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Introduction

Financial Accounting is concerned with how a business measures, records and
communicates information to a range of potential users.

An earlier, related book, Accounting: An Introduction by Hindmarch,
Atchison and Marke, published in 1977, attempted to cover both financial
and management accounting in one volume. Subsequent experience suggests
that, with the expansion of material in each of these areas of accounting, an
adequate treatment of the subject now requires two books. We have decided
in this new book to develop the financial accounting content of the earlier
book. The book is designed to meet the needs of:

e undergraduate degree courses which include a study of accounting — these
will include degrees in accounting, business studies, economics, etc.

® those studying for the foundation-level examination of the professional
accountancy bodies.

® others who wish to have an understanding of how organisations prepare
and use financial accounting information.

The book provides a foundation in accounting for those interested in analysis
as well as description. There are many books which deal predominantly with
the technical aspects of accounting. We believe that the logical method of
teaching the subject is to introduce the conceptual foundation of the subject
before building the superstructure of accounting methods and techniques.
Thus we have written an introductory text which does not avoid the difficult
conceptual problems but which attempts to present them in a language and
style which will be easily understood by those unfamiliar with accounting. We
have taken as our starting-point the well-known definition of accounting as
‘the measurement, recording and communication of economic data’. Ac-
counting has evolved from the needs of business so that its concern is
essentially with the solution of business problems. Financial accounting is the
means by which a business measures, records and communicates information
for a range of potential users such as shareholders, lenders, managers,
employees, suppliers and customers. Our objective is to help the reader
understand the potential of accounting to meet the needs of this range of

xi



Xii Introduction

users but also to recognise the boundaries of the subject and the possible
limitations of accounting measurement.

As experienced teachers we recognise that one of the major obstacles to
understanding accounting is its use of terminology, which in many areas is
imprecise and ambiguous. We have attempted to be consistent in our use of
terminology, and as a learning and teaching aid the first of the questions at the
end of each chapter provides a review of the significant terms introduced in
the chapter. In addition we have attempted to meet the criticism of the earlier
related book, referred to above, by increasing the number of examples and
diagrams and by attempting to simplify the style of presentation. The in-
clusion of additional questions and problems at the end of each chapter
should facilitate the use of the book in a teaching programme which includes
seminar discussion and accounting workshops.

ARTHUR HINDMARCH
MARY SIMPSON
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Introduction to Accounting

1.1 Introduction

The purpose of this introductory chapter is to attempt to provide the reader
who is new to accounting with an idea of what accounting is about:

— What is its importance in society?
— What problems is it concerned with?
— What methods are adopted to solve these problems?

I have often asked students to tell me what they think accounting is
concerned with. The range of answers usually includes ‘something to do with
money’; ‘concerned with taxation’; ‘keeping the books’ or ‘checking up on
how money is spent’.

To some extent, all these answers are correct, but they do not provide an
overall picture, and we need to identify a more general and formal definition.
We have taken as our starting point the definition of accounting as a subject
concerned with the process of:

Identifying, measuring and communicating economic information to
permit informed judgement and decisions by the user of the information*

and we will use this definition to discuss further the nature and scope of the
subject of accounting.

1.2 Organisations using accounting information

The relevant economic information to be accounted for will depend to a large
extent on who is going to use the information, which in turn will be determined
by what type of individual or organisation we are concerned with.

It will be useful for our purposes to classify organisations into three
categories:

(1) Government — both local and central government
Here we are concerned, for example, with accounting for

1



2 Financial accounting

national or local income and expenditure, with issues regarding
the balance of payments, government borrowing and, at the
local level, income from rates, the community charge and
local authority expenditure.

(2) Non-business (or ‘not for profit') organisations
Here we are concerned with organisations which may have a
variety of objectives, but whose main aim: is unlikely to be
solely to earn profits, for example, schools, hospitals, armed
services, emergency services, etc.

(3) Businesses
This category includes organisations operating in the private
sector, from the small one man business to the very large
organisations such as British Leyland (BL), Imperial Chemi-
cal Industries (ICI), or Marks and Spencer; and those in the
public sector such as the National Coal Board (now British
Coal)

The reasons for identifying these three categories is that each poses differ-
ent problems for accounting, and consequently separate branches of account-
ing have developed to meet their separate needs. The focus of this book is on
what might be called ‘mainstream accounting’ — that is, accounting for
business — however, a great deal of the accounting principles and practices
discussed will be applicable to all types of organisations. It must also be said
that these categories cannot be precisely defined: for example, local auth-
orities may privatise some of their activities such as refuse collection so that
they are operated as a profit making business; private schools or private
hospitals can also be operated as a profit making business.

1.3 Identifying, measuring and communicating accounting information

Much of the content of this book is concerned with an explanation of what is
meant by the title of this section. The following brief initial explanation is
intended to provide sufficient information to enable students to start asking
questions, while acknowledging that the issues are in reality extremely com-
plex and that a proper understanding will be achieved only much later,
probably only after reading the rest of this book!

Identifying What is ‘Accounting Information’

Of all the possible information about a business, what constitutes ‘accounting
information’? We can use the business of Marks and Spencer, whose financial
statements are given in Appendix B to discuss this question. Marks and
Spencer Plc is a large retail business with sales of over £5000m, profits of
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around £350m and more than 60 000 employees. The company appears to
have a reputation for having well trained staff, good products and good
relations with its customers. All of these pieces of information are relevant in
depicting an overall view of the company, and each will contribute to the
company’s performance. If one of the tasks of accounting is to identify,
measure and communicate information about the performance of companies
such as Marks and Spencer, can we then say that all the above information
concerning the company is accounting information? This question is not an
easy one to answer, but the position will be clearer if we consider the nature
of accounting measurement.

Measuring Accounting Information

‘Accounting measurement’ is essentially concerned with transforming infor-
mation into monetary terms. If qualitative information about a business is not
capable of expression in monetary terms, then it is by this definition not
accounting information. However, this restriction does not necessarily set a
clearly defined limit as to what might constitute accounting information. In
the list of pieces of information about Marks and Spencer above, the sales and
profit data is clearly capable of expression as accounting information because
the monetary value is given. The reputation for training, products and
customer relations are more difficult; they are examples of aspects of the
company where it is conceivable that a monetary value could be measured,
but it would be difficult to isolate the value of each to the overall performance
of the company. We will discover that accounting is a pragmatic subject, so
that the practicality and cost of its implementation must always be con-
sidered; we can therefore elaborate on our earlier statement by saying that:

Accounting information is that which it is possible, with reasonable ease
and cost, to express in monetary terms.

We shall see that in the current state of the art of accounting, the particular
attributes of Marks and Spencer’s reputation for training, products and
customer relations would not be identifiable as accounting information.

Communicating Accounting Information

Having identified and measured the accounting information, the next issue is
how it should be communicated to those who need to use it. Much of the time
of accountants in recent years has been spent in considering how best to
package and present accounting information in the most effective way — that
is, so that it can be understood by users of the information. The financial
statements of Marks and Spencer in Appendix B are an example of such a
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form of communication. Questions we attempt to answer in the course of the
book will be: are the systems of communicating accounting information
adequate and, if not, how can they be improved?

1.4 Users of accounting information

We have said that accounting is concerned with providing information to
permit informed judgement and decisions by the user of the information. The
information required may vary with the type of user. An individual may wish
to discover his (or her) personal financial situation, for instance, when
reviewing the family budget or deciding to buy a new car. If he runs his own
small business he is even more likely to require such information. If instead of
the individual or one man business, we consider a large organisation such as
Marks and Spencer or ICI, then not only is the information likely to be more
complex, but the groups of users interested in that information are also likely
to be much larger.

1.5 Types of business organisation

Before we go on to discuss the types of users and their needs, it will be useful
to identify three types of business organisation which are commonly found in
the UK, and which will be used for illustrations throughout the book: the sole
trader, the partnership and the company.

The term sole trader is commonly used to describe a business owned by one
person: there may be several employees involved in the business, but the
ownership is in the hands of one person. Typically these are small operations
— shopkeepers, builders, window cleaners, etc.

A partnership consists of a number of people who own a business jointly.
As with the sole trader, there is no legal distinction between the partnership
and the individual members of the partnership. Solicitors, doctors and
accountants are examples of people who often organise themselves into
partnerships.

Although there is no legal distinction between the affairs of the sole trader
and the owner or the partnership and the partners, it will be necessary to
make such a distinction between their private and business activities when
preparing the accounts of the business.

Large organisations usually operate as a company. A company is an
artificially legal person; to become a company a business must be incorpor-
ated by registering with the Registrar of Companies. In the UK the import-
ance of the company developed in the nineteenth century when the Industrial
Revolution generated large scale organisations requiring large amounts of
finance. The creation of the company and the related development of limited
liability enabled finance to be raised from a wider range of sources. ‘Limited
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liability’ refers to the restriction of the liability of shareholders so that they
cannot be held responsible for amounts in excess of the finance they have
provided to the company. Without limited liability it would be very difficult to
persuade investors to provide finance for a company.

1.6 Users and their needs

In a complex business organisation the users of accounting information can be
many and varied. If the business has a number of owners (usually called
shareholders) who have invested in the business they will be concerned about
the progress of their investment. Similarly, if the business has borrowed from
banks or from others, these lenders will have an interest in the performance
of the business. We could extend this list to include employees, suppliers,
customers and the government in their capacity as a tax authority, all of
whom have some interest in the firm’s activities. We can list these as shown in
Table 1.1

The users listed in Table 1.1 have a legitimate interest in the affairs of the
firm. As a result the firm may be said to be accountable to these users. The
concept of ‘accountability’ has been an important factor in the development
of accounting information.? We can see from the list of possible questions in
Table 1.1 that users will have a variety of needs; if accounting is to provide an
adequate service then accounting measurement of a firm’s economic perform-
ance should be concerned with the needs of these users. One of the problems
in achieving this is the capacity of accounting information to cope satisfac-
torily with such an apparently wide variety of needs.

The users in Table 1.1 are interested in having accounting information in
order to learn more about the firm; they will usually be concerned to use the
information to help in their decision-making — for example, whether to buy,
sell or hold shares; whether to lend to the firm; whether to join the firm as

Table 1.1 Users and their needs

Possible users of accounting Possible questions asked about the
information business
Owners/Shareholders/Investors IS THE BUSINESS PROFITABLE?
WHAT ARE ITS PROSPECTS?
Lenders CAN THE BUSINESS MEET ITS INTEREST
CHARGES?
WILL IT BE ABLE TO REPAY ITS DEBTS?
Employees DO EMPLOYEES HAVE A SECURE FUTURE?
ARE EMPLOYEES ADEQUATELY
REWARDED?
Suppliers/Customers DOES THE BUSINESS HAVE A SECURE
FUTURE?
Inland Revenue IS THE ACCOUNTING INFORMATION

SUITABLE FOR USE IN ASSESSING TAXES?
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employees or to ask for an increase in pay; and (for suppliers and customers)
whether to continue to deal with the firm. An interesting feature of the users’
need for information is that their decision-making would presumably be
easier if they had information about the firm’s future performance. This poses
a further problem for accounting measurement: how well does it succeed in
providing information which can be used to assess the firm’s future?

It is thus apparent that accounting information can provide a basis for
decisions and actions which have an important economic or political signifi-
cance, stretching far beyond the boundaries of the individual company. This
is a further reason why the way in which accounting information is produced
should be properly understood, and not only by accountants.?

1.7 Introduction to the accounting information system

We saw in Table 1.1 that a variety of users might ask a variety of questions
about a firm. However, to simplify the discussion we can say that they are all
concerned with the ‘health’ of the firm. It is recognised that each user may
have a different interpretation of what ‘health’ means, and the analogy can be
extended. A doctor checking your current health is likely to ask questions
about how well you have been in recent months, and from that information
and a physical examination, he may be able to say (for example) that you are
fit enough to return to work, to take up physical exercise, or he may be able to
forecast that you will have a long life.

Similarly an analysis of a firm’s current health will include questions on how
well it has performed recently and how well it is likely to do in the future. This
analysis is summarised in Figure 1.1, where the horizontal line represents the
passage of time.

Current position
(or health)

Past Future

performance performance

Figure 1.1

Figure 1.1 uses general terminology such as ‘health’ and ‘performance’. We
can now substitute terminology more specific to accounting to depict similar
phenomena. This is shown in Figure 1.2.

Current
Past value Future
value value
I Past L Past Future
| profit | profit oot |TT T T
Vv, Vv, v, v,

Figure 1.2
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Figure 1.2 includes the terms ‘value’ and ‘profit’; we will investigate later in
the book what these terms mean in an accounting context, and how they are
measured by accountants. For the present we will merely say that a firm’s
value represents its position at a particular point in time and that profit is a
term used to measure the firm’s performance over a period of time. We can
express this as a simple model:

Pt=Vt—-V,_,

where Pt represents the profit for the period ¢, Vtis the value at the end of
period ¢ and V, _ , the value at the end of the previous period.

Figure 1.2 also shows the horizontal line divided into time periodsat V, V,,
V, and V,. Just as an individual should visit a doctor periodically for regular
check-ups, so the users of accounting information require regular reports on
the health and performance of the firm. The most common means of com-
municating this information to users is by means of two statements:* the
balance sheet and the profit and loss account. These are now incorporated
into Figure 1.3, which is derived from Figures 1.1 and 1.2.

Balance Balance Balance Forecast
sheet sheet sheet Forecast balance sheet
| Profit and loss | Profit and loss I profit and loss

RALAGAA LA I,
| account | account account

vi v, v v

Figure 1.3

Figure 1.3 depicts balance sheets prepared at specified intervals and profit
and loss accounts which cover the periods between the dates of the balance
sheets. The length of time — and hence the frequency of the preparation — of
these financial statements will vary in practice: a manager may wish to have
weekly reports, whereas the tax authorities may be satisfied with annual
reports. You can see from Appendix B that the Marks and Spencer balance
sheet was prepared for 31 March and that the profit and loss account covers
the year leading up to that date.

1.8 Financial statements

The term ‘financial statements’ is commonly used to denote the type of
reports that are used to communicate accounting information, particularly in
the context of the annual reports that companies have to produce under UK
legislation. At this stage of the book we are restricting the meaning of
financial statements to the balance sheet and the profit and loss account,
although we will see later that other statements may also be included.
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The Balance Sheet
The purpose of a balance sheet is to report for a particular date the following:

— The resources owned or controlled by the organisation (com-
monly referred to as assets).

— The obligations owed by the organisation (commonly referred to
as liabilities).

— The residual interest of the owner(s) of the organisation (known
as net worth, or alternatively owners’ equity)’

What a balance sheet depicts is the accounting valuation of the firm’s
resources. If you deduct from the value of those resources the liabilities that
the organisation has outstanding, you are left with what the organisation is
worth. A simple example of a balance sheet would thus be:

Balance Sheet of ABC Company at 31 December 19X2

£
Assets 30000
Liabilities 5000
Net Worth (or Owner’s Equity) £25000

The term ‘net worth’ denotes what the firm would be worth after it had paid
off all its liabilities. If you are the owner of the firm it also denotes the value of
your interest in the firm. This is the derivation of the expression ‘owners’
equity’.

The information contained in the balance sheet is often expressed in the
form of a simple equation:

Assets — Liabilities = Owners’ Equity
or
Assets = Liabilities + Owners’ Equity
This equation is known as the balance sheet equation or simply as the
accounting equation, and it will be referred to frequently in later chapters.
There are many problems associated with the preparation of a balance
sheet, and we will be considering these throughout the book. However, two

basic questions which we must deal with at an early stage are:

— What sort of items are included as assets and liabilities?
— How are these assets and liabilities measured?
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These questions will be considered further in Chapter 2. At this stage it is
necessary to explain that the value of the firm as depicted by the balance sheet
is only one possible way of measuring its value. Before considering alternative
approaches in Chapter 2 we must explore some other aspects of the balance
sheet itself.

Referring to Figure 1.3 the ABC Company balance sheet could depict the
company’s position at V,, where V, is 31 December 19X2. If we assume that
V, is one year later, then the two balance sheets might be:

Balance Sheet of ABC company at 31 December

19X2 19X3

£ £
Assets 30000 37000
Liabilities 5000 6000
Net Worth (or Owners’ Equity) £25000  £31000

We can see that the company’s net worth has increased from £25 000 to
£31 000 over the year, an increase of £6000. Consequently the owners’
interest has increased in value. We do not know at this stage why the net
worth has increased, other than to say that the assets have increased by £7000
and the liabilities by £1000. Before we attempt to explain the increase, we
must consider the profit and loss account.

The Profit and Loss Account

The name of this statement which we would prefer to use would be simply a
‘profit statement’. However, the name ‘profit and loss account’ has been used
in accounting practice in the UK for many years, and therefore we have used
it throughout the book. The main purpose of the profit and loss account is to
show the firm’s performance in terms of what it has earned from selling
products or services, and what cests it has incurred in relation to these
earnings. The terms used here for these two aspects of the firm’s performance
are ‘revenue’ and ‘expenses’, with the excess of the former over the latter
being ‘profit’. The statement might thus be:

Profit and loss account of ABC company for the year ended
31 December 19X3

£
Revenue 40000
Expenses 34000

Profit £6000
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We can see from this statement that the profit for the year to 31 December
19X3 is £6000, which is the same as the increase in net worth shown by the
comparison of the two balance sheets for the beginning and the end of the
period covered by the profit and loss net account. Is this a coincidence? Why
should the increase in net worth be the same as the profit for the year? Figure
1.4 shows in a simplified form the relationship between changes in net worth
of a firm and the profit it earns.

During the year Net worth
Nethwo;thn Revenue — (an inflow of assets) at the end
a; the sta Expenses - (an outflow of assets) of the year
of the year Profit  — (a net increase in assets)
Figure 1.4

Figure 1.4 shows the worth of a firm at the beginning of the year, which we
know consists of assets and liabilities held at that time. During the year the
firm earns revenues (say, from selling products), and this will result in an
inflow of assets to the firm in the form of cash (or its equivalent). The firm will
also incur expenses, which might include the cost of the product sold and
perhaps the wages of the salesperson. Meeting these expenses will result in an
outflow of resources (or assets). If the revenue for the year exceeds the
expenses, the firm will earn a profit which in our simple model will also
represent a net increase in assets, which in turn mean that the firm’s net worth
will have increased. Earning a profit has thus resulted in an increase in the
value of the firm, as measured by the balance sheet. In everyday language:
the better the performance of the firm the higher the profit, and the better off
the owner of the firm is at the end of the year.

Figure 1.4, however, oversimplified the situation in certain respects. Owners’
equity or net worth is measured by assets minus liabilities, and ‘assets’
represents resources available to the firm. It follows that if the owner decides
to increase these resources during the year by introducing more funds from
his own private resources, then his owners’ equity will increase, as will the net
worth of the firm. Thus not all increases in net worth are the result of earning
a profit. Similarly if the owner decides to withdraw resources from the firm,
the net worth will decrease. In a small firm, this could occur where the owner
takes cash out of the till as personal spending money; in a larger company this
distribution of assets to the owner might be called a dividend payment. Figure
1.5 depicts the more complex — but more realistic — model of the part profit
plays in changes in net worth.
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Net worth
at the start
of the year

During the year
+ Profit (an increase in assets)

+ New resources from the owner Net worth
. p at the end
(an increase in assets)
of the year

— Distributions of resources to

the owner (a decrease in assets)

Figure 1.5

1.9 Summary

Our introductory Chapter 1 began by defining accounting and accounting

information.

It has suggested that the objectives of accounting should be

concerned with meeting the needs of the potential users of the accounting

information.

The chapter also introduced the way in which the accounting

information system is constructed, and showed how accounting information
can be communicated by means of financial statements.
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For further discussion of the rights of users and the accountability of
business, see ‘The Corporate Report’ (Accounting Standards Com-
mittee, 1975).

A report on accounting standards proposed that policy should be
determined by ‘a wide constituency of interests . . . to guide . . . on
issues of public concern . . . and to act as a powerful proactive public
influence for securing good accounting practice’, ‘The Making of
Accounting Standards’ (The Dearing Report) (London: ICAEW,
1988).

. These statements have been the pre-dominant means of presenting

accounting information throughout the world during the nineteenth
and twentieth centuries; suggestions for their amendment or replace-
ment have been made from time to time. The content of this book
assumes that they will continue to be used, at least in the foreseable
future.

A more formal definition of the elements which make up a balance
sheet is given in the statement issued in 1989 by the International
Accounting Standards Committee (IASC), ‘Framework for the prep-
aration and presentation of financial statements’:
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(a) An asset is a resource controlled by the enterprise as a result of past
events and from which future economic benefits are expected to flow to
the enterprise.

(b) A liability is a present obligation of the enterprise arising from past
events, the settlement of which is expected to result in a flow from the
enterprise of resources embodying economic benefits.

(c) Equity is the residual interest in the assets of the enterprise after
deducting all its liabilities.

Questions and Problems

1.1 What do you understand by the following terminology?

Accounting information Balance sheet
Financial statements Profit and loss account
Sole trader Assets

Partnership Liabilities

Company Net worth

Limited liability Owners’ equity
Accountability Revenue

Value Expense

Profit Distributions

Accounting equation

1.2 What user groups do you consider have a legitimate right to infor-
mation about a firm. What are these rights based on?

1.3 What are the main similarities and differences between accounting
for:

(a) Government organisations;
(b) not for profit organisations;
(c) businesses?

1.4 What are the main similarities and differences between accounting
for:

(a) Sole traders;
(b) Partnerships;
(c) Companies?

1.5 What in your view constitutes a ‘healthy’ company?

1.6 Discuss what constitutes ‘accounting information’. Give examples of
information about a company which could be classified as ‘non-
accounting information’.

1.7 There are various ways of measuring the success of a company.
Suggest some of these, using the Marks and Spencer report in Appen-
dix B as an Example.
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1.8 Using the Marks and Spencer Plc annual report and financial state-
ments from Appendix B:

(a) Identify the ‘group’ net worth at the end of the company’s financial
year.
(b) Identify the numbers that fit the ‘accounting equation’:

Assets — Liabilities = Owners’ Equity

(c) Calculate the change in net worth from the end of the previous
financial year to the end of the most recent year in the report.

(d) In some circumstances, the increase in net worth will be the same
figure as the profit for the year. Why is this?

(e) Suggest reasons why this does not seem to be the situation in the
Marks and Spencer financial statements.
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Concepts of Value and Profit

2.1 Introduction

Chapter 1 introduced the two major financial statements used in accounting;:
the balance sheet and the profit and loss account. It also introduced the
balance sheet equation:

Assets — Liabilities = Owners’ Equity (or Net Worth)

It can be seen from this equation that the identification and measurement
of a firm’s assets and liabilities will determine its net worth. It was also
explained that a change in net worth, over time, would usually be the result of
earning a profit. There thus appears to be a close relationship between the
measurement of assets and liabilities and the measurement of profit. Chapter
2 explores this relationship, and considers various ways in which the concepts
of ‘value’ and ‘profit’ can be interpreted. The purpose of this early chapter is
to present basic ideas of value and profit which we hope will enable students
to adopt a questioning approach to later studies.

It is important to understand the difference between value and profit — for
example, as illustrated by the model in Figure 1.3 (p. 7). In this context,
‘value’ is assumed to be a static concept, in that a monetary figure is placed on
an item (or group of items) at a particular point in time. Values, may, of
course, change, but these represent measurement made at different points in
time. ‘Profit’, on the other hand, is a measure of performance over a period of
time, often in practice the time period (known as the accounting period)
between two sets of valuations. This idea of a stock (value) and flow (profit)
forms the basis for major accounting statements such as the balance sheet and
profit and loss account and for most accounting systems of recording events.

2.2 Concepts of value

An individual, asked what he is worth, would probably attempt to value his
possessions, his house, car, furniture, etc. If he has borrowed money to buy
his house or his car, then the amount he still owes would be deducted to arrive
at his net worth. He is, of course, using the concepts of assets, liabilities and

14
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net worth which form the basis of the balance sheet equation.

The dictionary defines an ‘asset’ as any possession, and also any useful
quality. The idea of ‘possession’ is relevant to the value of a firm - for
example, the firm may possess assets such as buildings, machinery and
delivery vans. However, care must be taken over the distinction between
possession and ownership. Normally both of these can be attributed to an
asset. In the example above, the firm may both possess and own the buildings,
machinery, office furniture and delivery vans. However, if an assets is on the
firm’s premises and thus in the firm’s possession but actually belongs to
someone else — for example, if it is a borrowed van, it should be excluded
from the list of assets making up the firm’s value. On the other hand, the
definition quoted in Chapter 1, n. 5, includes assets which are controlled by
the enterprise, and this implies that legal ownership is not essential. Property
held on a lease could thus be included as an asset.

The definition of an asset used above included ‘useful qualities’. How
should these be included in the measurement of an individual’s or a firm’s
value? Good health and a sense of humour are useful qualities, but there are
obvious difficulties in calculating their monetary value! It might be possible to
estimate a part of the value of ‘good health’ in terms of its effect on earnings
from a particular occupation, but as there are many other benefits a precise,
reliable value is unlikely to be obtained. Referring back to Section 1.3 we see
that accounting information is that which can be expressed in monetary terms
with reasonable ease and cost; it is doubtful whether good health could
qualify as accounting information by this definition. If we extend the analogy
to a firm, we can identify many similarly problematic areas — for example,
qualities (favourable or unfavourable) such as customer relations, em-
ployer—employee relations, or a reputation for reliable products and service.

The previous paragraphs have been concerned with what might be included
in a list of possessions or qualities which would constitute an overall value of
an individual or a firm. A further problem is how to arrive at a value for items
in the list.

If a number of people were asked to value a common object — say, a motor
car — it is likely that they would reach different conclusions. This might be
because they have different levels of knowledge about motor cars; it is also
possible that they would adopt different approaches to the process of
valuation.

Consider some of the possibilities:

£
(1) Its cost — when new, two years ago 8000
(2) Its cost — when new, less an allowance for two 5400
years’ use
(3) What it would cost now to buy a similar 5300

two-year-old car from a car dealer
(4) As for (3), but bought privately 5100
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(5) What the car could be sold for now to a dealer 4800
(6) As for (5), but sold privately 5000
(7) The owners’ estimate of the car’s usefulness to him 5800

There are seven different values listed above, but it is possible to identify
four approaches or concepts of value in common use:

(a) Original (or historical) cost

Where an asset’s value is represented by its original cost.
Values (1) and (2) are variations of this approach.

(b) Replacement cost

An approach which instead of considering only the original
cost of the specific assets, updates the measurement by basing
the valuation on the current purchase cost of a similar item.
Values (3) and (4) are variations of this approach.

(c) Realisable value

An estimate of the proceeds of selling the asset. Values (5) and
(6) are variations of this approach.

(d) Value to the owner

An estimate by the owner of the asset’s usefulness,! as in
value (7).

These four approaches are central to the consideration of ‘value’ in ac-
counting. We will explore their application to accounting measurement in
later chapters, but first it is necessary to note the significant characteristics of

each.

(a) Original cost

Accounting is a pragmatic subject: it is concerned with the
provision of information for a variety of practical purposes.
This information must be reliable and reasonably easy to
obtain. In this context some aspects of the original cost ap-
proach make it an attractive proposition.

Original cost is the only one of the four concepts which is
based on an actual transaction. At least two people — the
purchaser and the seller — have agreed a value for the asset
when the transaction took place. In addition, there may be
documentary evidence of the transaction which can therefore
be used for verification at a later date. The value is not an
estimate, but is based on objective and verifiable evidence
which — as we will see later — are two of the cornerstones of
accounting measurement.

The reliance on an actual transaction as a basis for measure-
ment of value does, however, lead to two potential disadvan-
tages. One is that by definition original cost arises at the time
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of a transaction. If it is used to value a number of assets in a
firm’s balance sheet which have been acquired at different
times in the past, the valuations will thus to varying degrees be
out of date. Methods have been adopted to try to get around
this problem by adjusting the original cost: the reduction in
the original cost to allow for use given in value (2) in the motor
car example above is a case of such an adjustment.

A second disadvantage arises from the reliance on the
existence of a transaction cost as evidence of value. This leads
to a tendency to exclude assets which have not been acquired
by a means of a verifiable transaction. If a firm pays £1m for
the patent to produce and market a new medical drug, the
patent has an original cost of £1m and might thus be included
in a firm’s balance sheet. If, however, the same firm had
discovered the formula for the drug in its own research labora-
tories at virtually no cost, could it then be included as one of
the firm’s assets? The answer is ‘no’ if the sole criterion is to be
original cost.

We will see in later chapters that the original cost approach,
usually termed ‘historical cost accounting’, is the one which in
the past has been the most influential in accounting measure-
ment.

Replacement cost

Using the cost which would have to be incurred to replace an
asset has the attraction of providing an up-to-date valuation.
To some extent, it also involves objective criteria, especially if
it is possible to use current widely accepted market prices,
such as the dealer’s list price for second hand cars.

There are areas where it is, however, difficult to apply
replacement cost. Again using the example of a car, the
particular model may have been discontinued, or it may have
special features, low mileage, or accident damage, all of which
make an accurate replacement cost difficult to estimate.

In a firm, there are further examples where replacement
cost may be difficult to apply. Assets which have been made to
perform a particular task — for example, an automated pro-
duction line or a specially designed factory — will have no
obvious existing market price which can be used. Replace-
ment cost is also of little help in trying to value the ‘useful
qualities’ discussed earlier — i.e., employee or customer re-
lations and reputation for reliable products. Again, there is no
market from which a replacement cost can be obtained.

Despite these difficulties, replacement cost has attracted a
lot of support in recent years as an alternative to original cost
for accounting measurement.
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(c) Realisable value

The attraction of this concept is in some respects similar to
that of replacement cost, in that both provide an up-to-date
value and in some circumstances an objective one. Another
feature of this concept which makes it attractive is that it
conforms to an everyday notion of value —i.e., what you could
obtain by selling something. It thus provides an indication of
how much a firm’s assets would realise if they were sold. This
might be useful information — for example, if considering a
take-over bid or changing the asset structure of the firm.

Where the asset has been acquired for a particular purpose,
however, it may have characteristics which make it peculiar to
the firm, and its selling price may not be an adequate measure
of its value. For example, an asset which is an integral part of a
firm’s operation — such as a power plant or a piece of manufac-
turing machinery — would be difficult to sell separated from the
firm as a whole. In general, the market selling price is least
likely to be adequate where the purpose for owning the asset is
to use it in the firm, rather than to resell it.

(d) Value to the owner (see n. 1 at the end of the chapter)
The three concepts considered so far have a common factor in
that they are all variations of a market price, either buying or
selling. The idea of value to the owner is different in that it
attempts to value the asset by identifying its usefulness, and by
placing a monetary value on the benefits identified.

An individual or firm will find an asset ‘useful’ if it is
expected to produce some future benefit. This approach at-
tempts to estimate the present value of these future benefits.
The nature of the future benefits will depend on the type of
asset being measured. If the asset consists of stock to be sold,
such as dresses in a Marks and Spencer store, the future
benefits will be similar to the realisable value in (c) above -
that is, what they could be sold for. If, however, the asset is
used in the firm (say, a piece of machinery or a motor vehicle),
then the value to the owner will be a more complex calcu-
lation. If the machinery produces articles for sale, then the
value will be based on the proceeds from the eventual sale of
the product (after adjusting for costs such as raw materials).
This value may be very different from the selling price of the
machinery itself.

An illustration of a ‘value to the owner’ calculation is shown
in Figure 2.1 (see n. 1 at the end of the chapter).

V is what we are trying to measure (i.e., the value of the
asset using the future benefit to be enjoyed by the owner as a
result of owning the asset). B,, B,, B;, B,, etc. are the benefits
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Present value
{or value to the owner)

L B | B. B,

]
I | ] L 1
v

Figure 2.1

arising in future periods. A simple mathematical expression to
calculate the valueis V = B, + B, + B, + B,, etc. However, in
practice the values of B would not simply be added together
without some form of adjustment. The adjustment is made
necessary because the benefits received in later periods should
be given a lower weighting than those received in the earlier
periods. This is because the earlier the benefits are received,
the sooner they can be used to earn a return elsewhere.

This approach ensures that the asset is valued using the
benefits as defined by the owner, as opposed to values deter-
mined by market prices. This, it is said, makes this concept the
most relevant, and achieves the most satisfactory values.
However, because it is based on estimates of future benefits it
is inevitably the most subjective of the four concepts we have
considered. This creates difficulties in applying it in accounting
measurement. Once market based values are discarded and
replaced by individual estimates of potential benefits it will be
more difficult to achieve a valuation which is generally accept-
able by a variety of users.

2.3 Concepts of profit

Sect. 2.2 introduced alternative concepts of value. We have seen from Figure
1.3 the relationship between value and profit, Sect. 2.3 explores further the
idea of ‘profit’. In particular, we will see that although it is basically a simple
concept it becomes complex when applied to the measurement of a firm’s
operations.

Single Transactions

In its simplest form, most people would be able to identify the nature of a
profit: it occurs when something is sold for more than was paid for it — if I buy
a squash racket for £50 and sell it for £70 I have thus made a profit of £20.
From this simple example of a single transaction we can explore further the
ideas, introduced in the early part of this chapter, of value and profit being
likened to ‘stocks’ and ‘flows’.
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If we assume that the £50 was my only possession then my balance sheet
equation before the transaction is:

Assets - Liabilities Owner’s Equity
£50 - 0 = £50

I first converted the £50 into a squash racket, but this did not change the
equation, it merely changed the type of assets owned. When the racket is sold
the equation becomes:

£70 - 0 = £70

The owner’s equity now includes the £20 profit and has increased from £50 to
£70. The ‘stock’ of value for the two points of time — before and after the
transaction — is £50 and £70 respectively. The profit of £20 represents the
measurement of the ‘flow’ of events between these two points in time, as in
Figure 2.2.2

V, V,
[ - i
L} o

£50 Profit o= {70

£20
Figure 2.2

Multiple Transactions

If 1 decide to continue to buy and sell squash rackets then I might use the
proceeds of the first sale to buy another racket for resale, and continue to
trade in this way. Suppose that I do this for several months, recording the
details of the purchases and sales. My records show that during these months
I have bought and sold 40 rackets and that the total cost was £2000 and the
total selling price was £2800. From this information, I can produce a profit
and loss account:

£
Revenue 2800
Expenses 2000
Profit £ 800

If I assume that a separate bank account has been used for the cash
purchases and sales, and that no other use has been made of the account, then
the balance will have risen from £50 at the beginning of the trading period to
£850 at the end. In other words the ‘stock’ of value has increased from £50 to
£850 as a result of a ‘flow’ of profit of £800, or as in Figure 2.3.



Concepts of value and profit 21
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£800
Figure 2.3

More Complex Situations

The analysis of profit using single or multiple but simple transactions can now
be expanded to the more complex situation of the measurement of profit for a
firm. The basic principles of profit and value are unchanged; however, the
simplicity of the principles is often obscured by the existence of two additional
complications:

(1) The variety of transactions entered into.
(2) The timing of the measurement of value and profit.

(1) The variety of transactions
In the final analysis, firms attempt to earn profits by selling
something, whether it be products such as squash rackets or
motor cars, or services such as legal advice or banking facili-
ties. However, in order to sell their products or services they
may have to undertake transactions which are only indirectly
related to the central activity of selling: for example, in order
to sell my squash rackets I may have to advertise, or I may
have to pay someone to change the grips on the handles of the
rackets. If I open a sports shop then I may have to acquire a
lease on suitable premises, install shop fittings and employ a
shop assistant. All of these activities will result in expenditure
in addition to the purchase of the items of sports equipment I
intend to sell in the shop.

The example now includes a variety of different trans-
actions, and it can be imagined how this variety would be
extended if we were analysing the activities of Marks and
Spencer, ICI or BT.

Let us assume that I intend to operate the sports shop for
five years, and that I take a five year lease at a cost of £30 000,
install shop fittings at a cost of £10 000 which will last exactly
five years and employ a shop assistant on a five year contract
at an annual salary of £4000. During the five year period my
total cash sales amount to £200 000 and cash purchases of
sports equipment are £60 000. At the end of five years I can
calculate the profit and change in value as in the earlier
simpler examples, as shown in Figures 2.4 and 2.5.
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Profit and Loss Account for the Five Years

£ £
Revenue (proceeds of sale of sports equipment) 200000
Expenses
Sports equipment purchased 60000
Lease purchased 30000
Cost of shop fittings 10000
Assistant’s salary 20000
120000
Profit £80000

Figure 2.4

If we assume that the business was started with an inherit-
ance of £50 000 then the stock and flow diagram would be as in
Figure 2.5, where V, — V; represents the five year period with
the £50 000 at V, being the opening cash figure and the
£130 000 at V the closing cash balance.

Vv, Vs
£50 000 w——m—t  Profit ee—wee=tms £130 000
£80 000
Figure 2.5

Even with the additional complication of the costs of oper-
ating the shop, we have been able to calculate profit and the
change in value in an apparently straightforward manner.
However, it is obvious that the example is based on several
naive assumptions. First we have assumed that the life of the
business was exactly five years and that each of its components
lasted precisely for that period with no necessity to measure
any residual value for the shop fittings or for unsold sports
equipment. With an on-going business it is not possible to
identify a date on which all its activities come neatly to an end
- for example, Marks and Spencer buy and sell products daily,
they buy or construct department stores and equipment from
time to time and they dispose of unwanted buildings and
equipment. These activities overlap each other, and there is no
precise cut-off date when they all end, as in our example.
Perhaps the nearest analogy in practice to a situation where all
activities end at the same time is where a firm ceases trading,
goes out of business and sells all its assets. This, of course, is a
comparatively rare occurrence and it thus cannot be used to
solve the general problem of measurement in accounting.

This leads us to the other naive assumption made in the
earlier example, that it is acceptable to wait until the end of
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five years to discover how well the shop is performing. This
leads to the second complication referred to earlier.

The timing of the measurement

In practice, one of the main reasons for measuring value and
profit is to discover how well a firm is performing. We saw in
Sect. 1.6 a list of potential users of accounting information,
and also an indication of the needs of these users. The needs
included the use of financial statements to report on the firm’s
profitability, to check the security underlying the firm’s debts,
and to assess the firm’s taxation liability. Clearly these users
will not be prepared to wait until the firm goes out of business
before it discovers its profitability, security or taxation pos-
ition. It is apparent that firms will have to report on their
activities at regular intervals during the life of the business —in
practice, firms will report at least annually by means of a profit
and loss account and balance sheet.

The requirement for regular reporting makes the calcu-
lation of value and profit more difficult than in our earlier
examples. To explain why, take the example of the sports
shop and depict its expenditure as in Figure 2.6.

0 1 2 3 4 . .
Life of the business
o Lease
s={ Shop fittings
- - C1C. = Assistant’s salary
Haw —g e —3 —= —a -3 e1C. - -»= -m Examples of sports
e - ——-I etc. — —= —p| equipment bought
Vo V| V2 Vg V4 vs
Figure 2.6

In Figure 2.6 the top horizontal line represents the life of
the business. With an on-going business there would be no
terminal point, but this example made the simplifying assump-
tion of a five year life. The lease and the shop fittings were
purchased at the beginning of the business and are rep-
resented by unbroken lines. The assistant’s salary is a series of
short arrows depicting that he was paid at regular intervals.
The two examples of sports goods purchased for resale have
arrows of varying length, showing that batches were bought at
irregular intervals in response to the needs of the business.
The vertical dotted lines at V,, V,, V,, V, represent artificial
cut-off points in the life of the business at the end of year one,
two, three and four.
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In the earlier version of the profit and loss account shown in
Figure 2.4, the computation covered the five year life of the
business. It would be more realistic to assume that the owner,
his bank manager, or perhaps the inland revenue, would wish
to have a report on the business at the end of the first year —
i.e., at V,. If we assume that the sales of sports equipment in
the first year generated revenue of £40 000 and that the
purchases of sports equipment cost £18 000, then the profit
and loss account for year one might be as in Figure 2.7.

Profit and Loss Account for Year One

£ £
Revenue 40000
Expenses
Sports equipment purchased 18000
Lease purchased 30000
Cost of shop fittings 10000
Assistant’s salary 4000
62000
Loss £22000

Figure 2.7

The firm thus appears to have made a loss of £22 000 in its
first year, and its value to have changed as in Figure 2.8.

Vv, Vv,
L J
£50000 Loss £28000
£22000
Figure 2.8

The fall in value can be explained more clearly if the data is
analysed as in Figure 2.9.

£ £
Value at the start of the year 50000
(cash in the bank)
Cash receipts during the year 40000
90000
Cash payments during the year:
Sports equipment 18000
Lease 30000
Shop fittings 10000
Assistant’s salary 4000
62000
Value at the end of the year (cash in the bank) £28000

Figure 2.9
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The statement in Figure 2.9 is in fact a form of cash flow
statement, and we will refer to it again later in the chapter.
First we need to go back to the loss of £22 000 shown in the
profit and loss account and consider it in conjunction with
Figure 2.6. Figure 2.6 depicted some transactions, such as the
buying of the lease and the shop fittings, as having a use which
lasted the life of the business, whereas others, such as the
monthly salary payments, had a use which lasted for only the
month in question, and therefore had to be repeated fre-
quently. Similarly the usefulness of the sports equipment
ended when the equipment was sold and had to be replaced.

If we consider the idea of ‘usefulness’ and relate it to the
benefit derived by the business from its possession, we are close
to the definition of an asset from Sect. 2.2. For example, at the
end of the first year the benefit to the firm from the use of the
lease had not all been used up and therefore 4/5 of its cost
could be said to constitute an asset. The same argument can be
made in respect of the shop fittings. Also the initial purchases
of £18 000 includes £6000 of stock which was not sold during
the year. It follows that the value of the firm at the end of the
year consists of more than the cash balance of £28 000. We can
now redraft the profit and loss account, as shown by Figure 2.10.

Profit and Loss Account for Year One

£ £ £
Revenue 40000
Expense:
Sports equipment purchased 18000
less unsold stock 6000
12000
Lease purchased 30000
less value at the
end of the year 24000
6000
Cost of shop fittings 10000
less value at the
end of the year 8000
2000
Assistant’s salary 4000
24000
Profit £16000

Figure 2.10
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The loss of £22 000 has become a profit of £16 000. In terms
of the value diagram, it is as shown by Figure 2.11.
v, £

. Profit
£50000 = £16000

Figure 2.11

— {66000

From Figure 2.11 the value at the end of the year is seen to
be £66 000. This value consists of:

Cash 28000 — as calculated in Figure 2.9
Stock 6000
Lease 24000
Shop fittings 8000
£66000

The value of £66 000 includes what may be called ‘uncom-
pleted transactions’ in respect of the stock, the lease and the
shop fittings. The necessity to report on the performance on a
regular basis by means of an annual profit and loss account
and balance sheet will mean that many such uncompleted
transactions will have to be valued at the end of an accounting
period. This sort of end of period adjustment is illustrated
further in Example 3.5. The principles and rules which ac-
countants use in making such judgements are developed and
explained in Chapter 5. In effect, the balance sheet is merely
an interim value of a business. The final definitive value can be
obtained only when the business ceases to operate. For most
firms, that date is unknown and perhaps it may never arrive.
However, it would clearly be absurd to wait until a company
such as Marks and Spencer ceased trading before attempting
to prepare its balance sheet!

