framework for Financial Reporting, Chapter 4, ‘The Elements

of Financial Statements’ and Chapter 5, ‘Recognition and derecognition’, International
Accounting Standards Board.
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Questions

Each chapter has three types of question. The ‘A’ series of ‘Self-test’ questions are
placed at the end of each section to help you test your understanding and review your
reading. You will find the answers to these questions by re-reading and thinking about
the section. ‘Application’ questions to test your ability to apply technical skills are in the
‘B’ series of questions. Questions requiring you to show skills in problem solving and
evaluation are in the ‘C’ series of questions.

ﬁ Application ]

B2.1[S]
Classify each of the items in the following list as: asset; liability; neither an asset nor a
liability.

(a) cash at bank

(b) loan from the bank

(c) letter from the bank promising an overdraft facility at any time in the next three
months

(d) trade receivable (an amount due from a customer who has promised to pay later)

(e) trade receivable (an amount due from a customer who has promised to pay later but
has apparently disappeared without leaving a forwarding address)

(f) trade payable (an amount due to a supplier of goods who has not yet received
payment from the business)

(g) inventory of finished goods (fashion clothing stored ahead of the spring sales)

(h) inventory of finished goods (fashion clothing left over after the spring sales)

(i) investment in shares of another company where the share price is rising

(j) investment in shares of another company where the share price is falling

(k) lender of five-year loan to the business

() customer to whom the business has offered a 12-month warranty to repair goods free
of charge

(m) a motor vehicle owned by the business

(n) a motor vehicle rented by the business for one year

(o) an office building owned by the business

(p) an office building rented by the business on a 99-year lease, with 60 years’ lease
period remaining.

B2.2 [S]

Explain whether each of the items from question B2.1 above which you have identified
as assets and liabilities would also meet the criteria for recognition of the item in the
statement of financial position (balance sheet).

B2.3 [S]
Explain why each of the following items would not meet either the definition or the
recognition criteria of an asset of the business:

(a) a letter from the owner of the business, addressed to the bank manager, promising
to guarantee the bank overdraft of the business

(b) a list of the customers of the business

(c) an order received from a customer

(d) the benefit of employing a development engineer with a high level of ‘know-how’
specifically relevant to the business

(e) money spent on an advertising campaign to boost sales

(f) structural repairs to a building.
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Problem solving and evaluation ]

C2.1
The following information has been gathered from the accounting records of Pets
Parlour:
Assets and liabilities at 31 December Year 4
£
Cash at bank 500
Borrowings 6,000
Trade receivables (debtors) 5,000
Property, plant and equipment 29,000
Revenue and expenses for the year ended 31 December Year 4
£
Fees charged for work done 20,000
Interest paid on borrowings 1,000
Administration costs incurred 1,500
Salaries paid to employees 14,000

Required
Using the accounting equation, calculate:

(a) The amount of ownership interest at 31 December Year 4.
(b) The amount of net profit for the year.
(c) The amount of the ownership interest at 1 January Year 4.

Activities for study groups

Obtain the annual report of a listed company. From the statement of financial position
(balance sheet) list the items shown as assets and liabilities. (This will require you to
look in detail at the notes to the accounts using the references on the face of the state-
ment of financial position (balance sheet). Share out the list of assets and liabilities so
that each person has four or five assets and four or five liability items.

1 Separately, using the definitions and recognition criteria, prepare a short statement
explaining why each item on your list passes the tests of definition and recognition.
State the evidence you would expect to see, as auditor, to confirm the expected future
inflow of economic benefit from any asset and the expected future outflow of benefit
from any liability.

2 Present your explanations to the group and together prepare a list of assets and a
separate list of liabilities in order of the uncertainty which attaches to the expected
future benefit.

3 Read the ‘contingent liability’ note, if there is one, to find examples of liabilities
which have not been recognised but have been disclosed. Why will you not find a
‘contingent asset’ note?
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SUPPLEMENT TO CHAPTER 2
Debit and credit bookkeeping

You do not have to read this supplement to be able to progress through the rest of the
textbook. In the main body of each chapter the explanations are all given in terms of
changes in elements of the accounting equation. However, for those who would like to
know how debits and credits work, each chapter will have a supplement putting into
debit and credit form the material contained in the chapter.