2.4 Profit and cash flow

The profit and loss account in Figure 2.7 showed a loss of £22 000 which in
turn led to the fall in value from £50 000 to £28 000 shown in Figure 2.8. This
fall in value was explained in Figure 2.9 as a decrease in the cash balance over
the year. In other words, the loss of £22 000 was exactly matched by the fall in
the cash balance of £22 000. However, this equivalence of cash flow and profit
was made possible only because of the simplifying assumptions in the
example, and once these assumptions were dropped the loss of £22 000
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became a profit of £16 000 which did not equal the change in cash. In practice,

the complex relationship between profit and cash flow causes a great deal of

difficulty for those interpreting the meaning of accounting information.?
There are two main reasons why annual accounting profit may differ from

cash flow:

1

@)

The classification of some expenditure as assets

We saw in Sect. 2.3 that the profit for the sports shop for the
first year was £16 000 and not a loss of £22 000. This was
because we decided that the stock, the lease and the shop
fittings had a value at the end of the year and that the expense
in respect of these items in the profit and loss account should
be only a proportion of their expenditure. Immediately we
have a discrepancy between profit and cash flow, because the
total expenditure was regarded as an outflow of cash in year
one. There is a general lesson to be learnt from this specific
example. Cash expenditure will always affect the cash flow in
the period in which it is incurred, but the initial recognition of
some of that expenditure as an asset will always result in a
difference between profit and cash flow in the current period.
The asset will then be treated as an expense in a future period,
when there will be no related cash outflow. There will conse-
quently also be a difference in that future period.

Credit transactions

The other reason why profit and cash flow will tend to differ is
because of the widespread use of credit in business trans-
actions. Goods will be bought (and sold) not for an immediate
cash payment, but on the understanding that the cash will be
paid (or received) at some future date. Accounting generally
recognises these credit transactions at the time the possession
of the goods changes hands. The result is that the profit and
loss account will include sales and purchases made on credit,
for some of these transactions the cash will be received or paid
within the same accounting period as the sale or purchase.
However, at the end of any accounting period there will
usually be a proportion of transactions where the cash has still
not been paid or received. Clearly in this situation there will
again be a divergence between profit and cash flow.
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2.5 The balance sheet revisited

Sect. 1.8 in Chapter 1 introduced a simple form of balance sheet:

Balance sheet of the ABC company at 31 December 19X3

£
Assets 37000
Liabilities 6000
Net Worth (or Owners Equity) £31000

Sect. 2.2 of this chapter discussed alternative concepts of value which could
be used in measuring the elements in such a balance sheet. The subsequent
discussion of profit in Sect. 2.3 adopted a form of asset measurement calcu-
lated in relation to the amount spent on its acquisition. The reason why this
particular form of asset measurement is popular in accounting is considered
in Chapter 5. We will continue by applying it to the examples of assets used
in this chapter, which together with the explanation of credit transactions in
Sect. 2.4 allows us to restate the balance sheet above in more detail, and to
introduce more terminology.

Balance Sheet of ABC Company at 31 December

Assets 19x2 19X3
£ £
Land 10000 10000
Buildings 8000 13000
Stock 4000 6000
Debtors 3000 5000
Cash 5000 3000
30000 37000
Liabilities
Creditors 5000 6000
Net Worth (Owners’ Equity) £25000 £31000

This balance sheet shows more detail of the assets and liabilities owned and
owed by the company. It can be assumed for the present that the assets ‘land’,
‘buildings’ and ‘stock’ are valued by the amount of expenditure used to
acquire them. The asset labelled ‘debtors’ and the liability labelled ‘creditors’
arise from the use of credit transactions. Debtors are the amounts still owed
to the company at the date of the balance sheet in respect of sales to
customers on credit. Creditors are the amounts still owed by the company for
purchases made on credit.

The discussion in Sect. 2.4 on the distinction between profit and cash flow is
underlined by the details of company ABC. During the year to 31 December
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19X3 its profit is £6000. This is confirmed by the increased net worth of the
company over the year, and by the profit and loss account shown in Chapter 1.
However, during the same period the cash balance has fallen from £5000 to
£3000. The explanation of the discrepancy of £8000 (profit £6000 + fall in cash
£2000) can be linked to the explanation in section 2.4 —i.e.:

Cash expenditure treated as assets:

£
Buildings 5000
Stock 2000
7000
Affect of credit transactions:
£

Increase in debtors 2000

less increase in creditors 1000
1000
£8000

2.6 Summary

Chapter 2 has explored the concepts underlying the accounting financial
statements. It considered alternative approaches to value that can be adopted
in a balance sheet. It also analysed the calculation of accounting profit. The
necessity of measuring profit for relatively short periods in the overall life of
an organisation was explained as being one of the major problems in the
satisfactory measurement of accounting profit. The relationship between
profit and cash flows in both the short term and the long term was also
explained.

Notes and References

1. This type of valuation model forms the basis for the calculation of
value in economic analysis. In that context it is usually depicted as the
‘present value of future cash flows’. This approach to value is used, for
example, in the classic analysis of economic income by J. R. Hicks
which is referred to again in Sect. 14.2. One of the main differences
between accounting and economic measurement of profit and value is
that economics uses this forward looking subjective model for measur-
ing value, whereas accounting — which has to be more concerned with
reliability and objectivity — relies on historical or market based values.
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Financial accounting

In this example and throughout the remainder of this chapter we have
deliberately ignored the problem of changing prices. For example,
what if in the time between the purchase and the sale of the squash
racket there had been an increase in general prices (inflation) or an
increase in the specific replacement cost of the squash racket? These
and other problems of changing prices are dealt with in Chapter 14.
Over a short period the relationship between accounting profit and
cash flow may be difficult to identify. However reference to Figures 2.4
and 2.5 show that for the five year period the profit of £80 000 is equal
to the £80 000 increase in cash. It has been suggested that one of the
strengths of accounting profit is that it may be an indicator of the long
run cash flow of the firm.

Questions and problems

21

2.2

2.3

(a

What do you understand by the following terminology?
Accounting period Objective evidence
Original cost Verifiable evidence
Replacement cost Stock and flow concepts
Realisable value Credit transaction
Value to the owner Debtors
Present value Creditors
Characteristics attributed to assets in accounting literature have
included the following:
‘Items of value owned.’
‘Future economic benefits’.
‘The results of past transactions’.
Explain what you think is the reasoning behind these three definitions.
Four alternative approaches to valuation suggested in this chapter
are:
Original cost.
Replacement cost.
Realisable value.
Value to the owner.
Discuss how these might be applied to the valuation of the following
assets:

) A car.

(b) A computer.
(c) A First Division footballer.
(d) A company’s reputation for efficient service.

2.4

How would you calculate the value to the owner of the following
assets:
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(a) A taxi.

(b) Stock.

(c) A car production line.

(d) A Marks and Spencer store.

(e) All the assets owned by Marks and Spencer Plc.

2.5 Why is it necessary to produce financial statements annually, or even
more frequently’. What measurement problems can arise because of
the need for such regular reporting?

2.6 Explain the relationship between accounting profit and the cash flow
for a firm for:

(a) The total life of the firm.
(b) One year in the firm’s life.

2.7 A firm borrows £10 000 on 1 January. During January it buys goods
for £6000 and sells half of them for £5000. All transactions are in
cash, and the firm has no other assets or liabilities. What is the net
worth of the firm at 1 January and at 31 January? What is its profit
for the month? Show that it is possible to calculate the profit in two
ways — i.e., by using either a stock approach or a flow approach.

2.8

(a) Prepare a balance sheet from the following information, which is for
the Barratt company as at 30 June 19X3:

£
Creditors 5000
Debtors 6000
Stock 4000
Bank Overdraft 2000
Machinery 5000
Buildings 4000

(b) The Barratt company has been in business for two years only. It
started on 1 July 19X1 with £4000 cash borrowed from the bank. On
30 June 19X2 it had stock of £2000, debtors £3000, machinery £4000
and a bank overdraft £2000.
What was the company’s profit for each of its first two years?

2.9 Using Figure 2.11 as a basis, construct balance sheets for the sports
shop at the beginning of the first year and at the end of the first year.

2.10 What difference would it make to the sports shop balance sheet at the
end of year one and the profit and loss account for the year if the shop:

(a) Had £8000 of unsold sports equipment?
(b) Had sold all of its sports equipment during the year?

2.11 If the sales for the sports shop in year two amount to £55 000 and the
sports equipment purchased was £16 000, prepare a profit and loss
account for year two and a balance sheet at the end of year two,
assuming;:
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(a) That the unsold stock at the end of year one was £6000 and at the
end of year two was £5000.
(b) That there was no unsold stock at the end of year one or year two.

2.12 Calculate the profit for the year ended 31 December 19X2 from the
following information;

(a) 1 January 19X2 31 December 19X2
Property 10000 10000
Machinery 5000 7000
Debtors 2000 5000
Cash 1000 2000
Overdraft 4000 5000
Creditors 3000 2000

(b) The owner withdrew £3500 during 19X2.
(c) Additional capital introduced by the owner during 19X2 was £4000.
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The Structure of Accounting Data

3.1 Introduction

The application of the concepts of value in Chapters 1 and 2 relied on the
ability of the firm to collect data to provide evidence for increases or
decreases in its value or net worth. The preparation of such financial state-
ments as the balance sheet and profit and loss account in order to show this
data in a coherent manner is an integral part of accounting. The accounting
concepts on which these statements are prepared were introduced in Chapter 2,
and are examined further in Chapter 5. Chapter 3 now examines some of the
procedures for their preparation.

It has been emphasised that because of the accounting concepts used in the
accounting framework, not all economic events will be reflected in the
balance sheet and profit and loss account. This in turn implies that the
preparation of these statements will be based mainly on an analysis of
historical data which reflects original costs and the benefits from past trans-
actions. Chapter 3 examines some of the interrelationships between assets,
liabilities and owners’ equity first introduced in Chapter 1, and Chapter 4
provides an examination of the problems of processing accounting infor-
mation for preparation of the profit and loss account and balance sheet.

3.2 The accounting equation

The analysis of procedures for the preparation of financial statements will
begin by considering some simple transactions and their effect on the firm. If
we assume for simplicity that the first resource that a firm receives is cash, we
can see that the effect on the financial position of the firm is twofold. Not only
does the firm now own an asset — namely the cash — but it has also established
a relationship with the person from whom the cash came: the provider of the
cash can be thought of as having a claim against the firm. This twofold effect
on accounting data is termed ‘duality’. If the cash was provided by one of the
firm’s owners, the owner would have a financial interest in the firm equal to
the amount of cash. It is conventional to refer to this as the owner(s)’ claim or
owners’ equity. Although the owner now has a claim against the firm it is not
normally termed a liability because of the restricted legal claims which owners
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have against a firm’s assets. If the cash was obtained by borrowing, the firm
would owe the lender that sum; the lender’s interest in the firm would be a
liability. The underlying contrast in these different forms of providing a
business’s assets are discussed in Chapter 10. At this stage, it is sufficient to
note that the firm will find it useful to distinguish between the qualitatively
different relationships of owners (owners’ equity) and lenders (liabilities).

Chapter 1 (Sect. 1.8) introduced the concept of the ‘accounting equation’,
ie.

Assets = Liabilities + Owners’ Equity

It was explained that the traditional meaning of these terms! is:

Assets - Resources owned or controlled by the organisation; the
assets also represent the use made of available funds or
resources

Liabilities — Obligations owed by the organisation; liabilities also

represent details of the providers of funds or resources

Owners’ Equity — The accounting measure of the interest of the owner(s)
in the organisation; this also represents details of funds
or resources provided by the owner(s) either by a direct
injection of cash or by not withdrawing profits earned
by the organisation.

The above definitions emphasise the concept of duality already referred to.
This derives from the inclusion in the equation of both the provision of
resources (liabilities and owners’ equity) and the uses to which the resources
are put (assets). This explains why a balance sheet balances. In effect, the
balance sheet lists the same resources twice (i.e., provision and use). It also
provides the basis for the system of double-entry book-keeping which is used
throughout the world and which will be explained further in this Chapter and
Chapter 4.

The following sections illustrate the contribution of duality and the ac-
counting equation in the analysis of accounting information.

3.3 Examples of analysis using the accounting equation

In Sects 3.3, 3.4 and 3.5 we will examine the relationship between assets,
liabilities and owners’ equity and we will see how their respective values
change as a result of a firm’s transactions. Examples 3.1, 3.2 and 3.3 provide
an initial illustration of simple transactions and their implications for assets,
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liabilities and owners’ equity. We will see how accounting information which
is collected about changes in value is reflected in accounting statements.

Example 3.1 Changes in Assets and Owners’ Equity

Cotton Company commences business on 1 January 19X1, and the owner
immediately provides £5000 in cash. The balance sheet for the firm at the end
of 1 January would be:

Balance Sheet Cotton Company at End of 1 January 19X1

Assets £

Cash 5000
Total Assets £5000

Owners’ Equity

Capital 5000
Total Owners’ Equity £5000

We can see from this example the duality effect, and how the analysis
maintains the equality of the accounting equation. The owners’ equity on
commencing business is described as capital (see Sect. 3.4). It is conyenient to
continue our analyses by using the data and balance sheet of Ex.3.1

Example 3.2 Changes in Assets and Liabilities

On 2 January Cotton Company borrows £9000 in cash from the bank as an
interest-free loan, which is provided on the same day. This information could
be reflected in a revised balance sheet:

Balance Sheet Cotton Company

At End of At End of
1 January 19X1 2 January 19X1
Assets £ £
Cash 5000 14000
Total Assets £5000 £14000
Liabilities
Owed to bank . 9000
£5000 £5000

Owners’ Equity
Capital £5000 £5000
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In Ex.3.2 we can again see the duality effect operating, and that the equality
of the accounting equation still holds.
The results of Exs 3.1 and 3.2 can be summarised as follows:

Assets = Liabilities +  Owner’s Equity
£ £ £
Ex.3.1 +5000 = +5000
Ex.3.2 +9000 = +9000
Total £+14000 = £+9000 £+5000

There will clearly be a series of other combinations of changes which affect
assets, liabilities and owners’ equity, but the principles can be illustrated by
considering a limited set of combinations.

Example 3.3 Changes in Assets Only
The following is a summary of the transactions of Cotton Company during the

rest of January 19X1:

1. Pays £3000 in cash for stock.
2. Lends £2000 in cash to Mr Morris as an interest-free loan.

The balance sheet for the end of the month can now be calculated as:

Balance Sheet Cotton Company

At End of At End of
2 January 19X1  Transactions 31 January 19X1
Assets £ £ £ £
Cash 14000 —3000 -2000 9000
Stock +3000 3000
Debtors +2000 2000
£14000 £14000
Liabilities
Owed to bank 9000 no change 9000
Owners’ Equity
Initial 5000 no change 5000
£14000 £14000

The transactions in Ex.3.3 alter the amounts of assets that are classified into
particular categories: again we can see that the equality in the accounting
equation is not changed.
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3.4 Owners’ equity

As explained already, the owners’ equity represents the owners’ interest in
the firm — i.e., the net worth, or assets Jess liabilities. Figures 1.4 and 1.5 in
Chapter 1 provided a simplified analysis of the change in net worth. This
analysis is developed further in this section.

The changes in owners’ equity over time can be classified into capital and
profit changes such that:

Owners’ Equity = Capital + Retained Profit

A firm will receive assets from its owners at its inception, and may periodically
receive further assets from its owners during its life. These direct flows
between the owners and the firm are normally termed ‘capital inputs’. It is
possible that assets which were formerly associated with capital inputs may be
returned to the owners, perhaps when a firm no longer requires the assets, or
ceases its activities. Although the term ‘capital’ has many uses in accounting
we will restrict its use to this context.

The change in the value of the firm which is associated with changes in
capital can be distinguished from the circumstances in which value changes as
a result of earning a profit, or a loss. When the value of the assets and
liabilities changes, to reflect profits or losses (see Sect. 1.8), the owners’
equity will absorb the change. This analysis reflects contemporary legal, social
and economic considerations as a result of which the owners’ claim extends to
profit. The legitimacy of the claim to all profit may be challenged when parties
other than owners consider that all or part of the profits is available for their
claim - e.g., employees in a profit-sharing scheme.

Clearly, then, the net worth of the firm will increase when profits are
earned over time. The firm may decide to distribute part or all of the profits
earned in a period to its owners. These distributions — termed ‘dividends’ in
the case of companies — are flows of assets from the firm to the owners, and
thus the owners’ equity will be correspondingly reduced. The retained profit
of a period is the excess of a period’s profit over distributions; where a firm
earns profits over several periods and not all are distributed the amount of
retained profit for past and current periods will accumulate into the total
retained profit. The net worth of a firm will thus consist of capital and
retained profits for all periods in the past. In Chapter 10 we examine the
factors which will affect a firm’s decisions about its distributions of profit.

It is important to distinguish between capital and profit when a firm
transfers assets to its owners, who must be able to decide whether they are
receiving a payment of capital or a distribution of profit. This may be useful in
their evaluation of the performance of the firm, in the same way that it is
useful to distinguish between a bank deposit and its associated interest.

Furthermore, as a means of reassuring creditors that the owners have a
continuing and non-withdrawable financial interest in a company, it is illegal
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for a company to repay capital to shareholders, except in liquidation. The
separation of capital and retained profits is thus a legal disclosure requirement
under UK company legislation. This apparently simple proposition gives rise
to difficult theoretical and practical issues which are often discussed under the
heading of ‘capital maintenance.’ This concept is referred to again in Chapters
5, 10 and 14.

Some of the changes in net worth of a firm during an accounting period may
thus be the result of capital introduced, profit earned and distributions made.
The profit model first introduced in Sect. 1.7 must now be modified to:

C + (Pt_Dt) =V, -V,
rearranged to

P=V,-V.,+ D, —-C

where D, and C, are, respectively, the distributions and new capital for a
period.

Where profit can be said to be equal to the change in value over a period, it
is assumed that D and C are both zero.

Revenue and Expenses

Assuming that D and C are zero, the profit of a period is the net result of
increases and decreases in the firm’s assets /ess liabilities — i.e., its net worth.
It is useful to separate the profit into those elements which cause increases
(+), termed ‘revenues’, and those which cause decreases (-), termed ‘ex-
penses’.

Example 3.4 Revenues and Expenses
The following is a chronological summary of the transactions of Cotton
Company during February 19X1:

1. Paid £6000 in cash for stock.

2. Received £12 000 in cash for selling all stock —i.e., opening stock and
the month’s purchases.

3. Paid £800 in cash to an assistant for working during February.

The balance sheet for the end of February could now be calculated:
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Balance Sheet of Cotton Company

At End of At End of
31 January 19X1 Transaction 28 February 19X1
1 2 3
Assets £ £ £ £ £
Cash 9000  —6000 +12000 -800 14200
Stock 3000 46000 - 9000 —
Debtors 2000 2000
£14000 £16200
Liabilities
Owed to bank 9000 9000
Owners’ Equity
Capital 5000 £ 5000
Profit:
Revenues
(note 1) +12000 = 12000
Expenses
(note 1) —9000 -800 = -9800
Retained
(note 2) 2200
7200
£14000 £16200
Notes:

(1) Revenues are shown as positive (+) as they are increases in
profits, and expenses are shown as negative (—) because they
reduce profits.

(2) No profit is distributed during February and therefore all is
retained.

It will be useful to examine these transactions in more detail, to see their
effect on the firm’s net worth.

Transaction 1 An exchange of assets: cash for stock, therefore no change in
net worth.

Transaction 2 There are two aspects of this exchange: the generation of
revenue of £12 000 which increases the assets and increases the profit (owners’
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equity) and the use of stock, an expense which reduces the assets and the
profit (owners’ equity).

Figure 3.1 illustrates the two-directional flow.

Firm Buyer Profit
Stock O £900 >0 ]
Cash  O¢— £1200 ————O
Figure 3.1

Transaction 3 The cash payment of £800 for wages was in exchange for the
resource of labour provided by the assistant; if it is assumed that this payment
related to services for February only, there would be no further services
owing to the firm at the end of February, and hence no assets at that time.
The value of the firm’s assets would thus fall by £800 during February.

We can see within the balance sheet of 28 February that the excess of
revenues over expenses is £2200 (all retained within the firm, as no distribu-
tion of profit was made). In this example we have summarised the increases
and decreases of profit within the balance sheets, information about the
causes of changes in profit would however, norrﬁally be sufficiently important
and contain enough items to warrant a separate profit statement, which would
show details of the calculation of the £2200 retained profit.

To indicate that this approach to calculation of profit is identical in prin-
ciple to that described in Chapter 1, we can calculate valuations at two points
in time. Using the data from Ex.3.4 we can see that:

P = V(28 Feb 19X1) — V(31 Jan 19X1), with D and C as nil
P = (£16 200 — £9000) - (£14 000 — £9000)

P = £7200 ~ £5000

P = £2200

However, if the profit of £2200 was calculated in this manner in practice it
would not provide sufficient information about the causes of the changes in
value of the firm during February 19X1.

Although the previous process of profit computation may appear a routine
arithmetical manipulation, the conceptual framework of accounting has been
used implicitly in limiting our analysis to information which is considered
relevant for purposes of profit computation and valuation of net worth. The
data in Ex.3.4 thus reflects those historical events which are considered as
falling within the accounting framework, and ignores other information which
might have been relevant for valuation purposes had some of the other
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concepts of value been applied — e.g., alternative uses for the stock which
were foregone, or the effect of the transactions on the reputation of the firm.

3.5 Assets and expenses

Sect. 3.5 analyses the inherent relationship between the assets and expenses of
a firm. In Chapter 1 we saw that a major problem of valuation of assets was in
estimating the extent to which a firm would derive future benefits from
owning an asset. The discussion of Figure 2.5 showed that measurement was
easy if a sufficiently long period was taken over which to calculate profit; this
is because all asset lives would have ended within the period, and there would
be no need to estimate future benefits. In Sect. 3.4 the process of profit
calculation involved, inter alia, the valuation of assets. Where assets fall in
value over time, this fall is a reduction in profit. As was explained there, the
reduction in the profit of a firm is termed an expense.

For certain assets — whose useful life for the firm is longer than the period
over which profit is measured — it will be necessary to calculate an interim
valuation for the asset at points in time between acquisition and disposal. For
example, if a firm acquires a van which it expects to use for three years, and it
wishes to calculate its profit annually, it will be required to value the van after
one year to enable it to calculate its profit for the first year. The fall in value of
the van during this first year is an expense of the firm during the first year of
the van’s ownership.

Other types of assets which the firm acquires — such as the assistant’s
commitment to work in Ex.3.4 — may be without value at the end of the
period over which profits are calculated. Where assets are acquired and used
up within the period, no asset exists at the end of the period for which profit is
measured. Because of this, the payment is considered as an expense at the
time of payment. This latter treatment is essentially a shortened form of
analysis; at the time the payment is made (let us assume for simplicity it is
payment in advance for wages) an asset exists in the form of a requirement by
the assistant to provide future service. A balance sheet prepared at that point
would thus consider the wages paid as an asset. The period of time over which
profit was calculated in Ex.3.4 was of such a length that the asset was
completely used up by the end of the period. The analysis thus recognised the
payment of £800 wages as an expense rather than as an asset which later
became an expense. This can be shown as:

Assistant’s Wages
Underlying flow Payment ------------ > Asset -------- > Expense
Assumed flow Payment > Expense

There are many transactions which are often recognised as expenses at the
time of payment (e.g., rent, wages and salaries and insurance premiums).
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The accounting concepts discussed in Chapter 5 provide some additional
guidance on the accounting analysis of a firm’s acquisition of assets. A firm
may incur costs (as payments or accruals) in exchange for expected future
benefits which may not be classified as assets in the valuation of net worth
because of the accounting concepts used. These costs may thus be considered
as expenses when incurred, rather than as assets. Some examples discussed in
later chapters are costs of research and development (Chapter 6) and costs of
production (Chapter 7).

Costs classified as long lived assets are sometimes termed ‘capital expendi-
ture’ by accountants, and those which are classified as expense are ‘revenue
expenditure’.

It has now been established that the relationship between assets and
expenses is that the cost of most assets will eventually become expenses. The
initial classification of costs will depend on the length of time over which
profit is being calculated, and the application of the accounting concepts.

3.6 Analysis of accounting data for financial statements

The processes adopted so far in this chapter for measuring the effect of the
firm’s transactions during an accounting period have required the calculation
of a new balance sheet, through the addition and subtraction of amounts from
the previous balance sheet. This method as presented in Ex.3.4 will become
increasingly difficult as the number of transactions to be processed increases.
In Ex.3.5 a more complex problem is considered, where the number of
transactions precludes the methods of Ex.3.4. As a more useful and generally
applicable alternative to representing the effects of transactions horizontally,
a vertical system is adopted. This change in the system helps to solve the
problem of processing data, and does not require any changes in the prin-
ciples previously established.

Example 3.5
Crisp Company commenced business on 1 July 19X1, and the following
transactions occurred during July:

Transaction Date Description

1 Received £10 000 in cash from owners

2 Purchased van for £6000 in cash

8 Purchased stock for £2000 in cash

10 Sold all stock for £3000 in cash

12 Paid £500 in cash for clerical labour

20 Purchased stock for £5000 in cash

23 Sold all stock for £8000 in cash

27 Purchased stock for £5000: £2000 in cash and £3000 to
be paid in August

o B e R O R S
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9 31 £1000 paid in cash to the owners of the firm as part of
the estimated profit for July

Notes:
(1) The van’s useful life is estimated as five years, and will have no
sale value at that time, and will be disposed of.
(2) The firm owes £500 for the rent of the shop which it used
during July.

As in Ex.3.4 we can calculate the profit for July by an analysis of the
transactions of the firm, and by using the other information which the firm
may have available to enable it to carry out its valuation procedures. In this
simple example we are using the analysis developed in Chapter 2. In practice,
an accountant would need to apply the accounting concepts which are
described in detail in Chapter 5. This information can be systematically
processed as shown in Figure 3.2.

The two-part analysis indicates that the process of profit calculation in-
volves an initial analysis of the transactions data, followed by inspection of —
and recalculation through an analysis of — any adjustments to the valuation of
assets and liabilities so calculated, to establish whether they conform with all
the accounting concepts. In terms of Ex.3.5, the total valuations given to
assets after the transactions’ analysis proposes a valuation of £6000 for the van
and £12 000 for the stock. Liabilities are also understated by £500 at this
stage. The adjustments’ stage reflects the application of accounting concepts
in the form of adjustments to the primary data.

Explanation of the Analysis in Ex.3.5

Each transaction or adjustment was analysed to show the effect on the various
classifications within the accounting equation. If the processing of the data
has been arithmetically correct the equality of the accounting equation will
hold. This accuracy is illustrated by the check total.

The separation of the effects on individual categories of assets, liabilities, or
owners’ equity as shown in the columns (or accounts) in Figure 3.2 is the basis
of what is termed the accounts of a firm. The nature of the accounts and the
accounting systems for processing data are examined in Chapter 4. In Ex.3.5
we assumed that the Crisp Company had just commenced business and there
were no assets, liabilities or owners’ equity at the beginning of the period. In
the subsequent period the starting point of the analysis will be the amounts of
assets, liabilities and owners’ equity at the end of the previous period.
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Transactions Analysis

Analysis of transactions 1 to 9 in Ex.3.5 can be understood with the knowl-
edge of the accounting equation previously established. Further explanation
may be useful for transactions 4 and 7: the receipt of cash in both transactions
is an increase in the assets of the firm and the revenue (owners’ equity). The
stock expense of generating this revenue is calculated as adjustment 1. In
practice this procedure may be necessary because the expense is not known at
the time of sales (see Chapter 7). The £1000 distribution of profit of trans-
action 9 is not considered as an expense of the firm, but rather as a payment to
owners which reduces their claims against the firm. A full analysis of the
accounting data from Ex.3.5 is given in Figure 3.2.

Adjustments Analysis

The need for end of period adjustments was first introduced in Chapter 2
(Sect. 2.3 and Figure 2.8). The adjustments recognise that some assets no
longer exist (in an accounting sense) or that some assets should be revalued.
The various accounting concepts explained in Chapter 5 are used in practice
to make these adjustments.

Adjustment 1 The stock obtained in transaction 8 is still available, and, as an
asset, will be included in the balance sheet. Stock acquired in transactions 3
and 6 (£2000 + £5000 = £7000) has been used up and is hence an expense.
Further discussion of the flow of costs in stock follows in Chapter 7. This
adjustment reclassified the asset as an expense — i.e., cost of sales.
Adjustment 2 The van purchased under transaction 2 was estimated to have a
life of five years. It is assumed that one month later the van has an estimated
life of five years less one month; 1/60 of its life will have expired, and hence
1/60 of its original cost of £6000 is an expense of July 19X1 —i.e., £100. This type
of expense is termed ‘depreciation’. Further discussion follows in Chapter 6.
Adjustment 3 The firm owes £500 for rent: as benefits have flowed from
renting the shop, even though they have not been paid for, there is an expense
flow though there is no associated cash payment. The opposite treatment is
necessary for prepayments.

3.7 Presentation of the balance sheet

The numbers used in the balance sheet below correspond with the totals of
the columns presented in Figure 3.2.

The presentation of balance sheets that are clear and informative is import-
ant for the process of communicating accounting information to the users of
financial statements. There is no universally accepted standard way of pre-
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senting information in the financial statements, but the terminology and
structure of the examples shown below are typical of those in common use.
The UK Companies Acts specify a standard format to be followed for
financial statements that are required to be published annually in the UK (see
Sect. 5.4 for the meaning of ‘published’). Details of this standard format are
given in Chapter 11.

Two alternative presentations of the data from Ex.3.5 are given below:

Horizontal Presentation

Though historically the most popular form, this form of presentation is
frequently now being replaced by a vertical form.

Balance Sheet of Crisp Company at 31 July 19X1

£ £
Owners’ Equity Fixed Assets
Capital 10000 Van at Cost
(note 1) 6000
Retained profit 1900 Less Accumulated
Depreciation 100
11900 5900
Long Term liabilities ---
Current Liabilities Current Assets
(note 3) (note 2)
Creditors 3500 Stock 5000
Cash 4500
9500
£15400 £15400

Note:
1. For notes on the balance sheet, See p. 47/48.
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Vertical Presentation

Presentation of the balance sheet vertically is now widely adopted, as com-
prehension of data so presented is considered easier.

Balance Sheet of Crisp Company at 31 July 19X1
£
Fixed Assets

Van at Cost (note 1) 6000
Less Accumulated Depreciation 100

5900
Current Assets (note 2)

Stock 5000
Cash 4500

9500
Current Liabilities (note 3)
Creditors 3500

Net Current Assets 6000

11900
Long Term Liabilities (note 4) -
£11900

Financed by

Owners’ Equity
Capital 10000
Retained Profit 1900

Terms used in Balance Sheets

A brief summary of some of the terms used in balance sheets will be useful at
this state.

Term Definition Examples Considered
further in
Chapter
Fixed asset Asset acquired by Buldings 6
firm for use rather Machinery
than sale

continued
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Term

Current Asset

Current
Liabilities

Net Current
Assets

Long Term
Liability

Financial accounting

Definition

Asset acquired by
firm, but retained
for short periods,
conventionally up

to one year

A liability which
will normally be
repaid within a
short period,
conventionally

one year

Assets and liabilities
which are frequently
changing —i.e.,
current assets less
current liabilities:
sometimes known as
working capital

A liability which
will normally be
repayable after more
than one year

Notes on Presentation

(1) The original cost and the accumulated depreciation associated
with fixed assets are shown separately. The accumulated de-
preciation is the amount of the asset treated as an expense up
to the date of the balance sheet. The balance sheet will then
show which assets have been depreciated. By examination of
the balance sheet it may then be possible to obtain an estimate
of the age structure of the fixed assets, and perhaps gauge the

2

Examples

Stock
Cash

Wages payable

Five year loan

extent of the assets’ future usefulness.

The sequence of current assets is in order of increasing liguid-
ity (closeness of conversion into cash); current assets are

separated from fixed assets.
(3) Current liabilities are separated from long-term liabilities.
(4) If this company did have long-term liabilities they would be
deducted from the £11 900 to give the firm’s net worth.

Considered
further in
Chapter
7

12
13

10
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The type of presentation chosen should be based on an understanding of
the needs of users of the financial statement. The format of statements will
vary greatly, according to whether they are for use within the firm by its
management, or are for external users such as shareholders. As stated above,
where statements are published they have to satisfy the legal reporting
requirements laid down by the Companies Acts. Chapters 5 and 11 explain
further the factors which determine the form and content of financial state-
ments. An example of a published balance sheet is included in Appendix B.

3.8 Presentation of the profit and loss account

The analysis of profit in Figure 3.2 does not reveal sufficiently clearly the
causes and details of revenues and expenses. The profit and loss account is an
additional statement which is usually provided to give an analysis and presen-
tation of this information.

The revenue, expense and distribution data from Figure 3.2 can be formed
into a profit and loss account by rearranging the relevant items.

Profit and loss account of Crisp Company for One Month Ended 31 July 19X1

£ Notes
Sales Revenue 11000
Less Cost of Sales (stock expense) 7000
Gross Profit 4000 1)
Less Other Expenses: £
Clerical 500
Depreciation 100
Rent 500
1100
Net Profit 2900
Distributions 1000 )
Retained Profit 1900
Retained Profit from Previous Periods @~ —/=
£1900

The classification used in the profit and loss account will depend on the
proposed use of the report. In Chapter 4 we discuss the problems of classifi-
cation of accounting data, and Chapter 11 explains the relevant format
required by the UK Companies Acts.
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Notes on Presentation

(1) The terms ‘gross’ and ‘net’ profit are used to distinguish
between different categories and classifications of profit, the
former after deduction of the cost of sales, and the latter after
other expenses have been deducted.

(2) The profit retained from previous periods is often most con-
veniently incorporated into a period’s profit statement, so that
we can show the effect on the cumulative retained profits of a
period’s profits and dividend. The total of retained profit for
the period and the previous periods will be part of the owners’
equity in the balance sheet. As Crisp Company commenced
business in the period under consideration, there was no
retained profit from the previous periods.

Comparison With the Financial Statements of Marks and Spencer

It will be useful at this stage to examine the statements shown in Appendix B
(pp. 319-49).

3.9 Profit and cash flow

Sect. 2.4 analysed the difference between the measurement of profit and the
underlying cash flow for the example in Sect. 2.3. It may be useful to an
understanding of the nature of profit to compare again the amount of a firm’s
profit with the flow of cash into and out of the firm. The cash flow of a firm can
be measured by the comparison of the cash position at the beginning and the
end of a period of time. The cash flow into the firm will normally comprise the
receipt of cash from owners, lenders, and those who purchase the firm’s goods
and services. The cash flow out of the firm will be the payments of cash for
assets and expenses provided to the firm, payments to the creditors, and also
any distribution of profit or capital to the owners.

The net cash flow of Crisp Company during July 19X1 can be calculated as:

£
Cash at commencement of business Nil
Cash on 31 July 4500

Net cash flow in (into firm) 4500
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An analysis of the cash transactions indicates:

Cash flow in £ Cash flow out £
From owners 10000* Purchase of van 6000
From sales 3000 Purchase of stock 2000
From sales 8000 To obtain clerical services 500

Purchase of stock 5000

Purchase of stock 2000

To owners; profit distribution  1000*
£21000 £16500

The net cash flow is £4500 inward to the firm

Further examination reveals that:

£
Cash flow relating to capital and distribution
of profit +9000 (marked *)
Cash flow relating to operations —4500 (all others)
Net Cash flow in £4500

The accounting profit was £2900; the difference of £7400 between profit
(+£2900) and operations cash-flow (—£4500) could be explained thus:

Transactions Cash  Profit  Difference

and
Adjustments £ £ £
Expenses
Purchase of van TR2 AD2  —6000 -100 -5900(1)
Purchase of stock TR3 AD1 2000 -2000 -
Clerical services TRS - 500 - 500 -
Purchase of Stock TR6 AD1 5000 —-5000 -
Purchase of stock TR8 AD1 2000 —=2000(2)
Rent AD3 - 500 +500(3)
Revenues
Sales of stock TR4 +3000 +3000 -
Sales of stock TR7 +8000 +8000 -

£-4500 £+2900 £-7400
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Notes on Differences

(1) -£5900: this reflects the unused future life of the van, which the
accounting concepts adopted recognised as an asset.

(2) -£2000: as this stock has future use, and thus value (because it
can be sold to earn revenue), it will be an asset.

(3) +£500: the rent is included because benefit has been received,
even though there has been no cash flow.

The importance of the relationship between these two measurements of the
changes in the firm’s position is that the measurement using accounting
concepts gives a clearer guide to the total change in the value of the firm and
includes all the firm’s assets, while the cash flow position is closely related to a
firm’s liquidity ~ e.g., its ability to pay its creditors (see Chapters 10 and 13 for
a fuller analysis). The performance of the firm must satisfy several criteria,
and these two analyses have useful, though complementary, roles to play. An
objective of the firm may be to earn profits, but it may also wish to maintain
its liquidity. To provide a full measure of a firm’s health, both liquidity and
profitability are important.

3.10 Summary

Chapter 3 has provided an introduction to some of the problems of the
analysis of financial information in preparing accounting statements. The
selection of events which are of concern to the accountant is limited by the
accounting concepts, at least in his evaluation of performance, although not
in a decision-making context. Their effect can be analysed within the frame-
work provided by the accounting equation. The format of accounting state-
ments should be determined by the needs of users, as well as by convention or
legal considerations. The problems of developing a system to process ac-
counting data are examined in Chapter 4.

Note and Reference

1. See Note 5 to Chapter 1 on p. 11.
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Questions and Problems

3.1 What do you understand by the following terminology?

Owners’ equity Revenue
Duality Expense
Accounting information Transaction
Capital Adjustments
Retained profit Accounts
Distribution Fixed asset
Dividend Current liability
Depreciation Net current assets
Long term liability Cost of sales
Working capital Liquidity
Accumulated depreciation Gross profit
Cash flow Net profit

Accounting equation

3.2 The following are transactions relating to Cram, a retailer for
November 19X0:

(a) Commences business with £10 000 cash provided by Cram, the owner
(b) Uses £4000 cash to buy stock

(c) Borrows £7000 from the bank on an interest-free loan

(d) Buys £5000 of stock on credit

(e) Paid rent in cash £600 for November and December

(f) Cram withdraws £2000 in cash for his own use

(g) Sells all stock on credit for £16 000

Analyse the information using the accounting equation and prepare
a profit and loss account and balance sheet. Explain the relationship
between the cash flow of the business and its profit or loss for
November 19X0

3.3 The following are transactions relating to Crow, a wholesaler,
during January 19X1.

(a) Commences business with £4000 of his own cash, and £6000 bor-
rowed at an interest rate of 12% per annum payable at the end of the
year

(b) Purchases a van for the firm for £8000 on credit

(c) Purchases stock for resale for £4000 on credit

(d) Sells three-quarters of stock for £10 000, £5000 on credit and £5000
for cash

(e) Purchases stock for £2000 in cash

(f) Pays rent for first six months of £6000

(g) Pays wages of £1800 in cash, but in addition still owes £500 at the end
of January.

(h) The depreciation expense for the van for the first month is £500

(i) Withdraws £600 as a share of the anticipated profit for January

Analyse this information using the accounting equation and prepare
a profit statement and balance sheet. Explain the relationship be-
tween the cash flow of the firm and its profit for January 19X1.
3.4 Crab Ltd is already in business and has prepared its balance sheet
and profit and loss account for 19X1. The following data has not
been reflected in these statements. Explain what effect there would
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be on the profit and loss account and balance sheet if the data were
included:

(a) Debtors are valued at £1000 in the balance sheet but 10% are
expected to be unable to pay

(b) A vehicle is valued in the balance sheet at £600 but its resale value is
nil

(c) The firm owes £200 for purchases of goods which it did not use
during 19X1

(d) £586 was entered in the ‘cash’ and ‘revenue’ accounts for a trans-
action in error; the correct data is a credit sale of £865

3.5 Should a company be required to have a permanent minimum
amount of capital?
3.6 An accountant values a firm at two points in time:

V, £1000  V, £1500

What assumptions are necessary to calculate the profit for the
period? If you were informed that £300 new capital had been
introduced and distributions were £200, would this affect your cal-
culations?

3.7 What criteria should determine the format of the balance sheet and
profit statements?

3.8 ‘Theowners’ equity conceptisredundantin the analysis of the accounts of
nationalised industries and local authorities.” Do you agree?

3.9 On 1 January 19X1, J. Wall used his savings of £25 000 to open a
shop. He transferred his £25 000 to a business bank account and on
2 January bought equipment for the shop for £4000 and a van for
£10 000. He did not maintain proper accounts but he provides you
with the following information relating to his situation on 31 Decem-
ber 19X1:

(a) He has a stock of goods which cost £4000

(b) Customers owed him £3000

(c) The balance on the business bank account was £15 000

(d) He owed suppliers £5000 for goods purchased.

(e) He owed £500 rent to his landlord.

(f) His rates which are £200 a month have been paid up to 31 March
19X2.

(g) It was agreed that the shop equipment should be valued at £3500 and
the van at £7500.

(h) Mr Wall had withdrawn £4500 for his own use during the year

Required:
(i) Show the calculation of profit for 19X1.
(ii) Produce the accounting equation as at 31 December 19X1.

3.10 B. Robson opened a sports shop and invested his world cup bonus of
£5000 in it. Shown below is a summary of the activities for Septem-
ber, the first month of business.

(a) Robson opened a business bank account and put £5000 in it
(b) He paid September’s rent on the shop of £200
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(c) He bought a small computer for £1400 (cash) for use in the shop
(d) He bought the following goods for resale:

— 50 pairs of football boots for £10 each (by cheque)
— 10 squash rackets for £20 each (by cheque)
— 10 pairs of running shoes for £30 each (on credit)

(e) He sold all the football boots for a total of £1000 cash
He sold all the squash rackets for a total of £300 cash
He had not sold any of the running shoes by the end of the month
(f) Robson drew £180 from the bank for his own use
(g) At the end of the month Robson had not yet paid for the running
shoes he had purchased; he also owed £100 for the rates on the shop
for the month

Required: Show the accounting equation for the end of September.

il

(a) On 1 October 19X3, Fred Green decides to open a fruit and
vegetable stall. He uses his life savings of £3000 to start the business.

Required: Set up an accounting equation to represent the above.
(identify his capital and his assets).

(b) On 2 October Mr Green uses some of his £3000 to buy a stall and
stock of fruit and vegetables for resale. The stall cost £2000 and the
fruit and vegetables £750. He drew £50 out of the bank for petty cash
and left the rest in the bank.

Question: Does the accounting equation in (a) need amending, if
so, show revised equation.

(c) At the end of his first day’s trading (3 October) he has sold half of his
fruit and vegetables in return for cash receipts of £500.

Required: Show Fred Green’s position at the end of 3 October by
means of the accounting equation.
Identify the change in net assets from 2 to 3 October.
Identify the profit made on 3 October.

(d) Mr Green decides to celebrate his first day’s trading so he withdraws
£60 out of cash receipts and takes his wife out to dinner

Question: How does this affect the accounting equation?
(e) Consider Mr Green’s activities and draw parallels with those shown
in the Marks and Spencer accounts in Appendix B.
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The Processing of Accounting
Data

4.1 Introduction

Chapter 4 continues the analysis of the preparation of accounting statements
begun in Chapter 3. The discussions of Chapter 3 involved an underlying
assumption that the data required in the accounting process was available in
the necessary form, and with sufficient frequency. We will see now that the
required data will emerge from an information system which is designed to
enable us to prepare the financial statements. An information system has
three identifiable components — data collection, data processing, and data
communication — and it is in this form that we will examine methods of
translating accounting data into financial statements. We begin by considering
the most widely used method of analysis of accounting data.

4.2 Double-entry book-keeping

The double-entry book-keeping system has long been considered as the
central and most important procedure for processing accounting data. The
term ‘double-entry’ is an alternative term for the idea of duality described in
Chapter 3: the twofold effect on the firm of transactions (and adjustments).
The reference to the term ‘book-keeping’ is, however, perhaps now an
anachronism; the processing of accounting data with the use of books and
clerks which was the forerunner of the modern accounting system has largely
been replaced by mechanical and electronic techniques. However despite
this, the term continues to be used both in the UK and elsewhere.

Procedures
The procedures of double-entry book-keeping require the same analysis of

transactions and adjustments as was outlined in Chapter 3. These could
formally be stated as:

56
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(a) The identification of which components of the accounting
equation are affected: assets, liabilities or owners’ equity?

(b) The identification of which classification within a component is
affected: e.g., within assets — cash?; within owners’ equity —
sales revenue? The individual classification is usually known as
an ‘account’ or a ‘ledger account’

(c) The identification of the direction of change in an account —
i.e., an increase or a decrease?

The account referred to in (b) is a detailed analysis of the results of
transactions and adjustments relating to that classification: the accounts of a
firm are central to any accounting system.

In a double-entry book-keeping system an account is not usually rep-
resented by a column as in the solution to Ex.3.5, but by a column divided
down its centre; this is termed a ‘T’ account, because of its physical similarity
to the letter “T’. As shown in Figure 4.1 the description of the classification
that the T account represents is written along the top of the T. The account
will show a detailed analysis of all increases and decreases of the relevant
classification.

Cash

Debit Credit

Receipts £100 | £50 Payments
Figure 4.1

Increases or decreases in an account are denoted by entering the details and
amount of the transaction on either the left or right, according to a set of rules
explained below. These are not normally presented or thought of as a set of
rules, but as we are considering a systematic approach to the analysis of
transactions it is useful to consider them in this way.

Rules for Recording Transactions and Adjustments in Accounts

The rules of double-entry book-keeping are best understood in relation to the
accounting equation:

Assets = Liabilities + Owners’ Equity

It should be explained that in our presentation of the accounting equation
the assets have been shown on the left of the equation and liabilities and
owners’ equity on the right. This is arbitrary and the validity of the equation
would not be reduced by reversing the sides. However, it is useful to show the
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equation as above because it helps in the explanation of the book-keeping
rules which are themselves arbitrary.

Rule 1 Entries on the left side of any account are termed ‘Debits’
(commonly abbreviated to Dr) and entries on the right side are termed
‘Credits’ (commonly abbreviated to Cr).

As was stated above, this is an arbitrary rule which is followed world-wide
but which could operate equally successfully by having debits on the right and
credits on the left. It is similar to the UK rule that cars must drive on the left
side of the road: it is arbitrary but it works because we obey the rule.

Rule 2 Increases in the values of the various assets, liabilities and
owners’ equity accounts are entered on the side of the T accounts
corresponding to their side in the accounting equation — i.e., increases in
assets on the left, increases in liabilities and owners equity on the right.

Rule 3 Decreases in the value of the various asset, liability and owners’
equity accounts are entered on the side of the T account opposite to their
side in the accounting equation - i.e., decreases in assets on the right and
decreases in liabilities and owners’ equity on the left.

Summary of Entries in Accounts From Rule 1.2 and 3

Assets = Liabilities + Owners’ Equity
Left (Debit) Right (Credit)

Increase in assets Increase in liabilities,
Decrease in liabilities Increase in owners’ equity
Decrease in owners’ equity Decrease in assets

We have seen in Sect. 3.4 that owners’ equity consists of the capital provided
directly by the owners plus the profit earned and left in the business by the
owners, i.e.:

Owners’ equity = Capital + Profit — Distributions
We also saw in Sect. 3.4 that profit is the net result of increases termed
‘revenues’ and decreases termed ‘expenses’. We can thus now restate the
above equation as:

Owners’ Equity = Capital + Revenue — Expenses — Distributions

and by substituting this into the basic accounting equation:
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Assets = Liabilities + Capital + Revenue — Expenses — Distributions

We also saw in Sect. 3.5 that assets and expenses are derived from similar
activity — i.e., the use of resources to acquire benefit for the firm. The
difference between assets and expenses is simply one of the timing of when the
benefits are used up. Similarly distributions are using resources of the firm by
returning them to the owners. Because of this we can finally adjust the
equation to show:

Assets + Expenses + Distributions = Liabilities + Capital + Revenue
Representing:
Use of Resources = Sources of Resources

The representation of the accounting equation showing the sources of re-
sources made available to the organisation on one side balanced by the uses to
which those resources are put on the other side may be helpful in justifying
and explaining the similar treatment of the three items on the left and the
three items on the right. The idea of sources and uses of resources will be
developed further in other chapters, particularly Chapter 12.

We can now repeat the summary of entries in accounting from Rules 1, 2
and 3:

Assets + Expenses + Distributions = Liabilities + Capital + Revenue

Left (Debit) Right (Credit)

Increase in assets Decrease in assets
Increase in expenses Decrease in expenses
Increase in distribution Decrease in distribution
Decrease in liabilities Increase in liabilities
Decrease in capital Increase in capital
Decrease in revenue Increase in revenue

Supplementary Rules

Rules 4 and 5 are an explanation of the consequences that flow from applying
Rules 1-3:

Rule 4 For each recorded transaction or adjustment the total value of the
debits will equal the total value of the credits. Without this rule the
accounting equation would not maintain its equality. This in turn consti-
tutes one of the strengths of the double-entry system — it is self-balancing
provided Rule 4 is followed. Failure to follow the rule is one of the
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common reasons why students have difficulty in producing balance sheets

which ‘balance’.

Rule 5 The ‘balance’ on an account is the numerical difference between
the sum of the debit entries and the sum of the credit entries. If the sum of
the debit entries exceed the sum of the credit entries the account is said

to have a debit balance, or a credit balance if the sum of the credit entries

is higher.

Because of the application of Rules 2 and 3:

Asset, expense and distribution accounts will have Debit balances

and

Liability, capital and revenue accounts will have Credit balances

Two examples of accounts, one with a debit balance and the other with a
credit balance are shown below:

Cash Creditors
Dr Cr Dr Cr
Receipts 100 Payments 50 Cash Payment 50 | Purchases 200
" 200 " 150 " 150 " 300
" 300 " 250
£600 £200 £200 £750
Balance £400 Balance £550

Cash, being an asset account, is increased by debiting it with cash receipts,
and decreased by crediting it when cash is paid out leaving a cash balance of

£400 in the account.

The creditors’ account is increased by crediting it with purchases made on
credit and reduced by debiting it with cash payments made to creditors,
leaving a balance of £550 which represents a liability owed to the firms

creditors.

Note that it is necessary to distinguish between a debit or a credit entry in
an account and a debit or a credit balance on that account. Every account may
contain both debit and credit entries, but each account will have only one
balance. Whether it is a debit or credit balance will depend on what type of

account it is.
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The Use of Double-entry Procedure and T Accounts

The use of T accounts and the rules of double-entry offer us many advantages
over the method of processing data discussed in Chapter 3. In industrial or
commercial accounting it will be necessary to provide classifications of assets,
liabilities and owners’ equity into many accounts to produce useful accounting
statements. Furthermore it is necessary to control the processing of infor-
mation to ensure accuracy in the data and to eliminate as far as possible the
need for correction of errors. Large volumes of data will often be processed
by many methods within an organisation, and control becomes more difficult
as the operation of the accounting system becomes decentralised.

The procedures we have explained in this chapter will enable those respon-
sible for preparing accounting statements to use as many accounts as they find
necessary by creating (often termed ‘opening’) a T account for each classifi-
cation necessary. Where there is a large volume of data the tasks of entering
(often termed ‘posting’) data into particular accounts may be split up among
several individuals — e.g., Mr A responsible for cash, Mr B for stock data. In
modern data processing some of the accounts may be prepared by computer,
and some by manual methods. All these requirements will make the pro-
cedures used in the previous chapter inappropriate as the system described
there would not be sufficiently flexible to satisfy the demands that would be
made on it, nor would control of accuracy be maintained. Increases in the
volume of data and decentralisation of account preparation increase the
likelihood of errors.

A major source of error may be where data is given an incorrect sign before it
is entered in the accounts, such as could occur using the system of Chapter 3. In
Chapter 3 we decided on the sign of a number in an account according to
whether it was an increase or a decrease in assets, liabilities or owners’ equity.
Thus, for example, if we increased an asset (+) say by buying stock we could
either decrease another asset (=) by paying cash or increase a liability (+) by
buying on credit. Therefore:

+ followed by — is correct
+ followed by + is correct

It would not be possible for someone unskilled in understanding the account-
ing equation to tell whether a + entry should be followed by a + sign or a —
sign unless he knew whether the first and second accounts were assets,
liabilities or owners’ equity. If instead of an unskilled human operator we
substitute a machine such as a computer, then the same problem arises. This
raises the possibility of error — e.g., a message such as: ‘Cash + £50, Debtors
+ £50°, which the unskilled person or machine would not recognise as
incorrect unless it was known that both cash and debtors were assets.

The use of the term ‘debit’ and credit’ in accordance with the rules of
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double-entry book-keeping acts as a filter to eliminate the errors referred to
above. For any transaction (or adjustment) we will know that the sum of the
debit entries into accounts will equal the sum of credit entries:

‘Dr Cash £50, Cr £50 Debtors’
‘Dr Cash £50, Cr £50 Creditors’

are correct messages. The incorrect message:
‘Dr Cash £50, Dr Debtors £50°

would be immediately recognisable as incorrect by anyone, irrespective of
their knowledge of the component of the accounting equation being altered.
The elimination of this type of error is of considerable importance in an
accounting system as the costs of correcting errors are high, and errors are
difficult to identify in large and/or decentralised systems. It is equally import-
ant that the numerical accuracy of entries can be checked by calculating that
the total debit and total credit entries for a transaction are equal. The correct
application of the rules will not, of course, eliminate all errors from the
system. The description of the procedures of double-entry book-keeping at
the beginning of this section stated that it is first necessary to identify which
account is affected by the transaction or adjustment, and then the direction in
which the account is changed must also be identified. Some errors in the
process of identification will not be automatically highlighted by the double-
entry system. For example the purchase of machinery for £5850 cash should
result in the accounting instruction:

Debit Machinery Account £5850
Credit Cash Account £5850

Incorrect entries which will be automatically picked up by the system are:

Debit Machinery Account £5850
Debit Cash £5850

or

Debit Machinery Account £5850
Credit Cash Account £5550

But the following are examples of entries which are incorrect but which will
not upset the self-balancing nature of the system mentioned under Rule 4:

Debit Cash Account £5850
Credit Machinery Account £5850
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Debit Machinery Account £5580
Credit Cash Account £5580

or

Debit Machinery Account £5850
Credit Creditors £5850

In other words, the double-entry book-keeping system provides a system for
processing large amounts of data. If the initial identification of the required
accounting entries is correct the data can then be processed satisfactorily by
unskilled operators or by machines such as computers.

4.3 Accounting systems

In the introduction to this chapter, we said that the accounting information
system had three identifiable components: data collection, data processing
and data communication. The double-entry book-keeping rules and pro-
cedures are essentially concerned with the data processing stage. In Sect. 4.4
we illustrate the application of these rules and procedures using the data from
Ex.3.5. Before we do so, it will be useful to place this data processing stage in
context by considering further an example of an accounting information
system, such as depicted in Figure 4.2.

D llecti Source documents e.g. Invoices, payroll,
ata collection for transactions goods received notes
| e.g. Sales day book,
Data processing Books of prime cash book,
and storage entry stock records,
journal
Ledgers e.g. System of T accounts

Trial balance

Y

Data Financial e.g. Profit and loss account,
communication statements balance sheet

Figure 4.2
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Data Collection

The term ‘data collection’ involves the identification of the information that is
required and the means by which it is to be collected. In Sect. 1.3, it was
emphasised that not all possible information about a business constitutes
‘accounting information’: the data to be collected in the accounting system
will be determined by the contemporary definition of what constitutes ‘ac-
counting information’. The means by which the data is collected will vary
from firm to firm, but it will typically include such items as invoices, cheques,
payroll and goods received notes, some invoices being created externally and
the others internally by the firm itself.

Data Processing and Storage

Data once collected will need to be processed in a form suitable to the needs
of the potential users. The procedures explained in Sects 4.2 and 4.4 fall
within the concept of data processing.

Storage of data is an important part of an information system. A firm will
store data because it is not required immediately, and stored data may be
retrieved and updated from time to time. From Figure 4.2 it can be seen that
the data collected is originally stored in what is known as ‘Books of prime
entry’. These consist of listings and records of data on accounting transactions
or adjustments organised into classifications useful to the firm. The books of
prime entry are likely, for example, to include a ‘Sales day book’, which
provides a daily listing of sales invoices, or a ‘Cash receipts book’, which (as
the name suggests) lists details of cash received each day.

The books of prime entry store detailed information on these transactions
which in a well designed system can be easily retrieved for audit and reference
purposes. The information is then processed, using the rules from Sect. 4.2,
into the ledger accounts which are central to any accounting recording system.
The ledger accounts constitute a further means of storing accounting data, but
in this case classified into accounts based on the components of the accounting
equation. The trial balance shown in Figure 4.2 will be explained further in
Sect. 4.4.

Data Communication

Data can be communicated in a variety of ways, the major determinant being
the requirements of the users of the data. In this chapter we are concentrating
on the use of financial statements —i.e., the balance sheet and profit and loss
account — as a means of communicating accounting data about the firm.
Accounting systems can, however, be used to communicate data in a variety
of ways for a variety of purposes, such as the planning and control of an
organisation.
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4.4 Application of double-entry book-keeping procedures

In Sect. 4.4 we give an illustration of the data processing component of the
accounting information system, by applying the double-entry book-keeping
rules and procedures explained in Sect. 4.2 to the data in Ex.3.5. Before we
process the data it will be useful to set out clearly the steps in the process to be
followed.

(1) Identify transactions

(2) Record transactions in books of prime entry

(3) Transfer (or post) details of the transactions into relevant
ledger accounts

(4) Periodically calculate the balance on each ledger account

(5) Prepare a trial balance

(6) Identify end of year adjustments (repeat stages (2), (3) and (4)
to include adjustments)

(7) Prepare a further trial balance

(8) Use the trial balance in (7) as a basis for the preparation of the
profit and loss account and balance sheet

(9) Close those accounts which apply only to the current account-
ing period

Step 1 Identify Transactions
The transactions to be used are those detailed in Ex3.5 which are for
convenience repeated here:

Crisp Company commenced business on 1 July 19X1, and the following
transactions occurred during July:

Transaction Date Description
1 1  Received £10 000 in cash from owners

2 Purchased van for £6000 in cash

8  Purchased stock for £2000 in cash

10 Sold all stock for £3000 in cash

12 Paid £500 in cash for clerical labour

20 Purchased stock for £5000 in cash

23 Sold all stock for £8000 in cash

27 Purchased stock for £5000: £2000 in cash and £3000
to be paid in August

9 31 £1000 paid in cash to the owners of the firm as part

of the estimated profit for July

NN W

Notes:
(1) The van’s useful life is estimated as five years, and will have no
sale value at that time, and will be disposed of.
(2) The firm owes £500 for the rent of the shop which it used
during July.
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Step 2 Record Transactions in Books of Prime Entry
The most common books of prime entry are:

Cash book

Sales day book?
Purchase day book®
Journal

In practice, the journal is used only for unusual transactions which are not
covered by the other more frequently used ‘day books’. However, the format
of journal entries provides a useful way of explaining the basic elements of
recording a transaction and they will be used in the example here and in
others throughout the book. The typical format of a journal entry is

Date Debit Credit
Account to be debited £xxX
Account to be credited £XxX

A brief narrative to explain the nature of the transaction (note that this
narrative has not been included in the journal entries below).

Journal entries for transactions in Ex.3.5 will be:

19x1 Debit Credit
£ £

July 1 TR1  Cash 10000
Capital 10000

2 TR2 Van 6000
Cash 6000

8 TR3  Stock 2000
Cash 2000

10 TR4  Cash 3000
Sales Revenue 3000

12 TRS5  Clerical Expense 500
Cash 500

20 TR6  Stock 5000
Cash 5000

23 TR7 Cash 8000
Sales Revenue 8000

27 TR8  Stock 5000
Cash 2000
Creditor 3000

31 TR9  Distribution 1000
Cash 1000

The journal entries have identified which accounts are affected by the transac-
tions, and the amounts to be debited or credited according to Rules 1, 2 and 3.
The asset accounts (cash, van,), clerical expense and distribution have been
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debited when they are to be increased and credited when they are to be
decreased. The liabilities (creditors), capital and sales revenue have been
credited to increase them and debited to decrease them.

Step 3 Transfer (post) the Journal Entries Relating to the Transactions into
the Ledger Accounts

Step 4 Calculate the Balances on each Ledger Account
From the information in the journal entries we can see which accounts need
to be opened, and these are shown below:

Assets
Cash
July1 TR1 10000 July 2 TR2 6000
10 TR4 3000 8 TR3 2000
23 TR7 8000 12 TRS 500
20 TR6 5000
27 TRS8 2000
31 TRY9 _ 1000
£21000 £16500
Balance £4500
Stock Van
July 8 TR3 2000 July2 TR2 6000
20 TR6 5000 Balance £6000
27 TRS8 5000
£12000
Balance 12000
Liabilities
Creditors
July 27 TR8 3000
Balance £3000
Owners’ Equity
Capital Sales Revenue
July1 TR1 10000 July 10 TR4 3000
Balance £10000 23 TR7 8000
Balance £11000
Clerical Expenses Distribution
July 12 TR5 500 July 31 TR9 1000

Balance £500 Balance £1000
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Steps 3 and 4 have been carried out to produce the above ledger accounts.
The ledger accounts include the date and reference number of each transac-
tion; this makes it possible to trace the documentation behind each transac-
tion, and to check for possible errors in the accounts. The procedure used to
calculate the balance on each account was simply to add the transactions on
each side and to carry down the difference between the two sides as a balance
on the side with the larger total, thus creating either a debit or credit balance.
An alternative method which is also commonly used can be explained by
using as an illustration the cash account in our example:

Short Form Method Used Above

Cash
July 1 TR1 10000 July 2 TR2 6000
10 TR4 3000 8 TR3 2000
23 TR7 8000 12 TRS 500
20 TR6 5000
27 TRS8 2000
31 TRY 1000
£21000 £16500
Balance
July 31 £ 4500
Balancing and Carrying Forward
Cash
July 1 TR1 10000 July 2 TR2 6000
10 TR4 3000 8 TR3 2000
23 TR7 8000 12 TRS 500
20 TR6 5000
27 TRS 2000
31 TRO 1000
Balance carried 4500
_ forward —_—
£21000 £21000
July 31 Balance
brought forward £4500

As can be seen from this example, the only difference in the two methods is
that the more conventional ‘balancing and carrying forward’ method places
the balance on the opposite side (i.e., on the credit side if it is a debit balance,
in order to make the two sides agree (balance)) and then carries this balance
forward to its correct side to show in the case of cash a debit balance. Both
methods, of course, produce the same balance, and either can be used in
practice, throughout the book we will use the short form method. It should be
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noted that the balances at the end of the accounting period (or in this case, one
month) also represent the starting balance for the next accounting period:
opening balances for August 1 will be £4500

Step 5 Prepare a Trial Balance

A trial balance is a list of the accounts and their respective balances which
have been used in the double-entry procedures. Using the data from Steps 3
and 4 of our example, the trial balance would be:

Trial Balance at 31 July 19X1 (before adjusting entries)

Debit Credit
£ £

Cash 4500
Stock 12000
Van 6000
Creditors 3000
Capital 10000
Sales Revenue 11000
Clerical Expenses 500
Distribution 1000

£24000 £24000

The equality of the trial balance totals arises because of the application of
Rule 4 —i.e., that the sum of debit and credit entries for each transaction will
be equal. This provides a mechanism for ensuring the arithmetic accuracy of
the entries in the accounts and ensures that all accounts have been listed.
However, as we noted at the end of Sect. 4.2 some errors in the book-keeping
process will not be revealed by the trial balance: for example, where the
wrong amount is entered in the system on both the debit and credit sides, or
where the current debit and credit amounts are entered on the opposite sides
to where they would be under the correct treatment.

Step 6 Identify End of Period Adjustments

We saw in Sect. 3.6 that adjustments are essentially entries made at the end of

an accounting period to correct errors, or to improve the information content

of the ledger accounts by increasing or decreasing the value of assets or

liabilities or recording the existence of assets or liabilities which for various

reasons have not been recorded by the book-keeping system.

The adjustments identified in Sect. 3.6 were:

ADJ 1 The balance of stock shown in the stock account of £12 000 which
represents the total purchases of stock during July. However, we
know that the only stock left at the end of July is the £5000 bought
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on July 20; the other £7000 has been used up to generate the sales
revenue.

ADJ 2 The van is show at £6000 in the accounts which is its purchase cost
on July 2. The information is Sect. 3.6 is that July represents Y60 of
the van’s useful life, and therefore Y60 of £6000 (or £100) should
be written off the book value of the van as a form of depreciation.

ADJ 3 The firm owes £500 rent for July. This is at present not recorded,
and requires an adjustment to correct the situation.

The journal entries to record these adjustments are:

Debit Credit
£ £
July 31 ADJ 1 Cost of Sales 7000
Stock 7000

The cost of sales account is an expense account which records the cost of
the stock used up in making sales; it is an example of the phenomenon
described in Sect. 3.5 of an asset (stock) which becomes an expense (cost of
sales) when it is used up and no longer exists within the firm.

July 31 ADJ 2 Depreciation Expense £100
Accumulated Depreciation £100

The depreciation expense is again an asset (or part of an asset) which
becomes an expense. The credit could have been made direct to the Van
account, thus reducing the balance on the account to £5900. However, it is
convenient to accumulate depreciation in a separate asset valuation account
which is normally simply called ‘accumulated depreciation’.

July 31 ADJ 3 Rent Expense £500
Creditors £500

This entry records the fact that the firm has incurred an expense and that
the payment is still outstanding and is therefore a liability (creditors).

The adjustments must now be entered in the relevant ledger accounts; only
the accounts affected by the adjustments have been repeated below.
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Stock Cost of Sales
July 8 TR3 2000 July31 ADJ1 7000
20 TR6 5000 Balance £7000
27 TRS 5000
£12000
Balance £ 5000 | July 31
ADJ1 7000
£7000
Accumulated Depreciation Depreciation Expense
July 31 ADJ2 £100 July31 ADJ2 £100
Balance £100  Balance £100
Creditors Rent Expense
July 27 TRS8 3000 July31 ADJ3  £500
Balance £3000  Balance £500
July 31 ADJ 3 500
£3500
Balance £3500

Step 7 Prepare a Further Trial Balance
Now that the end of period adjusting entries have been made, a further trial

balance can be prepared:

Trial Balance at 31 July 19X1 (after adjusting entries)

Cash
Stock
Van

Accumulated Depreciation (van)

Creditors

Capital

Sales Revenue

Cost of Sales

Clerical Expense
Depreciation Expense
Rent Expense
Distribution

Debit Credit
£ £

4500
5000
6000

100

3500

10000

11000
7000
500
100
500
1000

£24600  £24600

(for step 8)

B/S
B/S
B/S
B/S
B/S
B/S
P/L
P/L
P/L
P/L
P/L
P/L
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Step 8 Preparation of the Profit and Loss (P/L) Account

and Balance Sheet (B/S)

The example we have been using to explain the double-entry procedure is of
course based on the data in Ex.3.5 in Chapter 3. The presentation of the
balance sheet from that example is shown in Sect. 3.7 and the profit and loss
account in Sect. 3.8. In a more typical situation, the trial balance after
adjusting entries would be used as the basis for the preparation of the
financial statements. As we have shown in the above trial balance each
balance should be identified to show whether it appears in the balance sheet
(B/S) or in the profit and loss account (P/L). The revenue, expense and
distribution balances are then presented as shown in Sect. 3.8. The ‘bottom
line’ figure of retained profit (in this case £1900) is transferred to the owners’
equity section of the balance sheet, which is shown along with the other
balance sheet items from the trial balance, as in Sect. 3.7.

Step 9 Closing Entries.

In Step 8 the profit and loss account and balance sheet were prepared, using
the balances from the trial balance. We did not at that time make any entries
in the ledger accounts. The balances on accounts which were designated as
balance sheet items remain in those accounts as the opening balances for the
next accounting period. Those balances on the accounts which were used to
calculate profit must, however, actually be transferred to the profit and loss
account. These accounts are often termed ‘temporary’ accounts because they
accumulate revenues and expenses for each accounting period and then start
the new account period with a nil balance. The procedure of closing these
temporary accounts is illustrated in Figure 4.3.

Cost of sales Profit (and loss) Sales revenue
Balance 7000 l o 7000 }11000 wt— |11000 Balance
nil balance nil balance

Clericali)ffrfe”/, 500
Balance 500 |
nil balance / 100

Depreciation expense
500

Balance 100 | 8100 | 11000
nil balance 2900 Balance
Rent expense b I—
Balance 500 | nil baance
nil balance
Distribution Retained profit
. 7
Balance 1000 1000 | ni! balance
nil balance 2900
1000| 2900
1900 Balance
31 July 19X1

Figure 4.3
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4.5 Classification of accounting data

In Chapter 1 we saw that the major purpose of accounting was to provide
financial information about the firm to those who required it. In the prepara-
tion of the balance sheet and profit and loss account it was necessary to
provide a classification of our information into various categories. In the
balance sheet in Sect. 1.8 we classified assets into land, buildings, etc. In the
profit and loss account we were also involved in the classification of revenues
and expenses. The classification system we choose, as in all problems of
taxonomy, should be designed to illustrate information in a form most useful
to a user’s range of needs — we could, for example, classify our fixed assets by
geographical location, or age, if such information would be useful. The
accounts used in the recording system will be designed around a certain
predetermined classification system chosen in the light of anticipated require-
ments. Accounting data is thus concerned not only with recording financial
values but also with their classification.

One useful way of classifying for the management of a firm is by identifying
parts of organisations or functions which have been responsible for incurring
costs or expenses. This is invaluable for purposes of business control. The
profit statement in Sect. 3.8 used a ‘natural expense classification’ such as
‘clerical’ and ‘depreciation’.

In Figure 4.4, we have reclassified the expense data formerly classified
under natural accounts into a ‘functional classification’. To enable us to
reclassify we will need evidence, to determine certain criteria, which will help
us establish an equitable allocation of expense and costs to functions. In Sec 8.2
we have paid special attention to the process of reclassification of data in
determining the costs of production.

Natural Functional
Production  Administration =~ Marketing
(cost of sales)
£ £ £ £
Clerical labour 500 200 300
Depreciation 100 100
Rent 500 100 400
Cost of sales 7000 7000
£8100 £7000 £300 £800
Figure 4.4

Note:
1. Sect. 11.6 explains that the UK Companies Acts now require
companies to classify expenses into Distribution costs and Ad-
ministration expenses.
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A profit and loss account using a functional classification could be:

Profit and Loss Account of Crisp Company for One Month
Ended 31 July 19x1

£
Sales Revenue 11000
Less Cost of Sales (production) 7000
Gross Profit 4000
Less Other Expenses:
Administration 300
Marketing 800
1100
Net Profit £2900

4.6 Summary

Chapter 4 has examined how the use of a system of double-entry accounting
using T accounts has developed and improved the flexibility and reliability of
the system of processing accounting data. The procedures leading to the
preparation of the balance sheet rely on the collection and processing of data,
all of which are ultimately determined by the needs of users of information.
An understanding of the processing of data can be developed only in the
context of an overall accounting system which in some firms may be related to
other information systems. The mechanisms of particular accounting systems
are likely to be substantially different between firms, though the underlying
characteristics of the system should be the same.

We have now examined the problems of preparation and presentation of
financial statements in the context of data analysis. In Chapter S we shall turn
to the examination of some of the more important underlying conceptual
issues and problems.

Notes and References

1. Many students understandably find the use of some terms in account-
ing confusing. In this sentence creditor refers to the amounts owing as a
result of purchases made on credit which simply means that the cash
payment is not made at the time of the purchase. The term credit
introduced in Rule 1 should be understood in this context as merely
having the meaning conveyed by Rule 1 —i.e., it describes entries on
the right hand side of an account. It does not mean having things ‘on
credit’, nor should it be used as a synonym for ‘good’, any more than a
debit is ‘bad’. Both are neutral terms which bear a meaning restricted
to that described in Rule 1.

2. See Sect. 9.4 for details of these day books.
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Questions and problems

4.1

4.2

4.3

4.4

4.5

4.6

What do you understand by the following terminology?

Double-entry book-keeping Accounting system

T account Ledger

Opening accounts Temporary account
Debit Balance

Credit Functional classification
Posting data Natural classification
Trial balance Data collection
Information system Data processing

Books of prime entry Data communication
Journal

Examine the advantages and disadvantages of the use of T accounts
for the processing of accounting data.

Many firms use computers to process and record accounting data. Is
the analysis of transactions into ‘debit’ and ‘credit’ still meaningful
and useful under such a system?

Using the data from Question 3.2 for Cram, prepare the Journal
entries, T accounts, trial balance, profit and loss account and bal-
ance sheet.

You are responsible for an accounting system which processes the
following volume of data on a daily basis:

1000 cheques received

£5000 received in cash in 30 tills

300 cheques paid to suppliers

5000 items of stock received from suppliers

How would you ensure the accuracy and security of the system?

Explain any problems which may arise in a small transport firm in
classifying the following expenses into functional areas:

(a) petrol for lorries and cars from the firm’s pumps
(b) insurance

(c) electricity

(d) rent for garages, haulage yard and offices

(e) the accountant’s salary

(f) the managing director’s salary

(g) interest
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4.7

4.8

4.9

Financial accounting

The following balances were extracted from the ledger of T. Ford at
December 31 19X5

£
Purchases 121760
Trade Creditors 31980
Fixture & Fittings 2860
Stock 36940
Delivery Cost on Sales 6270
Delivery Cost on Purchases 11430
Trade Debtors 31380
Postage and Telephone 1400
Sales 199260
Delivery Vans 11250
Wages and Salaries 51400
Returns by Customers 3280
Adpvertising 11780
Returns to Suppliers 1140
Discounts Received 2190
Discounts Allowed to Customers 1740
Bank Overdraft 11820
Drawings 10000

You are required to calculate the balance on Ford’s Owners’ Equity
Account and to prepare a Trial Balance at 31 December 19X5.

The following balances were extracted from the ledger of a sole
trader, and you are requested to prepare a Trial Balance as at 31
March 19X1.

£
Capital 30000
Premises 15000
Plant and Machinery 4000
Fixtures and Fittings 5000
Purchases 76400
Sales 105000
Goods Returned by Customers 1200
Goods Returned to Suppliers 1100
Creditors 12240
Debtors 34200
Drawings 3000
Bank Overdraft 3760
General Expenses 3250
Rents Received 1200
Rates 1350
Delivery Cost on Sales 750
Delivery Cost on Purchases 800
Wages 7300
Discount Allowed to Customers 2400
Discount Received from Suppliers 1350

The following trial balance of a sole trader, although it adds up to
the same total on both sides, is incorrect:
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Trial Balance as at 30 June 19X2
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Dr Cr
£ £
Capital 8950
Drawings 1050
Stock 3725
Purchases 23100
Sales 39425
Wages and Salaries 6205
Lighting and Heating 310
Equipment 3600
Carriage Outward 230
Returns Inward 105
Returns Outward 290
Provision for Bad Debts 350
Discounts Allowed 285
Discounts Received 315
Rent, Rates and Insurance 1115
Motor Vehicles 1475
Cash in Hand 110
Creditors 4925
Debtors 13920
Bank Overdraft 975
£55230 £55230
Draw up a corrected trial balance.
F. Hall PLC
Balance Sheet as at 31 December 19X1
£ £ £ £
Owners’ Equity 15800 Fixed Assets
Shop premises 40000
Mortgage Loan 25000 Shop fittings 4500 44500
Current’ Liabilities Current Assets
Creditors 3500 Stock 8000
Bank overdraft 9600 13100 Debtors 1200
Cash 200 9400
£53900 £53900

The following transactions took place during January 19X2

(1) The company had a cash sale of £6000. The stock sold had cost £4000

@

The overdraft was increased for the following:

(a) to pay creditors £1500
(b) to distribute a share of profits £1000
(c) to purchase additional shop fittings £1200

(3) Replacement stock of £2500 was purchased on credit
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Required:

(1) Prepare a profit and loss account for the month.
(2). Prepare a balance sheet as at the end of the month.

Note: The opening balance sheet (i.e., at 31/12/X1) shows the open-
ing balances on the ledger accounts — show ledger accounts
which are affected by the above transactions.

4.11 Mary Jones decides to open a hairdressing business on March 1 19X1
and invest her savings in it. She opens a bank account and puts in her
savings of £1000. The following is a summary of the events for the
first month of the new business.

(1) Rented a shop and paid a month’s rent of £100

(2) Bought a hair dryer on credit for £150 and shop fittings for £500 cash

(3) Bought brushes and combs for £40 cash

(4) Bought, for cash, shampoo and dyes, etc., costing £90; all were used
up during the month.

(5) Cash received from customers amounted to £400; this was paid into
the bank

(6) Mary drew £80 from the bank for her own use

(7) At the end of the month she owed £60 in respect of the rates, and
£50 for electricity

Ignore depreciation.
Required:

Show the above transactions in the form of journal entries. Write up
Mary Jones’s ledger accounts and show the profit and loss account
for the month of March and the balance sheet at the end of the
month.

4.12 Joe Brown commenced business as a baker on 1 January 19X3. The
following is a summary of the transactions which took place during
the first three months of trading.

(1) Brown paid £5000 into the business on 1 January and immediately
paid a full years rent of £1000

(2) A delivery van was purchased on 1 January at a cost of £4000; it was
agreed that it should be depreciated in equal instalments over four
years, assuming zero residual value.

(3) Cash sales amounted to £4000

(4) Credit sales totalled £2000 and of this £450 was still outstanding by
31 March

(5) During the period suppliers had been paid £1800 and invoices
totalling £800 remained unpaid at 31 March

(6) Sundry expenses paid amounted to £600

(7) At the end of the period Brown owed £400 for electricity used

(8) The stock of ingredients, bread, cakes, etc. at the 31 March was
valued at £100.

Required: Show the above transactions in the form of journal entries.
Write up the ledger accounts for Joe Brown.
Extract a trial balance.
Prepare a profit and loss account for the three months
and a balance sheet as at 31 March.
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Accounting Concepts

5.1 Introduction

In Chapters 1 and 2 we introduced the fundamental issues in accounting, the
potential users of accounting information and the requirements of these
users. We were also concerned with ideas of value and profit and with various
ways of measuring them. Chapters 3 and 4 analysed how accounting informa-
tion is structured, recorded and processed in order to produce, among other
things, statements such as the profit and loss account and balance sheet.

The methods of processing data shown in Chapters 3 and 4 can be used to
implement various approaches to the measurement of a firm’s performance.
The book-keeping systems used to process accounting data can be adapted to
various alternative measures of value or profit, and if required can be adapted
to produce financial statements other than the profit and loss account and
balance sheet.

The purpose of Chapter 5 is to analyse the factors which determine the
particular type of financial reporting that accountants currently use.

5.2 What determines the form and content of financial statements?

We need first to distinguish between what is commonly termed ‘internal’ and
‘external’ reporting. Internal reporting refers to that information which is
prepared for an individual’s or a firm’s own use. Because this is essentially a
private matter there need be no formal rules and regulations which must be
applied. External reporting, on the other hand, is where an individual or a
firm prepares information which may be used by an outside party. An
individual, for example, may have to prepare financial information for the tax
authorities, or when seeking a loan from a bank. A firm may be required to
produce financial statements for its shareholders or creditors, or for the
inland revenue. Although we have made the distinction between internal and
external reporting, for most firms the distinction may not have significant
practical implications — for example, if a firm has to prepare its accounting
information in a particular way for external purposes it may be impractical to
adopt a different method for internal reporting. However, there will be
situations where the different objectives of internal and external reporting
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lead to differences in the form and content of the respective information.
There are three major influences on the form and content of financial
statements for external reporting:

(1) Theoretical or conceptual considerations.
(2) Legal requirements.
(3) Non-legal regulations.

We will consider each of these in the following sections.

5.3 Theoretical and conceptual considerations

Here we are concerned with identifying the body of knowledge which under-
pins accounting measurement. Accounting is not like subjects such as physics
or chemistry, in that it does not have a recognised theoretical base: it is difficult
to set up hypotheses which can be properly tested, and there is no accounting
equivalent of the physics laboratory. However, concepts have been evolved
over time to meet contemporary needs; such concepts can be found in the
academic literature on accounting and in reports and statements issued by the
bodies representing the accounting profession. As mentioned above, it is
difficult properly to test these concepts, and we will see that their use has
usually been based on their general acceptability by accountants and users of
accounting information.
Conceptual thinking may be concerned with general issues such as:

— What are the objectives of accounting reports?
Or it may be concerned with more specific issues, such as:

— How should elements such as profit, assets or liabilities be
measured?

We will discuss in Sect. 5.7 what constitutes accepted thinking on account-
ing concepts, but first we need to identify recent developments in this area.
No formal statement has been developed by the UK accounting profession of
what constitutes the conceptual framework underlying accounting informa-
tion. Two documents which reveal thought in this area are:

— “The corporate report’ published in 1975 as a discussion paper
commissioned by the ASC and with terms of reference ‘to
re-examine the scope and aims of published financial reports in
the light of modern needs and conditions’.

— ‘A conceptual framework for financial accounting and reporting™
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published in 1981 as a report by Professor R. Macve to ‘Review
the possibility of developing an agreed conceptual framework’.

In the USA, the Financial Accounting Standards Board (FASB) has since
1973 been working on an ambitious plan to develop a definitive conceptual
framework which they have defined as: ‘A coherent set of interrelated
objectives and fundamentals that can lead to consistent standards and that
prescribes the nature, functions and limits of financial accounting and finan-
cial statements’. An example of the way in which the FASB has approached
this issue can be seen in Sect. 5.9.

In 1989 the International Accounting Standards Committee (IASC) pub-
lished a proposed conceptual framework® to assist it in developing inter-
national standards for accounting information. The UK Accounting
Standards Committee (see Sect. 5.5) agreed to recognise this framework, and
an outline of its content is given in Sect. 5.10.

5.4 Legal requirements

In Britain the Companies Acts legislated by Parliament are the source of law
which regulates the way in which a company publishes its financial statements.
The object of law in general is to regulate society in an equitable manner;
company law in particular is concerned with:

(a) The rights and duties of those operating companies.
(b) Protecting the rights of individuals or groups dealing with
companies.

The guiding principle is that published financial statements should give a
‘true and fair view’ of the firm’s position and performance. The Companies
Acts do not specify what constitutes a ‘true and fair view’, and it is accepted
that the interpretation should be left in practice to the accounting profession.
This interpretation is discussed further in Sect. 5.7.

The mechanism by which the law attempts to achieve the objectives in (a)
and (b) is chiefly by ensuring that companies make adequate minimum
disclosure of relevant information in order to inform outsiders of what is
going on within the company. The Companies Acts contain extensive rules
governing the publication of financial statements. Among the items covered
by these rules are requirements to ensure that:

the company keeps proper accounting records

the financial statements are audited

the statements give a true and fair view of the firm

the financial statements conform to specified rules on format and
presentation
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— there is the maintenance of a minimum capital base
— that dividends are paid only out of distributable profit

The last two items on the list are concerned with protecting those dealing
with the firm against the possibility that the firm will distribute resources
which should properly be retained within the firm to ensure its future oper-
ations. This is often referred to as ‘capital maintenance’, a concept we will
return to particularly in Chapters 6, 7, 10 and 14.

5.5 Non-legal regulation

In addition to the legal rules the accounting profession currently impose a
form of self-regulation.® The operation of this self-regulation from 1969 to
1990 was chiefly by means of the Accounting Standards Committee (ASC),>;
it represented the major professional accounting bodies in the UK and
operated by issuing Statements of Standard Accounting Practice (SSAPs) (a
list of which can be seen in Appendix A) and Statements of Recommended
Practice (SORPs). The purpose of issuing such statements was to improve the
quality of published financial statements. The aims of the ASC were set out
by the ‘Consultative Committee of Accountancy Bodies’ (CCAB), to which
the ASC was responsible, as follows:

The objects of the ASC shall be . . . to define accounting concepts, to
narrow the differences of financial accounting and reporting treatment,
and to codify generally accepted best practice in the public interest.
These objects encompass:

(a) fundamentals of financial accounting and their application to
financial statements;

(b) definition of terms used;

(c) questions of measurement of reported results and financial
position; and

(d) the content and form of financial statements.

Companies whose shares are listed on the Stock Exchange have also to
conform to Stock Exchange requirements. These include disclosure require-
ments in addition to those required by the Companies Acts. The Stock
Exchange also requires companies to apply the SSAPs issued by the ASC.
This latter requirement considerably strengthened the authority of the ASC.