Recording in ledger accounts

The double-entry system of bookkeeping records business transactions in ledger
accounts. It makes use of the fact that there are two aspects to every transaction when
analysed in terms of the accounting equation.

A ledger account accumulates the increases and reductions either in a category of
business activities such as sales or in dealings with individual customers and suppliers.

Ledger accounts may be subdivided. Sales could be subdivided into home sales and
export sales. Separate ledger accounts might be kept for each type of non-current asset,
e.g. buildings and machinery. The ledger account for machinery might be subdivided as
office machinery and production machinery.

Ledger accounts for rent, business rates and property insurance might be kept separately
or the business might instead choose to keep one ledger account to record transactions in
all of these items, giving them the collective name administrative expenses. The decision
would depend on the number of transactions in an accounting period and on whether it
was useful to have separate records.

The managers of the business have discretion to combine or subdivide ledger accounts
to suit the information requirements of the business concerned.

Using the accounting equation

Before entries are made in ledger accounts, the double entry system of bookkeeping
assigns to each aspect of a business transaction a debit or a credit notation, based on the
analysis of the transaction using the accounting equation.

In its simplest form the accounting equation is stated as:

Assets minus Liabilities equals Ownership interest

To derive the debit and credit rules it is preferable to rearrange the equation so that
there is no minus sign.

Assets equals Liabilities plus Ownership interest

There are three elements to the equation and each one of these elements may either
increase or decrease as a result of a transaction or event. The six possibilities are set out
in Table 2.4.
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Table 2.4 Combinations of increases and decreases of the main elements of transactions

Left-hand side of the equation

Assets Increase Decrease

Right-hand side of the equation

Liabilities Decrease Increase

Ownership interest Decrease Increase

The double-entry bookkeeping system uses this classification (which preserves the
symmetry of the equation) to distinguish debit and credit entries as shown in Table 2.5.

Table 2.5 Rules of debit and credit for ledger entries, basic accounting equation

Debit entries in a Credit entries in a
ledger account ledger account
Left-hand side of the equation
Asset Increase Decrease
Right-hand side of the equation
Liability Decrease Increase
Ownership interest Decrease Increase

It was shown in the main body of the chapter that the ownership interest may be
increased by:

e carning revenue; and
e new capital contributed by the owner;

and that the ownership interest may be decreased by:

e incurring expenses; and
e capital withdrawn by the owner.

So the ‘ownership interest’ section of Table 2.5 may be expanded as shown in Table 2.6.

That is all you ever have to know about the rules of bookkeeping. All the rest can be
reasoned from this table. For any transaction there will be two aspects. (If you find there
are more than two, the transaction needs breaking down into simpler steps.) For each
aspect there will be a ledger account. Taking each aspect in turn you ask yourself: Is this
an asset, a liability, or an aspect of the ownership interest? Then you ask yourself: Is i
an increase or a decrease? From Table 2.6 you then know immediately whether to make
a debit or a credit entry.

Examples of the application of the rules of debit and credit recording are given in
the supplement to Chapter 5 for a service business and in the supplement to Chapter 6
for a manufacturing business. They will also be used in later chapters to explain how
particular transactions are reported.
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Table 2.6 Rules of debit and credit for ledger entries, distinguishing different aspects of

ownership interest

Debit entries in a

Credit entries in a

ledger account ledger account
Left-hand side of the equation
Asset Increase Decrease
Right-hand side of the equation
Liability Decrease Increase
Ownership interest Expense Revenue

Capital withdrawn

Capital contributed

n Test your understanding

(The answer to each of the following questions is either debit or credit)

$2.1 What is the bookkeeping entry for an increase in an asset?
$2.2 What is the bookkeeping entry for a decrease in a liability?
$2.3 What is the bookkeeping entry for an increase in an expense?

$2.4 What is the bookkeeping entry for a withdrawal of owner’s capital?

$2.5 What is the bookkeeping entry for an increase in revenue?