5.6 The need for a conceptual framework

We have seen in the earlier part of this chapter the various influences and
regulations which determine the form and content of financial reports. It
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would be possible in their absence for each accountant to work out his or her
own solution to the problem of measurement, recording and communication
of accounting information; however, in most circumstances this would be
unacceptable. The basic reason for having an agreed conceptual framework is
that if accounting is concerned with communicating information, it makes
sense if there is an agreed and commonly understood language in which to
communicate. There are four advantages which flow from such an agreed
framework:

(1) Its use will encourage consistency in the content of different
companies’ financial statements. It should also result in con-
sistent treatment over time by individual companies. Each of
these factors will make comparisons of company information
more effective.

(2) If there are agreed principles and rules, they can form a basis
for the preparation of accounting information to be used by
individual accountants and perhaps act as a sort of manual.

(3) The agreed framework can act as a constraint on the freedom
of individual accountants to exert any bias in the preparation
of accounting information; it thus limits the area of discretion
open to the accountant.

(4) Accounting information should not only be reliable but it
should be seen to be reliable, and having a well known agreed
framework for its preparation should increase users’ con-
fidence in the information.

There are, however, some who argue that the characteristics listed above
are not entirely desirable.The search for consistency referred to in (1), for
example, could prevent the expression of genuine differences between the
activities of different companies. The constraints on the accountant’s ability
to exercise his professional judgement implied by (2) and (3) can also be seen
to be a negative factor.

5.7 Generally accepted accounting principles (GAAP)

In Sect. 5.4 it was stated that the guiding principle in UK legislation on
published accounting information was that it should give a true and fair view
of the firm’s position and performance, and that the interpretation of the
phrase was in practice left to the accounting profession. In general, it is
assumed that the accounting information will give a true and fair view if it is
prepared in accordance with generally accepted accounting principles.® These
principles refer to those which are, at the time, recommended by the account-
ing profession and accepted by users of accounting information.

The terminology used to describe this aspect of accounting is unfortunately
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often confusing. It is ironic that in describing the content of what constitutes
‘generally accepted accounting principles’ there appears to be no generally
accepted terminology. Terms which are commonly used include ‘concepts’,
‘principles’, ‘conventions’, ‘rules’, ‘doctrines’, ‘postulates’ and ‘assumptions’.
Attempts have been made by various writers to reduce the confusion by
distinguishing between fundamental theoretical principles and applications or
‘rules of thumb’ which are used in practice. One such attempt was made in the
ASC’s ‘Disclosure of accounting policies’ (SSAP 2, 1971). The foreword to
SSAP 2 states:

It is fundamental to the understanding and interpretation of financial
accounts that those who use them should be aware of the main assump-
tions on which they are based. The purpose of this statement . . . is to
assist such understanding by promoting improvement in the quality of
information disclosed. It seeks to achieve this by establishing as standard
accounting practice the disclosure in financial accounts of clear explana-
tions of the accounting policies followed in so far as these are significant
for the purpose of giving a true and fair view.

In the statement a distinction is made between:

(1) Fundamental accounting concepts
These are defined as ‘broad basic assumptions which underline
the periodic financial accounts of business enterprises’. Their
fundamental nature is, however, qualified by the further com-
ment that ‘they are practical rules rather than theoretical ideas
and are capable of variation and evolution as accounting
thought and practice develop’.

(2) Accounting bases
Defined as ‘the methods which have been developed for
expressing or applying fundamental accounting concepts to
financial transactions and items’. We shall see in later chapters
that because of the wide diversity of business situations there
may be several bases for dealing with particular items and this
is the reason for a third category.

(3) Accounting policies
These are ‘the specific accounting bases judged by business
enterprises to be most appropriate to their circumstances and
adopted by them for the purpose of preparing their financial
accounts’.

This terminology will be adopted for the remainder of the book to describe
the accounting conceptual framework of principles and practices. The re-
lationships between these aspects of the accounting framework is shown by
Figure 5.1.
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Figure 5.1 shows that what constitutes generally accepted concepts and
bases is subject to a variety of influences. The relative effect of each of these is
difficult to assess, but it is likely their influence will vary over time - for
example, as governments change or as public attitudes towards the account-
ing profession vary.

SSAP 2 appeared to be the initial step in the development of an explicit (as
opposed to an assumed) conceptual framework for the UK. However, al-
though (as Appendix A shows) many SSAPs have since been issued, none
have sought to develop the start made by SSAP 2. The content of SSAP 2 was
given enhanced status by its inclusion in the Companies Act 1981, and in the
consolidated Companies Act 198S.

SSAP 2 singled out four concepts for special mention: going concern,
accruals, consistency and prudence. It is pointed out in a footnote to the
Statement that it was considered expedient to recognise only these four
concepts as having general acceptance at that time (1971), but that a more
theoretical approach would include other concepts. Further evidence that
these four concepts do not form an exhaustive list can be found, for example,
in the publications of the American Institute of Public Accountants’ and the
Financial Accounting Standards Board.®

There is no universal agreement on the number and terminology applicable
to these concepts, but the following list seems to have considerable support:

- Going concern

— Matching (or accruals)

— Consistency

— Conservatism

- Realisation } (or prudence)

— Entity

— Objectivity

— Materiality

— Money measurement (including an assumption of a stable mon-
etary unit)
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The first five concepts are similar to the four singled out in SSAP 2. Going
concern and consistency survive with the same title; the accrual concept
becomes the matching concept and the concept of prudence approximates to
a combination of conservatism and realisation. An explanation is given below
of each of the concepts listed above; as already stated, the framework consists
of generally accepted concepts, bases and policies. The framework is thus an
attempt to specify the underlying ideas which are believed to guide account-
ants in their measurement of accounting data.

5.8 The concepts defined and illustrated

We will now examine further the accounting concepts listed in Sect. 5.7.

Going Concern

It is assumed that, unless there is evidence to the contrary, the business will
have a continuing existence. This is important in the valuation of assets,
especially those which have little use outside the business. Such assets may
have little selling price value, but with the going concern assumption their
value in use is more significant.

Matching (or Accruals)

Profit has been defined as a change in value, expressed in the profit and loss
account as revenue less expenses. Profit is usually measured and profit and
loss accounts prepared at regular interval. The process of matching is an
attempt to ensure that the revenues recorded in a period are matched with the
expenses incurred in earning them.

Consistency

Accounting information should be prepared on a consistent basis from period
to period, and within periods there should be consistent treatment of similar
items. At first sight this seems too obvious to be regarded as a concept but it
will be seen to be important when it is realised that there may be several
alternative bases for dealing with similar situations.

Conservatism

This is difficult to define because it is an expression of a general attitude that it
is thought should be applied to accounting measurement and reporting. It is
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equivalent to taking a cautious or prudent approach to valuation. It will be a
matter of judgement and experience as to what constitutes a ‘conservative
approach’ in a particular situation, but it is a concept which is firmly en-
trenched and underlines many of the other concepts. If it is possible to
measure with accuracy, then conservatism has little impact, but there are
many situations where accuracy cannot be achieved and in such situations this
concept should prevent overoptimistic valuations.

Realisation

Increases in the value of assets should not be recognised unless they have
been realised by an exchange of assets; this means that revenues and profits
will not be recognised until realised. What constitutes ‘realisation’ is not always
clearly definable — the sale of an asset for cash is clearly a realised revenue, for
example, and a sale on credit will also be recognised as realised. However,
where assets appear to have increased in value when judged by a market
price, this will usually not be recognised as a realisation unless the asset is
actually sold. On the other hand, a different view may be taken of assets
which have fallen in value. These expenses may be recognised immediately,
though the asset is not yet sold: this is an example of the realisation and
conservatism concepts working together.

Entity

If accounting information for a unit of organisation is to be meaningful it is
important to identify the entity of the unit being accounted for, and distinguish
it from other units. An attempt must thus be made to define the boundaries of
the entity so that it is possible to identify the basis for accounting information
relevant to the entity, and what is not relevant or outside the boundaries of
the entity. A sole trader’s business unit should, for example, be distinguished
from his domestic activities, and consequently information on his domestic
spending should not form the basis for accounting entries for the business.
Information relevant to the entity can also be defined in terms of those
economic events which have an impact on the business unit. If a factory
pollutes a river and the cost of the pollution is borne by the community rather
than by the company which owns the factory, then those costs do not effect
the company — they are, in other words, outside the entity defined as the firm.
In this example, the impact on the firm is being determined by the law which
attributes the responsibility for the cost of pollution; if the law changed, the
pollution costs might be redefined as being within the boundaries of the firm,
and thus constitute accounting information relevant to the entity. It will be
apparent from this example that what constitutes the identification of an
entity and the accounting information relevant to it will in practice be



88 Financial acounting

determined by the exercise of judgement and experience, and not merely the
application of simple rules.

Objectivity

Accounting information should be based as far as possible on objective
evidence. This means that it should be free from bias, based on factual
evidence, and capable of independent verification. It should be clear that this
again is a matter of judgement whether these qualities are present. The
importance of this concept is based mainly on the need for the information to
be seen to be reliable to those users outside the firm.

Materiality

The accounting treatment of an item may be determined by its materiality —
i.e., its relative value or importance. In Figure 2.6 it was shown that assets
with a life longer than the accounting period would have to be valued at the
end of each period to ascertain the total net assets, and thus derive the profit
for the period. However, if an item is of small value in relation to the size of
the organisation it may be treated differently — e.g., a spanner may last
several years, but it might be regarded as an expense of the period in which it
was purchased and its end of period value ignored, the resulting inaccuracy
being ignored as immaterial.

Money Measurement

Accounting information is expressed in terms of money: money is the com-
mon denominator which enables diverse types of activity to be compared and
combined. It follows that only those items or activities which can be expressed
in money terms are included in accounting statements. This may exclude
attributes such as the quality of the product, customer satisfaction, or em-
ployee dissatisfaction, which may be relevant information for running a
business. Another disadvantage is that although money may be an adequate
common denominator between diverse activities, it is a less than satisfactory
common denominator between different periods of time, because of changing
price levels and purchasing power. Nevertheless the next principle is used in
many countries.

Stable Monetary Unit

At the present time, accounting statements are prepared using the assump-
tion that the value of the monetary unit is stable. The development of this
issue is discussed in Chapter 14.
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We now need to look at an.example of applying the above concepts. An
illustration of such an application is shown in Figure 5.2.

Stable .
Going
monetary
! concern
unit /
LAND
Bought in 19X0 for £20,000.
Estimgte of selling price {19X5) Obijectivity
value is between £60000 and
£80000
Realisation Conservatism

Figure 5.2

Assuming we were preparing a balance sheet at the end of 19X5, there are
at least five concepts potentially influencing the valuing of land to be included
in the balance sheet. The value of the land may have risen because there has
been general inflation, or because it is sited in an area where building land is
in short supply.

If the stable monetary unit concept is followed then increases in value due
to rises in general price levels should not be recognised, and in any event the
realisation concept may not allow unrealised gains to be included as profits
where the land is still held by the company. If this seems unrealistic and
misleading, it can be pointed out that the going concern concept assumes that
the company will continue its existence, and may need the land for its own
use, and any potential market value for the land is thus irrelevant to the
balance sheet. A common counter argument to this is that if the potential
market value of the land was shown, the owners might decide to discontinue
the business as a going concern, sell the assets and use the proceeds to go into
some other business.

The concept of objectivity can now be introduced into the argument, and in
this example the most objective value is that based on the original cost of
£20 000 paid in 19X0. This figure is based on a transaction which actually took
place, and for which there is verifiable documentary evidence. Whether the
varying estimates of current market value constitute objective evidence is a
matter of judgement; for example, if an identical piece of land has recently
been sold then the value of that sale might be taken as acceptable evidence. In
recent years, it has also become increasingly common to accept the opinion of
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a recognised valuer as objective evidence of changes in land and property
values. If, however, there are complicating factors — for example, where the
land has factory buildings on it — then it may be impossible to estimate a
market value for the land separate from the buildings.

Also underlying this discussion is the concept of conservatism, which may
lead to the rejection of some estimates of market value where they cannot be
ascertained with reasonable certainty.

Reference to the Marks and Spencer financial statements in Appendix B
will reveal that the company does revalue property from time to time (see
note 12 to the financial statements).

5.9 The FASB conceptual framework project

In Sect. 5.3 we referred to the work on the conceptual framework which has
been carried out since 1973 by the Financial Accounting Standards Board
(FASB) in the USA. A diagram illustrating the way in which the FASB has
approached the task can be seen in Figure 5.3.

FIRST LEVEL
OBJECTIVES BASIC OBJECTIVES

SECOND LEVEL
QUALITATIVE | g\ emeNTS FUNDAMENTAL CONCEPTS
'CHARACTERISTICS
ASSUMPTIONS PRINCIPLES CONSTRAINTS THIRD LEVEL

ECONOMIC ENTITY | HISTORICAL COST | COST BENEFIT OPERATIONAL GUIDELINES

GOING CONCERN REVENUE MATERIALITY

MONETARY UNIT RECOGNITION INDUSTRY PRACTICE

PERIODICITY MATCHING CONSERVATISM

FULL DISCLOSURE

Figure 5.3

The work commenced with a statement of the objectives of financial
statements,’ and then went on to define qualitative characteristics desirable in
financial statements.'® The basic elements making up conventional financial
statements were next defined. The third level of operational guidelines is as
yet incomplete, but a comparison with the list of concepts discussed in Sects
5.7 and 5.8 will reveal considerable similarity with the operational guidelines
identified there.
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5.10 The IASC framework for the preparation and presentation of
financial statements

In Sect. 5.3 we referred to the conceptual framework statement issued by the
IASC and adopted by the UK Accounting Standards Committee. The content
of the framework reveals that the committee were influenced by the work
done by the FASB referred to in Sect. 5.9. The main areas covered in the
statement are:

(a) The objectives of financial statements.

(b) The qualitative characteristics that determine the usefulness of
information in financial statements.

(c) The definition, recognition and measurement of the elements
from which financial statements are constructed.

(d) Concepts of capital and capital maintenance.

5.11 Summary

Chapter 5 has been concerned with an analysis of the three influences on the
form and content of financial statements, particularly in the context of
external reporting. These were identified as conceptual considerations, legal
requirements and non-legal regulations. Each of these influences was dis-
cussed before returning to the further discussion of the conceptual frame-
work, ‘generally accepted accounting principles’ (GAAP) and accounting
concepts. Finally, the work of the FASB and the IASC on the development of
a conceptual framework was briefly outlined.
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Questions and Problems

5.1

n
(S}

[V ]
W

What do you understand by the following terminology?

Internal reporting Matching
External reporting Accruals
Conceptual framework Conservatism
True and fair view Prudence
Capital maintenance Realisation
FASB Entity
GAAP Objectivity
ASC Materiality
SSAP Money measurement
SORP Stable monetary unit
IASC Going concern
FRC Concepts
ASB Bases
Policies

Outline the advantages of having an agreed conceptual framework.
Which of the advantages do you think is most important?

What is the function of a professional accounting organisation?
Identify the major influences on the content of published financial
statements.

What influence does the European Community (EC) have on UK
financial statements?

What do you understand by the phrase a ‘true and fair view’?
Give examples of where accounting concepts might be in conflict
with each other.

Discuss the approach to financial statements and reporting revealed
by the FASB conceptual framework project depicted in Figure 5.3.
Explain what you understand by the expression ‘historical cost
accounting’.
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5.10 How should the following seven situations be accounted for? Ident-
ify what accounting concepts are involved in each situation. Each
situation is independent of the others.

(a) As owner of a sports shop you withdraw five squash rackets from
stock to give to friends as Christmas presents. Each racket cost £50,
and had a selling price of £70.

(b) A shop keeper commences business on January 1. He bought 100
tennis rackets at £60 each. During the year he sells 70 rackets at £80
each. How should his profit for the year be measured at December
31, if:

(i) He goes out of business at the end of the year and estimates that
he will get only £40 each for the unsold rackets.
(ii) He intends to continue in business next year.

(c) Land has been purchased for £100 000. The company has since had
an offer of £150 000 for the land but it does not at present wish to sell
because it might be needed as the site of a new factory. It is
estimated that a similar site would cost £180 000.

(d) The auditors have discovered an error which overstates the assets by
£10 000 in:

(i) The fixed asset total of £3m.
(ii) The stock value of £40 000.

(e) A building is left to the owner of a business by his aunt. He spends
£50 000 converting the property and now lives in half, the other half
being used in the business.

(f) Stock consists of 1000 units of a product which cost £60 each. The
company has received an order for 600 units at £80 each. It antici-
pates that the remaining 400 will have to be sold off at a price of £40
each and even then it is not certain that all will be sold.

(g) A company is being sued by a former employee for wrongful
dismissal. The damages could amount to £100 000 if the employee
wins his case. The company believes that it will win the case.
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Fixed Assets

6.1 Introduction

We saw in Chapter 1 (Note 5) that assets can be defined as ‘a resource
controlled by the enterprise as a result of past events and from which future
economic benefits are expected to flow to the enterprise’. Assets are thus a
stock of benefits, and over time the benefits usually get used up. Chapter 6
deals with the specific characteristics of assets, and looks particularly at fixed
assets and the measurement problems which result from using up the stock of
benefits which they represent.

6.2 Characteristics

Sect. 1.8 introduced assets as resources owned or controlled by the organis-
ation, and Sect. 3.7 distinguished between fixed and current assets. Fixed
assets are those acquired by the firm for use, in the pursuit of profit, rather
than sale, and can be considered as a category of asset owned by the firm
normally for more than a year. Examples of fixed assets are:

Land

Mineral Rights
Factory Building
Shop Premises
Ships and Aircraft
Motor Vehicles

Fixed assets are initially acquired to provide the firm with the means of
carrying on its operations, rather than being held for processing and selling.
Assets which are held for processing and selling are normally called current
assets. Some of the items in our examples of fixed assets above might appear
as current assets in some balance sheet: Marks and Spencer may record motor
vehicles, under fixtures, fittings and equipment in their balance sheet. They
will have been acquired to enable the company to distribute its goods between
stores, and will generally be held for more than a year. However motor

94
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vehicles held by a BL dealer for resale will appear as stock in current assets in
the dealer’s balance sheet.

The list of fixed assets above covered just one type of asset, which in
accounting terminology are called tangible assets because they have physical
properties. Another group of fixed assets which an organisation might own
are referred to as intangible assets.’ These are assets which do not have
physical substance, but the firm controls the benefits that are expected to flow
from them. Examples of these non-physical types of assets are patents,
brands, trademarks and copyrights.

In most firms, fixed assets form a significant part of the total assets in the
balance sheet, and therefore represent a large proportion of the owners’
investment in the business. This large investment is undertaken to enable the
organisation to be in a position to carry on profitable business transactions,
and the benefits from holding fixed assets normally extend over a number of
accounting periods.

Most fixed assets have a finite life: plant, machinery and motor vehicles, for
example, simply wear out. Some fixed assets cease to have a use or value
because technological advances make it cheaper or easier to produce the same
output in a different way. The legal right which a business may have over
some assets can run out, as with leases and patents. One asset which may not
necessarily have a finite life is land; however, even here the specific quality for
which it is held may wear out — overproduction of farming land can reduce its
yields in the future, thereby reducing the benefits it can generate.

Assets are thus resources which wear out through usage or the lapse of
time. In most instances, the use of a resource in an accounting period
contributes to the revenue produced in that period, and diminishes the future
benefits which can be derived from the asset. The wearing out or using up of
assets is an expense in accounting terms, and the method used for measuring
the expense and the remaining fixed assets can have a significant effect on the
assessment of a firm’s value, and therefore its profit in any given accounting
period.

6.3 Recording and valuing fixed assets at acquisition

In general terms, the double-entry book-keeping procedures which result
from the purchase of a fixed asset have been dealt with in Sect. 4.2 when the
data in Ex.3.5, which included the purchase of a van, was processed. Ex.6.1 is
a more detailed example which deals with a variety of different types of
assets, as well as introducing some of the problems which can arise at
acquisition over the valuation of long lived assets. This example will be used
throughout the remainder of this chapter to demonstrate the measurement of
fixed assets.
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Example 6.1 Fred Flintstone Ltd
Fred Flintstone Ltd commenced business on 1 January 19X1, and the follow-
ing transactions occurred during January.

Jan 1 Received £10 000 from owners, which is deposited in the business
bank account.

1 Purchased a delivery van for £3440 cash which included £120 for the
road fund licence, £300 to have a towing bar fitted and £20 for a full
tank of diesel; the van is second hand, and its expected useful life in
the business is 3 years, at which time it should be possible to resell it
for £300 scrap value.

2 Purchased second hand machinery for £1000 on credit from Joe Smith,
the expected useful life of which is 2 years with no perceived scrap
value.

3 Purchased a desk, chair and filing cabinet for £300 cash; these should
last for 10 years.

7 Acquired a lease on a shop for £5000 cash to cover a ten year period
during which time the annual rent is fixed at £1000 p.a. payable at the
end of each year; an additional £700 was paid for rewiring the
premises.

Recording each of the above events involves using a day book (in this
instance the journal) and posting an entry to the relevant asset accounts.
First, we must identify the categories of fixed assets and determine their
original cost or acquisition values. The acquisition value — the value entered
into the accounts — is determined for a new asset by reference to the costs
incurred in making the asset fit for the purpose for which it is being acquired.
We shall now comment below on each of the company’s transactions:

Delivery van
The sum of £3440 paid for the delivery van included the following:

(a) the price of the second hand van, £3000
(b) the towing bar, £300

(c) the road fund licence, £120

(d) the diesel, £20

At the time of purchase each item could be classified as an asset because
each will provide future benefits for the business; however, some are
more short lived than others. The diesel will soon be used up and will
have to be continually replaced if the van is used during the accounting
period. The £20 will thus be classified as an expense in the current
accounting period (journal entry TR2 below). The road fund licence has
a life expectancy of 1 year, and will have no value at the end of that time;
its benefit will have been used up. It is, therefore, also an expense in the
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current accounting year (journal entry TR2). However, at the end of the first
month of that accounting period it would still have 11 months of benefit
remaining, and this would need to be reflected in any accounts drawn up at
that date.

The tow bar which had to be fitted to the van was a necessary part of
making the van useful to the business; it forms an integral part of the basic
asset, and should be included in the acquisition value of the asset (journal
entry TR2)

Machinery, desk, chair and filing cabinet

These items all qualify as fixed assets as they will be used in the activities
of the business for more than one year; they will be recorded at their
respective purchase costs (journal entries TR3 and TR4).

Lease
The acquisition of the lease secures the benefit of using the premises for
the 10 year period, and can thus be classified as a fixed asset® (journal
entry TR5). The premises leased required adjustment to make them
useful to the business; this involved an additional payment of £700 for
rewiring. It is assumed that the benefits of the rewiring will be enjoyed
over the duration of the lease and as such form an integral part of the cost
of that asset (journal entry TRS). The annual rent will, by definition,
have a life of 1 year, and will thus be classified as an expense.

The data from Ex.6.1 is presented below in journal form with the individual

accounts affected identified.

Journal Entries

19X1 Journal No Debit Credit
£ £

Jan 1 TR1 Bank 10000
Capital 10000

Jan 1 TR2 Motor Vehicles 3300

Motor Expenses 140
Cash 3440

Jan 2 TR3 Plant and Machinery 1000
Creditor J. Smith 1000

Jan 3 TR4 Fixtures and Fittings 300
Cash 300

Jan 7 TRS Premises 5700

Cash 5700
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Relevant Ledger Accounts

Bank/Cash Capital

Jan 1 TR1 £10000 | Jan 1 TR2 £3440 Jan 1 TR1 10000
Jan 3 TR4 £300
Jan 7 TRS £5700

Motor Vehicles Fixture and Fittings
Jan 2 TR2 £3300 Jan 3 TR4 £300
Plant and Machinery Shop Premises
Jan 3 TR3 Jan 7 TRS £5700
£1000
J. Smith (creditor) Motor Expenses
Jan 2 TR3 £1000 Jan 2 TR2 £140

In following the procedures which were identified in Chapter 4 we can now
calculate the balances in the ledger accounts above and transfer these to a
trial balance. Any adjustments necessary to make the information more
useful should be undertaken - if, for example, financial statements were
required at the end of the first month an adjustment should be made to record
that there are still 11 months’ worth of future benefit from the road fund
licence; there would also be some reduction in the future benefits to be
enjoyed from the other assets which have been acquired by the business. Sect.
6.5 discusses in detail the concept of depreciation which was previously used
in respect of the van in ADJ 2 in Sect. 4.4.

6.4 Valuing fixed assets subsequent to acquisition

For many years an increase in a fixed assets value over its acquisition cost was
excluded from the balance sheet by a restrictive interpretation of the realis-
ation and prudence accounting principles. In recent years it has become
common to recognise increases in the value of fixed assets in the balance
sheet.? Until the asset is sold the increase represents an unrealised gain, and is
therefore not recognised as revenue in the profit and loss account. It is instead
recorded in a revaluation reserve in the owners’ equity section of the balance
sheet.*

The situation where a fixed asset value falls below acquisition cost because
of depreciation is discussed in Sect. 6.5. Where, as a result of changing
market conditions, there is a permanent fall in the value of a fixed asset, this
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fall should be recognised immediately: a typical example in recent years
would be shipbuilding companies, who have faced a fall in demand for their
services resulting in a reduction in the economic value of their property, plant
and equipment. Applying the accounting concept of prudence suggests that
the amount written off in this situation should be shown in the profit and loss
account as a reduction in profit.°

6.5 Depreciation
Depreciation as a Change in Value

The wearing out or using up of an assets stock of benefits reduces its value,
and this reduction in value is termed depreciation.®

In Chapter 2 the profit of an accounting period was defined as the change in
value during that period. The use of assets usually means that their benefits
are being consumed; this consumption will usually bring about a reduction in
value as the total amount of future benefits has also fallen. The fall in value,
or ‘depreciation’, reduces profit and will be an expense matched against the
revenues in the profit and loss account (see Sect. 3.5). Depreciation here is
the difference between the opening and closing valuation of fixed assets, and is
depicted in Figure 6.1.

Balance sheet { Fixed asset value Fixed asset value

! at start, V, — | atend, V, l'_
| [
1 —fmad

L

Vo— V. ({Depreciation

Profit statement expense)

Figure 6.1

In circumstances such as these the calculation of depreciation would rely on
the annual valuation of assets. If in any particular year a fixed asset does not
decrease in value, or if it actually appreciates, then there appears to be no
need for a depreciation expense. In the latter case, there appears to be a case
for recognising additional revenue which is the result of holding assets rather
than trading or business activities. In practice, as was shown in Sect. 6.4, the
non-recognition of such gains as revenue is a function of the application of the
relevant accounting concepts such as realisation and prudence.

Depreciation based on the difference between opening and closing values
of assets assumes that these respective values are available. For the first
accounting period of a fixed asset’s life the opening value to be used in the
calculation will be based on the acquisition value, or original value, as
discussed in Sect. 6.3. The closing value, however, would depend on which of
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the four value concepts introduced in Chapter 2 are being used. These were
original cost, replacement cost, realisable value and value to the owner. As
we will see in Sect. 6.6, accountants have traditionally favoured the use of
original cost as the basis of valuation and depreciation in financial statements,
because it is a measure which is easy to corroborate — i.e., it is objective.
Where original cost is used, the measurement of depreciation is essentially
not a measure of change in value but is an allocation of cost.

As explained in Sect. 6.4, in recent years the use of concepts other than
historic cost have become common because it is believed they provide a more
relevant picture of the current position of the firm. The problems this causes
for the depreciation process are discussed in Sect. 6.6.

Depreciation as a Reduction in Future Benefits

Depreciation was described above in terms of the changes in value of assets,
and its measurement relied on knowing their opening and closing values. An
alternative approach to the problem would be to measure the value of benefits
used up in each accounting period, because, the use of the asset will reduce
the present value of its future benefits. Since these benefits will have been used
up to generate revenue for the firm it will be appropriate to match the value of
the benefits used up against the revenue earned in each period. The initial
value of the benefits to be derived from owning an asset will be reflected in its
purchase price; the benefits used up in any one period can then be reflected as
an expense in that period. We can relate this to Ex.6.1, where second hand
machinery was purchased for £1000, by assuming that the machinery was
purchased because of its capacity to produce 10 000 units of output. Each unit
of output could thus be valued at 10p per unit. If 1000 units are produced in
one accounting period then the value of benefits used up (i.e. depreciation) is
£100. In the same example, a 10 year lease on shop premises was acquired for
£5000 and some electrical work was carried out for £700. It will not be
possible to recover the monies spent on the electrical work when the lease
runs out, so in this instance the benefits to be derived are restricted to the time
period covered by the lease. The asset will have no value at the end of the 10
year period; its benefits will have expired at the rate of £570 per annum and
this sum can be treated as an annual depreciation expense which is being
matched to the revenues that the premises have contributed towards during
the 10 year period.

6.6 Depreciation methods used in practice
The methods of depreciation which are used in practice were developed for

application with the original cost concept of asset valuation, since this is the
traditional concept used in financial statements. The residual value (for
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example, any sale proceeds which can be obtained when the assets have no
further use to the business) of most assets will be lower than their original
cost; the use of the asset by the business, or the passage of time, or both, will
have reduced its value by an amount which can be measured as the difference
between the original cost of the asset and its residual value. This sum can be
viewed as the cost of owning the asset, and therefore the expense which needs
to be accounted for. Depreciation calculated in this way allocates the total fall
in value, ‘by a variety of methods’ to accounting periods during the asset’s
life. This process of matching the depreciation expense based on original cost
against the revenues arising in each accounting period as stated earlier is not
one of annual valuation, but one of cost allocation to the relevant periods.

To examine the difficulties of allocating the cost,” of a fixed asset to the
accounting periods during its life, we will consider three elements in the
calculation — the life of the asset, its residual value, and the method of cost
allocation.

The Life of an Asset

The life of some assets will be clearly defined in legal terms as with the lease
discussed in Sect. 6.5. At the end of a 10 year period the premises revert back
to their original owner and it will be necessary for Fred Flintstone Ltd to
make alternative arrangements. Patents, licenses and copyrights may be
subject to similar arrangements.

Other assets will have a physical life during which they will be able to
function for their intended purposes; the duration of this physical life,
however, may be very difficult to estimate accurately. Where an asset’s life
expectancy is tied to usage — e.g., the 10 000 unit machine mentioned in Sect.
6.5 — or is a function of usage and time — e.g., motor vehicles — estimates of
future use, production and demand will be required. If sufficient resources are
committed to the asset, its physical life may be extended — e.g., if repairs are
continuously carried out without regard to cost a machine’s production
capacity or roadworthiness may be extended. However, an asset’s usefulness
will also be affected by economic factors, such as the demand for the products
made using the fixed asset. In general, the fixed asset should be retained
provided the additional revenue it generates exceeds the cost of maintaining it.

A firm will take a decision when it purchases a fixed asset about how long it
expects to keep it; the firm will make an estimate of the asset’s useful
economic life. Any error in forecasts will have to be dealt with at a later date —
for example, obsolescence may make it necessary to replace a machine earlier
than expected. ‘Obsolescence’ is the term used when an asset falls in value
due to factors other than its use or the passage of time — for example, changes
in technology may result in alternative assets which can produce the output
cheaper, or the demand for the product may have changed, making it
uneconomical to continue its production.
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The Residual Value of an Asset

To calculate the expense that has to be matched against the revenues arising
over an asset’s life the estimated residual value must be deducted from the
original cost. In most cases this will be positive, but in certain circumstances
the residual value could be negative (e.g., the disposal costs may exceed the
final sale proceeds, and should, in this event, be added to the original cost).

The Method of Cost Allocation

The difference between original cost and the residual value has to be allocated
over the useful life of the asset. The options open to the firm can be summar-
ised in diagrammatic form as in Figure 6.2, which shows three alternative
possibilities for cost allocation. The curves in the Figure 6.2 show the original
costs less accumulated depreciation® at particular points in the life of the
asset; all the curves start at the original cost and end at the residual value.
Points on the curve represents interim valuations of the asset: curve A
allocates more depreciation expense to the early years of the asset’s life; curve
C represents an increasing depreciation expense over the life of the asset;
curve B is straight, representing an equal allocation each year.

£

Residual value

Book value of assets

0 — >
Life in years

Figure 6.2

In practice, there are three types of allocation that are commonly used, and
these are examined below:

The Straight-line Method
This allocates the difference between the original cost and residual value
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(which can be called, the ‘asset’s total expense’) equally over each year of the
asset’s forecast life (as in curve B in Figure 6.2). The formula is:

Asset’s Total Expense

Annual Depreciation Expense = -
Forecast Life

The effect of this is to produce an equal depreciation expense each year in the
profit statement, as in Figure 6.3.

Depreciation £ A
expense
0 1 2 3 4 7
Time
Figure 6.3
Example 6.2

Using the data relating to the purchase of the van in Ex.6.1 straight-line
annual depreciation would be calculated as follows:

.£33003— £300 —  £1000

In the profit and loss accounts for 19X1, 19X2 and 19X3, there will be a
depreciation expense of £1000. The balance sheet value of the Van at the end
of each year will be shown as:—

31/12/19X1  31/12/19X2  31/12/19X3

£ £ £
Van at Cost 3300 3300 3300
Less
Accumulated Depreciation 1000 2000 3000
Net Book Value £2300 £1300 £ 300

The accumulated depreciation, sometimes termed a depreciation provision, is
that part of the cost which has been treated as an expense to date.
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Reducing-charge Method

This method, sometimes known as the reducing-balance method, produces a
decreasing annual depreciation expense during the asset’s life (as in curve A in
Figure 6.2), with the largest expense in the first year and the smallest expense
in the last year. One way of calculating the annual depreciation expense is to
apply a constant percentage to the balance of the original cost less accumu-
lated depreciation in each accounting period. The percentage should be such
that the total amount of accumulated depreciation (the sum of the individual
years’ amounts) over the asset’s expected useful life should be the same as the
total amount under the straight-line method. The only difference is in the
distribution of depreciation between the years. The appropriate constant
percentage (Y) can be calculated from:

‘ n| RV
Y=100(1— C)

where n is the expected life, RV is the estimated residual value and C is the
original cost.

Figure 6.4 shows the pattern of depreciation expense over the asset’s life.

Depreciation £ A
expense
0 1 2 3 o
Time
Figure 6.4
Example 6.3

Again using the data relating to the van from Ex.6.1, the constant percentage

300 )

3
required will be 55% —i.e., 100 ( 1- \/
3300
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The depreciation expense each year is:

Year £
1 55% x (3300 —0) = 1815
2 55% x (3300 - 1815) = 817
3 55% x (3300 —2632) = 368*
Total depreciation = 3000

£367.4 rounded to £368.

These amounts will appear as a depreciation expense in the profit and loss
accounts each year and the end of year balance sheets will be:

31/12/19X1  31/12/19X2  31/12/19X3

£ £ £
Van at Cost 3300 3300 3300
Less
Accumulated Depreciation 1815 2632 3000
Net book value £1485 £ 668 £ 300

Usage Method

This method relates the depreciation expense in each year to the use made of
the asset. ‘Use’ can be measured in many different ways: for a lorry it may be
miles travelled; for a plane, hours of flying time; for a machine, hours or units
of production. The depreciation expense is calculated as an amount per unit
of use. The formula is:

Depreciation Expense per Unit of Use = Asset’s Total Expense

Forecast Life Expressed
in Units of Use

The depreciation expense each year will be the rate calculated in this way
multiplied by the actual use made of the asset in the period. This could produce
a curve similar to A, B or C in Figure 6.2, depending on the usage pattern.

Example 6.4
Using the data from Ex.6.1 as before, and additionally the knowledge that
Fred Flinststone Ltd will use the van for approximately 15 000 miles over the
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3 year period, it is possible to determine a per mile depreciation rate as
follows:

£3000/15000 = £0.20

Each year’s depreciation will be a function of that year’s mileage: if the usage
is 5000 miles per year, then the depreciation will be £1000 per annum, just as
with straight-line depreciation. With any other mileage pattern the deprecia-
tion will differ.

Our examples above relate to three particular methods for depreciating
fixed assets. However, one other method needs mentioning. This involves the
treating of an asset as an expense in the accounting period in which it is
acquired, and is used with assets whose value is immaterial in relation to the
other numbers in the profit statement. An example of this would be a firm
treating the purchase of small tools such as spanners as immediate expenses.
Such items may be used for several years and thus qualify as fixed assets, but
their relative small cost justifies their treatment as an expense.

In our example of the van, the use of different depreciation bases will lead
to different annual depreciation figures, which in turn will lead to different
annual profit amounts during the 3 year period, even though the other data
about the firm on each occasion is the same. When original cost is the
valuation basis in use the objective of depreciation is to allocate or spread the
cost of the asset, less its residual value, over its expected economic (forecast)
life. Each decision which the firm makes in relation to an asset — i.e., its
expected life, its expected residual value and the method of depreciation to be
used — will affect current and future profit figures.

Revision of the Expected Life of an Asset

The expected useful economic life of an asset is initially an estimate or
forecast, and like any decision taken in respect of the future is subject to
error. In the case of the van in Ex.6.1 the expected life was forecast as 3
years. This forecast may be based on company holding policy in respect of
motor vehicles, it may be based on some average expected life for this model
of van, or it may be a function of useful usage. A firm will normally review its
forecast of an asset’s life regularly, and in many instances the forecast will be
revised and all future calculations will then be based on this revision.

Example 6.5

The Elf Co. Ltd purchases a machine for £12 000 and forecasts than its life
will be 5 years. It is estimated that at the end of the fifth year the asset will be
worthless. However, after only 3 years the firm finds demand conditions have
changed and it cannot sell the goods produced. At this time the machine is
scrapped and has no residual value.



Fixed assets 107

During each of the 3 years, revenues are £10 000 and expenses are £5000.
Three possible profit statements are shown for the third year below on the
assumption that:

(a) the life is 5 years (this was the original forecast);

(b) the life is 3 years (this would have been the forecast life if the
change in demand had been foreseen);

(c) the calculations have been adjusted in the third year from the
initial forecast life of 5 years to 3 years.

Profit and Loss Account for the Third Year

(a) (b) (©)
5 year 3 year 5 year
forecast forecast forecast and
adjustment
£ £ £
Sales Revenues 10000 10000 10000
Less:
Depreciation 2400 4000 4000
Other Expenses 5000 5000 5000
Additional
Depreciation
(2 x [4000 — 2400]) 3200
Net Profit £2600 £1000 £2200 (loss)

In the case of profit and loss account (c) depreciation for the period is shown
as £4000 (what it would have been annually if the details in respect of demand
had been known earlier) and there is an adjustment for the under-
depreciation in the first two years when depreciation had been provided at
£2400. If the fall in demand had been known earlier, it would have been
considered in the forecast, and annual depreciation would have been £4000 in
each of the three years as in (b) above. In (b) and (c) the total depreciation
for the three year period is the same: —in (b) 3 X £4000 and in (c) 2 X 2400 +
4000 + 3200, i.e. £12 000.

Changes in the Expected Residual Value of an Asset

The residual or scrap value estimated for an asset is a function of the
assumption about life expectancy and market conditions in the future. Even if
the life expectancy does not change, market conditions may change substan-
tially between purchase and the end of an asset’s useful life.
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Example 6.6

The East Co. Ltd purchases a machine for £20 000 and estimates its residual
value as £2000 if it retains it for 5 years. Over the 5 years it will thus match
£18 000 of depreciation expense against the firm’s revenues at the rate of
£3600 p.a. At the end of the fifth year it sells the asset for £5000. Only £15 000
(20 000 — 5000) should have been matched against the revenues during the 5
year period. In matching £18 000 over 5 years (£3600 p.a.) depreciation was
overstated each year by £600, and profits were understated by the same
amount.

It is also possible that the residual value of an asset is overestimated: in the
above example the East Co. Ltd might at the end of the 5 year period have to
pay another organisation to come and remove its machine. Instead of receiv-
ing £2000 in payment an additional expense is thus incurred.

Selecting the Appropriate Method

Depreciation spreads the cost of the asset less its residual value over its
expected life. If the residual value and expected life forecasts are correct,
then the total asset expense which is depreciated will be the same irrespective
of the depreciation method used; however, the annual amount will be altered
depending on the method selected, as in our examples above. It is therefore
necessary for the business to formulate some decision policy for selecting the
depreciation method to use with any given asset. The relevant accounting
standard® states that ‘Depreciation should be allocated so as to charge a fair
proportion of cost or valuation of the asset to each accounting period
expected to benefit from its use’. This is an explanation of the accounting
concept of matching. What constitutes a ‘fair proportion’ will depend on the
type of asset, and on how the matching concept is interpreted. Consideration
must also be given to the use of methods which are practical and which are not
too costly to implement. Take as an example a company’s motor vehicle fleet.
Many firms have a standard policy whereby each vehicle is renewed, irrespec-
tive of use, every 2, 3 or 4 years. Company policy thus sets the expected life of
all of the motor vehicles. However, usage and care will probably vary
considerably between the different holders of the vehicles — a sales represen-
tative’s milage would probably be far more than that of an office-bound
member of staff. Choosing the appropriate depreciation method in this
situation may be difficult if the objective is to find an appropriate matching of
expenses and revenues. An alternative and popular approach is to attempt to
ensure that the depreciation method used leads to an annual book value which
is as close as possible to the market value of the asset itself. In the case of
Motor Vebhicles the reduction in value which arises from use is often more
closely related to the passage of time in the first few years than to any specific
usage characteristic — e.g., when selling a second hand car the price received
is more closely associated with the age of the car than with its condition and
mileage. The largest drop in value arises in the first year of ownership, and
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future reductions in value are smaller. This suggests that the reducing-value
method is most appropriate if the external market value is an important criteria.

Where a firm owns machinery whose value is closely associated with use,
then the usage method may be appropriate and where the asset life is related
to a specific time period such as a lease the straight-line method becomes
appropriate. In choosing a depreciation base the firm should select the most
appropriate for their circumstances, and their skill in choosing will increase
with experience. The firm’s responsibility to shareholders and other users
should lead to the provision of explanatory information in the event that they
find an alternative or different base more appropriate than the one currently
in use. In many situations, because a rigorous matching of cost and benefit is
in practice difficult to achieve, the straight-line method is preferred, simply
because of its ease of application.

6.7 Recording Depreciation

Example 6.7

The Eal Co. Ltd purchases a fixed asset for £20 000 cash on 1 January 19X0
(TR 1) and calculates the depreciation expense to be £2000 in 19X0 (ADJ 1)
and £3000 in 19X1 (ADJ 2). Following the rules previously developed, the
entries in the accounts will appear as follows:

Fixed Asset Accumulated Depreciation
TR 1 20000 2000 ADJ1
3000 ADIJ?2

Cash Depreciation Expense

20000 TR 1 ADJ 1 2000 2000 to P&L

(19X0)
ADJ 2 3000 3000 to P&L

(19X1)

The cash purchase of the asset is recorded in the Fixed Asset and Cash
accounts but the depreciation which accumulates in relation to that asset is
recorded in a separate ‘Accumulated Depreciation’ account while the annual
depreciation expense also has its own separate account (note that the ac-
cumulated depreciation account reduces the balance sheet value of assets,
while the depreciation expense account is a P & L expense).

The balance sheet items in relation to this example will look as follows:

31/12/19X0 31/12/19X1
Fixed Asset at Cost £20000 £20000
Less Accumulated Depreciation 2000 5000

£18000 £15000
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6.8 Retirement and disposal of fixed assets

On disposal of a fixed asset an additional disposal account has to be created;
this is used to eliminate the cost and accumulated depreciation in respect of
the asset from the accounts, and bring these, together with the proceeds from
the disposal into one account so that the final position in respect of the asset
can be determined and a profit or loss on disposal can be calculated.

Example 6.8
Ex.6.7 continues on from Ex.6.6, with the additional information that the
asset was sold for £14 000 cash (TR 2) on 2 January 19X2. The cost (ADJ 3)

and the accumulated depreciation (ADJ 4) are eliminated from their respect-
ive accounts to the disposal account.

Fixed Assets Accumulated Depreciation
Bal 20000 20000 ADIJ 3 ADJ 4 5000 5000 Bal
Cash Disposal of Fixed Assets
TR 2 14000 ADJ 3 20000 14000 TR 2
5000 ADJ 4
1000 ADJ S
£20000 | £20000

Profit (and Loss) Account 19X2
ADJ 5 1000

In this example, the asset which had originally cost £20 000 to purchase had
been depreciated by £5000 at the time of sale leaving it with a net book value
in the balance sheet value of £15 000. The sale proceeds of £14 000 did not
correspond to the value of the asset in the balance sheet. The difference is
regarded as a loss in the profit and loss account of 19X2. (ADJ 5) This concept
of profit or loss can be very difficult to understand in relation to fixed assets: in
this example, if the asset had been depreciated annually by £3000 instead of
£2000 in the first year and £3000 the second year, then the balance sheet value
would have been £14 000 and no loss would have arisen. Alternatively, if the
annual depreciation had been £4000 the balance sheet value would have been
(£20000 — [2 x £4000]) £12 000 and the sale for £14 000 would have
produced a profit of £2000. In this example we can assume that small
differences between the selling price and balance sheet value of our asset
arose because of the problems associated with estimating the residual value or
appropriate depreciation basis to use. The effect of having made the incorrect
calculation of depreciation in the profit and loss accounts of the years during
which the asset was held may be immaterial; however in many instances the
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size of the difference may be material, and may need to be disclosed and
treated separately in the accounts.

6.9 Depreciation and capital maintenance
Replacement of Assets

The purchase of an asset is generally accompanied by an outflow of cash. The
effect on the balance sheet is that a monetary asset — cash — is replaced with a
physical asset which is recorded at cost. Over time the physical asset’s cost
becomes a depreciation expense which to the extent that it reduces profits
(and so reduces the amount which is available for distribution to the share-
holders) will conserve cash within the business (see Chapter 12). Over time,
the amount which is conserved by means of the depreciation process in
relation to a specific asset will be equal to its original cost less its residual
value and might, if it were held and set aside, be sufficient to replace the asset
at the end of its useful life.

Example 6.9
On 1 January 19X0 the Smith Company purchases a van for £5000. Assume

(a) either that the company depreciates the van on a straight-line
basis for 2 years at £2500 a year; or
(b) that no depreciation is charged.

In each of the years 19X0 and 19X1 the company’s sales (all in cash) were
£20 000 and its cash expenses were £7000. The company’s policy is to pay a
maximum dividend each year equal to all available profits.

Shown below is the profit and loss account for 19X0 under the two
assumptions in (a) and (b). Alongside the profit and loss account is a
statement of the cash flows in and out of the company in respect of the items
in the profit and loss account.

Profit and Loss Account 19X0 Cash Flows
(a) With depreciation (b) No depreciation (a) (b)

Sales £20000 £20000 +£20000 +£20000
Expenses 7000 7000 —7000 —7000

13000 13000 +13000  +13000
Depreciation 2500 - No direct effect
Profit 10500 13000
Dividends 10500 13000 —10500 —13000

Retained - - £+2500 0
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We can see from this example that in the case of the normal assumption (a)
where depreciation is charged the potential profit is reduced by the £2500
depreciation expense, thus restricting the cash paid out in dividends to
£10 500. Where no depreciation is charged the cash dividend paid out is
£13 000. In effect, charging depreciation has forced the company to retain
£2500 cash per year within the business.

In reality, the process of depreciating fixed assets does not necessarily mean
that cash is available specifically to replace them because (1) the cash retained
in the firm may have been used for other purposes, (2) the price of the
replacement may be different, and (3) a decision not to replace may be taken.

Example 6.10
Using the information from Ex.6.9, the balance sheet immediately after the
van is purchased and the year end balance sheets are as follows:

1 Jan 19X0 31 December 19X0 31 December 19X1

Fixed Assets £ £
Van at Cost £5000 5000 5000
Less Accumulated
Depreciation — 2500 5000
5000 2500 —
Current Assets
Stock 9000 10000 16000
Cash 3000 4500 1000
17000 17000 17000

Financed by
Owners’ Equity
Capital 17000 17000 17000

£17000 £17000 £17000

It can be seen from these balance sheets that instead of the initial cash
balance of £3000 increasing to £8000 because of the cash retained as explained
in Ex.6.9, the company only has £1000 cash at the end of 19X1. The cash has
been used to purchase additional stock of £7000 (i.e., £5000 + £2000 from the
original cash balance).

Even if there were £5000 cash retained within the business if the cost of
replacing this asset has increased to say, £7000 then additional funds will be
necessary if the asset is to be replaced.
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Capital Maintenance

Sect. 5.4 explained that one of the ways in which company law seeks to
protect investors is to prevent companies distributing resources which should
properly be retained within the firm to ensure its future operations and to
protect the investors’ share of the firm’s capital.

One of the ways in which accounting principles seek to implement this
concept of capital maintenance is illustrated in Ex.6.9. It is also shown in
Ex.6.10 where the balance sheets show that although the net book value of
the van was reduced from £5000 to £2500 and then to zero the capital of the
firm was maintained at £17 000. However, although the process of depreciat-
ing assets provides a replacement fund based on the asset’s original cost, the
actual replacement cost may differ substantially.

If the replacement asset costs more, it will become necessary to raise
additional funds to replace it. These funds can be raised from shareholders so
that their investment in the business will increase — but the profit generating
ability of the business will not change since it will be using the same assets as
before. The funds from shareholders can be generated by a direct injection of
more capital — for example, by a new share issue. Alternatively the share-
holders could leave more in the business by reducing their dividends and thus
retaining more profit for use within the firm. In addition the firm could raise
more funds by borrowing — but, as we will see in Chapter 10, this has further
implications for the financial structure of the firm.

If the replacement asset costs less than the original asset, additional funds
become available for distribution, or for investment in other assets. Acquiring
additional assets will increase the firm’s production capacity, which in theory
should increase shareholders’ profits in the future. Further consideration of
the problem of interpreting the meaning of capital maintenance is given in
Chapter 14.

6.10 Summary

To a large extent, our discussion of fixed assets and depreciation in Chapter 6
has been focused on the original cost concept. This is because it has tradition-
ally been used to match the original cost of an asset with the revenues which
the asset helps to generate. When used in the ways which have been described
above no attempt is made to relate depreciation to the replacement cost of an
asset. The practice of regularly revaluing assets has grown in popularity in
recent times, and this has drawn attention to the shortfalls in the traditional
approach: in times of inflation and changing prices, the replacement cost of
assets can vary substantially from their original cost. It is possible to reassess
the depreciation figure with each revaluation, and change the annual expense
in the light of additional knowledge about the replacement cost of an asset.
This question will be given further consideration in Chapter 14.
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Notes and References

1.

It has proved difficult in recent years to achieve a satisfactory account-
ing treatment of some intangible assets, notably research and develop-
ment, goodwill and brands. Recognition of these items as assets is
difficult because of the relative uncertainty often associated with their
future benefit to the firm. Additional problems of measurement occur
where the items are internally generated and are not acquired by an
external transaction.

. In practice whether a lease is classified as a fixed asset will depend on

the nature of the terms of the lease. The Accounting Standards Com-
mittee have dealt with the issue in SSAP 21, ‘Accounting for Leases
and Hire Purchase Contracts’.

‘It has . . . become increasingly common for enterprises to revalue
their fixed assets, in particular freehold and leasehold property and to
incorporate these revalued assets in their financial statements’ (SSAP
12, ‘Accounting for Depreciation’, 1987).

. See Notes 12 and 23 to the annual statements of Marks and Spencer in

Appendix B for an example of a revaluation reserve.

. SSAP 12 ‘Accounting for Depreciation’ states that where the fixed

asset’s net book value exceeds its ‘recoverable amount’, the asset
should be written down to this estimated recoverable amount. It defines
‘recoverable amount’ as ‘the greater of the net realisable value of the
asset and where appropriate the amount recoverable from its future
use’.

SSAP 12, ‘Accounting for Depreciation’ defines depreciation as: ‘The
measure of the wearing out, consumption or other reduction in the
useful economic life of a fixed asset, whether arising from use, efflux-
ion of time or obsolescence through technological or market changes’.
When the balance sheet value of a fixed asset is increased by revalua-
tion, the result will be an increase in the amount to be depreciated over
the remainder of its useful life.

Accumulated depreciation is the total amount of depreciation expense
which has already been allocated in respect of an asset; the difference
between the original cost of the asset and accumulated depreciation is
termed the assets Net book value.

SSAP 12, ‘Accounting for Depreciation’.
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Questions and Problems

6.1 What do you understand by the following terminology:

Fixed asset Intangible asset
Current asset Tangible asset
Original cost Forecast life
Depreciation Physical life
Accumulated depreciation Straight-line basis
Depreciation provision Reducing-charge basis
Residual value Usage basis

Net book value Obsolescence

6.2 How would you prove that the following are assets of a firm:

(a) a ship;

(b) a lorry;

(c) an oil well;

(d) a good reputation;

(e) a patent;

(f) a well known brand;

(g) good employee relations.

6.3 The Ealing Company Ltd installs a new machine in its factory. The
following are some of the costs incurred by the firm during the first
year of operation of the machine. Should any of these be treated as
part of the machine’s original cost?

(a) The cash price was £100 000.

(b) An old machine was removed to make way for the new one and this
removal cost was £2000.

(c) £155 was paid for delivery of the new machine.

(d) The firm’s own labour force was used to install the machine; the
relevant wages were £4000.

(e) A new air-conditioning unit (cost £7500) was installed because of
extra heat generated by the new machine. It was estimated that the
existing air-conditioning unit would have had to be renewed next
year even if the machine had not been installed.

(f) The Managing Director, who is paid £18 per hour, spent two hours
examining the new machine.

(g) The Chief Accountant is paid £15 per hour, and he spent 1 hour
processing the new machine’s invoice, as it contained some mis-
takes.

(h) Repair costs of £2000 were incurred in the first year.

6.4 Edgar purchased a car in kit form for £2000 and proceeded to
assemble it himself. The following information was obtained:

(a) £1500 of special tools had to be purchased to construct the car.

(b) His garage was used for the work, and this was normally kept empty,
but £200 per week rent could have been obtained for it if let.

(c) The construction time was 2 weeks, 1 week being Edgar’s holiday,
the other week a special unpaid week off work (he earns £400 per
week).
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(d) When constructed, the car could have been sold for £3000.
(e) The car will save Edgar £3250 over its life in travelling expenses, etc.

6.5
6.6

6.7

What value would you assign to Edgar’s car?

When measuring the depreciation of a fixed asset, what accounting
concepts are important, and why?

What are the arguments for and against an organisation such as the
government or the accounting profession specifying the depreciation
basis to be used by all firms’.

MBA Incorporated, a firm of management consultants, acquire a
four year lease on an office for £20 000.

(1) Should the lease be classified as an asset?
(2) Should the lease be depreciated over the four years?
(3) How will the lease appear in the balance sheet at the end of each

6.8

year?

Elkington Traders Ltd purchases a machine for £2000 and estimates
its optimal life to be five years and residual value to be £400. It is
estimated that the sales, less expenses (other than depreciation)
arising from the machine will be £3000 each year. Show the esti-
mated profit over the five year period, using

(a) the straight-line base base;
(b) the reducing-charge base

6.9

Egg Eaters Ltd purchased a ship for £250 000 on 1 January 19X0 and
decided to depreciate it at £25 000 each year. At the end of 19X3 it
was sold for £180 000. Show the entries for these transactions in the
accounts. How would the ship have been valued in the firm’s balance
sheet at the end of 19X2?

6.10 At 31.12.X1 Egg Eaters Ltd became aware that the market value of

their ship had dropped to £175 000. What action should they take?

6.11 Two companies, Laurel Ltd and Hardy Ltd are in the same business

and both regularly make profits before depreciation of £30 000 a
year. Both companies acquire identical plant at a cost of £40 000.

Laurel Ltd believes that the equipment could soon be outdated
and proposes to write it off over three years, allow for a residual
value of £5000 and use the reducing-balance method of depreciation.
The rate applied is 50% the net book value each year. Hardy Ltd, on
the other hand, expects the equipment to last for five years, with a
residual value of £10 000. This company uses straight-line de-
preciation. Show the effect of these proposals on the profit and loss
account and balance sheet of each company.

6.12 A car rental firm is considering how long it should keep a car which

cost £10 000. It constructs the following cash forecast for the first five
years of the car’s life:

Possible life (in years)
0 1 2 3 4 5
£ £ £ £ £ £
Rental income p.a. - 15000 15000 10000 15000 10000
Repairs p.a. - - 2000 4000 8000 10000
Residual value 10000 6500 6000 5500 5000 4000
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(a) Make whatever assumptions you consider necessary and explain the
length of time you would recommend the firm to keep the car.
(b) Explain and justify the assumptions you have made.

6.13 MBS Inc. buys a car for £23 000 with an estimated life of four years.
Residual value of £3000 is expected, and straight-line depreciation is
used. After three years the car is sold for £12 000.

(a) Prepare a table showing how the car’s cost is charged as an expense
year by year.

(b) Calculate the profit or loss on disposal.

(c) What would the profit or loss be if there was no residual value?

6.14 Jim Clough starts a business with a capital of £1150. The business
consists of buying automatic vending machines and selling confec-
tionery through the machines.

Jim withdraws each year the whole of the profit shown by his
accounts, but no more. His stock remains constant at £100 (at cost).
He always pays cash for purchases. At the end of 5 years, his balance
sheet is as follows:

J. Clough: Balance Sheet on 31 December 19X5
£

£ £
Capital 1150 Machines at

cost 1000
depreciation (500)

500
Stock 100
Cash at bank 550

650

£1150 £1150

Jim tells you he cannot understand why his cash balance is so high
when he has withdrawn all his profit each year. Explain to him why
this is so.

6.15 The Tahoe Co. has two fixed asset accounts, one for Buildings and
one for Plant and Machinery. On 1 January 19X8 the relevant
balances are:

Cost Accumulated

Depreciation
Buildings £220000 £30000
Plant and Machinery 140000 50000

During 19X8 the company purchased Buildings at a cost of £80 000
and sold Machinery for £15 000 which had cost £60 000 several years
ago and had a net book value of £40 000.

The company’s policy on assets bought or sold during the year is
to take a full year’s depreciation in the year of purchase and none in
the year of sale.

The depreciation for 19X8 is to be made at 10% on the cost of
Buildings and 20% on the reducing balance of Plant and Machinery.
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Required:

(1) The relevant ledger accounts required to record the above
information.

(2) The fixed asset section of the company’s balance sheet at
31 December 19X8.

(3) Assume that the company have been told that the current value
of its buildings at 31 December 19X8 is £400 000. What is the
relevance of this information to the company? What adjust-
ments (if any) should the company make to its accounts to
reflect this information.

6.16 The Marin Co. purchased a building on 1 January 19X4 at a cost of

£80 000. The building was to be depreciated over 10 years on a
straight-line-basis with an estimated residual value of £20 000. On
1 January 19X8 the building is revalued to a figure of £120 000. At
that time its remaining useful life is increased to 9 years and its
residual value is increased to £30 000.

Required:

(1) Calculate the annual depreciation charge for 19X7 and for 19X8.

(2) Show the accounting journal entries required on 1 January 19X8
to reflect the revaluation.

(3) The managing director of the firm suggests that because the
asset has increased in value from 19X4 to 19X8, there is no need
to charge depreciation in 19X8. Comment on this suggestion.

(4) He also says that he has been told that while depreciation is said
to provide resources for the firm’s future it is also merely an end
of year book-keeping entry. Explain the reason for this apparent
confusion to the managing director.

6.17 ABC Ltd maintains its fixed assets at cost. Depreciation provision

accounts are kept for each asset.
On 31 December 19X6, the following balances were held.

Cost Accumulated
Depreciation
£
Plant and Machinery 159600 78360
Motor Vehicles 58500 20340

Depreciation provision is made at 10% p.a. on cost for plant and
machinery and at 25% p.a. on the net book value for motor vehicles.
A full year’s depreciation is provided on all assets owned by the
company on the balance sheet date.

The following additional assets were purchased during 19X7:

£
Plant and Machinery 30580
Motor Vehicles 23500

Motor vehicles bought in January 19X5 for £20 000 were sold for
£8120 on 30 June 19X7.
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Required:

(a)(i) The following accounts for the year ending 31 December
19X7:

Individual asset accounts, Accumulated Depreciation ac-
counts, Motor vehicles disposal account

(ii))Show the fixed asset section of the balance sheet as at 31
December 19X7.
(b) Does the depreciation provision in the accounts of a company
help the replacement of a fixed asset?

6.18 (a) The Cowie Company showed the following items under Fixed
Assets for its balance sheet at 31 March 19X7:

Cost £ Depreciation Net Book Value

to Date
Freehold Land 50000 - 50000
Buildings 200000 10000 190000
Plant and Machinery 100000 50000 50000
Vehicles 25000 10000 15000
305000

The rates of depreciation used by the company are:

Buildings — 2% straight line
Plant and Machinery — 15% reducing balance
Vehicles — 25% reducing balance

During the year 19X7/X8 plant that had cost £50 000 (depreciation
to date £40 000) was disposed of after transport, auction com-
missions and other expenses at a cost of £1000 to the company. New
plant costing £60 000 was purchased. Assume that a full year’s
depreciation is taken in the year of purchase and none in the year of
sale.

Required: The relevant entries for the balance sheet at 31.3.X8 and
for the profit and loss account for the year to 31.3.X8.

(b) The Cowie Company’s trading results for 19X7/X8 are disappoint-
ing, with profit down on previous years. The chairman has proposed
that no depreciation of fixed assets should be made for 19X7/X8 on
the grounds that their current market value is approximately equal
to the net book value at the beginning of the year.

Required: A discussion of the chairman’s proposal.

6.19 (a) Explain briefly the purpose of providing for the depreciation of
fixed assets.
(b) Depreciation is often said to be a source of funds. Briefly
comment on this statement.
(c) Mr Ventura set up in business on 1 January 19X5 by purchasing
a taxi for £20 000. He expects to keep the taxi for four years at
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which time he could sell it for £8000. During these four years he
anticipates that his net cash flows (taxi fares less running costs)
will be £32 000 each year. Each year Mr Ventura withdraws all
the available profit as dividends. Assuming only the above
transactions took place, show the firm’s balance sheet at the end
of four years:

(i) If they charge depreciation on the taxi on a straight-line
basis.
(ii) If no depreciation is charged.

Comment briefly on the results in (a) and (b).

(d) Comment on the effect on the situation in (c) if there is an
increase in the cost of new taxis from £20 000 to £28 000 over the
four years.

6.20 Research and development, goodwill and brands are possible exam-
ples of intangible assets.

(a) Should they be classified as assets?
(b) If they are assets how should they be depreciated?
(c) What difference does it make if:

(i) They have been purchased from another company.
(ii) They have been internally generated.

(d) What accounting principles are relevant to this issue?
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Stock and Cost of Goods Sold

7.1 Introduction

The terms ‘stock’ and ‘cost of sales’ have appeared frequently in preceding
chapters. In many of the examples stock had been acquired by purchase and
re-sold to provide sales revenue, stock remaining at the end of a period
appeared under Current Assets in the balance sheet (Sect. 3.7). Cost of Sales
(alternatively known as Cost of Goods Sold) is the term used in the profit and
loss account to describe the amount of stock used up or sold in the accounting
period. We have assumed to date that the value of closing stock and of cost of
sales is known. We have not confronted the variety of problems which a
business faces in measuring both the quantity and value of stock used during a
period, and the quantity and value of stock remaining at the end of a period.
The figures which form part of the annual financial statements are determined
by a mix of physical characteristics, valuation assumptions and the application
of accounting concepts and bases. Chapter 7 will introduce some of the
measurement problems associated with stock and cost of sales, and Chapter 8
will extend the discussion.

7.2 Nature of stock in different organisations

In practice there are a large number of different types of business organis-
ations, providing a vast range and variety of goods and services. Service
industries — e.g., banking, accounting, law and insurance — do not generally
hold physical stock for sale or use in production.

Retail organisations purchase goods for resale, and will usually not have to
alter or adjust these goods significantly. Their stock at any point in time will
be the sum of the value of the individual unsold products.

Other organisations acquire goods which require adjusting, manufacturing
or assembling before they are ready for resale. It would be reasonable to
suggest that adjusted stock has a higher value then unadjusted stock, and that
the value added is partially explained by the labour cost associated with the
adjusting, manufacture or assembly.

A bakery, for example, might hold a mixture of goods at different stages of
completion — e.g., ingredients for making bread and cakes and bread and

121
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cakes ready for sale. The stock of ingredients (raw material) can be
measured, weighed or estimated and then valued using purchase prices;
however the stock of cakes and bread (finished goods) is not as simple to
value. The raw materials used can be measured in terms of their purchase
price but additional resources such as power and labour have also been used,
and it is reasonable to include these transformation costs as part of the
finished cost of the cakes and bread produced. At this stage, the bakery stock
of finished goods also has a selling price which may provide an additional
potential valuation.

More complex organisations are subject to a wider range of stock measure-
ment problems. Consider a tinned food processing factory producing a wide
range of different tinned foods. At any time, it will hold large quantities and a
wide variety of different raw materials, as well as a stock of finished goods.
The process through which raw materials are passed to provide finished goods
will also be at varying stages of completion. These partly finished goods (work
in progress) also form part of the stock of the organisations, and have to be
included in any measurement figure; there are often also problems in esti-
mating the level of completion, which adds to the difficulties. Any processing,
transformation or adjusting which is carried out on a raw material involves
the use of other resources, such as labour and machinery, and these costs also
have to be accounted for. No unique solution for dealing with these costs is
available; however, in the interest of matching costs with the revenues they
produce there is an argument in favour of treating any costs associated with
bringing goods into saleable condition as product (stock) or unit costs. There
are a number of different techniques and bases in use, and these will be
discussed more fully in Chapter 8.

The balance sheet value for stock and the profit and loss figure for cost of
sales can be based on a simple calculation, for example, in a retail organis-
ation where it will be the purchase cost of items for resale. At the other
extreme, where the production process is complex (such as in a refinery or a
manufacturing firm), the calculation includes raw materials, work in progress
and finished goods — whose valuation may be equally complex, being based
on a calculation of the additional costs incurred in getting the goods to
their current level of completeness. This is also dealt with in more detail in
Chapter 8.

7.3 Physical stock data

Firms regularly have to assess their physical quantities of stock to measure
profit, or to provide a check on the financial stock records. Figure 7.1
illustrates the connection between the physical quantities and the financial
records.

Records of the physical quantities of the various stocks held normally form
the basis of the financial records kept by the firm; this applies to raw
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Physical | Physical .| Financial
quantities records 1 records
Figure 7.1

materials, work in progress and finished goods. When up-to-date physical and
financial records are not kept, a physical count will need be taken when
information about stock is required (e.g., at the year end). This figure is
required so that closing stock can be calculated for use in the ‘Cost of Sales’
calculation, and the year end balance sheet. Periodic physical stock counting
has traditionally been used in some industries instead of keeping detailed
continuous records, (e.g., by firms with a large turnover of small items, such
as in department stores and supermarkets, where it has proved more cost
effective then keeping more complete records). However, computers have
reduced the costs associated with stock records for most types of organisation,
and it is thus now possible to maintain stock records which are continually
updated when stock is bought and sold.

Some firms may keep continuous updated records on the physical levels of
stock without including continuous up-dated financial records, while others
will keep a complete (perpetual) record of physical and financial levels of
stock updating with each physical change.

Physical records for each type of stock held will show quantities received
and used. Financial records will be similar, but will record the receipt and
usage in financial terms. A major benefit of continuous physical records is the
control it gives over physical quantities, but this benefit has to be compared
with the cost of maintaining records.

The benefits of continuous physical records can be summarised under three
headings; they:

(1) provide up-to-date information about stock levels (quantity
and type) which can be used to determine reordering require-
ments.

(2) provide useful information on usage patterns and so highlight
popular items

(3) allow the identification of reductions in stock which are not the
result of sales (e.g., losses arising through theft, deterioration
and counting error) by comparing the physical count with the
recorded levels (stock taking) at regular intervals.

7.4 Cost of sales

In Sect. 5.8 the concept of matching was described as an attempt to ensure
that the revenues recorded in a period were matched with the expenses
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incurred in earning them. Organisations hold stock so that they are in a
position to make a sale; this stock is an asset until it is sold, at which time there
is a reduction in the value of assets. This reduction is an expense, and is
usually called the ‘cost of sales’ or ‘cost of goods sold’ in the profit and loss
account; the cost of a sale is matched with the sales revenue it produces.
Taken literally, matching would involve an organisation identifying the
specific purchase cost of each item of stock which is sold, and matching it with
the sales revenue from that individual item. This may be possible when
dealing with small quantities of items, and when complete physical and
financial information regarding stock is maintained, however for organis-
ations holding and selling a large number of different types of stock (e.g.,
department stores and supermarkets), without the benefit of computers,
individual matching is costly and a simple alternative is usually used. The total
cost of goods available for sale in an accounting period is found by measuring
the value of opening stock, and adding to it the total value of goods purchased.
A year end physical stock take is then used to determine the value (cost) of
unsold stock for deduction from the total available to provide a figure for ‘cost
of sales’, as in Ex.7.1.

Example 7.1

J. Smith & Co. Ltd had a closing stock figure of £10 700 at 31 December
19X0. Purchases during 19X1 amounted to £100 300 and the figure for closing
stock at 31 December 19X1 has been calculated as £11 000.

Calculation for ‘Cost of Sales’

Opening Stock at 1/1/19X0 10700
+ goods purchased during
accounting period 100300
Total Available for Sale 111000
Less
Closing Stock at 31/12/X0 £ 11000
‘Cost of Sales’ £100000

This calculation provides a cost of sales expense figure for use in the profit
and loss account. Because this method of calculation relies on an end of
period physical count and valuation of stock it is often known as a periodic
system of accounting for stock; it is often used by small retail organisations, who
do not have the time or manpower to employ a more sophisticated system.

The more sophisticated system known as the perpetual system of account-
ing for stock was explained in Sect. 7.3 on physical stock data. It involves the
continuous updating of stock records on both a physical and a financial basis.
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This means that every time a sale is made, the related cost data for that sale
must be retrieved. As was explained earlier, this is now much easier with the
aid of computer controlled information systems. Assuming the cost data is
identified, the recording entry will be:

Dr Cost of Sales
Cr Stock

If all purchases are debited to the stock account, it follows that at any time the
stock account should record the ‘correct’ amount of stock held by the firm.
This ‘book’ figure can be compared from time to time with the actual stock
figures, in order to identify losses due to wastage, pilferage, etc.

In the alternative and simpler periodic system the stock account will be
updated only by means of the periodic count of stock, and consequently the
retailer using this system does not know what his stock ‘should be’; it is therefore
difficult to identify losses due to wastage, pilferage, etc. with this system.

Stock Obsolescence

Physical stock-taking either to determine the end of year level of stock in a
periodic system, or to confirm an end of year level of stock in a perpetual
system, should either directly or indirectly ensure that the cost of stock lost
through theft and breakage, etc. is taken into account in calculating profit.
Such losses will be identified separately in the accounts only if the amounts in
question are material. It is possible, however, that the stock held includes
items that cannot be sold at the normal selling price. This may need to be
reflected in the valuation of stock if the revised expected selling price falls
below original cost. This is the application of the accounting concept of
conservatism. In practice, the concept is interpreted by valuing stock at the
‘lower of cost or net realisable value’.! ‘Obsolescence’ is as we know a fall in
selling value caused by physical factors, or a change in demand conditions.
The selling value could fall to zero, in which case the stock is completely
obsolete. The effect of obsolescence on profit measurement is illustrated in
Ex.7.2.

Example 7.2

The Freedom Co. commences business as a wholesaler on 1 January 19X0.
During 19X0 it purchases £40 000 of stock and sells half of this for £80 000. It
incurs £30 000 administrative overhead costs. At the end of 19X0 it ascertains
the physical quantity of stock, and finds stock that cost £5000 is worthless
because of deterioration due to bad storage. The profit and loss account will
thus be:
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Profit and loss account for the Year Ended 31 December 19X0

£

Sales Revenue 80000
Less: Cost of Goods Sold 20000

Gross Profit £60000

Less: Expenses

Administration Overhead Costs 30000

Obsolete Stock 5000

Profit £25000

The profit has been reduced here by £5000, demonstrating the effect of
obsolete stock. The valuation of stock carried forward will be £15 000 rather
than £20 000, reflecting the fact that the net realisable value of part of the
stock which originally cost £5000 is now zero.

7.5 Stock valuation

It is common for firms to find that the purchase price of materials change over
time, so that its stock at any point in time may be made up of a collection of
identical goods acquired at different costs. This creates additional problems in
determining the value of stock held at any point in time. We examine here
three bases for dealing with these variations, so that profit can be determined
and stock can be valued.

First in First Out (FIFQ)

This basis assumes that the first goods purchased are the first goods sold,
irrespective of the actual physical flow of goods. Figure 7.2 illustrates this
using the data in Ex.7.3.
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Example 7.3
Fearless Plc purchases and sells the following goods in 19X0;
Cost Sales
£ £
1 Jan. 19X0 100 units at £100 10000
31 Mar. 19X0 200 units at £120 24000
30th June 19X0 200 units at £140 28000
31st Dec. 19X0 400 units at £200 80000
£
Sales
200
180}
Profit
160 £32000 Purchases
140
120 | /
B SM%
Cost of goods .
£14000
sold £48000 - A
-
1 1 1 s
0 100 200 300 400 500 Units
Figure 7.2

The firm assumes a FIFO flow of costs irrespective of the actual pattern of
usage:

Profit and loss account for the Year Ended 31 December 19X0

£ £
Sales Revenue 80000
Less: Cost of Goods Sold
100 @ £100 10000
200 @ £120 24000
100 @ £140 14000 48000
Gross Profit 32000

The stock valuation at 31 December 19X0 will be £14 000 (100 units at £140).
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Last in First Out (LIFO)

This assumption is that the last goods acquired are the first goods sold, again
irrespective of the actual pattern of usage. Figure 7.3 illustrates this using the
data in Ex.7.3.

£
Sales

200 k
180F Profit
160+ £28000 Purchases
140
120F J
100 7

% Cost of goods

Stock ] sold £52000
£ £10000 ]
7=
] 1 | ]
0 100 200 300 400 500 Units

Figure 7.3

Example 7.4

Assume the same facts as in Ex.7.3, but that the firm assumes a LIFO flow of
costs.

Profit and loss account for the Year Ended 31 December 19X0

£ £
Sales Revenue 80000
Less: Cost of Goods Sold
200 @ £140 28000
200 @ £120 24000 48000
Gross Profit 28000

The stock valuation at 31 December 19X0 will be £10 000 (100 units at £100).
Average Cost

A compromise between LIFO and FIFO is the average cost basis. The cost of
goods sold and the year end stock are calculated at the average cost during the
accounting period. The average cost is found by adding the cost of a purchase
to the existing stock and dividing by the number of units involved.
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Example 7.5
Assume the same facts as in Ex.7.3, but that the firm uses average cost for its

calculations.

Profit and loss account for the Year Ended 31 December 19X0

£
Sales Revenue 80000
Less: Cost of Goods Sold
400 @ £124 49600
Gross Profit 30400

The stock valuation at 31 December 19X0 will be £12 400 (100 units at £124).
The average cost per unit is £124.00:

Total Cost _ 10000 + 24000 + 28000 _ 62000 _ . .
> No. of Units 100 + 200 + 200 500 ’

i.

Implications of LIFO, FIFO and Average Cost Bases

A different measure of profit was produced with the same information using
each of these bases. In addition, they each produced a different valuation for
closing stock:

FIFO LIFO  Average

£ £ £
Profit in 19X0 32000 28000 30400
Stock Valuation @ 31/12/X0 14000 10000 12400

The cost of materials was rising in 19X0, and thus FIFO gives a higher profit
than LIFO, with the average basis figure being in between them. The LIFO
profit would have been greater than FIFO if costs had gone down in 19X0.

If the concept of matching were applied literally, then none of the above
bases would be acceptable because they all ignore the physical flow of goods.
However, each of the above methods are acceptable if they are deemed to
give a reasonable approximation of the ‘actual cost’. Whatever basis a firm
chooses, they should apply it consistently each year.

Comparison of These Valuation Bases

The stock valuation which appears in a firm’s financial statements is the result
of combining physical and financial data relating to that stock. When a firm
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chooses a basis for applying financial values to its physical stock it should be
aware of the implications of that choice.

The LIFO method calculates the cost of sales by assuming that the most
recent purchases are used first. This may provide a better surrogate for
replacement cost than the use of FIFO or average cost, because the cost of
sales figure is more up to date. The profit of any selling transaction can be
divided into two parts:

(a) Selling price less current replacement cost;
(b) Current replacement cost less original cost (also known as a
holding gain).

Conventional historic cost profit is measured by using selling price less
original cost, and during a period of unchanging prices LIFO, FIFO and
average cost would produce the same profit number. However, in recent
years many prices have tended to rise and because the firm usually has to
replace its stock it may be considered that (a) above is a better measure of
profit. LIFO is a better approximation to (a) than FIFO although FIFO and
average cost are more commonly used in the UK. The use of replacement cost
(or a good approximation) for cost of sales ensures that an organisation will
retain sufficient resources to be able to replace the same quantity of stock over
time; the effect of non-use of replacement costs in times of rising prices is
considered in Sect. 7.6.

7.6 Cost of sales measurement and capital maintenance

The measurement of the cost of sales is necessary to enable a gross profit to be
calculated in the profit and loss account, by deducting the cost of sales from
the sales revenue. This deduction, as well as calculating gross profit, restricts
the amount of resources (which have been generated by sales) available as
profit for distribution to the owners. In so doing the cost of sales deduction
creates a reservoir of resources which can be used to replace the products
sold. Ex.7.6 provides an illustration of this, and of the problems of using
historical instead of replacement cost.

Example 7.6
Powerless Plc starts business on 1 January 19X0 with £100 000 in cash. The
company’s transactions (all in cash) are as follows:

Cost  Sales
£ £
1 Jan. X0 100 units purchased at £100 10000
31 Mar. X0 100 units purchased at £100 10000
30 Jun. X0 200 units purchased at £400 80000

31 Dec. X0 400 units sold at £600 240000
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The profit and loss account based on historical cost principles and a FIFO
assumption will be:

Profit and Loss Account for the Year Ended 31 December 19X0

£ £
Sales Revenue 240000
Less: Cost of sales 100000
Profit 140000
Dividend 140000

Retained profit -

All profits are assumed to be distributed and at 1 Jan 19X1 there is again
£100 000 in cash available, to buy more stock for 19X1.
Transactions during 19X1 are as follows:

Cost Sales
£ £
1 Jan. X0 100 units at £400 40000
31 Mar. X0 100 units at £400 40000
30 Jun. X0 50 units at £400 20000
31 Dec. X0 250 units at £600 150000

Profit and loss account for the Year Ended 31 December 19X1

£ £
Sales Revenue 150000
Less: Cost of sales 100000

Profit £ 50000

When the profit for 19X0 of £140 000 is distributed as dividend the £100 000
available to buy units of stock for use in 19X1 will purchase only 250 units at
the replacement cost of £400. The size of the business operations has thus
decreased and this is reflected in the reduced profit in 19X1.

The original financial sum of £100 000 provided by shareholders is not
sufficient to maintain the operating capacity? of the organisation in times of
rising prices. It becomes necessary either to make an additional adjustment to
costs to reflect the increase® and therefore reduce distributable profits or
ensure that only a proportion of the apparently distributable profits are
actually distributed to shareholders.
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7.7 Summary

Chapter 7 has been concerned with accounting for stock and its inclusion in
the profit and loss account as cost of sales. The distinction between physical
quantities, physical records and financial records was explained together with
the related issue of the adoption of the alternative approaches of periodic and
perpetual stock valuation systems. The problem of matching stock costs with
appropriate revenues when costs fluctuate was considered with a discussion of
FIFO, LIFO and average cost systems. The issue of matching and capital
maintenance when prices are fluctuating was also introduced.

Notes and References

1. SSAP 9 ‘Stocks and Long-Term Contracts’.

2. In this example capital maintenance has been explained in terms of
operating capacity. For a further discussion of the meaning of capital
maintenance see section 14.2.

3. As we saw in section 7.5 this can be partially achieved by the use of
LIFO.

Questions and Problems

7.1 What do you understand by the following terminology?

Stock Raw materials
Finished goods FIFO

Specific cost Net realisable value
Average cost Obsolescence

Cost of sales Capital maintenance
Work in progress Periodic cost system
LIFO Perpetual cost system

Replacement cost

7.2 Provide examples of organisations which might use
(a) the continuous or perpetual method of recording stock;
(b) the periodic system.

7.3 Why is it often difficult to value work in progress?

7.4 What constitutes the ‘original cost’ of stock?

7.5 A company starts year 19X0 with stock valued at £12 000. During
the year it makes two purchases, one costing £30 000 and the other
£34 000. It makes two sales, one for £40 000 and one for £75 000. At
the end of 19X0 closing stock is valued at £7200.
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Required: Show the journal entries and ledger accounts to record
this information, using:

(a) a periodic stock system;

(b) a perpetual system, where the cost of the two sales has been
identified as £22 000 and £46 000.

A firm commences business on 1 January 19X0. It buys and sells

silver pots. The following information is available about its pur-
chases and sales in 19X0:

Purchases  Sales

£ £
1/1/X0 100 units at £30.00 3000
1/2/X0 200 units at £35.00 7000
1/6/X0 200 units at £100.00 20000
8/6/X0 300 units at £40.00 12000
30/9/X0 200 units at £105.00 21000

The only other costs incurred by the firm in 19X0 are £5000 of
administrative non-product costs.

Calculate alternative measures of profit for 19X0. Choose the one
you think gives the best measure and justify your choice

J. Dune started in business on 1 January 19X5 with capital of £1000.
He bought and sold a single product and by the end of 19XS his
transactions in this product were as follows:

Purchases Sales

Units Unit Units Unit

Price Price
£ £
January 50 6 20 8
March 40 7 20 8
May - 30 9
August 30 8 40 10
October 40 9 20 10
December 20 10 10 11

180 140

Assume that Dune uses a perpetual recording system, and that
purchases are made at the beginning of the month and sales at the
end of the month.

Required:

(1) Calculate J. Dune’s gross profit for the year, assuming that:

(a) stock is valued on a LIFO basis;
(b) stock is valued on a FIFO basis.

(2) Assuming that all transactions are made for cash and that there
are no other transactions for the year, prepare balance sheets as
at 31 December 19X5, assuming that:
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(a) stock is valued on a LIFO basis;
(b) stock is valued on a FIFO basis.

(3) Comment on the results shown in (1) and (2) above.
(4) What difference would it make to the calculations in (1) if
J. Dune had used a periodic recording system?

John and Bill Briggs were each left £12 000 in the will of their aunt.
They each set up in business on 1 April 19X6, John trading in
widgets and Bill in sprockets.
The following were their transactions during the year ended
31 March 19X7 (all transactions were for cash):

John Briggs £
Purchases 1 Apr. 500 widgets at 8.00 each
14 Jul. 200 widgets at 10.00 each
31 Dec. 400 widgets at 15.00 each
Sales 1 Mar. 600 widgets at 18.00 each
Bill Briggs £
Purchases 3 May 400 sprockets at ~ 11.00 each

2 Aug. 400 sprockets at  10.00 each
30 Nov. 400 sprockets at 9.00 each
Sales 28 Feb. 1000 sprockets at  12.00 each

Reguired:

(i) At the end of the first year both John and Bill wish to withdraw
all their profits. How much would each withdraw:

(a) Calculating profit on FIFO basis?
(b) Calculating profit on LIFO basis?

(ii) Comment on the relative profit figures.

(iii) After withdrawing the profits in cash, what ability has each of
them to replenish his stock of goods? What assumption do you
need to make in answering this question?

A boutique stocks leather coats, which it sells at £60 each. In a

month when there was no opening balance, the records show the
following:

Leather Coats

May 1 Purchases 50 coats at £30 per coat
6 Sales 40 coats
8 Purchases 40 coats at £35 per coat
13 Sales 20 coats
15 Purchases 70 coats at £42 per coat
20 Sales 80 coats
22 Purchases 60 coats at £28 per coat
27 Sales 70 coats
29 Purchases 30 coats at £32 per coat

The boutique owner has heard that there are different methods of
pricing stock, and has asked you to write up his records on a
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perpetual basis for the above items using the following three
methods as alternatives: (1) FIFO; (2) LIFO; (3) Weighted average.

Required:

(i) Relevant stores records for each method.
(ii) Calculate the gross profit under each of the three alternatives.
(iii) Comment on the advantage and disadvantages of each of the
above methods.

The Acme Co. has four different product lines A, B, C, and D. The
following information is provided for the most recent year:

A B C D

£ £ £ £
Stock at start of year 2000 4000 3000 8000
Purchases 45000 50000 28000 36000
Stock at end of year (cost) 3200 6400 3300 7400

Estimated net realisable value 3500 5800 2900 7600
of stock held at the end
of the year

Required:

(i) Calculate the cost of goods sold figure for the company for the
year in question. Explain your calculations.
(ii) Explain the principles underlying the calculations in (i).