CHAPTER 3

Financial statements from the
accounting equation

Real World Case

Whitbread plc: main points
from financial statements

Extracts from the Annual Report

Whitbread is the UK's leading hospitality
company

We have built two of the UK's most successful
hospitality brands, Premier Inn and Costa,
through consistent operational excellence and
providing a great customer experience.

Good financial performance in line :
with eXpectations Sorbis/Shutterstock

Profit growth | Good sales growth and disciplined
cost control underpins profit growth

2017/18 2016/17 Change
Revenue £3,295m £3,106m 6.1%
Profit from operations £657m £626m 5.0%
Central costs £(35)m £(34)m 4.5%
Underlying operating
profit £622m £592m 5.0%
Underlying net
finance costs £(31)m £(27)m (15.4)%
Underlying profit
before tax £591m £565m 4.5%
Non-underlying items £(43)m £(50)m 15.1%
Profit before tax £548m £515m 6.4%
Tax £(112)m £(99)m (12.6)%
Net profit £436m £416m 4.9%
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s

Strong revenue growth of 6.1% and market share gains in both Premier Inn and Costa.

Disciplined cost management enabling underlying profit growth of 4.5% to £591 million, and statutory

profit before tax growth of 6.4% to £548 million.

Premier Inn underlying operating profit grew to £498 million, Costa increased to £159 million.

Good discretionary free cash flow conversion of 94%, delivering £585 million to reinvest.

Strong balance sheet with net debt reduced to £833 million.

Return on capital increased 20bps to 15.4%, despite scale of recent investment.

Source: Whitbread plc Annual Report and Accounts 2018 (p. 2); and Group Finance Director's Review, (p. 44). https://www.whit-

bread.co.uk/~/media/Files/W/Whitbread/report-and%20presentations/2018/Whitbread%20Interactive%202018.pdf

Discussion points

1 How do the words of explanation add further information to the financial information provided in the

table?

2 The information in the table is extracted from the income statement. How does the finance director
provide information about the statement of financial position and the statement of cash flow?

3.2
33
34

35

3.6

37
3.8

Introduction
Who is in charge of the accounting system?
The accounting period

The statement of financial position (balance sheet)
3.41 Focus on the ownership interest

3.4.2 Balancing assets and claims on assets

3.43 Example of presentation

The income statement (profit and loss account)
3.5.1 Example of presentation
3.5.2 Comment

The statement of cash flows
3.6.1 Example of presentation
3.6.2 Comment

Usefulness of financial statements

Summary
Supplement: Using the accounting equation to analyse transactions

59
59
60

61
61
63
63

65
66
67

67
68
69

70

71
74



https://www.whit-bread.co.uk/~/media/Files/W/Whitbread/report-and%20presentations/2018/Whitbread%20Interactive%202018.pdf
https://www.whit-bread.co.uk/~/media/Files/W/Whitbread/report-and%20presentations/2018/Whitbread%20Interactive%202018.pdf

Learning

outcomes

Chapter 3 Financial statements from the accounting equation 59

~
After studying this chapter you should be able to:
e Explain the benefits and problems of producing annual financial statements.

e Explain the purpose and structure of the statement of financial position
(balance sheet).

e Explain the purpose and structure of the income statement (profit and loss
account).

e Explain the purpose and structure of the statement of cash flows.

e Comment on the usefulness to users of the financial statements prepared.
Additionally for those who choose to study the supplement:

e Apply the debit and credit form of analysis to the transactions of a short period

of time, summarising them in a list which may be used for preparation of simple
financial statements.

=111 Introduction ]

In the previous chapter the accounting equation was developed as a representation of
the relationships among key items of accounting information: assets, liabilities and
the ownership interest. An understanding of the accounting equation and the various
elements of the equation provides a systematic approach to analysing transactions and
events, but it gives no guidance as to how the results should be communicated in a
manner which will be helpful and meaningful to users. The accounting equation is
used in this chapter as a basis for explaining the structure of financial statements. Ideas
beyond the accounting equation are required as to what qualities are expected of finan-
cial statements.