The San Ramon Company buys and sells a single product. Its stock
on 1 January 19X8 consists of 100 units at £6 each. The company’s
transactions during 19X8 are:

Purchases Sales

Units  Price Units  Price
Jan. 10 150 £7
Feb. 5 70 £10
Mar. 15 100 £8
May 6 120 £10
Jul. 20 60 £9
Aug. 25 50 £12
Oct. 9 40 £9
Nov. 12 110 £12
Dec. 14 80 £10

Required:

(i) Assuming the company uses a perpetual recording system,
calculate the gross profit for 19X8 based on:

(a) A FIFO basis.
(b) A LIFO basis.

(ii) Explain the problems of accounting for cost of sales and stock in
times of changing prices, including an analysis of the usefulness
of FIFO and LIFO in these circumstances.

The stock records for the Carter and Gurney partnership reveal the
following information for the year ending 30 April 19X8:
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Purchases Cost
(Quantity) per unit
£
May 200 12
August 200 13
November 300 16
February 350 20

Sales for the year were 800 units at £25 each. Total expenses for the
year were £4000 and there was no opening stock. Mr Carter has
calculated profits for the year at £4200 but his partner Mr Gurney
disagrees, and calculates profits as £2250.

To resolve the difference, they consult a firm of accountants, who
advise them that the profit for the year is £3200.

Required:

(i) Explain the reasons for the difference in the three computations
of profit, and show how each figure has been calculated.

(i) ‘In the long run, different computations such as those in part (i)
will have no lasting effect on the firms’ overall profit.’
Comment on this statement.

Explain what you understand by the idea of ‘capital maintenance’ in
the context of measuring a firm’s profit.
A firm starts its operation by purchasing a fixed asset for £6000. The
asset is expected to last for three years and have no residual value. In
each of the three years the firm earns a net cash flow (i.e., sales less
expenses other than depreciation) of £3500. The firm has a policy of
distributing all available profits as dividends. The firm intends to
continue in business after three years by replacing the asset.
Assume the firm has no other transactions apart from those
mentioned above.

Required:

(i) What would be the firm’s balance sheet at the end of three
years:

(a) If depreciation was charged each year on a straight-line basis?

(b) If no depreciation was charged?

(if) Comment on the relative position in (a) and (b).

(iii) Comment on the firm’s position if the asset to be bought to
replace the original asset at the end of three years is expected to
cost £7500. Should the firm adopt any particular policy in
respect of its accounting during the first three years to meet this
situation.

During 19X4 a firm purchases 1000 units of a product at £20 per unit.

It sells all the units at £30 each. For the purposes of this exercise

assume there are no other expenses. The firm wishes to pay a

maximum dividend of all available profits.

Required:

(i) What profit has the firm made?
(i) Explain the cost of sales figures in relation to the idea of capital
maintenance.
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(iii) Assume that the cost of the product has risen at the end of the
year to £25. Should this effect the accounting measurements for
19X4?

7.14 A friend of yours runs a part-time business, spending one day a week
in it. She has drawn up a draft trial balance at 31 December 19X2,
covering the second year of trading. The trial balance is as follows:

£ £
Sales 6100
Purchases 3100
Expenses 1700
Equipment — Cost 3400
— Depreciation 340
Stock 1 Jan. 19X2 1100
Debtors 900
Bank 200
Creditors 1560
Capital 2000
10200 10200

On enquiry, you discover the following additional facts. You may
assume that they are the only facts relevant to the situation.

1. Stock was counted on 31 December 19X2. At cost prices, the total
amounted to £1240.

2. The stock is in good condition except for two items: one cost £200
and is worthless because of a burst water pipe; the other which cost
£100 is less severely damaged and will be sold for £115 — less than
one-third the normal profit margin.

3. An invoice for purchases arrived on 3 January 19X3 - it had been
delayed in the Christmas post. The amount of the invoice is £500. It
is not included in the trial balance although the stock arrived before
Christmas.

4. A piece of equipment which cost £140 on the very first day of trading
(i.e., 1 January 19X1) was sold on credit for £30 during 19X2. No
entries have been made in the ledger.

5. No depreciation has been charged for the year. Depreciation policy
is to write 10% off the cost of each asset each year (except in the year
of disposal of an asset).

Required: Prepare a profit and loss account for the year ended 31
December 19X2, and a balance sheet on that date.

7.15
(1) Recaiculate the data in example 7.6 using a LIFO assumption of
stock valuation.
(2) Compare your LIFO solution with the FIFO figures in example 7.6.
(3) Discuss the meaning of capital maintenance in the context of account-
ing for stock. Suggest other aspects of accounting for companies where
the idea of capital maintenance might be relevant.



8

Costing Methods

8.1 Introduction

In Chapter 7 some of the problems associated with valuing a firm’s resources
used during an accounting period, or held at the end of the period, were
introduced. The discussion concentrated mainly on the alternative bases
which can be used in the valuation of identical goods which are purchased at
different prices. The main difference between the bases — such as FIFO, LIFO
and average cost - related to the time period in which a specific purchase cost
is expensed as cost of sales. The assumption was made that no processes were
involved in holding and/or preparing the goods for sale —i.e., we were using
the retail industry as a basis for our discussion. In Chapter 8 we drop that
assumption and extend the discussion to cover the additional measurement
problems which arise in organisations which incur a range of different costs in
making goods ready for sale - e.g., manufacturing organisations which have
to value the full range of stock introduced in Chapter 7 (i.e., raw material,
work in progress and finished goods).

The valuation objective is the same irrespective of the organisation — that of
matching the cost of resource used in producing sales revenue. This involves
identifying the relevant costs associated with the manufacture of goods across
the different stages of production, and then assigning these to provide a
valuation for stock in its varying stages. Figure 8.1, illustrates a typical flow of
resources in an organisation. Within each category, there may be several
different items, with varying costs.

The production process referred to in Figure 8.1, may be complex and thus
requires carefully designed accounting systems to record its activity and
provide accounting information which can be used to measure the efficiency
of the operation, as well as to provide information to measure cost of sales
and profit. In order to meet these requirements, costing systems have been
developed for identifying and classifying the information into useful categor-
ies. The classification systems selected, and the number of different categories
used, will be a function of the specific organisation and the nature of its
activities, as well as the potential use to which that information will be put.

Before we consider (in Sect. 8.3) costing systems which might be used to
ascertain a firm’s cost of production, we will consider an example of a
complex costing problem which illustrates some of the difficulties that may

138
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Figure 8.1

arise. An oil company may wish to know the cost of producing North Sea oil;
this information may be used for valuing unsold oil, for determining a selling
price, or to see whether it costs more or less than oil from another field.
Examples of some of the possible costs to be considered are:

Wages of oil rig operators

Maintenance of oil rigs

Cost of raising finance (including interest)
Exploration licences

Research into better exploration methods
Office administration

Exploration of non-productive wells
Pipelines and refining

This list of possible costs should make it clear that the calculation of, for
example, a cost per barrel of oil or cost per oil well, is likely to be very difficult
to ascertain, yet the oil company will have to find some way of putting all the
relevant cost information together in an organised and consistent fashion in
order to determine, for example (a) the cost of production, (b) an appropriate
selling price for oil, and (c) profitability of a particular oil well. The discussion
of cost classifications and cost systems that follows is designed to help in the
analysis of this and other problems while at the same time introducing some
of the technical terminology which is associated with costing.

8.2 Cost classification

Cost data is collected by organisations through accounting systems. The
collection process will be organised in a way which will produce information
useful for decision-making within that particular organisation. The infor-
mation collected has a number of possible applications, as we saw in the
example of the oil well in Sect. 8.1. Increases in a firm’s costs reduces its level
of profits, thus making cost control an essential part of management’s task,
and the collection of cost information is the first step in this process. We have
indicated already that the potentially large number of costs which organis-
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ations incur will render cost information useless unless it is organised in a
meaningful way; this is achieved by grouping and classifying costs together
within a formal costing system which has clear objectives. In this section we
will consider direct and indirect costs, fixed and variable costs, product and
period costs, and will include in the latter the principles of absorption and
variable costing.

Direct and Indirect Costs

Costs which can be identified with a unit of a firm’s activities are termed
‘direct’; all others are termed ‘indirect’ costs. This latter group of indirect
costs are also termed ‘overheads’. All expenses incurred by a business are
costs, and when related to the firm as a whole they are all direct; however,
when a firm is divided up into subdivisions (e.g., the individual stores of
Marks and Spencer Plc, the departments within a store, or a product line
within a department) some costs which are direct at the level of the depart-
ment will be indirect at the level of the individual product line. To be
meaningful, the use of the term ‘direct’ or ‘indirect’ in association with a cost
should be qualified by the existence of some relationship to the subdivision (or
unit) of the firm’s activity with which the costs are to be identified.

The label of ‘direct’ or ‘indirect’ is often arbitrary, because there are many
costs which can be identified with a unit of activity but doing so would be
inconvenient or costly. An illustration of a classification of costs into ‘direct’
and ‘indirect’ is shown below, using wage costs as an example. A similar
analysis could be applied to any other costs arising in the firm.

Subdivisions Direct Wages Indirect Wages
of Firm
Firm Central administrators None

Factory supervisors
Production department

SUpervisors
Production operatives
Factory Factory supervisors Central administrators
Production department
supervisors
Production operatives
Production Production department  Central administrators
Department supervisors Factory supervisors
Production operatives
Individual units Production operatives Central administrators
of production Factory supervisors

Production department
supervisors
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A manufacturing organisation will generally incur a wide range of different
costs in the process of producing its output. It will have to select a number of
departments, subdepartments or units of output around which costs can be
collected. These costing subdivisions are often termed ‘cost centres’, and the
actual organisation and selection of appropriate costs centres will be a
function of the use to which the relevant information collected at these points
will be put. Information about costs has a potential use in a wide variety of
different decision-making situations; as well as providing information for
stock valuation, cost data may also be used in pricing. The collection of
information about costs can also form part of a formal planning and control
system in which an acceptable level of costs for a given period, product or
process is determined (planned). Actual costs are then collected and com-
pared with expectations (controlled). If control is to be successful, individual
costs should be collected at cost centres for which individual managers have
responsibility: a common saying is that you cannot achieve control without
first identifying responsibility; it follows that managers can exert control only
over costs for which they are responsible. In relation to a particular cost
centre it will generally be possible to exert control over its direct costs, but not
over its indirect costs. This is one of the major reasons for the use of such a
classification in costing systems. The size and location of a cost centre will
therefore be a function of management’s need to reflect its cost system’s
objectives.

Fixed and Variable Costs

The distinction between fixed and variable costs relates to the change in total
costs which arises as a result of changes in the level of activity — e.g., units
produced. When a cost changes directly in relation to changes in the level of
activity it is termed a variable cost, while a cost which is unchanged is termed
a fixed cost. Making assumptions about how costs vary over a particular
relevant range of activity — e.g., the range between 1000 and 2000 units of
production — will often simplify the decision-making process. If the relevant
range defined is large enough, most costs will vary, but within a restricted
range some costs will vary whilst others remain fixed. For most firms, the rate
of change of variable costs will not be constant over a wide range of activity;
in practice, however, the rate of change is often assumed to be constant because
this facilitates the costing of production. Unit costs are usually calculated by
assuming that the unit variable costs are the same over all levels of activity,
and the cost of alternative levels of production can thus be predicted.

As with direct and indirect costs, the distinction between ‘fixed’ and
‘variable’ is often arbitrary and if, for example, the variation of change over a
range of activity is sufficiently small the cost may be assumed to be fixed. In
Figure 8.2, which illustrates this pragmatic approach, two wages costs (X and
Y) are ascertained for each level of activity and plotted on a graph as a series
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£ Costs A
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0 A B
Level of activity

Figure 8.2

of dots. The series is then joined by the best fitting line. The costs (X) would
be assumed to be variable within the range considered (from output of A units
to output of B units) — i.e., the relevant range. The cost (Y) would be
assumed to be fixed.

There may be costs that do not fall easily into either classification, and
these are often termed ‘semi-variable’ — electricity costs are an example. In
this case some element of the cost is fixed and some variable. Figure 8.3
illustrates the fixed, variable and semi-variable classifications:

Costs

£ A 1\

S

| 1 » I 1 » { 1 K.
A B A B A B
Activity Activity Activity
FIXED SEMI-VARIABLE VARIABLE
Figure 8.3

All three groups show the cost in relation to a particular range (A to B) of
activity of the firm, and the assumptions about classifications are made within
that range; they may not hold outside this particular (relevant) range, but
may change as the level of output changes. During the course of this chapter
some costs will be described in accordance with common practice as variable
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overheads. It may seem incorrect to classify overhead costs (i.e., indirect
costs) as ‘variable’ because variable costs will normally be traceable to the
unit of production and therefore be direct. However, some variable costs may
be classified as indirect (e.g., electricity in a machine shop). They could be
traced to the product because they are variable, but the identification with the
units of production may take too much time and effort.

Product and Period Costs

Those items of expenditure defined as part of the cost of a unit of production
are termed ‘product costs’. These costs are classified as expenses in the
accounting period in which the relevant product is sold. All other costs are
treated as period costs, and are usually classified as expenses in the accounting
period in which they are incurred.

The cost of production can be defined as that expenditure which has been
incurred in producing the product or service. Most of the items of expenditure
incurred by a firm could come within this definition, with the exception of
costs incurred after production, such as salesmen’s salaries. However, in
practice not all items of expenditure are treated as costs of production.

Figure 8.4 illustrates the flow of costs throdgh a firm, and the different
treatment of product and period costs. It shows the payments and accruals
(i.e., costs of a firm) being treated in one of the three ways. First as a period
cost (A) (e.g., office salaries, when they are treated as an expense immedi-
ately). Secondly, as a cost of fixed asset (e.g., machinery, from which the
related depreciation could be either a period expense (B') or a product cost
(B?). Thirdly, as a product cost (C) (e.g., raw materials, flowing through work
in progress and finished goods, being treated as an expense (cost of goods
sold) when sold). The product costs that relate to unsold production will
represent the value of the stock of the firm.

COSTS i.e. ASSETS EXPENSES
A - Period costs
A
PATMENTS _ FIXED | B’
= ASSET
ACCRUALS SSETS
c y B°

——————— Product costs

Work in progress

Costs of

- ——
Finished goods goods sold

Figure 8.4
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Absorption Costing and Variable Costing

The definition of what constitutes a ‘product cost’ as opposed to a ‘period
cost’ is not in practice precise, and will vary from firm to firm and from
industry to industry. However, there are two approaches, known as absorp-
tion costing and variable costing, which can be identified, and these are
explained below. For internal reporting purposes a firm can choose the
method which it considers provides it with the best information; however for
external reporting they are required by the relevant accounting standard
(SSAP 9) to use absorption costing.

Where a firm calculates its product costs using variable (or direct) costing
only the variable production costs are classified as product costs. Where all
the variable production costs and the fixed production costs are classified as
product costs this is known as absorption costing. Figure 8.5, illustrates the
distinction between the two methods.

Absorption Variable
Costs costing costing
Direct materials (variable)
Direct labour (variable) Product Product

Variable indirect production costs

Fixed indirect production costs Period
leqd 1nd}re(;t admml.stratlve costs Period Period
Variable indirect selling costs

Figure 8.5

The effect of the two types of costing on profit measurement and valuation
is illustrated in Ex.8.1

Example 8.1
The Fifty Co. Ltd has the following balances extracted from its trial balance at
31 December 19X0:

Extract From Trial Balance at 31 December 19X0

£ £

Sales revenue 50000
Raw materials, 1 January 19X0 5000

Raw materials, purchases 10000

Work in progress, 1 January 19X0 -

Finished goods, 1 January 19X0 -

Direct labour 15000

Power 4000

Depreciation of machinery 6000

Factory rent and rates, etc. 8000

Supervision of production 1000
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£ £
General administration expenses 2000
Selling expenses 9000

During 19X0 two-thirds of the completed production was sold. The stock
details at 31 December 19X0 were:

Raw materials, £7000
Work in progress (this has been assumed to be nil for simplicity)
Finished goods (1/3 of goods completed in year remain unsold)

To calculate the profit or loss from the relevant trial balance information we
need to prepare

(a) a statement of the cost of completed production (sometimes
termed a ‘manufacturing account’);

(b) a profit and loss account

(a) Cost of Completed Production, Year Ended 31 December 19X0

Variable Absorption
£ £ £ £
Raw Materials at 1.1.19X0 5000 5000
Purchases 10000 10000
15000 15000
Less: Raw Materials
at 31.12.19X0 7000 7000
Cost of Raw Material Used 8000 8000
Direct Labour 15000 15000
Power 4000 4000
Depreciation of Machinery - 6000
Factory Rent and Rates, etc. - 8000
Supervision of Production - 1000 15000
27000 42000
Add: Work in Progress 1.1.X0 - -
27000 42000

Less: Work in Progress 31.12.X0 - -

£27000 £42000
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(b) Profit and loss account for the Year Ended 31 December 19X0

Variable Absorption
£ £ £ £
Sales revenue 50000 50000
Less: Cost of Sales:
Finished Goods 1.1.19X0 - -
Cost of Completed Production 27000 42000
27000 42000
Finished Goods 31.12.19X0 9000 14000
(1/3 of production)
18000 28000
Gross Profit 32000 22000
Less: Other Expenses
Depreciation of Machinery 6000 -
Factory Rent, Rates, etc. 8000 -
Supervision of Production 1000 15000 -
General Administration expense 2000 2000
Selling Expenses 9000 9000
Net Profit 6000 11000
Stock Valuation at
31 December 19X0
Raw Materials 7000 7000
Work in Progress - -
Finished Goods 9000 14000
£16000 £21000

The difference in profit of £5000 under the two systems is created by one-third of
the fixed costs of £15 000 being included in the balance sheet as stock using
absorption costing, but as a period expense using variable costing. In this example
we have assumed that depreciation, rent, and supervision are fixed costs.

For internal production planning purposes the gross profit using variable
costing might be considered to give more useful information because it will
vary in direct proportion to alternative levels of sales. Gross profit using
absorption costing will not vary directly with changes in the level of sales
because of the inclusion of fixed costs in the calculation of cost of sales.
However, where product costs are being used as a basis for pricing decisions
the absorption cost figures may be a better approximation of the production
costs which have to be recovered from the customer. This will be especially
true in a firm which employs expensive machinery to produce its products and
where the main product cost may be the fixed cost of depreciation.
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8.3 Cost systems

In Chapter 4 we saw that financial information emerged from an information
system which was designed for the preparation of financial statements. It had
three components: data collection, data processing and data communication.
We have been discussing so far in Chapter 8 the collection of financial
information relating to costs for use in management decision-making and for
control purposes. It is possible for data to be collected separately for financial
and costing purposes, but in practice most firms use one system to provide
both types of information. Costs will initially be collected in order that
management are provided with timely information for control purposes, and
then reclassified to produce costing information. In the case of direct product
costs the firm will normally deal with them initially by allocating them to the
product; this gives information for costing and control purposes and thus no
reclassification is necessary. The actual information system through which the
costs flow will be designed so that indirect costs of the products are initially
identified and collected at points where individual managers can be given
responsibility for them. As a consequence, a cost centre may be very large (e.g.,
a whole factory), or very small, (e.g., the maintenance team for a factory). Cost
information is also used in determining the selling price or products, and for this
purpose an absorption costing system (full cost) is normally used.

Figure 8.6 gives an illustration of a typical flow of cost components. In
costing the product, the indirect costs (i.e., overheads) collected at the
different cost centres are absorbed to the product. Some cost centres are not
directly related to the production of a product (e.g., a factory canteen) and
these are known as ‘service cost centres’; costs collected at these service cost
centres will be apportioned out between cost centres which are directly
involved in production. The apportionment will be made on some suitable
basis (i.e., with a canteen it could be done on the basis of the number of
employees using the canteen from each of the other cost centres).
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.~ | costcentre
rd
< 7 \
A S—— S =
B d H AN
; 2
- ';;Ir%'dri?( ~ Production Production
= et cost centre cost centre
Total T T
product ! t Absorption | '
costs - Py - I
Direct | | Total
-1 product | 1 product
cost l Absorption | costs
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Figure 8.6
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Figure 8.6 shows the direct costs allocated to the product, while overheads
are allocated first to cost centres and then identified with the product. The
dashed lines show, first, the process of apportioning overheads among cost
centres on some suitable base, secondly the reapportionment of the service
cost centre to production cost centres, and thirdly the absorption of costs to
the product. From the production cost centres the costs are absorbed to the
products (P, and P,) flowing through the production process; indirect costs
are those which cannot be directly identified with the unit of production. The
process of absorption uses some relatively arbitrary assumptions about the
indirect costs’ association with the production of a particular unit; a common
assumption is to identify the level of indirect costs with the level of production
activity. This can be done using a number of bases:

Direct labour hours
Machine hours

Units of production
Direct labour costs
Cost of material used

At the beginning of an accounting period the indirect product costs (or
overheads) and level of production activity will be estimated (i.e. budgeted).
From this an overhead absorption rate can be calculated:

Estimated Overhead Cost
Estimated level of production activity

Rate =

During the year the overhead costs will be absorbed to the product by
measuring the level of activity for each product (e.g., direct labour hours,
machine hours, etc. per product) and multiplying by the overhead rate. At
the end of the year it is likely that there will be an under- or over-absorbed
overhead cost because the rate is based on estimates; the under- or over-
absorbed indirect cost can be treated as a period cost if not material or, it is if
material, all the products can be recosted based on the actual production data.
The choice of the level of production activity can be determined by looking
at the production process and finding what contributes the largest element in
the overhead cost — e.g., the indirect costs of a department with mainly
machinery costs could be absorbed on the basis of machine hours.

Example 8.2

A component manufacturer wishes to calculate its product costs. It makes two
products (components I and 2) both of which use the paint-spraying depart-
ment (cost centre A) and the assembly department (cost centre B). The
manufacturer wishes to calculate its product costs from the data below:
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(1) Unit Cost and Hours

Component 1  Component 2

Direct cost per unit of product £ £
Material 40.00 30.00
Labour (£10 per hour)

cost centre A 40.00 10.00
cost centre B 50.00 5.00
£130.00 £45.00
Hours Hours
Machine Hours — cost centre A 1 5
— cost centre B 2 3
Labour Hours — cost centre A 4 1
— cost centre B 5 0.5

(2) Fixed Overhead Cost and Hours
Cost Centre A Cost Centre B

Fixed Overheads £ £

Depreciation 80000 10000

Indirect Labour 20000 70000
£100000 £80000

Note: The paint-spraying department (A) uses automatic machinery,
which it estimates will be in operation for 10 000 labour hours,
with little labour input, while in the assembly department (B) the
work is mainly done by hand (16 000 labour hours). Hence ma-
chine hours are used for (4) and labour hours for (B).

Basis of Absorption: Machine Hours ~ Labour Hours
Total Hours of:
Machines 10000
Labour 16000

(3) Fixed Overhead Rates Calculation
The overhead rates can be calculated as follows:

Cost Centre A Cost Centre B
Fixed Overhead  £100000 £80000
Rate —————— = £10.00 per = £5.00 per
10000 machine 16000 labour

hour hour
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(4) Product Cost Calculated Per Unit

The total product cost per unit can be calculated by combining the infor-
mation in (1) and (3) as follows: '

Component 1  Component 2

£ £
Direct Material 40.00 30.00
Direct Labour - cost centre A 40.00 10.00
— cost centre B 50.00 5.00
Fixed Overhead — A (machine hours X £10) 10.00 50.00
— B (labour hours X £5) 25.00 2.50
Total Product Cost £165.00 £97.50

Component 1 uses less of cost centre A’s machines than component 2 and
therefore absorbs less fixed overhead costs from cost centre A than compo-
nent 2. In cost centre B component I requires more labour and therefore it
absorbs more fixed overhead costs here than component 2.

Levels of production can vary from period to period while indirect product
costs may remain constant. This will lead to different absorption rates for
different periods and may produce different selling prices. To avoid this, a
firm may use the same normal level of activity in each period to calculate the
rate. The level selected will be based on an estimate of normal production,
such as what happened in the past or on expectations for the future. The basis
will usually remain static over a number of years once the assumption has
been made.

In Ex.8.2 the indirect costs absorbed were all associated with the pro-
duction of the two components. There may be additional costs which need to
be considered before a selling price can be determined — for instance, it may
be necessary to allocate the costs from service cost centres and additionally
some firms may choose to allocate the overhead costs associated with ad-
ministration, selling and distribution costs to the product cost, thus arriving at
a full unit cost of sales.

8.4 Summary

Our initial concern in Chapter 8 was with the valuation of the resources used
by a firm in its operations, together with valuing the units of production
remaining unsold at the end of an accounting period, in order that profit
measurement could take place. Cost data is also used in pricing decisions and
can form part of a formal planning and control system. We have identified a
variety of different ways in which an organisation might collect and allocate
costs, which can result in different measures of profit. For this reason, it is
essential for a firm to select an appropriate costing system, and then use it
consistently.
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Questions and Problems

8.1 What do you understand by the following terminology?

Costing systems Absorption costing
Direct and indirect costs Overheads

Fixed and variable costs Cost control

Product and period costs Allocation of costs
Variable costing Apportionment of costs
Direct costing Absorption of costs

Overhead absorption rate

8.2 Discuss the relevant issues in determining the cost of the following
products:

(a) a dress included in a retailer’s stock;

(b) the same dress when it was in the manufacturer’s stock;
(c) a barrel of crude oil;

(d) a barrel of refined aviation fuel;

(e) a motor vehicle.

8.3 Discuss the relationship between ‘control’ and responsibility in
accounting for costs.
8.4 What is the difference, if any, between:

(a) direct and variable costs;
(b) fixed and indirect costs.

8.5 What is the significance of the distinction between ‘product’ and
‘period’ costs’.

8.6 Explain the differences between ‘absorption costing’ and ‘variable
costing’.

8.7 Describe the process of allocation, apportionment and absorption of
costs, explaining the difference between each of the three methods.

8.8 Design a product costing system similar to that in Figure 8.6 for:

(a) a car manufacturer;
(b) a chemical refinery;
(¢) a manufacturer of china, crockery and vases.

8.9 Describe the process of overhead absorption. What objectives is it
trying to achieve? What are the main problems in achieving such
objectives?

8.10 The following is a summary of the trading results of the Acme Razor
Co. for the year ended 31 May 19X1, during which 8000 electric
shavers were sold:

£ £
Sales 64000
Costs:

Material 24000
Labour: Direct 10000
Indirect 4000
Other Costs 12000

50000

Profit £14000
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Required: Prepare a summary of the expected results for the fol-
lowing year, taking into consideration the matters listed
below:

(a) the selling price of the shaver is to be reduced by 50p;

(b) sales volume is expected to increase by 40%;

(c) owing to larger quantities of material being purchased, suppliers
have agreed to grant a discount of 5% on all purchases;

(d) operatives whose wages are classified as ‘direct’ are to be paid an
incentive bonus of 2Y2% in order to stimulate production; in-
direct labour is not expected to increase during the forthcoming
year.

(e) ‘other costs’ vary directly with production except to the extent of
£2000 which is considered ‘fixed’, and a further £500 which will
arise in the forthcoming year, due to additional rent payable in
respect of an extension to the factory;

(f) you are to assume there is no stock or work in progress at
31 May 19X1.

The following summarised information was extracted from the re-
cords of the Up and Over Garage Door Co. Ple, for the last two
years:

Sales: £200 per unit, this price remained constant during the two

years.
Number of units sold Year I 8000
11 9000
Production was:
Year I 9000 units
Year II 11000 units
Costs: YEAR I YEAR II
Fixed Factory £ £
overheads 150000 160000
Direct labour cost
per unit 50 60
Variable overheads
per unit 40 40
Direct materials
per unit 30 40
Administration and other
non-production period costs 150000 180000

Other Information
There was no opening stock at the commencement of Year I.

Required:

(a) Management is interested in comparing the profits using (1)
variable costing principles and (2) absorption costing principles.
Draw up alternative financial statements, showing the difference
between variable costing and absorption costing for each of the
two years.

(b) Comment on the most important features which distinguish
variable costing from absorption costing.
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8.12
(a) Explain briefly the meaning of:

(i) direct costs and overheads;

153

(ii) the three stages of calculating overheads known as cost allocation,

cost apportionment and overhead

absorption.

(b) The Green Bay Company has three cost centres, machining, as-

sembly, and stores.

Costs incurred during January 19X7 were as follows:

1 Costs already allocated

Total
£
Indirect Materials 2000
Indirect Wages 24000
Power 2000
Maintenance 3000
2 Other costs
Rent 3000
Heating 600
Depreciation (Plant
and Equipment) 10000
Factory Administration 4000

3 General information

Area Occupied (square metre)

Plant and Equipment at Cost
(£000)

Number of Employees

Direct Labour Hours

Number of Stores Requisitions

Machining Assembly  Stores

£ £ £
500 1500 -
8000 12000 4000
1400 600
2000 1000

Machining Assembly Stores

2000 3000 1000
6000 3500 500
800 1150 50
100000 150000 6000
500 1500 -

Required: An analysis of overhead for each cost centre, and a calcu-

lation of an overhead

absorption rate based on direct

labour hours for the machining and assembly cost centres.

8.13
figures for the current year.

Sales

Direct Materials

Direct Labour

Variable Factory Overhead

Fixed Production costs

Selling and Distribution
Variable Costs

Fixed Selling, Distribution
and administration costs

Net Profit

P. C. Gray and Company Ltd has prepared the following budget

Units £ £
10000 @ 20 200000
10000 @ 1 10000
10000 @ 2 20000
10000 @ 1 10000

50000
10000 units at £1 10000
40000

£60000
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An area sales manager has asked the sales director for permission to
sell 5000 additional units for £7 each. The sales director has refused
on the grounds that the price offered is below full cost.

Required: Determine whether the correct decision has been made,
assuming the following conditions.

(a) The normal operating capacity of the firm is 15 000 units and
there are no other opportunities to increase sales above the
budgeted 10 000 units.

(b) The firm is operating at full capacity and the order will need to
be worked on overtime. Production workers are paid time-and-
a-half on overtime and it is estimated the order will add £5500 to
the fixed selling, distribution and administration costs.

Justify your answer in each case, and comment on the basis on which
your decision has been made.

8.14 Roker Plc manufactures three products in two production depart-

ments, a machine shop and a fitting section; it also has two service
departments, a canteen and a machine maintenance section. Shown
below are next year’s budgeted production data and manufacturing
costs for the company.

Product X Y V4
Production 4200 units 6900 units 1700 units
Prime cost:

Direct Materials
Direct Labour —

£11 per unit £14 per unit £17 per unit

Machine Shop
Fitting Section
Machine Hours,
per unit

Budgeted Overheads:

Allocated Overheads
Rent, Rates, Heat
and Light
Depreciation and
Insurance
of Equipment

Additional data:
Gross Book Value of
Equipment

Number of Employees

£6 per unit  £4 per unit  £2 per unit
£12 per unit £3 per unit £21 per unit

6 hr per unit 3 hr per unit 4 hr per unit
Machine Fitting Canteen Machine Total

Shop Section Main-
tenance
Section
£ £ £ £ £
27660 19470 16600 26640 90370
20000
30000

£150000 £60000 £30000 £60000
20 16 4 4

Floor Space Occupied —
square metres 5000 2000 2000 1000

It has been estimated that approximately 70% of the Machine

Maintenance Section’s costs are incurred servicing the Machine

Shop and the remainder incurred servicing the Fitting Section.
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Required:
(i) Calculate the following budgeted overhead absorption rates:
— A machine hour rate for the Machine Shop.

— A rate expressed as a percentage of direct wages for the Fitting
Section.

All workings and assumptions should be clearly shown.

(ii) Using the rates calculated in (i) above, calculate the budgeted
manufacturing cost per unit of Product X.

(ili) Evaluate the usefulness of a unit absorption cost calculation,
such as that in part (ii) above.
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Sales and Purchases, Debtors and
Creditors

9.1 Introduction

Chapter 6 was concerned with accounting for the fixed assets which a firm
needs to carry out its operations. Chapters 7 and 8 were concerned with
various aspects of accounting for stock. The acquisition of a firm’s assets and
stock are necessary to enable the firm to generate sales. The purpose of
Chapter 9 is to explain the accounting issues related to sales, and to deal with
some aspects of accounting for purchases.

The activity of buying and selling requires and generates resources just as
the purchase of a firm’s assets requires resources. The cycle of the application
and generation of these resources is depicted in Figure 9.1.

PN

Credit purchases Credit sales
Cash purchases DEBTORS
{ Working
capital
Cash sales cycle
Payments Receipts

N & Cash
! cycle

SHORT TERM CASH o | SHORT TERM

LOANS o BORROWING

LONG TERM '

FIXED ASSETS FINANCES

Figure 9.1
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9.2 Working capital

Figure 9.1 shows how resources flow in and out of a business. In the final
analysis the success of a business rests on its ability to generate sufficient cash
to finance all its activities, and Figure 9.1 also shows the overall flow of the
cash cycle. Chapter 10 is concerned with the methods adopted by firms to
raise both long term and short term finance for their operations; Chapter 9
deals with the sales and debtors, purchases and creditors which, together with
stock, are the constituent parts of the working capital cycle as shown by
Figure 9.1.

‘Working capital’ is normally defined as current assets less current liab-
ilities. It therefore refers to the short term resources available to the business.
Current assets are typically stock, debtors, short term investment and cash.
Current liabilities are usually amounts owed by the business in respect of
credit purchases or unpaid expenses, taxation or dividends. The significance
of working capital in the efficient operation of a business is discussed further
in Chapters 10, 12 and 13. In the remainder of Chapter 9 we deal with the
accounting procedures necessary to record the cash and credit purchases and
sales depicted in Figure 9.1.

9.3 Accounting for sales and purchases

The accounting procedures for dealing with purchases are in many ways
similar to those for dealing with sales. In the explanations which follow, to
avoid duplication, we have concentrated on the sales transactions and re-
ferred in parenthesis to purchases where appropriate.

From an accounting viewpoint sales (and purchases) can be classified into
cash or credit transactions:

(a) Cash sales occur when goods or services are exchanged for an
immediate payment; many retail transactions take the form of
cash sales ‘over the counter’.

(b) Credit sales occur when ownership of the goods and services
passes from the firm to the customer, but no immediate pay-
ment is made. For the purpose of accounting (as opposed to a
strict legal definition) the timing of the sale is normally depen-
dent on the date of the invoice related to the sale or the date
the goods are physically delivered to the customer.

The different characteristics of cash and credit sales (or purchases) results
in the need for different accounting treatment. In a cash sale, the customer
fulfils his responsibility to the retailer when the payment is made; the seller
does not consequently usually need to keep a record of the customer’s name.
The book-keeping record for a sale of £100 is simply:
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£ £
Dr Cash 100
Cr Sales 100
Or for cash purchases
Dr Purchases 100
Cr Cash 100

In a credit sale, however, the customer has not paid for the goods or services
at the time of the sale; the seller therefore needs to keep a record of the name
of the customer and the details of the sale to show how much is owed to the
seller. A credit sale of £100 will be recorded as:

Dr Customer (by name) £100
Cr Sales £100

Or for a credit purchase

Dr Purchases £100
Cr Supplier (by name) £100

We have seen from earlier chapters that the collective term used for credit
customers who owe money in respect of sales is debtors and for amounts owed
to suppliers for purchases is creditors. It is possible that a firm may have a
large number of credit customers (or suppliers); this requires the use of
additional accounting records, and these are explained further in Sect. 9.4. A
further practical problem which may occur when dealing with credit sales
(and purchases) is that the amounts eventually received from the customer
may be different from the original sales price of the goods or services. This
can be the result of an agreed discount, or the result of unforeseen bad debts.
Discounts are dealt with further in Sect. 9.5 and bad debts in Sect. 9.6.

9.4 Sales and purchases day books, ledgers and control accounts

As in Section 9.3, the explanations in Sect. 9.4 concentrate on the sales
transactions; only where the requirements for purchases differ is a separate
explanation given. The three elements of accounting for credit sales discussed
in this section are:

(1) Sales Day Books
(2) Sales Ledger
(3) Debtors Control Account
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Sales Day Books

We saw in Sect. 4.4 that the first step in the accounting recording process was
to identify transactions and record them in books of prime entry. In the case
of credit sales transactions the source document will be the invoice sent to the
credit customer which confirms the detail of the sale. Sales invoices are
recorded in the Sales Day Book which constitutes a record of each sale made.
Invoices are often listed daily, hence the name ‘Day Book’. However, the
term is still used even if the firm prepares and lists its invoices at less frequent
intervals (e.g., weekly or monthly). A typical extract from a Sales Day Book
is shown in Ex.9.1.

Example 9.1
Sales Day Book of the Tetron Co. for the Month of February 19X2
Sales Day Book SDB 15
Date Invoice Customer Sales Amount
Number Ledger Invoiced
Reference
19x2 £
Feb. 8 166 T. Smith SL356 86.00
12 167 Jones Ltd SL182 124.18
17 168 Harvey Co. SL158 166.24
25 169 Brown & Co. SL16 78.00
£454.42

The SDB15 reference shows the page number in the Sales Day Book and can
be used to trace the invoice number for a particular transaction, and thus
provide a trail to the actual invoice. The Sales Ledger reference is the
customer’s account number in the Sales Ledger, which is explained below.

The Day Book, as well as providing a record of each customer invoiced,
also constitutes the source document for accounting entries in respect of
overall sales. In Chapter 4 it was emphasised that the book-keeping rule for
recording each transaction is that there must be an equal debit and credit; for
each credit sale transaction the appropriate entry will be (using the data from
Ex.9.1):

Feb. 8 Dr Customer (T Smith) £86.00

Cr Sales £86.00
Feb. 12 Dr Customer (Jones Ltd) £124.18

Cr Sales £124.18
Feb. 17  Dr Customer (Harvey Ltd) £166.24

Cr Sales £166.24
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Feb. 25  Dr Customer (Brown & Co.) £78.00
Cr Sales £78.00

In practice, a firm may have many such transactions each day rather than the
four in one month in our example. Each of the above accounting entries
debits the customer and credits sales. It is therefore clear that a single entry to
record all the February transactions can be made as follows:

Dr Debtors £454.42
Cr Sales £454.42

The use of Day Books for Purchases. Cash Receipts and Cash Payments as
well as Sales provides an efficient and economical means of summarising data
for entry into the double-entry book-keeping system.

Sales Ledger

Where a firm makes sales on credit it is necessary to keep records of how
much is owed by each individual customer; this is usually achieved by main-
taining a Sales Ledger, which contain separate accounts for each credit
customer. In Ex.9.1, each of the four customers would have an account in the
Sales Ledger; these accounts would record the debit entries in respect of the
February sales. When payments are received from these customers they
would initially be entered in the Cash Receipts Day Book and then posted to
the credit of the individual customer accounts in the Sales Ledger. A balance
on a customer’s account will normally be a debit balance, and signify that
some invoices for goods or services received by that customer remain unpaid.

Control Accounts

We saw above that the individual sales invoices in Ex.9.1 were posted to the
customer’s personal accounts in the Sales Ledger. However, the Sales Ledger
does not usually form part of the double-entry system described in Chapter 4.
The entry for the double-entry system is that described earlier.

Dr Debtors (Control) Account £454.42
Cr Sales £454.42

The entries in the Sales Ledger account are said to be for memorandum
purposes only, and as they are merely a detailed version of the above entry
they would result in duplication if they were included in the double-entry
system. The Debtors Account contains a summary of all the entries in the
detailed customers’ accounts in the Sales Ledger, and is known as a Control
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Account for reasons which will be explained below. The relationship of the
Debtors (Control) Account and the Sales Ledger is illustrated in Figure 9.2.

TRANSACTIONS

BOOKS OF PRIME ENTRY
| saes r JOURNAL ENTRIES ] purcHases | __ |
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INCLUDES:
DEBTORS (CONTROL) ACCOUNT

CREDITORS (CONTROL) ACCOUNT

TRIAL BALANCE

l FINANCIAL STATEMENTS J

Figure 9.2

Note: Dotted lines denote entries outside the double entry system

Because the information from the Books of prime entry (day books) are
entered in detail in the Sales and Purchase Ledgers and in summary in the
Debtors (Control) Account and the Creditors (Control) Account in the
General Ledger, it follows that at any one time the balance on the Debtors
(Control) Account should be equal to the sum of the balances on the individual
customers’ accounts in the Sales Ledger. The same should be true of the
Creditors (Control) Account and the individual suppliers’ accounts in the
Purchase Ledger. A worked example will help to make this clear.

Example 9.2
In addition to the information from Example 9.1, assume that during March
the Tetron Co. had the following transactions:

Mar. 2 Invoiced (No. 170) T. Smith for a credit sale of £72
5 Invoiced (No. 171) Harvey Co. for a credit sale of £120.50
12 Received payment from T. Smith of £86 for Invoice No. 166



162 Financial accounting

14 Received payment from Jones Ltd of £50, being part payment of
Invoice No. 167

20 Invoiced (No. 172) Jones Ltd for a credit sale of £135.86

28 Received payment from Brown & Co. of £78 for Invoice No. 169

Assuming there are no other transactions for March the information would be
recorded as:

Sales Day Book SDB 16
Date Invoice Customer Sales Amount
Number Ledger Invoiced
Reference
19X2 £
Mar. 2 170 T Smith SL356 72.00
5 171 Harvey Co. SL158 120.50
20 172 Jones Ltd SL182 135.86
£328.36
Cash Receipts Book CB 27
Date Details Reference Amount Received
19x2 £
Mar. 12 T Smith SL356 86.00
14 Jones Ltd SL182 50.00
28 Brown & Co. SL16 78.00

£214.00

The summary entries for the double-entry system resulting from the Sales
Day Book and the Cash Receipt Book for March 19X2 will be:

Dr Debtors (Control) Account £328.36

Cr Sales £328.36
Dr Cash £214.00

Cr Debtors (Control) Account £214.00

In addition, and outside the double-entry system the customers’ personal
accounts in the sales ledger would be posted to record the February trans-
actions from Ex.9.1. and the March transactions from Ex.9.2:
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Brown & Co. Acc No. SL 16
19Xx2 19x2
Feb. 25 Sales SDB 15 £78.00 Mar. 28 Cash CB17  £78.00
£78.00 £78.00
Apr. 1 Balance -
Harvey Co. Acc No. SL 158

Feb. 17 Sales SDB 15 £166.24
Mar. 5 Sales SDB 16 120.50

£286.74
Apr. 1 Balance £286.74

Jones Ltd Acc No. SL 182

Feb. 12 Sales SDB 15 £124.18 Mar. 14 Cash CB 27 £50.00
Mar. 20 Sales SDB 20 135.86

£260.04 £50.00
Apr. 1 Balance £210.04
T Smith Acc No. SL 356

Feb. 8 Sales SDB 15 £86.00 Mar. 12 Cash CB 27 £86.00
Mar. 2 Sales SDB 16 72.00

£158.00 £86.00
Apr. 1 Balance £72.00

The list of customers’ debtor balances taken from the Sales Ledger at April 1
would therefore be:

Balance

£

SL. 16 Brown & Co. -
SL 158 Harvey Co. 286.74
SL 182 Jones Ltd 210.04
SL 356 T Smith 72.00

£568.78
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The figure of £568.78 represents the total amount owing to the company at
April 1, as shown by the information in its Sales Ledger. From the above
information, we can also show details of the Debtors (Control) account from
the general ledger for the same period:

Debtors (Control) Account Acc No. GL 86

19Xx2
Feb. 28 Sales SDB 15 454.42 Mar. 31 Cash CB 27 214.00
Mar. 31 Sales SDB 16 328.36

£782.78 £214.00
Apr. 1 Balance 568.78

The balance of £568.78 on the Debtors (Control) Account agrees with the
total of the list of balances from the Sales Ledger shown above. It is to be
expected that they should agree as they are different ways of presenting the
results of the same transactions. However, we will see that the knowledge
that these two totals should agree is an important feature of the use of control
accounts.

Advantages of Having Control Accounts

We saw in Ex.9.2 that the sales and cash receipts transactions were recorded
in detail in the Sales Ledger and in summary in the Debtors Control Account
and the Cash Account in the General Ledger. It is therefore, clear, that it is
not essential to have control accounts; instead, the personal accounts in the
Sales Ledger could be used as part of the double-entry system rather then as
merely memorandum accounts. However, the apparent duplication of effort
implied by the use of control accounts is widely adopted, for the following
three reasons:

(1) A large company may have thousands of credit customers and
deal with several thousand invoices each week, and with
similar volumes of amounts of cash received. The main-
tenance of accurate up-to-date customer records in these
circumstances is obviously important but it is also clear that
with this volume of transactions it is easy for errors to be
made. As can be seen from Ex.9.2, the control account
balances provide a check on what the aggregate of the bal-
ances on the sales ledger accounts should be; a comparison of
these totals may thus reveal that errors have been made.
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(2) The total debtors figure is required as part of the process of
producing a trial balance. The availability of a debtors control
account enables this to be done quickly and easily; otherwise it
would be necessary to add up all the individual customer
account balances every time a trial balance was required.

(3) The areas of a firm’s activity which deals with sales invoices,
cash receipts, purchases and cash payments, if not properly
controlled, are a potential source of the deliberate or acciden-
tal misappropriation of resources. The use of control accounts
is an important part of a firm’s internal control system which
attempts to avoid, or detect, such occurrences. If the activities
of raising invoices, posting the sales ledger, receiving cash and
posting the control account are performed, for example, by four
different employees it is much more difficult to cover up
attempts to change invoices or cash payments or to misappro-
priate cash receipts.

As explained earlier the content of Sect. 9.4 has been largely concerned
with the Sales Day Book, Sales Ledger and Debtors (Control) Account. The
principles involved can, however, be applied equally to the Purchase Day
Book, Purchase Ledger and Creditors (Control) Account.

9.5 Discounts

Discounts occur when the price actually paid for goods or services is less than
their normal price, and it is usual to distinguish between trade discounts and
cash discounts. Trade discounts are those granted to dealers or wholesalers
who can negotiate special prices because of the volume of goods they
purchase; this reduction in price is normally deducted before arriving at the
invoiced amount. As the accounting for sales and purchases is usually based on
the invoiced amount, trade discounts do not need to be recorded separately.

Cash discounts, however, are inducements to customers to pay for their
purchases promptly. If the ABC Co. buys goods for £1000 from the Exes Co.
on 1 June, for example it might be offered a cash discount of 5% if the
account is settled within 30 days. The accounting treatment of cash discounts
differs from that of trade discounts, because whereas the trade discount is
fixed at the time of sale, the existence of a cash discount is uncertain, as it is
dependent on whether the invoice is paid within the specified time period.

In the above example the Exes Co. will record a sale on 1 June at the
invoice price of £1000 and the ABC Co. will similarly record in its own
records a purchase of £1000. If the ABC Co. does not pay within the specified
30 days then no entry in respect of a discount need be made. If the ABC Co.
does pay within the 30 days, say on 20 June, then the entries (shown as
journal entries) for the whole transaction will be:
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In Exes Co.’s Books £ £
June 1 Dr Debtors (ABC Co.) 1000
Cr Sales 1000
June 20 Dr Cash 950
Dr Discounts allowed 50
Cr Debtors (ABC Co.) 1000
In ABC Co.’s Books £ £
June 1 Dr Purchases 1000
Cr Creditors (Exes Co.) 1000
June 20 Dr Creditors (Exes Co.) 1000
Cr Cash 950
Cr Discounts Received 50

The decision to offer a discount and to take advantage of the offer is related to
how the two companies organise their cash flows, and is essentially a financing
decision. It is therefore usual to show discounts allowed as an expense and
discount received as a revenue in the profit and loss account, rather than to
deduct them from sales or purchases.

9.6 Bad and doubtful debts

When goods or services are sold on credit there is the possibility that, for a
variety of reasons, the payment may not be subsequently received from the
customer. This may be the result of deliberate dishonesty, or more likely
because the customer is unable to pay because of financial circumstances. The
firm to whom the debt is owed will, of course, make every effort to collect the
debt but there will be occasions when they decide to give up the fight and
write it off as a bad debt. The accounting treatment of bad and doubtful debts
must be viewed in the context of the treatment of the original sale. It is
normal to recognise sales revenue at the time the credit sale takes place; this
is based on the assumption that there is a reasonable probability that cash will
be eventually received from the customer. In the case of a bad debt, of
course, this assumption is subsequently seen to be invalid.

Assume that the Harvey Co. in Ex.9.2 goes into liquidation and is unable to
pay any of its creditors. The Tetron Co. would lose £286.74 owed to it by the
Harvey Co. The sum was included in the sales for February and March, and is
part of the total debtor figure at the end of March. In recognising and
accounting for the bad debt the two sales of £166.24 and £120. 50 would not
normally be deducted from the sales total for February and March. They
remain as sales, even though the customer does not pay for the goods
purchased. Instead, the sum of £286.74 which has been lost is treated as a
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financial expense (i.e., a bad debt expense). The appropriate accounting entry
would be:

Dr Bad Debt (Expense) £286.74
Cr Debtors (Harvey Co.) £286.74

The credit to debtors reduces the value of this asset; this acknowledges that
the firm’s accounts are worth less once it is realised that this debt will not
result in a cash receipt. In addition to this credit to the Debtors Control
Account, the customer’s account should also be credited with £286.74 in the
Sales Ledger.

The bad debt figure is treated as an expense in the profit and loss account
for the period in which the bad debt is written off. It will be appreciated that a
firm will write off a bad debt only after it has exhausted all the legal processes
open to it. This may take months, or even years. The bad debt expense may
consequently be recognised in a different (later) period from that in which the
original sale was recognised; this means that the profit for the earlier period
was ‘overstated’, and it could be argued that the principle of ‘matching’ has
not been followed.

It should however be realised that the profit and loss account for each
accounting period includes many figures which are based on assumptions and
estimates; it is inevitable that some of these assumptions and estimates will
prove to be inaccurate, and credit sales which eventually result in bad debts
are a typical example. The issue of principle is that with the inclusion of such
assumptions and estimates, do the accounts give a ‘true and fair view’? In
most situations, the assumption is that the treatment of bad debts by the
method described above is within the scope of generally accepted accounting
principles.

Doubtful Debts

The bad debts described above refer to those debtor balances which have
been identified as definitely irrecoverable. In addition, there will be a pro-
portion of the debtor balances whose eventual recovery is uncertain. The
principles of conservatism states that debtors can be classed as assets only if
there is a reasonable probability of the amounts being paid; if some debts are
doubtful some sort of provision must be made for the possibility of these
eventually turning into bad debts. The estimate of doubtful debts can be
made in two ways:

(1) Specific estimate By inspecting each outstanding Debtors Ac-
count in the Sales Ledger, to identify those customers who
may not be able to pay.
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(2) General estimate By estimating what percentage of the debtors’
total may be doubtful, using for example an analysis of avail-
able statistical evidence on bad debts in the industry in recent
years or by using past experience of bad debts for the firm.

Example 9.3

The Watson Co., after writing off bad debts of £750, still has debtors totalling
£25 000. The company estimates that 5% of this debtors’ total is doubtful.
The appropriate book-keeping entry to record the doubtful debts would be:

Dr Profit and Loss Account (increase in the
provision for doubtful debts) £1250
Cr Provision for Doubtful Debts £1250

If the Watson Co. already have a provision brought forward from the
previous accounting period of (say) £600, then the above entry would be for
£560, which would be the amount by which the existing provision needs to be
increased to bring it to the required level. It is possible that the firm’s existing
provision is already sufficient; for example if the Watson Co. had brought
forward a provision of (say) £1400 then the appropriate entry would be:

Dr Provision for Doubtful Debts £150
Cr Profit and Loss Account (decrease in the
provision for doubtful debts) £150

In effect, the last entry is ‘writing back’ to the profit and loss account a part of
the expense which had been debited to the profit and loss account in a
previous period, but which is no longer needed given the current size of the
firm’s debtors. The size of the percentage required will vary between firms,
and also between different accounting periods. In times of economic de-
pression, with many more firms going out of business, it is likely that the
volume of bad debts will be higher compared with periods of prosperity. Also
firms in industries which have a stable history are likely to have fewer bad
debts than firms in a risky sector of the economy.

The provision for doubtful debts is a way of revaluing the debtors’ total
which will appear in the balance sheet. It is normal, therefore, to show the
provision as a deduction from the related debtors’ figure. Using the data from
Ex.9.3:

Debtors £25000
Less provision for doubtful debts 1250

£23750




9.7 Summary

Sales, purchases, debtors, creditors 169

Chapter 9 has dealt with the accounting problems created by sales and
purchases and with their associated accounting records. Cash sales and
purchases respectively generate and use up cash; credit transactions generate
debtors and creditors. These current assets and current liabilities, together
with unsold purchases (stock), constitute working capital which is considered
further in Chapters 10 and 12. Credit transactions also generate the need to
maintain individual customers’ and suppliers’ account and the related control
accounts. Some credit transactions will also result in the need for accounting
procedures to deal with discounts and bad and doubtful debts.

Questions and Problems

9.1

9.2

9.3

9.4
9.5
9.6

What do you understand by the following terminology?

Working capital cycle Discount allowed
Day books Discount received
Sales ledger Trade discount
Purchase ledger Cash discount
Control accounts Bad debts
Personal accounts Doubtful debts

Provision for doubtful debts

What does ‘capital’ mean in the context of the expression ‘working
capital’? Explain other possible uses of the word ‘capital’ in ac-
counting.

Explain the significant differences between ‘cash’ and ‘credit’ sales.
Why is this difference important from an accounting recording
viewpoint?

What accounting principles are important in the recording of sales
and purchases?

Explain how the system of control accounts operates. What are the
advantages of having such a system?

The Orter Co.’s normal level of operation results, on average, in the
following:

1000 separate cheques are received daily from customers
400 cheque payments are made each week to suppliers
1200 invoices are sent daily to customers
500 invoices are received weekly from suppliers

Suggest what accounting records need to be maintained to record
this information. What particular problems arise from dealing with
such a volume of operations?
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9.7

(a)
(b)
()
(d)
(e)
®
(®

(h)

9.8

10.

Financial accounting

On 1 October the Oxford Transport and Trading Co. had no
debtors. During October, the following transactions occurred:

Oct. 2 Invoiced Arnold Motors for credit sale of £2500
4 Invoiced Baker Transport for credit sale of £1200
5 Invoiced Cleveland Taxis for credit sale of £800
7 Invoiced Derby China for credit sale of £1400
14 Received £2250 from Arnold Motors who had taken a
discount of 10% for paying within 14 days
16 Received £360 from Cleveland Taxis who had also taken a
discount of 10%
24 Received £1100 from Derby China who were unable to
claim a discount.
26 Baker Transport returned faulty goods which had cost £400

Required: Write up the Sales Day Book, Cash Book, Sales Ledger
Accounts and the Debtors Control Account for October.
Reconcile the Control Account with the Sales Ledger.

Staines Trailers has a large number of credit customers. When
preparing the accounts for the year to 31 December the accountant
discovered that the total of all the personal accounts in the sales
ledger amounts to £12 380 but the balance on the debtors control
account is £12 550. Upon further investigation, the following errors
were discovered:

. One week’s sales in June amounting to £850 had been omitted from

the Control Account

. A Sales Ledger Account balance of £800 had not been included in

the list of balances.

. Cash received of £750 had been entered in a personal account as

£570

. Discounts allowed of £100 had not been entered in the Control

Account

. A personal account balance had been undercast by £200
. A contra item of £400 with the Purchase Ledger had not been

entered in the Control Account

. A bad debt of £500 had not been entered in the Control Account or

the personal account

. Cash received of £250 had been debited to a personal account
. Returns inward of £200 had not been included in the Control

Account

A cheque for £300 received from a customer had been subsequently
dishonoured by the bank, but no adjustment had been made in any
of the company records

Required:

(a) Prepare a corrected Debtors Control Account.

(b) Prepare a statement showing the necessary adjustments to the
list of the personal account balances, so that it reconciles with
the corrected balance in (a).
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9.9 The following balances appear in the ledger of the Needles Com-
pany as at 1 January 19X9.

£
Debtors control account 40000
Creditors control account 28000
Provision for doubtful debt 1500
The following transactions took place during 19X9:
£

Credit sales 285000
Cash received on cash sales 25000
Cash received from debtors 165000
Goods returned (from credit customers) 21000
Credit purchases 142000
Discounts allowed 4200
Cash paid to creditors 122000
Discount received 3100
Bad debts written off 3600
Return of goods (to credit suppliers) 16800
Debtor balances set off against
creditor balance (contra entries) 7400
Cash received in respect of a bad debt

written off last year 9200

The provision for doubtful debts is to be 10% of the outstanding
debtors at 31 December 19X9

Required: Prepare the following accounts for 19X9:

(1) Debtors control account
(2) Creditors control account
(3) Provision for doubtful debts accounts

9.10 Albert Wilson, who is a sole trader, extracted the following trial
balance from the accounts of his business the Wilson Fresh Fruit
Company on 31 December 19X9

£ £
Sales 230000
A Wilson — Capital 1/1/X9 18000
Drawings in 19X9 6000

Freehold premises — at Cost 25000
Debtors and Creditors 20500 15000
Salary Expenses 10000
Postage and Telephone 3000
Packing and Carriage 4000
Rent and Insurance 2800
Fixtures and Fittings — at Cost 14000
Fixtures and fittings — Accumulated

Depreciation 4500
Motor Vehicle — at Cost 8000
Motor Vehicle — Accumulated

Depreciation 2000

8% loan (repayable in 8 years) 20000
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Motor Expenses 1600
Purchases 180000
Repairs and Maintenance 1900
Stock 1/1/19X9 13000
Bank Account 2500
Interest Charges 2200

£292 000  £292 000

You discover that the following information has not been included in
the above accounts:

(1) Stock was valued at £15 000 on 31 December 19X9

(2) On 31 December 19X9, unpaid salaries amounted to £1500 and
unpaid telephone bills to £1200

(3) The rent and insurance expenses included an insurance premium of
£1200 for the year beginning 1 October 19X9

(4) The repairs and maintenance expenses include £400 for storm dam-
age repairs to Mr Wilson’s own house

(5) Depreciation of fixtures and fittings at 10% of cost for the year,
depreciation of motor vehicles at 25% of reducing balance for the
year

(6) It has been decided to revalue the freehold premises as at 31
December 19X9 to £35 000

(7) The company wish to set up a provision for doubtful debts of 5% of
debtors

Required: Prepare a profit and loss account for the company for
19X9 and a balance sheet as at 31 December 19X09.
Note: Show clearly the basis for any adjustments or
calculations you find necessary to answer the question.
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Owners’ Equity, Debt and
Working Capital

10.1 Introduction

Chapter 10 continues the analysis of the balance sheet by analysing the
financing of the firm. We consider how firms obtain their finances through the
use of owners’ equity, by incurring long term liabilities and by organising and
controlling their working capital. A firm will require resources to cover its
short term requirements — for example, to finance its holding of stock and
debtors and to make payments to its creditors. These issues are analysed in
Sects 10.8 and 10.11. It will also require finance to procure its long term
investment in fixed assets such as land, buildings and machinery. We examine
the major factors which contribute to the firm’s financing decisions, and
provide a framework for the analysis of financing problems. Long term and
short term finance and the concepts of equity and debt are analysed and the
importance of liquidity is examined in Sect. 10.10 as a special problem in the
financing of the limited company. We begin with an explanation of different
forms of ownership of an organisation, and illustrate how the method of
financing a business may be related to the type of organisation involved.

10.2 Forms of ownership

The three forms of ownership introduced in Sect. 1.5 and discussed further in
this Sect. 10.2 are the sole trader, the partnership and the limited liability
company. These constitute the great majority of the businesses operating in
the UK. The impact of these forms of ownership on the preparation of
financial statements is dealt with in Sect. 11.2.

Sole Trader

This refers to a business which is owned, and usually managed, by a single
proprietor. There may, of course, be more than one person working in the
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business — the reference to ‘sole’ is concerned only with ownership. Sole
traders have the simplest form of financial structure. The single owner
provides the capital for the business, is entitled to any profit earned, but also
incurs all the risks; one of these risks is that the owner is personally liable for
any debts incurred by the business. As we shall see below when dealing with
companies this is one of the major disadvantages of operating as an unincor-
porated sole trader. The law does not distinguish between the owner and the
business, and contracts are in effect made by the owner, not the business. If
the owner wishes to share the risk and create alternative sources of capital, he
may wish to form a partnership.

Partnerships

Similar in many ways to a sole trader, a partnership is formed where ad-
ditional owners are admitted to the business. This creates additional sources
of capital and the risks are shared, as each partner is jointly and severally
liable for the debts of the partnership. The partners, however, still have
unlimited liability, and therefore are personally liable for these debts.
The accounting implication of operating as a partnership are dealt with in
Sect. 11.3.

Limited Liability Companies

A business which is not a company will usually be restricted in size because of
the characteristics of unincorporated types of organisations —i.e., sole traders
and partnerships. The benefits arising from incorporation, set out below,
explain why it is possible to raise the amounts of capital necessary to enable a
business to grow. ‘Incorporation’ means registering a business as a company
under the rules and regulations of the UK Companies Acts. Perhaps the most
significant effect of the move to company status is that the law recognises the
company as a separate legal entity, distinct from its owners. This enables the
company — as opposed to the owners of the company — to make contracts and
incur debts. The company is taxed as a separate entity under the special
taxation rules applying to companies (corporation tax); in sole traders and
partnerships the owners are subject to personal taxation on their share of the
profits of the business. The creation of a business as a separate legal entity
entails three further important characteristics.

Limited Liability

The company is liable for any debts incurred in its name. Where a company is
incorporated with limited liability, however, the members (or owners) are not
personally responsible, and cannot be sued by a creditor if the company does
not have the resources to repay their debts. A company will normally be
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incorporated with limited liability and this must be disclosed in the company’s
official name — (e.g., John Smith Limited' or Marks and Spencer Plc (Public
Limited Company).

The significance of limited liability is that it enables individuals to buy
shares in an organisation knowing that their maximum commitment is the
amount contributed when buying the shares. However badly the company
performs, their maximum loss is known at the time of becoming a share-
holder. Even if the company goes into liquidation and its assets are insuf-
ficient to cover its liabilities, the owners are not required to make up the
deficit. Without limited liability, few people would be prepared to make an
investment in shares, which could lead to their being responsible for all the
debts of the company. As we shall see below, this implies that anyone lending
to a limited liability company may be taking more risk than when lending to a
partnership (or even a sole trader) where they could have recourse to the pri-
vate resources of the partners in the event of the business defaulting on its debts.

Transferable Shares

In a sole trader or a partnership, if one of the owners wishes to withdraw his
or her capital from the business it may be necessary to dissolve the existing
business and restart under the new ownership. This is because, as we have
seen, the business is not legally separate from the owners. A company,
however, as a separate legal entity can issue shares in the business which
constitutes partial ownership certificates and which, more importantly, can be
transferred to another person without affecting the organisation of the
company. This possibility, like limited liability, makes share ownership more
attractive, because it enables people to invest in a company’s capital knowing
that it may be possible to end their investment by selling their shares to
someone else. The ultimate expression of this is where the shares are quoted
on a recognised stock exchange and such investments can be bought and sold
with ease.

The combination of limited liability and ease of transferring share owner-
ship has led to an expansion in the number of people who are prepared to
become involved in providing capital for companies. This has enabled compa-
nies to expand by raising large amounts of capital from a wide range of
investors and has led to the next characteristic to be discussed.

Separation of Ownership and Management

In sole traders and partnerships it is usual for the owners to operate the
business as managers. This can also be true of some companies. However, the
phenomena discussed in the previous paragraph has resulted in many owners
who have bought shares in a business but have no intention of being involved
in its management. The company may thus also have managers who have no
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share in the ownership. This is an important development for accounting,
because it has increased the need for means of communication between the
company and its owners. The Companies Acts recognise this by requiring
regular reports of the managers’ stewardship of the owners’ investment. This
is one of the main reasons for the company’s annual report of its financial
statements.

Capital and Capital Maintenance

It was explained earlier that because of limited liability a company’s debts
must be met by the company itself, without recourse to the owners. This
means that the only security a lender to a company has are the assets owned
by the company. Some of these assets have been acquired with the capital
provided by the owners of the company, so when lending to a company it is
always prudent to examine the company’s balance sheet to see how much
capital it has, and what assets it owns, which might act as security for a loan. It
would clearly be unfair in this situation if the company decided to sell its
assets and distribute the proceeds to the owners. Company legislation recog-
nises this possibility, and seeks to prevent it happening in order to protect the
creditors (and also other potential investors). The Companies Acts state that
a company is in normal circumstances not allowed to distribute the company’s
capital to the owners; it must be retained as a fund to meet the company’s
debts. In accounting measurement this is sometimes referred to as ‘capital
maintenance’, and has been discussed several times already in this book. It is
discussed at length in Sect. 14.2 in connection with maintaining capital in
times of changing prices.

10.3 Company finance and financial structure

Sect. 10.2 analysed three different forms of business ownership. The financial
structure of sole traders and partnerships is relatively simple, and for the rest
of this chapter we shall concentrate on the financial arrangements of
companies.

The pattern of a firm’s finances is termed its ‘financial structure’ (sometimes
termed ‘capital structure’). An extract from the balance sheet of Greenwich
Ltd, which illustrates its financial structure, is shown below. This example will
serve as the basis for much of the analysis in the later sections of this chapter.
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Greenwich Ltd, Extract from Balance Sheet at 31 December 19X1

£000 £000
Owners’ Equity
Ordinary Shares 200 000 £1 nominal value 200
Share Premium 20
Retained Profit _40 260
8% Preference Shares 40 000 £1 nominal value _ 40
300
Long-term Liabilities
6% Debentures (1994/1999) 90
Current Liabilities
Trade Creditors 20
Bank Overdrafts 15
Dividends Payable 25 _60
£450

A firm will require finance to enable it to undertake economic activity
which necessitates the purchase of assets, the returns from which are not
immediate. This finance can be provided by owners or lenders. Before
examining the way in which the choice between these sources is made,
consideration must be given to the type of returns they will require to
persuade them to give up their resources for the firm’s use.

Providers of finance to a firm require returns to compensate them for the
loss of alternative opportunities for their cash. The loss of opportunities is
normally referred to as an opportunity cost imposed on the provider of
finance. It arises from:

(1) Loss of consumption because the cash provided to the firm is
no longer available for the provider’s expenditure.

(2) Loss of returns caused by the loss of opportunities to invest
the cash elsewhere.

(3) Increase in payments, such as interest, which may be required
to restore consumption and investment possibilities in (1) and
(2) (e.g., by personal borrowing).

In an uncertain world providers of finance will also assess the amount of
returns they require in relation to the possible uncertainty of those returns.
‘Uncertainty’ can be measured by potential variability in the future returns
(e.g., by their standard deviation): providers of finance may be prepared to
accept low returns if the possibility of variability is small, whereas high
returns may be required if the possibility of variability is high; this will depend
on their attitudes towards uncertainty. In a firm’s financial structure it may
thus be necessary to arrange the finances in a way to satisfy the varying
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objectives of the providers of finance. Consideration of the security of the
repayment may also influence the returns required.

As there will be many possible outcomes from a firm’s use of finances in
business activities the firm will give consideration in decisions about its
financial structure to:

(1) The permanency of finance and the requirement to repay at
some time the amount of finance obtained, along with the
penalties associated with non-compliance.

(2) The ability to provide the providers of finance with the
periodic returns they require.

(3) The possibility of repaying at short notice any finances which
the firm finds are in excess of requirements, or providing for
unforeseen requirements.

(4) Minimising the cost of finance in the context of an optimal
financial structure.

The problems of finance are those of determining which is the optimal
financial structure consistent with the objectives of the firm and its owners.
The pattern ultimately chosen will depend on the firm’s assessment of the
relative importance of the factors listed above. The firm must produce an
appropriate financial structure with long term and short term finances, and a
mixed ownership and lender interest in the firm. Much of this chapter is
concerned with this problem.

Long term finances are characterised by arrangements which are con-
sidered as perhaps almost permanent, or at very least not rearrangeable at
short notice (e.g., ordinary shares and debentures). Finance is considered as
‘long term’ when neither the firm nor the source can demand that the
arrangement is terminated at short notice without mutual agreement. Where
these characteristics are absent finance is ‘short term’, and is normally
classified under current liabilities (e.g., trade creditors).

It may be appealing to suggest that the firm uses its long term finances to
provide fixed assets, and uses its short term finances to provide current (short
term) assets. If we analyse a firm’s activities we will find that the provision of
current assets, such as inventory or debtors, is as important to the success of a
firm as are its fixed (long lived) assets; although individual items within
current assets are continuously changing, a firm will require a minimum level
of current assets (e.g., cash) on a permanent basis. We may also find that
many firms use finances such as bank overdrafts which are classified as current
liabilities to acquire fixed assets; they may effectively be a long term source of
finance because the bank allows the time for termination of the agreement to
be continuously moved forward. In Sect. 10.8 we examine the reasons behind
the need for short term finance. We will now examine two concepts, the
concept of equity and the concept of debt, which are central in the analysis of
financial structure.
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10.4 The concepts of equity and debt

The concepts of equity and debt identify the relationship between the firm, its
owners and lenders.

Concept of Equity

The shareholders of a company are in an ownership relationship, as are the

partners in a partnership, but the partners are also more likely to be con-

cerned in a partnership’s management, as discussed in Sect. 10.3. In a

company the owners are likely to be different persons from the managers.
Equity financing has the following important characteristics.

(1) Relationship with the firm The interests of owners in the firm
can cease only with cessation of the firm, although ownership
of a part of a firm can be transferred through the sale of the
specific interest to another party (e.g., when a shareholder in a
company sells his shares). Owners of a firm can, of course,
have other relationships with the firm and could be, for
example, managers, lenders, customers or employees.

(2) Participation in profits 1If the firm earns a profit the owners
have a right to all of the profits, and the size of an individual
owner’s share depends on the extent of his ownership. The
owner’s share includes profits distributed as dividends (termed
‘drawings’ in a sole trader and partnership) and those retained
within the firm. The firm’s management may decide on its
owners’ behalf to retain some of the dividends for use within
the firm (e.g., for providing new assets), with the expectation
of paying higher future dividends.

(3) Participation in residual assets In the event of cessation of
the firm, normally termed its liquidation, any assets, that exist,
after all liabilities of the firm have been repaid, belong to the
owners.

(4) Control The owners have rights to control the policies of the
firm through the appointment of managers or directors; the
particular type of arrangement will depend on the type of firm
(e.g., a partnership or a company).

(5) Duration of relationship As stated in Sect. 10.3, the owner’s
capital cannot normally be returned to the owners except in
liquidation. Retained profits, though part of the owners’
equity, can be returned to the owners as dividends.
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Concept of Debt

Debt finance is distinct from equity finance, and has the following important
characteristics:

(1) Relationship with the firm The relationship between the firm
and the source is of borrower and lender; there is no owner-
ship relationship.

(2) Participation in profits The lender will be entitled to receive
periodic interest payments, which are expenses of the firm,
independent of the level of profit; these would be contrac-
tually determined. This requirement is, of course, ultimately
subject to the power of the lender to enforce the claim, if
necessary, in the courts as a creditor.

(3) Participation in residual assets As a lender, the claim against
the firm in the event of cessation is limited to the full amount
of the loan. It is normal for the lender to have a prior claim to
the assets over that of the owners.

(4) Control Provided that the firm satisfies its contractual obli-
gations to lenders with respect to interest payments and return
of the amount borrowed, the lenders do not usually participate
in the management of the firm. A lender may, of course, also
be a shareholder. The firm will recognise, however, that if it is
unable to satisfy these obligations, the firm may then go into
liquidation, or alternatively control may be passed to the
lenders. The possibility of control imposed by debt finance
may thus be an indirect influence on the policy of the firm, so
as to avoid these events.

(5) Duration of relationship The firm must repay the amount
borrowed when it is due, and thus it is not considered as a
permanent source. The arrangements are usually for a fixed
duration, but in practice many firms will merely arrange a
further loan to replace the former loan as it comes to maturity.

10.5 Equity finance

We will now examine how we can apply the concept of equity in the analysis
of sources of finance. In Greenwich Ltd, the equity finance is classified as
owners’ equity. We can see that a distinction is made between the ordinary
shareholders’ interests, which are pure equity, and preference shares, which
are a hybrid form of finance.

Once the company has decided the total finances required to begin oper-
ations and also the mix between debt and equity, it will issue sufficient shares
to raise the amount of equity finance that it requires. The shares that it issues
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will have a face or ‘nominal’ value, but they may be issued at a premium by
requiring more cash from the purchaser of the share than their face value.
Thus, if Greenwich Ltd wishes to raised £200 000 it might issue any combi-
nation of number of shares and nominal value as necessary (e.g., 40 000
shares of £5 nominal value, or 200 000 of £1 nominal value). If 200 000 shares
of £1 nominal value were issued, but the prospective owners were required to
subscribe £1.10 per share, a premium of £0.10 per share would be created.
The company would sell its shares at a price determined by market forces
(i-e., the supply of shares and the related demand). This example is based on
the information in the balance sheet of Greenwich Ltd. The value to the
shareholder of the shares after issue will not necessarily bear any relationship
to the nominal value and share premium,; this is the value at the time of issue.
To avoid confusion for the shareholder, it has been suggested that firms
should be allowed to issue shares which have no nominal value, so as not to
suggest that the nominal value is an indicator of value. However, a company
is not allowed by the Companies Acts to issue shares of no nominal value,
though this is legitimate in other countries (e.g., the USA). In the course of
its operations, the firm may decide to obtain further new equity share finance.
It can effect this in two ways, either by issuing further shares to its current
shareholders (termed a ‘rights issue’), or otherwise to new shareholders.

As the ‘share capital’ of a company is not returnable it is thus long term
finance. Retained profits can be considered as either long or short term equity
as they could be distributed as dividends, but in practice a large part of
retained profits are effectively permanent finance.”> Apart from retained
profits, there is no other form of short term equity finance in the UK.

The firm’s management, on behalf of the shareholders, can retain all or
part of the profit that has been earned in the past; Sect. 3.4 showed how
retained profits became part of the owner’s equity. A useful distinction can be
made between equity financing through the new issues of shares and the
internal generation of resources by retention of profits. The process of profit
retention is identical in its effect to a dividend payment, followed by a rights
issue to obtain from the shareholder the amount just received in dividend.
Profit retention is thus a pre-emptive rights issue, but with none of the
expenses associated with such an issue.

Assuming that cash is available, the maximum dividend distribution in a
year is limited to the amount of retained profits carried forward from previous
years, plus the profit from the current year. It is thus not necessary for a
company to earn a profit in a particular year for it to pay a dividend in that
year. A dividend can always be proposed provided that the total value of the
owner’s equity does not fall below the value of the firm’s capital (i.e., share
capital and share premium). This requirement is another aspect of the idea of
‘capital maintenance’ as discussed in Sect. 10.2.

Distribution of profits as dividends need not necessarily use the firm’s cash
resources: there may be circumstances where a firm has insufficient cash
resources to pay a cash dividend, or where perhaps for shareholders’ personal
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taxation reasons shareholders do not wish to receive a cash dividend. A
dividend of shares in place of cash is termed a bonus issue, and will involve the
‘capitalisation of retained profits’; this is a reclassification of its retained
profits as issued share capital. This reclassification and further issue of bonus
shares (sometimes termed a ‘scrip issue’) has no associated cash flow, but
results in the shareholder having more shares to represent his interest in the
company than he had before the bonus issue. It also has the effect of
converting the amount of retained profit into permanent owners’ equity, and
it is no longer available for distribution. The total market value of a share-
holding should be unaffected by the changes, though it is argued in favour of
bonus issues that the more shares that are issued, and hence the lower the
market price of each share, the more marketable the share is. This increased
marketability arises as less must be invested in a company by a prospective
shareholder to acquire the same number of shares, and with more shares
being available, the greater is the size of the potential market. This may lead
to a rise in the total market value of the company’s shares after the capitalisa-
tion of retained profits.

Using the data from Geenwich Ltd, if we assume that the ordinary shares
have a market value of £2.40, the overall market value of the ordinary shares
will be £480 000. If all the retained profits are then capitalised the company
will make a bonus issue of 40 ordinary shares for every 200 ordinary shares
formerly held. After the capitalisation, the relevant section of the owner’s
equity in the balance sheet of Greenwich Ltd would would be:

£000 £000
Owner’s Equity
Ordinary Shares 240 000 £1 nominal value 240
Share Premium 20
Retained Profit =
£260

The shareholders will have received 40 000 £1 ordinary shares in pro-
portion to their original holdings. Subject to the assumptions outlined above
the total market value of the ordinary shares will still be £480 000; the new
market value per share should thus be £2.00 compared to £2.40 previously.

Preference shares are a special category of share. The dividend entitlement
is fixed at a predetermined level (i.e., they have a fixed rate of return like
debt, but the returns are classed as dividends). Their security, in the event of
a liquidation, is one of participating in any residual assets (i.e., similar to
equity, though usually preference shareholders have a claim prior to ordinary
shareholders). As shareholders, there is no entitlement to a dividend, but if
dividends are to be paid, the claim of the preference shareholders dividend is
prior to that of the ordinary shareholders. Most preference shares have an
accumulative dividend entitlement, and no ordinary dividend can be paid until
arrears of preference dividends are paid. They do not fall conveniently into
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our equity/debt classification, but are normally shown as part of owners’
equity in the balance sheet.

10.6 Debt finance

Debt finance has many possible variations, as we can see by inspection of the
balance sheet of Greenwich Ltd or the Marks and Spencer’s balance sheet in
Appendix B. Debt finance covers all kinds of borrowing including fixed
interest long term loans, and formally arranged short term borrowing such as
bank overdrafts. It will also include incidental borrowing or liabilities to trade
creditors or to shareholders for dividends which have been declared, but not
paid.

Fixed interest long term loans are normally termed ‘debentures’ and the
conditions of debentures represent a contract between the borrower and the
lender. In the Greenwich Ltd balance sheet we can see that the interest rate,
which was fixed at the time of borrowing, was 6%, and that the repayment
date at the company’s discretion is between 1994 and 1999.

The safety of a loan and interest for a lender arises from the legal obligation
of the firm to return the amount borrowed and any associated interest in
accordance with the debt contract. If the firm-is unable to discharge this
obligation the lenders can make a claim against the assets of the firm through
the courts, and the lenders’ claim against the assets in liquidation takes
precedence over the claims of equity. Lenders can improve their safety by
increasing their priority through converting an unsecured loan into a loan
secured against the potential proceeds from the sale of particular assets. A
prior claim established against the firm’s assets in general is termed a ‘floating
charge’; when secured against a specific asset it is a fixed charge — often
termed a ‘mortgage’ — such that the firm cannot dispose of the asset without
the lenders’ consent. If a firm is forced to sell charged assets any surplus after
the secured creditors have been repaid belongs to the firm, though if the
proceeds are insufficient the remainder of the outstanding loan reverts to an
unsecured loan. As an alternative, lenders may seek personal guarantees
from owners or directors as a means of securing their loan against persons
with unlimited liability.

In deciding on its financing policy the firm will consider whether it can offer
additional safety to its lenders, as the rate of return required may be less for
secured than unsecured loans. The ability of a firm to offer loan security will
depend on the range of its economic activities. A firm such as a property
company, with fixed assets about which a selling price valuation can be
reasonably established, will be able to offer substantial loan security. On the
other hand, a firm engaged in research activities, or perhaps prospecting for
minerals, may have few assets which could be sold in the event of an enforced
liquidation. In this case, little loan security can be offered, and debt financing
may be less possible.
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While a firm which falls into arrears with its interest payments to lenders
will normally have what is effectively an additional loan secured in the same
way as the initial loan, the security of periodic interest receipts by lenders is
determined by the firm’s profitability. Lenders’ interest security also arises
from their claim, prior to that of shareholders, against the firm’s profits,
which ensures that shareholders receive the residue of profits only after all
other claims have been satisfied.

10.7 Financial risk

The most important implication for the firm — and hence the owners of the
firm — through the use of debt financing is that with the introduction of debt
into the financial structure, the firm undertakes an additional form of risk,
which is termed ‘financial risk’. This arises from the possibility that the firm
may be unable to satisfy the conditions attached to the borrowing. It can be
distinguished from ‘business risk’, which relates to the possible variability of
returns on the use of finance in the firm, and which arises from uncertainties
inherent in business.

The payment of interest to lenders is an expense that the firm must meet
and allow for in the calculation of profit. Debt financing introduces a claim
prior to dividends against the profits of the firm and a claim against the assets.
If the interest or the loan itself is not repaid when due, the lenders may use
their legal powers against the firm, perhaps through an enforced liquidation —
equity, it should be recalled, has no similar rights.

Once debt financing is undertaken, the policies of a firm must always
recognise that a new set of obligations exists, and the decisions about its future
activities will necessarily be influenced by these new obligations.

If a firm does not earn a profit in any one year (or a series of years), this will
not necessarily lead to a firm’s inability to make interest payments, any more
than it would be unable to make other payments such as wages. Interest
payments use cash resources; it is neither necessary nor sufficient that a firm
earns a profit for it to be able to satisfy its creditors for interest payments.
However, over a period of years recurrent losses will mean that the share-
holders will no longer receive their dividends; and they or other prospective
shareholders may be unwilling to provide further finance. The cash resources
of the firm will decline until no further cash is available to make interest
payments, and the firm may be unable to repay any of its loans. On the other
hand profitability will not necessarily ensure in the short term a sufficiency of
cash, and the introduction of debt financing will increase the monetary claims
against the firm’s cash resources.

It is argued that debt financing can benefit the owners of a firm. The idea on
which this proposition is based is that the firm may be able to borrow at a
known, certain rate of interest from those who consider that security of loan
and security of periodic payment is important, and use these finances to
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generate a series of profit flows that are greater than the additional interest
payments required. This is normally termed ‘gearing’ or ‘leverage’. Section
13.3 includes the impact of gearing on the assssment of a firms performance
and Chapter 14 examines the possible benefits from borrowing during periods
of changing price levels. Ex.10.1 provides an illustration of the use of gearing;
in this example the effect of company or personal taxation is ignored, as are
the effects of changing price levels.

Example 10.1
Goat Ltd has 5000 £1 shares issued and earns £8000 per annum in profits
which are all distributed as dividends. The shareholders expect that the firm
will continue to earn that level of profits and pay the same dividends in the
foreseeable future. Goat Ltd has an opportunity to undertake expenditure of
£5000 which it is forecast will return £450 p.a. in cash for twenty years, and a
further £5000 in cash in twenty years’ time when the project finishes. The firm
can borrow money on a long term basis at an interest rate of 8% per annum.
Assuming that Goat Ltd borrows £5000 repayable in twenty years’ time at
8% interest p.a., the forecast annual profit for Goat Ltd after it has under-
taken this project would be:

Goat Ltd — Forecast Annual Profits for Next Twenty Years

£
From current activities £8000
From proposed project 450
Profit before interest 8450
Less
Interest payments 400
Profit available for distribution £8050

£8050 is available for distribution to shareholders, whereas only £8000 was
available previously, increasing the prospective dividends per share from
£1.60 to £1.61. This has been achieved by using finance with an expense less
than the associated anticipated revenue. This additional return or profit is
attributable to the shareholders alone.

In Ex.10.1 it can be seen that the ordinary shareholders take most of the
risks related to the new project, and should the project fail the interest
payments will continue to be borne by the firm as a whole. The issue of a long
term loan gives the lenders a claim against profits which were formerly solely
available as dividends for the ordinary shareholders. The liability to repay
£5000 is a further claim against the assets of Goat Ltd as a whole.

It may appear that this projected increase in dividends is an improvement
for the shareholders, assuming that the firm continues to distribute all its
profits as dividends. Alternatively, it can be argued that this increase in the
potential dividends of the shareholders does not necessarily mean an increase
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in their wellbeing. Associated with this projected increase in their dividends is
the possibility that the project may not come to fruition and that the firm may
become insolvent, or that dividends per share may fall if the project fails to
return its projected profits. If we could say with certainty that the project
would yield the forecast returns we could say with confidence that the
shareholders were better off. Whether in practice the potential extra dividend
compensates them for their increased risk depends on the attitudes of the
individual shareholders towards risk.

Measurement of Financial Risk — Using Balance Sheet Data

It will be clear that the degree of financial risk will relate to the amount of
debt in the financial structure — and, of course, the terms of the contracts
relating to the borrowing.

It will be useful for the firm, shareholders and the current or potential
lenders to be able to make an assessment of the extent of a firm’s financial
risk. For the firm and the shareholders the importance lies in attaining the
maximum benefits from gearing (i.e., minimising the overall cost of finance to
the firm, consistent with the attitudes of current and potential shareholders to
the increased risk). For the potential and existing shareholders and lenders an
assessment of financial risk will be important in assessing their own personal
financial risks.

It is possible to comment fully on financial risk only by examining a firm’s
future plans; these will show its future cash availability, its future projects and
expectations. With less precise information, a conventional measurement of
financial risk is the debt/equity ratio. Problems arise in deciding which data is
appropriate for this purpose. To gauge financial risk at a particular point in
time we could use the ratio of all debt to equity, but as the amount of short
term debt may fluctuate we may prefer to use a ratio of long term debt to
equity. The classification of preference shares and convertible debentures
may also be open to question, and as the balance sheet is likely to reflect
historical rather than current values we could use either book value or market
values.