The various financial statements produced by enterprises for the owners and other
external users are derived from the accounting equation. The Conceptual Framework
identifies the purposes of financial reporting as producing information about the finan-
cial position, performance and financial adaptability of the enterprise. The three most
familiar primary financial statements, and their respective purposes, are:

Primary financial statement Purpose is to report
Statement of financial position (balance sheet) Financial position
Income statement (profit and loss account) Financial performance
Statement of cash flows Financial adaptability

This chapter explains the general shape and content of each of these financial statements.

Look back to Chapter 2 to check your understanding of the accounting equation as a
statement of financial position.

=1>2= Who is in charge of the accounting system?

Since 2005 two different accounting systems have existed for companies in the UK,
depending on the type of company. When you look at the name of a company listed on
the Stock Exchange, such as Vodaphone, BskyB, Burberry and Marks and Spencer, you
are really looking at a family group of companies all owned by one parent company.
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One set of financial statements represents all the companies in the group. Under the law
of the European Union (EU) and the law of the UK, these group financial statements
for listed companies must apply the International Financial Reporting Standards (IFRS)
accounting system set out by the International Accounting Standards Board (IASB
system). Other companies in the UK may choose to follow the IASB system of standards
but there is no requirement to do so. All companies in the UK that do not apply the
IASB system must apply the accounting system set out by the UK Financial Reporting
Council (FRC). Many public bodies in the UK, including central government and local
authorities, now use the IASB system of IFRS.

Fortunately for those studying the subject, the FRC and the IASB have been working
closely together for many years and there are relatively few differences between the two
systems. However, there is a potential difference in the appearance and the wording
of financial statements. Companies applying the UK FRC’s accounting system must
use specifications of the sequence and content of items (called formats of financial
statements) set out in UK company law which is based on EU directives. Companies
applying the TASB’s system to their listed group reporting have a choice in how they
present their financial statements. As a consequence we are now seeing variety in the
content and sequence of financial statements published in the annual reports of groups
listed on the Stock Exchange. This chapter gives you a flavour of the formats that you
might see in financial statements. Where there are differences in words used, this chapter
gives the wording of the IASB system first, followed by the wording of UK company law
in brackets. As an example, the description:

income statement (profit and loss account)

means that the TASB system uses income statement in its illustrations of a profit state-
ment, while UK company law uses profit and loss account in its specification of a profit
statement.

Find the websites of the Financial Reporting Council, www.frc.org.uk, and the
International Accounting Standards Board, www.ifrs.org. How does each of these
bodies explain its overall responsibility in the accounting system?

m The accounting period \

In the far-away days of traders sailing out of Italian ports on three-year voyages, the
accounting period was determined by the date of return of the ship, when the accounts
could be prepared for the whole voyage. That rather leisurely view of the scale of
time would not be tolerated in an industrial and commercial society where there is

always someone demanding information. The convention is that businesses should
prepare financial statements at least once in every calendar year. That convention is a
requirement of law expressed in the Companies Act 2006 in the case of limited liability
companies. Where companies have a Stock Exchange listing they are required to produce
an interim report six months into the accounting year. Some companies voluntarily
produce quarterly reports to shareholders, reflecting the practice of listed companies in
the USA. For internal management accounting purposes, a business may produce reports
more frequently (e.g. on a monthly or a weekly basis).

Businesses may choose their accounting date as a time convenient to their activities.
Many companies choose 31 December for the year-end, but others (including many of
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the utility companies which were formerly owned by the government) use 31 March.
Some prefer a September or October date after the peak of the summer sales has passed.
Whatever the choice, companies are expected to keep the same date from one year to the
next unless there is a strong reason for changing.

The use of a 12-month accounting period should not be too much of a problem where
the trading cycle fits neatly into a year. If the business is seasonal, there will be a peak
of production to match the seasonal peak of sales and the pattern will be repeated every
year. There could be a few technical problems of deciding exactly how to close the door
on 31 December and whether transactions towards the end of the year are to be included
in that year or carried to the next period. These problems can be dealt with by having
systematic ‘cut-off’ rules. There is a bigger problem for those companies whose trading
cycle is much longer. It could take two years to build a section of a motorway or three
years to build a bridge over a wide river estuary. Such a company will have to subdivide
the work on the main contract so that some can be reported each year.

The use of the 12-month accounting period also causes problems for recognition
of assets and liabilities. Waiting for the ship to arrive was much safer evidence for the
Venetian traders than hoping it was still afloat or relying on reported sightings. For
today’s business the equivalent situation would be waiting for a property to be sold
or for a large customer to pay the amount due as a debt. However, in practice the
statement of financial position (balance sheet) cannot wait. Notes to the accounts give
additional explanations to help users of financial statements evaluate the risk, but it is
all quite tentative. Narrative descriptions of risk are explained further in Chapter 14,
section 14.10.

Suggest an argument to support having businesses report quarterly (every three
months) rather than once in each year.

A3.1 Explain why an accounting period of 12 months is used as the basis for reporting
to external users of financial statements.

m The statement of financial position (balance sheet)

341

The statement of financial position (balance sheet) reflects the accounting equation.
Both descriptions are used in this textbook because you will find both in use. The
International Accounting Standards Board prefers the term ‘statement of financial
position’ while company law in the UK uses the term ‘balance sheet’. You saw in
Chapter 2 that there is more than one way to write the accounting equation. That means
there is more than one way to present a statement of financial position (balance sheet).
You will find throughout your study of accounting that there is often more than one
approach to dealing with an activity or solving a problem. This is the first time but there
will be more. It means that you need to be flexible in your approach to reading and using
financial statements.

Focus on the ownership interest

One form of the accounting equation focuses on the ownership interest as the result of
subtracting liabilities from assets. The equation is as follows:

Assets minus Liabilities equals Ownership interest
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UK companies who apply this form of the equation will present the statement of
financial position (balance sheet) in a narrative form, reading down the page, as follows:

Assets

minus

Liabilities

equals

Ownership interest

The assets are subdivided into current assets and non-current assets (defined in
Chapter 2), while the liabilities are subdivided into current liabilities and non-current
liabilities (also defined in Chapter 2). The ownership interest may also be subdivided to
show separately the capital contributed or withdrawn and the profit of the period.
Because current assets and current liabilities are closely intertwined in the day-to-day
operations of the business, they are often grouped close to each other in the statement
of financial position (balance sheet) (Table 3.1).

Table 3.1 represents a typical sequence used by UK public companies. Most companies
will try to confine the statement of financial position (balance sheet) to a single side of

Table 3.1 Structure of a statement of financial position (balance sheet)

Non-current assets

plus

Current assets

minus

Current liabilities

minus

Non-current liabilities

equals

Capital at start of year

plus/minus

Capital contributed or withdrawn

plus

Profit of the period

A4 paper but there is not much space on one sheet of A4 paper to fit in all the assets
and liabilities of a company. Consequently a great deal of use is made of notes to the
accounts which explain the detail. The statement of financial position (balance sheet)
shows only the main categories of assets and liabilities.
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3.4.2 Balancing assets and claims on assets

Another form of the accounting equation focuses on balancing the assets against the
claims on assets. The claims on assets come from the ownership interest and from
liabilities of all types. The equation is:

Assets equals Liabilities plus Ownership interest

UK companies who apply this form of the equation will present the statement of
financial position (balance sheet) vertically on one sheet of paper but the sequence will
be different:

Assets

equals

Liabilities

plus

Ownership interest

In some countries there is a preference for lining up the statement of financial position
(balance sheet) horizontally to match the accounting equation even more closely.

Liabilities

Assets plus

Ownership interest

3.4.3 Example of presentation

The following list of assets and liabilities of P. Mason’s legal practice was prepared from
the accounting records of transactions summarised at 30 September Year 3:

£
Land and buildings 250,000
Office furniture 30,000
Receivables (debtors) for fees 1,200
Prepayment of insurance premium 540
Cash at bank 15,280
Total assets (A) 297,020
Trade payables (creditors) 2,800
Long-term loan 150,000
Total liabilities (L) 152,800
Ownership interest (A - L) 144,220

Table 3.2 shows how this would appear in a statement of financial position (balance
sheet) based on the ‘ownership interest’ form of the equation. Table 3.3 shows how the
same information would appear in a statement of financial position (balance sheet)
based on the ‘claims on assets’ form of the equation.
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The statement of financial position (balance sheet) in Table 3.2 is more informative
than the list of assets and liabilities from which it was prepared because it has been
arranged in a helpful format. The first helpful feature is the use of headings (shown in
Table 3.2 in bold) for similar items grouped together, such as non-current assets, current
assets, current liabilities and non-current liabilities. The second helpful feature is the use
of subtotals (identified in Table 3.2 by descriptions in italics and shaded) for similar items
grouped together. The subtotals used in this example are those for: total non-current
assets; total current assets; total assets; and total liabilities. There are no standard rules
on use of subtotals. They should be chosen in a manner most appropriate to the
situation. Brackets round figures show the ‘minus’ in the accounting equation.

A person using this statement of financial position (balance sheet) can see at a
glance that there is no problem for the business in meeting its current liabilities from
its resources of current assets. The financing of the business is split almost equally
between the non-current liabilities and the ownership interest, a split which would not
be regarded as excessively risky by those who lend to businesses. The non-current assets
used as a basis for generating profits from one year to the next are collected together as
a group, although the statement of financial position (balance sheet) alone cannot show
how effectively those assets are being used. For that, an income statement (profit and
loss account) is needed.

Table 3.2 Statement of financial position (balance sheet): Assets minus liabilities equals
ownership interest

P. Mason’s legal practice
Statement of financial position (balance sheet) at 30 September Year 5
£
Non-current assets
Land and buildings 250,000
Office furniture 30,000
Total non-current assets 280,000
Current assets
Receivables (debtors) for fees 1,200
Prepayment of insurance premium 540
Cash at bank 15,280
Total current assets 17,020
Total assets 297,020
Current liabilities
Trade payables (creditors) (2,800)
Non-current liabilities
Long-term loan 150,000)
Total liabilities 152,800)
Net assets 144,220
Ownership interest 144,220

The statement of financial position (balance sheet) in Table 3.3 is again more
informative than the list of assets and liabilities from which it was prepared because it
has been arranged in a helpful format. It offers a helpful feature in the use of headings
(in bold) for similar items grouped together. It is also helpful in providing subtotals
(identified by descriptions in italics and shaded) for similar items grouped together. The
subtotals used in this example are those for: total non-current assets and total current
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Table 3.3 Statement of financial position (balance sheet): Assets equal liabilities plus
ownership interest

P. Mason’s legal practice
Statement of financial position (balance sheet) at 30 September Year 5
£

Non-current assets

Land and buildings 250,000

Office furniture 30,000
Total non-current assets 280,000
Current assets

Receivables for fees 1,200

Prepayment of insurance premium 540

Cash at bank 15,280
Total current assets 17,020
Total assets 297,020
Current liabilities

Trade payables 2,800
Non-current liabilities

Long-term loan 150,000
Total liabilities 152,800
Ownership interest 144,220
Total liabilities plus ownership interest 297,020

assets. Some financial statements include a subtotal for the current assets less current
liabilities (not current assets). There are no standard rules on use of subtotals. They
should be chosen in a manner most appropriate to the situation.

A person using this statement of financial position (balance sheet) can again see at a
glance that there is no problem for the business in meeting its current liabilities from its
resources of current assets.

Before reading further, make sure that you can explain why each item in the
accounting records is an asset or a liability, as shown in the foregoing list. If you have
any doubts, read Chapter 2 again before proceeding with this chapter.

~
A3.2 Explain how the structure of the statement of financial position (balance sheet)
corresponds to the accounting equation.
A3.3 List three features of a statement of financial position (balance sheet) that are
particularly useful in making the format helpful to readers.
J

m The income statement (profit and loss account)

For many years in the UK, profit and loss account was the only title used for the financial
statement reporting profit of the period. From 2005 many of those listed groups
following the IASB’s system have chosen to follow an example given by the IASB which
uses the heading income statement, found more commonly in US company reports. It is
not compulsory for listed group companies to use ‘income statement’ and some retain