Using the data from the Greenwich Ltd balance sheet, as shown in Section
10.2 we can compute two ratios:

All debt/equity rati All debt 10 0.33
(o] cquity ratio = = .
auty Debt + Equity 450

Long Term Debt 90
Long Term Debt + Equity 390

Long term debt/equity ratio =0.23
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But if we reclassify preference shares as long term debt we can compute two
more:

. ) All debt 190
All debt/equity ratio — =——= 0.42
All Debt + Equity 450

Long Term Debt 130
Long Term Debt + Equity 390

Long term debt/equity ratio

These ratios show the proportion of debt in the overall financing of the firm.

As can be seen from these ratios, the measurement of the degree of
financial risk depends on the ratios that are chosen. They may be useful for
comparison of financial risk for the same firm through time, or in comparison
between firms which have similar assets and business risks. The ratios are also
useful as relative measures for inter- or intra-firm comparison in ranking the
relative extent of gearing, but as absolute measures they mean little.

The notion of a gearing limit, measured in terms of a maximum debt/equity
ratio, is a traditional approach to the problem of determining the maximum
gearing possible. The extent to which a firm can gear itself to increase the
returns of the shareholder will, however, depend on the types of economic
activities in which it is involved, the attitudes of management and investors to
financial risk and the institutional financial environment.

Another measure of financial risk and security of loans could be to examine
the extent to which the total debts of the firm can be covered by its realisable
assets. The notion of ‘cover’ is based on the relationship between claims and
the size of the pool from which they are to be satisfied. This form of analysis
will not be so easily applicable where assets are charged as security for a loan,
as the secured loan is not competing for repayment with other unsecured
loans.

A suitable measure for loan safety is debt cover:

Realisation (Selling Price) Value of Assets
Total Liabilities

If the realisation value of assets covers the total liabilities the ratio will be
greater than 1, and show that the firm would, if necessary, be able to satisfy
all its lenders. Using the data from Greenwich Ltd the net book value of
assets would be £450 000 as a going concern. However, assume that the
realisation value, if assets are sold individually in a forced sale, is estimated as
£90 000. The relevant data is the realisation value, giving a ratio of:

£90000
£150000
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This shows that if Greenwich Ltd tried to repay all its liabilities they would
receive 60p per £ owing. But, as many of the liabilities are not current
liabilities and are thus not due for repayment now, the company may be in a
position to repay in the future. However, as seen in previous chapters,
realisation values do not necessarily have any relationship with the book
values shown in balance sheets.

As a further surrogate for the measurement of financial risk we could
analyse the security of interest and dividend payments, by examining the
extent to which the revenues of a period cover its expenses and dividends. It
must be recalled that expenses and dividends are paid from cash, not rev-
enues, but that if a firm is to be able to continue in existence it must ultimately
cover its interest expenses and pay dividends to satisfy the shareholders.

Total revenues-£100m

Total revenues-£100m PRIORITY 5
€
g

peureley

Wages
materials 40

Unavoidable
expenses 50

Depreciation 30

Depreciation 30

Interest
10

Figure 10.1 Figure 10.2

Figure 10.1 analyses the claims against the revenue of a hypothetical firm with
revenue of £100m.

The data of Figure 10.1 can be reclassified as in Figure 10.2, to give an
indication of the possible type and priority of claims against revenues. In
Figure 10.2 we can see that some of the firm’s expenses are unavoidable
commitments, such as wages, salaries and interest. The expenses that could
be classified as ‘unavoidable’ depend on the time scale (e.g., debenture
interest has a long term commitment and wages could be avoided by reducing
the labour force). While depreciation does not use up a firm’s revenues, if
over many periods there are insufficient revenues to cover both unavoidable
expenses and depreciation there may be insufficient resources to enable the
firm to replace the assets it is using up, or to repay the finances it used to
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acquire the assets. Taxation claims against a firm’s revenues occur only when
a firm’s revenues exceed all its expenses. In Figure 10.2 we can see that if
revenues fall by 20%, there will be no tax liability, but all expenses are
covered. Figure 10.2 also illustrates the residual claim of equity.

This kind of analysis is useful in gauging security and financial risk as it can
give an indication of the effect of variability in a firm’s revenues on its ability
to meet its expenses and pay dividends. We could calculate the extent to
which revenues would have to fall to effect dividends, expenses, etc. A
complementary exercise is to calculate the cover for various claims against
revenues and profit. We will do this using the data in Figures 10.1 and 10.2.
The unavoidable expenses cover ratio is:

Revenues From Operations £100m .
- = = 2 times
Unavoidable Expenses £50m

As this data is difficult to obtain from published company statements, many
financial analysts use what is known as interest cover:

Net Profit Before Tax and Interest £12m + £8m + £10m 30 34
= = = 3 times
Interest Payments £10m 10

The former calculation indicates that all the unavoidable expenses are
covered twice, and the latter that interest is covered three times. The latter
calculation is not very satisfactory as the coverage does not arise from net
profits before tax and interest but from revenues, and even if the net profits
before tax and interest were zero, interest would be covered.

The application of ‘coverage’ can be applied further:

Preference dividend cover:

Net Profit After Tax

Total Preference Dividends

Ordinary dividend cover:

Net Profit After Tax and Preference Dividends
Total Ordinary Dividends

To illustrate the calculation of coverage ratios, we can consider Ex.10.2
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Example 10.2
The following is an extract from the profit statement from Gorgon Ltd:

£000
Net Profit Before Tax and Interest 20
Interest Expense (on Debentures) 4
Net Profit Before Tax 16
Corporation Tax 4
Net Profit After Tax 12
Preference Share Dividend 4
Ordinary Share Dividend 6
10
Retained Profits £2
The cover for the sources of finance:
Interest cover 20 .
—_—= 5 times
4
12 )
Preference dividend cover ——4— = 3 times
. . 12 -4 .
Ordinary dividend cover e = s = 1.33 times

Corporation tax is simplified in this example for ease of explanation, and
personal taxation is ignored.

10.8 Short and long term finances

In the process of budgeting cash requirements a firm will need to select a
combination of long term and short term finances for its financial structure.
This combination is required because the total amount of assets (and hence
finances that a firm may require) will probably fluctuate over time. In Figure
10.3 we show the cumulative amount of cash that a firm might require from
debt or equity sources from its inception, over a period of time — say one year.
Cash could be required to acquire fixed assets, current assets such as stock, or
to repay liabilities. Large increases in the cash requirement may perhaps be
associated with the acquisition of fixed assets, and decreases with the re-
duction of current assets (e.g., stock or debtors). The cumulative cash
requirements of firms with cyclical or seasonal activities will be variable, with
both increases and decreases over time.
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P ?(c)
Cash surplus (f
£000 plus (1) Cumxﬁative
cash
20+ requirement
N
(e) X (c)
(a)
10 F(c) or (A

\
SRS Year

Supply of Supply of

long term short term

finances finances
Figure 10.3

We have illustrated in Figure 10.3 a possible pattern of financing which uses
both short and long term finances; it shows the selection of a particular
financial structure which changes through-time. Initially it is all short term,
and it later changes to various mixes of short and long term. The long term
finance is raised in two stages with £10 000 raised each time. The letters in
brackets can be related to the optimality considerations explained in (a)—(f)
below. Whilst an extensive discussion of the procedures is outside the scope
of this book the following are the major considerations:

(a)
(b)
(©)

(d)

(e)

)

The relative returns required by providers of short and long
term finances.

The greater reliability of supply of long term as opposed to
short-term finances for the firm.

Uncertainty about the future because of potential variability in
future returns, and cost of finance may not justify the entering
into a fixed long-term commitment.

The availability (or non-availability) of both long and short
term finances (e.g., small firms may not have long term
finances available to them due to the imperfections of the
capital markets);

Indivisibilities: the firm may be able to borrow long term in
large fixed amounts which are not divisible (e.g., £10 000
units, as shown in Figure 10.3).

Variability in cash requirements: a firm with variable cash
requirements through time may find that it will have excess
cash if it has obtained its maximum requirement through the use
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of long term sources. Unless the firm has use for this excess, such
as short term lending or purchase of marketable securities, it will
be incurring costs of finance of cash it is not using.

10.9 Cost of finance

The firm should be able to measure its cost of finance because it is important
in its choice of financial structure and in making decisions about its use. By
choosing between possible financial structures, the firm may be able to reduce
its overall cost of finance: as explained in Sect. 10.3 the cost of finance to the
firm is the opportunity cost arising from the alternative use of cash.

The cost of equity finance is the rate of return required by owners to
compensate them for their opportunity costs (see Sect. 10.3). As compen-
sation they receive returns in dividends and the proceeds from disposal of
their shares.

The cost of debt is the rate of return required by lenders, which could be
expressed in terms of a required interest rate. In some cases the original rate
of interest may not be a true indication of the cost of debt: if the amount
borrowed is different (excluding interest) from the amount to be paid back
(e.g., debentures issued at a discount), or if interest rates change and the firm
still pays the original rate. Although the firm still pays the original cost in
most cases, the opportunity cost of finance becomes the amount the firm
could get by lending at the new rate of interest.

The opportunity costs for both equity shareholders and lenders of long
term debt will depend on the prevailing market rates for similar types of
finance. However, the individual firm’s level of gearing will also affect the
rates of return required by both equity and debt. As the gearing of a firm
increases, the financial risk increases for both types of finance; the required
rates of return will also increase, thus increasing the overall cost of finance for
the firm.

10.10 Liquidity and solvency

A firm will require cash to enable it to commence (or continue) its business
activities. The ability of a firm to provide sufficient cash for its activities is
termed its ‘liquidity’. The concept of ‘liquidity’ relates to the balance between
the demands for and supply of cash resources over a period of time in the
future. We can develop a notion of short term and long term liquidity
according to our horizon in time: for example, a firm may be unable to pay a
creditor on demand because it has insufficient cash in the bank. The firm
would be illiquid in the very short term if it was, for example, unable to
borrow the necessary cash from the bank, and it would be illiquid in the long
term if it was unable to obtain further cash from any source at that time, or at



Owners’ equity, debt, working capital 193

any time in the future. A firm must plan its sources and applications of cash if
it is to attain its objectives and maintain an appropriate level of liquidity.

The concept of ‘solvency’ is closely related to that of liquidity. A firm would
be considered solvent if at a moment in time its assets if realised would exceed
its liabilities. This is related to debt cover discussed in Sect. 10.7. However, a
short term illiquid firm may be forced to sell its assets quickly (i.e., not as a
going concern) and may become insolvent, although if it had been allowed to
continue as a going concern it might have been long term liquid and thus
solvent. It is possible to comment on a firm’s long-term liquidity only by
analysing the demand and supply for cash in the firm’s future plans. A guide
to short term liquidity can be obtained from its working capital position.

10.11 Working capital

The cash flowing around the firm in the cash cycle is illustrated in Figure 10.4,
which we met earlier as Figure 9.1. The working capital cycle is a flow within
the overall cash cycle of the firm. The importance of working capital is that it
identifies a relationship between current assets and current liabilities. Current
liabilities are closely related to the financing of current assets, and an increase
in current liabilities can often be thought of as a source of finance — for
example, a firm may acquire its stock on credit and hence is effectively

/ STOCK \ [
Credit purchases Credit sales
CREDITORS Cash purchases DEBTORS
Working
capital
Cash sales cycle
Payments Receipts
Cash
cycle
SHORT TERM . CASH SHORT TERM
LOANS T T BORROWING

LONG TERM

FIXED ASSETS

FINANCES ‘

Figure 10.4
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financing its current assets through current liabilities. However, fixed assets
may be acquired using credit, which would also be classified as current
liabilities.

The overall rate at which current assets and current liabilities change is
termed the ‘rate of working capital turnover’.

We can now analyse the rate of turnover of individual current assets and
current liabilities:

— Cash turnover depends on the amount of cash the firm holds on
average per day in relation to its daily usage.

— Creditors’ turnover depends on the time between the purchase
of resources on credit, payment to creditors and the amount of
creditors.

— Stock turnover depends on the time between the purchase and
use of stock and the amount of stock held.

— Debtors’ turnover depends on the time between the credit sale
and the collection of cash, and the amount of credit allowed.

Turnover can be measured as the number of times per year an item of
working capital changes. It can be calculated as:

Average amount of z held

- = Average number of days z held
Average daily usage of z

Number of working days in a year

= turnover of z per annum
Average number of days z held

where z is an item of working capital.

Limitations in using this analysis arise from the reliance on averages in our
calculations, especially when published data is being used. If an average is
being calculated from the balance sheet it must be representative.

Example 10.3
Glasgow Ltd holds £20 000 of stock on average throughout the year. Its
average daily usage is £500. There are 240 working days’ in the year.

00
= 40 days

The number of days stock held is

240

The stock turnover is = 6 times p.a.
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We can measure the rate of the working capital turnover by adding the
number of days we hold current assets and deducting the number of days we
hold current liabilities.

Example 10.4

Glasgow Ltd holds its stock for 40 days before it is sold on credit, it obtains
60 days’ credit on its purchases and gives 50 days’ credit on its sales.
Therefore the total time that the company’s cash is tied up is

40 + 50 — 60 = 30 days
This can be shown as in Figure 10.5.

Creditors (60 days)
Stock (40 days) {

L

,.
4

Debtors (50 days)

] | ] )

0 20 40 60 90
Creditors Self  Days
Current assets financed by |- e -
Figure 10.5

The working capital cycle of 90 days is financed by the creditors for the first
60 days, and by the firm’s cash for the last 30 days.

The importance of the analysis of the working capital cycle is that a firm can
control the amount of working capital, and hence the finance required by
increasing net current asset turnover (e.g., holding less stock or the same
stock for less time) and by increasing its short term finance (e.g., current
liabilities); it can also influence its liquidity by speeding up the conversion of
debtors into cash.

The choice of an appropriate level of working capital depends on an
evaluation of the cost of finance, and the costs of not having sufficient working
capital (e.g., shortage of short term liquidity or stock when required).

Comparison of rates of working capital turnover between industries be-
comes difficult because of different technologies and norms. As with the use
of debt/equity ratios they may be useful as comparative rather than absolute
measures.

Working Capital and Liquidity

Ex.10.5 illustrates how we can analyse the changes in working capital and use
data to measure liquidity.
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Example 10.5

Gloucester Ltd wants to analyse the change in working capital during 19X1
and examine its liquidity position. It has prepared a statement of its working
capital position extracted from its balance sheets at the end of 19X0 and 19X1.

Working Capital Summary: Gloucester Ltd
(Extract From Balance Sheets) at:
31 December 19X0 31 December 19X1

Current Assets £ £ £ £
Stock 3500 7000
Debtors 7500 8000
Marketable securities (see note 1) 2500 500
Cash 1500 1000
15000 16500
Current Liabilities
Trade creditors 5000 3000
Interest payable 500
Dividends payable 2000 1000
7000 4500
Working Capital £8000 £12000

Note:
1. Short-term investments.

From this data the following statement can be prepared to explain the
change in working capital from £8000 to £12 000 during 19X1.

Statement of Changes in Working Capital During 19X1:
Gloucester Ltd
Increases in working capital

Increases in current assets £ £
Stock 3500
Debtors 500
Decreases in current liabilities
Trade creditors 2000
Dividends payable 1000 7000

Less: Decreases in working capital
Decreases in current assets

Marketable securities 2000
Cash 500
Increases in current liabilities
Interest Payable 500 3000

Net increase in working capital £4000
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Before we can comment meaningfully about the significance and relevance
of this change, we will have to obtain information about how the changes
relate to the size and activities of the company.

A change of working capital is clearly important for a firm’s liquidity.
Changes in particular items, such as cash, will influence a firm’s very short
term liquidity; although a firm’s working capital could rise, its very short term
liquidity could decrease. When examining the time scale we must be careful
to define it in terms of the firm’s life and not in terms of the working capital
cycle only.

We will analyse liquidity in comparative rather than absolute terms, using
the data in Ex.10.5:

19X0 19X1
Very short term liquidity (known as quick ratio)

Very liquid assets* (cash + marketable securities) 4 1
Current liabilities 7

Short term liquidity (known as current ratio)

Current assets 15 _ 16.5
Current liabilities

As we can see, the very short term liquidity of the company has deterio-
rated, whilst the short term liquidity is much improved. It is normal to consider
a firm’s short term liquidity as satisfactory if the quick ratio is more than 1,
and the current ratio is more than 2. However, this will depend on the
industry, and the management’s policies.

The use of this form of analysis of liquidity is limited by the data we use.
Balance sheets do not provide all the relevant data (e.g., an unused overdraft
arrangement would normally be excluded), and they provide valuations based
on the original cost rather than selling price bases. They do not provide
information about rates of working capital turnover — with this information
added we could make predictions of cash flows in and out of the firm for
future periods in the very short and short run; this would provide a more
sophisticated liquidity analysis. The aualysis also assumes that the factors
determining the ratios will remain constant in the future. However, if these
limitations are recognised the ratios may provide crude approximations.
Discussion of these ratios is also included in Chapter 13, and a further analysis
of changes in working capital in included in Chapter 12.



198 Financial accounting
10.12 Summary

Chapter 10 initially discussed the effect that forms of ownership can have on
the provision of finance for a business. The chapter then examined the
dimensions of a firm’s decisions about financing its activities. A firm will need
to provide returns to compensate providers of finance for their opportunity
costs, and for the risks they undertake. It will wish to select an optimal
financial structure which may consist of a combination of debt and equity
finance, and long and short term finance. One of the major objectives of
financing decisions is to attain optimal financial structures in the context of
financial risk, cost of finance and liquidity considerations. As well as financing
fixed assets a firm must maintain its liquidity and provide sufficient working
capital.

Notes and References

1. The term ‘limited’ after a company’s name denotes that it is a private
limited company and Plc that it is a public limited company. A private
limited company is one which can restrict the rights of its owners to
transfer their shares to other potential owners. It can not, however,
make an issue of its shares to the general public. A public limited
company cannot have limitations on the transfer of its shares but can
issue its shares to the public. As a consequence, it has access to a wide
ownership and greater sources of finance. A public limited company
may also be a ‘quoted’ company. This means that its shares are quoted
on a recognised stock exchange, and this creates greater ease of
transferability and makes the company’s shares more readily market-
able.

2. Reference to the Marks and Spencer Plc balance sheet in Appendix B
shows that retained profit provides around 40% of the company’s
owners’ equity (i.e. Capital and Reserves).

3. The basis for this calculation varies. Some analysts use working days as
in this example. Some use the actual days (i.e. 365) as in the example
in Section 13.3.

4. Very liquid assets may in some situations include debtors.

Questions and Problems

10.1 What do you understand by the following terminology?

Incorporation Limited liability

Public limited company Capital maintenance
Stewardship Quoted companies
Financial structure Equity finance

Capital structure Debt finance

Share premium Bonus issue

Nomimal value Floating and fixed charges

Ordinary share Financial risk



10.2
10.3

10.4

10.5
(a)
(b)

10.6

(a)
(b)
(9)
(d)

10.7

10.8
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Preference share Gearing

Debenture Liquidity

Opportunity cost of finance Solvency

Provisions Working capital turnover

Cash cycles

Discuss the advantages and disadvantages of operating a business
without incorporation.

Explain clearly the benefits from incorporation as a limited liability
company.

What difficulties arise for those lending to a company which has
limited liability? What protection do such lenders have?

Gault Ltd obtains the following finance during 19X4:

it borrows £1000 to be repaid in two years time with annual interest
of 10%;

it borrows £5000 with £5832 to be repaid in two years time, with no
annual interest payment.

What is the annual cost of finance in (a) and (b)?
What valuation would be shown in the balance sheet at the time of
the borrowing, and after one year?

How would you calculate your personal opportunity cost of finance
if you are deciding whether to buy:

a sweepstake ticket for an event in one year’s time;
a season ticket on British Railways;

a car;

a house.

Explain the differences, if any, between the costs you calculate.

The market value of the ordinary shares of Gallic Ltd is £80 000.
The shareholders expect to receive £10 000 per year in dividends in
the future. What discount rate are the shareholders applying to
their expected dividend stream to arrive at this valuation?

The following details relate to Blackmore Engineering Plc, a
quoted public company, for the year ended December 31 19X2:

Extract from balance sheet

£
Ordinary shares of 50p 140000
12% cumulative preference
shares of £1 80000
Share premium account 40000
Revaluation reserve 30000
General reserve 50000
Profit and loss account 70000
£410000

10% debenture stock 1994/99
(secured on freehold property) 300000

£710000
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Extract from profit and loss account
Net profit (before tax and debenture interest)  £120000

A client is considering purchasing some ordinary shares in the
company but his understanding of accounting is limited and he has
raised the following questions:

(1) What would be his rights as an ordinary shareholder, and what
sort of risk is he taking in buying the shares?

(2) Which of the various amounts in the balance sheet are available
for distribution to the ordinary shareholders as dividends?

(3) What is the difference between the Preference Shares and the
Debentures?

(4) He has been told that ‘gearing’ is important. What is gearing,
and how does it affect his situation?

Required: Brief answers to the above questions.

10.9 Below are listed details from the Balance Sheets of Hurley Ltd and
Baxter Ltd for the financial year ended 31 May 19X0:

Hurley Ltd  Baxter Ltd

£000 £000

Authorised Share Capital
£1 ordinary shares 400 250
5% £1 preference shares 250 -
Issued Share Capital
£1 ordinary shares 300 200
5% £1 preference shares 250 -
Loan capital
8% debentures 19X5 400 -
Bank loan @ 10% p.a.

repayable 19X2 - 70
Reserves
Share premium account 70 50
Retained profits 130 80
Revaluation reserve 100 -

Required:

(a) Using the information above to illustrate your answer, describe
what is meant by the term ‘gearing’ and discuss the factors a
company will take into account when deciding upon the most
appropriate sources of long term funds to finance its business.

(b) Explain what is meant by the term ‘reserve’, and describe the
purpose of the three types of reserve listed above. Why may a
company decide to issue new shares at a premium?

10.10 The following three companies are the same size and operate in the
same industry. Their financial structures are as follows:

A B C

£ £ £
Ordinary £1 shares 100000 50000 20000
10% Preference shares - - 40000
8% debentures - 50000 40000

£100000  £100000  £100000
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A range of estimates of future profits for the three companies is as
follows:

Pessimistic forecast £8000 net profit (before
interest and dividends)

Middle of the road forecast  £10000

Optimistic forecast £12000

Assume the three forecasts are relevant to all three companies.
A client has asked your advice on whether, in general, he should

invest in ordinary shares, preference shares or debentures and, in

particular, whether he should invest in company A, B or C.

Required: Advise your client as requested. (Ignore taxation)

10.11 The following are the balance sheet and profit and loss account of
Geranium Ltd:

Balance Sheet at 31 December 19X1 19X2
£000 £000
Fixed Assets
Machinery at cost 52 80
Less: accumulated depreciation 20 35
32 45
Current Assets
Stock 7 2
Debtors 3 1
Cash 2 7
12 10
Current Liabilities
Creditors 3 5
Dividends payable 1 2
4 7
Net Current Assets 8 3
£40 £48
Financed by
Owners’ Equity
Ordinary £1 shares 26 26
Retained profit 6 10
32 36
8% preference shares £1 e 4
32 40

Long-term Liabilities
12% debentures 19X6/X9

t
]
S loo
Ey
£
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Profit and loss account for 19X2 £000
Sales revenue 80
Less: cost of goods sold 49

Gross profit 31
Less: other expenses

depreciation 18

interest — debentures 1

administration 10

profit on sale of machinery 4

Net profit
Dividends — ordinary and preference

2 loa w2
&SI T

Increase in retained profit

Using the above data and any assumptions you think necessary
answer the following questions:

(a) Has the financial risk of the firm changed during 19X2?

(b) What factors would determine whether the optimal financial struc-
ture had been achieved?

(c) Has the liquidity of the firm improved or deteriorated during 19X2?

(d) To what extent can the debtors and stock be considered as available
to pay off creditors?

10.12 If you are considering investing £10 000 what criteria would you use
in choosing between an investment in ordinary shares, preference
shares and debentures?

10.13 When analysing the accounts of Gen Ltd you discover that the
following information has not been considered:

(a) Only 90% of the debtors included in the balance sheet at £25 000
are expected to pay even after £500 is spent on legal fees.

(b) Included in the creditors is £600 owing to an unknown supplier.

(c) The firm is being sued for £50 000 damages from a road accident.
How would this information affect the accounts?

10.14 At a meeting to discuss the liquidity problems of a firm, the
following proposals are made:

(a) An increase in the depreciation expense to conserve more cash in
the firm.

(b) A reduction in the credit given on sales from 60 days to 30 days.

(¢) An increase in the credit taken on purchases from 60 days to
90 days.

(d) An increase in the working capital cycle from 40 days to 50 days.

(e) An issue of 1000 shares as a scrip issue.

Comment on these proposals.
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Preparation and Presentation of
Financial Statements

11.1 Introduction

It was established in Chapter 1 that financial statements should be designed to
meet the needs of the users of the statements. It follows that their preparation
and presentation will be influenced by the context in which they are prepared
— the type of organisation will be a significant factor, for example. The
accounts of a small business operating as a sole trader may be prepared for
use by only the owner of the business, whereas the accounts of a Plc with a
stock exchange quotation will be made available to a wide variety of users (as
discussed in Sect. 1.6).

Sect. 5.2 introduced the distinction between ‘internal’ and ‘external’ re-
porting. Internal reporting refers to the use of accounting information within
the organisation — management accounting reports, for example, would come
into this category. For this type of report the preparation and presentation
will be determined by the needs of the organisation and the individuals within
the organisation using the information, and will not usually be subject to
external constraints. However, if the financial statements are for external
consumption — say, for presentation to a bank manager, to the inland revenue
or for publication according to the requirements of the Companies Acts —
then they are subject to external constraints as described in Sects 5.2-5.5 and
in Sect. 11.6.

A further influence on the preparation of financial statements will be the
extent and level of sophistication of the underlying accounting records avail-
able to the preparer. The preparation of a profit and loss account and balance
sheet is relatively straightforward if they are based on a properly maintained
system of double-entry book-keeping records. If, on the other hand, proper
records are not available, or are incomplete, for one of the reasons described
in Sect. 11.4, then (as can be seen from that section) the financial statements
may be much more difficult to prepare.

Before we go on to a detailed consideration of the preparation and
presentation of financial statements, we will discuss further the issues raised
in this introduction. In Sects 11.2 and 11.3 we deal with the impact of the form
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of organisation and in Sect. 11.4 the preparation of financial statements from
incomplete records is explained. The preparation and presentation from full
accounting records is then dealt with in Sects 11.5 and 11.6.

11.2 Influence of forms and ownership

Chapter 10 explained the significant differences between sole traders, part-
nerships and limited liability companies. In Section 11.2 we consider the
impact of these differences on the content of financial statements.

In the basic accounting equation:

Assets = Liabilities + Owners’ Equity

introduced in Chapter 1, the meaning of Owners’ Equity was defined as ‘the
residual interest of the owner of the organisation’. It is in the area of owners’
equity that the different forms of ownership have an impact. Otherwise the
accounting treatment of assets and liabilities is usually unaffected by the type
of organisation and their presentation is dealt with in later sections. The
owners’ equity under different forms of ownership can now be considered.

Sole Trader

The sole proprietor (or owner) provides the business with its initial capital
and may, from time to time, introduce further amounts. The owner is entitled
to any profits earned by the business and when profits are withdrawn they are
usually referred to as ‘drawings’. A typical owners’ equity section of the
balance sheet of a sole trader would be:

Owners’ Capital £ £
Capital at the beginning of the year XXX
Capital introduced during the year XXX
Profit for the year XXX

Less drawings XXX

Retained profit XXX
Capital at the end of the year £XXX

Partnerships

A partnership arises where there is more than one owner of a firm. This
requires special arrangements to deal with each partner’s capital contribution,
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and with the way in which profits are shared. The impact of these arrange-
ments are explained more fully in Sect. 11.3.

Limited Liability Companies

The owners’ equity of a limited company consists of share capital and
reserves; the details of these were explained in Chapter 10. In principle there
is little difference between the content of a sole trader’s capital described
above and that of the limited liability company. In the latter, capital is
represented by the details of the various types of share capital issued. The
withdrawal of profits by means of dividends is similar to the sole trader’s
‘drawings’. An example of a limited company’s financial statements is shown
in Sect. 11.5.

11.3 Partnerships

Partnerships are commonly used as a form of organisation in Britain for
professional groups such as accountants and solicitors where in the past
limited liability has been prohibited. However, it is possible to organise most
types of business activity as a partnership. The Partnership Act 1890 defined a
partnership as ‘the relationship which subsists between persons carrying on a
business in common with a view to profit’. In the absence of a partnership
agreement specifically designed for a particular organisation, the rules of the
Partnership Act 1890 are assumed to apply. A partnership agreement will
normally deal with the following matters which are relevant from an account-
ing view point:

(1) Capital
The agreement shows how much capital each partner should
contribute to the partnership.

(2) Share of profit
With a sole trader, all the profit each year is added to the
owner’s capital. In a partnership, the division of profit be-
tween the partners is determined by the partnership agree-
ment. The proportions of profit for each partner may be
influenced by the amount of capital contributed or by the level
of expertise or experience provided by an individual partner.
It is common for this appropriation of profit to include el-
ements referred to as salary, interest on capital and division of
residual profit, but it should be emphasised that the method
and formula for the appropriation of profit is usually agreed by
the partners and is likely to differ from partnership to partner-
ship. A typical situation would be: as in Ex.11.1.
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Example 11.1

Dan Smith and Tom Jones form a new partnership on 1 January 19X0 with
capital of £40 000 contributed by Smith, and £10 000 by Jones. The partner-
ship agreement includes the information that interest on capital of 10% is to
be paid. A salary of £4000 is to be paid to Smith and £6000 to Jones. Residual
profits are to be shared 2/5 by Smith and 3/5 by Jones.

During 19X0 the net profit of the partnership is £40 000 and during the year
drawings by the partners amounted to £13 000 by Smith and £16 000 by
Jones.

A typical statement showing the appropriation of the partnership profit
would be:

Appropriation of Net Profit for 19X0

Net Profit £40000
Salaries: Smith 4000
Jones 6000
£10000
£30000
Interest on Capital:
Smith (10% on £40000) 4000
Jones (10% on £10000) 1000 5000
25000
Residual Profit:
Smith 2/5 10000
Jones 3/5 15000
£25000

This statement would normally be shown as part of the presentation of the
profit and loss account, after net profit where the details of dividends would
be shown in a limited company’s profit and loss account. Note that no figure is
shown separately for retained profit because all the net profit has been
allocated to the partners and will appear in their accounts as shown below.
It is usually necessary to segregate the partners’ capital contributions from
their share of profits. This is achieved by maintaining a Capital Account and a
Current Account for each partner. They may also maintain a separate account
to record details of drawings made by the partners. In Ex.11.1 it is assumed
that drawings are debited direct to the current accounts as shown below:
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Partners’ Capital Accounts

Smith

207

Jones

19X0
Jan. 1 Cash £40000

Partners’ Current Accounts

19X0
Jan. 1 Cash £10000

Smith Jones
19X0 19X0 19x0 19X0
—Drawings(1) 13000 |- Salary(2) 4000 —Drawings(1)16000 |- Salary(2) 6000
- Interest(2) 4000 — Interest(2) 1000

Notes:

£13000

Dec. 31 Profit 10000
£18000

19X1
Jan 1 Balance 5000

£16000

Dec.31Profit 15000
£22000

19X1
Jan 1 Balance 6000

(1) Drawings may have been made on several dates during the

year. Shown here are the totals for the year.

depend on the partnership agreement.

(2) The dates on which the salary and interest are credited will

The partnership balance sheet as far as assets and liabilities are concerned
will be same as if it were a sole trader or a limited company. The capital and
reserves section, however, is represented by the partners’ share of the
owners’ equity, and will be presented as:

Balance Sheet of Smith and Jones as at 31 December 19X0

Capital Accounts

Smith
Jones

Current Accounts

Smith
Jones

Total partners’ funds

£ £
40000
10000
50000
5000
6000 11000
£61000
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If the firm in Ex.11.1 had been a sole trader, the equivalent section of the
balance sheet would have been:

£ £
Capital — 1 Jan. 19X0 50000
Profit for 19X0 40000
Drawings 29000
Retained profit 11000
Capital — 31 Dec. 19X0 £61000

11.4 Preparation of financial statements from incomplete records

Chapter 4 described the components of a double-entry book-keeping system.
The preparation of financial statements from such a system is described
further in Sect. 11.5. In some circumstances, however, a complete set of
accounting records will not be available. This could be because the basic
system is inadequate or non-existent, or it could be that it has been inef-
ficiently operated. Other circumstances which give rise to incomplete records
occur where some or all of the accounting records have been accidentally lost
(for example, in a fire), or where they have been lost as a result of a burglary.

Preparation of a set of financial statements from incomplete records may be
required in circumstances such as:

assessment of profit by the inland revenue;

support for an insurance claim;

where a small business requires a bank overdraft;

assessment of the value of a business, where it is to be sold or
where a new partner is being introduced.

Procedures for Dealing With Incomplete Records

The procedures for dealing with these situations will, of course, vary depend-
ing on the extent and nature of the problem causing the lack of proper
information. In some situations virtually no records will be available, with
(for example) cash receipts and payments made without recording details of
the transactions. This state of affairs is typical of how many individuals
conduct their day-to-day activities and it may not constitute a problem until
for some reason a formal record is required. However, in a business context
the more usual situation is where something similar to single-entry records
exist, perhaps with a cash book and a bank statement available. The role of
the accountant is to attempt to construct a set of double-entry records using
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whatever evidence is available. Typical examples of such evidence are bank
statements, cash book, paid cheques, invoices or receipted bills. In addition,
there may be valuable information to be obtained from discussions with the
owner and employees of the business.

The process of preparing financial statements from incomplete records is
rather like a detective story where the available evidence is used as clues to fill
in the missing information in order to solve the problem. Figure 11.1 is an
adaptation of Figure 1.5 and illustrates the basic building blocks of necessary
accounting information which may have to be reconstructed.

\DURING THE YEAR
OPENING POSITION + PROFIT (REVENUE — EXPENSES) CLOSING POSITION
ASSETS XXX + NEW RESOURCES FROM THE OWNER| | ASSETS XXX
LIABILITIES XXX - DISTRIBUTIONS OF RESOURCES TO LIABILITIES XXX
OWNERS’ THE OWNER OWNERS'
CAPITAL XXX CAPITAL XXX
Figure 11.1

A typical series of stages to follow when dealing with incomplete records
would be:

(1) Reconstruct the opening position.
(2) Use the cash book and bank statements to reconstruct activity
during the year, for example, to identify:

— cash and credit sales

— cash and credit purchases

— expenses paid

— receipts of new capital from the owner

— distributions to the owner by means of drawings
— purchase and sale of assets.

(3) Identify relevant end of period adjustments.
(4) Construct the financial statements.

Before we look at a typical example of incomplete records in Ex.11.2, further
explanations of the procedures involved in the steps set out above will be
useful.

Stage 1 — Reconstruct the Opening Position
What is required is a list of assets and liabilities. If financial statements were

produced for the previous accounting period then the end of period balance
sheet will provide the necessary information. Otherwise estimates of the
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opening value of, for example, fixed assets, stock, debtors, creditors and cash
will have to be made from available data.

Stage 2 — Analysis of Cash Book and Bank Statements

The cash book and bank statements will provide information useful for the

opening and closing balance sheets. In addition an analysis of cash and bank
receipts and payments may reveal:

Receipts
— information on sales made for cash
— amounts received from debtors in respect of credit sales’ (* see
below)
— new capital introduced
— proceeds of the sale of fixed assets.
Payments

— cash purchases of stock

— amounts paid to creditors in respect of credit purchases (* see
below)

— payment of expenses (* see below)

— purchase of fixed assets

— amounts withdrawn by the owner for his own use.

For the items marked * it is important to distinguish payments and receipts
which are in respect of transactions which originated in a previous accounting
period, from transactions of the current accounting period. Areas where
particular problems may occur are credit sales, credit purchases, stock and
cost of sales. These problem areas are discussed below.

Credit Sales

It is likely that part of the amounts received from debtors (credit customers)
will be in respect of sales made in a previous period. Where a business does
not keep a record of its credit sales, the figure can be estimated by adjusting
the amounts received from credit customers as follows:

Amount received from debtors (derived from an

analysis of cash book and bank statement) 10360
Less
Debtors at the beginning of the period (the

associated credit sales will have been included in

a previous profit and loss account) 2480

7880
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Add
Debtors at the end of the period (i.e., credit sales
for the current period which were not included
in the £10 360) 3600

Credit sales for the current period £11480

Credit Purchases
The same approach can be applied to the calculation of credit purchases:

£

Amounts paid to creditors 8640
Less
Creditors at the beginning of the period 2850

5790
Add
Creditors at the end of the period 3280
Credit purchases of the current period £9070

In the case of both sales and purchases, cash sales or purchases need to be
added to compute the total sales or purchases for the period.

Stock and Cost of Sales
Once the purchases total is known it is usually possible to calculate the cost of
sales figure by adjusting for the opening and closing stock:

£
Opening Stock @O 5680
Add Purchases @) 9800
15480
Less Closing Stock 3) 6480
Cost of Sales 4) £9000

There are four elements in the above calculation of cost of sales. It was
possible to calculate cost of sales (4) because elements (1). (2) and (3) were
assumed to be already known from other calculations or other sources of
information. In general, this sort of calculation will be possible provided any
three of the elements are known (or can be discovered from other data). For
example, if the firm’s stock had been destroyed by fire before it was valued, it
might be necessary to estimate the value of the loss for insurance purposes. In
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the above calculation element (3) (closing stock) was used to arrive at the cost
of sales figure. It might thus appear that if element (3) and (4) are not known
it would not be possible to discover the value of the stock destroyed.
However, it might be possible to arrive at an estimate of the cost of sales by
an alternative method — for example, if the sales figure for the period is
known and the business has an idea of the average mark-up they used in
calculating their selling prices, then it is possible to estimate the cost of sales:

If the average mark-up is 20% on cost and total sales are £10 800, then:

£
Sales (120% of cost) 10800
Profit (20% of cost) 1800
Cost of Sales £9000

Knowing the value of element (4), we can thus calculate the missing figure of
£6480 for stock destroyed.

Stage 3 — Identify the Necessary End of Period Adjustments

It was explained in Sect. 4.4 that end of period adjustments can be used to
correct errors or to improve the quality of the information in the profit and
loss account and balance sheet. Typical areas for adjustment will usually be:

(1) Stock
The amount of stock left over at the end of the accounting
period should be included in the balance sheet as a current
asset, and will reduce the amount of purchases which are
included in cost of sales as having been sold during the period.

(2) Depreciation
Part of the opening value of most fixed assets will need to be
allocated to the profit and loss account as an expense.

(3) Provision for bad debts
The closing debtors’ figure should be scrutinised and reduced
if any debts are deemed to be doubtful. The amount of
provision (or the increase in an existing provision) is written
off in the profit and loss account as an expense.

(4) Accruals
A check should be made to ascertain if any payments in
respect of goods or services already received are unpaid at the
date of the balance sheet. Typical examples are wages, tele-
phone, electricity, etc.; these items should be included as
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expenses in the current profit and loss account, and in the
balance sheet as current liabilities.
(5) Prepayments
These are the opposite to accruals in that they represent
payments for goods and services made but where the full
benefit of the goods and services has not been received or used
up at the balance sheet date. Typical examples are items
where payment is in advance of the services, such as rent or
insurance. Any part of such payments which are identified as
being in respect of a period after the balance sheet date should
be deducted from the relevant expense in the profit and loss
account and included as a current asset in the balance sheet.
(6) Dividends

It is unlikely that a company which has issued share capital
would also have incomplete accounting records except in the
case of a fire or a burglary. However, in companies where
share capital has been issued, the dividend is usually deter-
mined by the level of profit earned. It follows that the level of
dividend will normally be decided only after the end of the
accounting period when the profit for the year will be known.
In such cases, dividends will be one of the end of period
adjustments, shown as an appropriation of profit and as a
current liability in the balance sheet.

Incomplete Records — Example

Example 11.2
Sarah Sharp, who runs a newsagent’s shop, has asked for help in preparing
her financial statements for the year 19X0. Her accounting records consist of
a cash book, bank statements and a file of invoices and receipts. Most of her
customers pay cash, but some are allowed credit.

A preliminary analysis of the available records is as follows:

(1) Summary of entries in the cash book

190 £ 190 £
Jan. 1 Balance 80 - Cash purchases 850
—  Cash takings 23560  — Wages (assistant) 3500
- Shop expenses 1650
— Drawings 2600
— Cash banked 14500
23640 23100

Dec. 31 Balance 540
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(2) Summary of entries in bank starements

19X0 £ 19X0 £
Jan.1 Balance 2250  —Payments to creditors 7500
Cash banked 14500 -Rent 1860
Receipts from —Shop expenses 1250
creditcustomers 2600  —Purchase of cash register 3800
~Drawings 1000
19350 14960

Dec. 31 Balance 4390

(3) Other information

(a) Value of: Jan. 1 19X0 31 Dec. 19X0
£ £

Stock 1250 1480
Debtors 520 640
Creditors 1480 1650
Fixtures and fittings(1) 2800 2300

Note: (1) No fixtures or fittings were bought or sold during the

year.

(b) The cash register was bought on 31 December 19XO0.

(c) The owner estimates that she consumed, for her own use, £2000
worth of stock during the year.

(d) The rent payment was made on 1 January 19X0 and covers a period
of 18 months.

(e) The shop assistant is owed a month’s wages of £350 at the end of the
year.

Suggested Solution

Stage 1 — Reconstruct the Opening Position
From the information provided, the assets and liabilities of the shop on
1 January 19X0 appear to be:

Assets £

Fixtures and fittings 2800
Stock 1250
Debtors 520
Bank 2250
Cash 80

6900
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Liabilities
Creditors

Net worth of the shop (which constitutes the
owner’s capital at 1 Jan. 19X0)

Stage 2 — Analyse the information provided by the cash book and

bank statements

215

1480

£5420

In Ex.11.2 the information will enable us to calculate the amount of sales,

purchases, cost of sales and drawings:

Sales
Calculation of credit sales involves:
Amount received from debtors
Less Opening debtors (in last period’s sales)

Add Closing debtors (this period’s unpaid sales)
Credit sales for 19X0
Add Cash sales (from cash book)

Total sales for 19X0

Purchases
Calculation of credit purchase involves:
Amount paid to creditors

Less Opening creditors (in last period’s purchases)

Add Closing creditors (this period’s unpaid purchases)

Credit purchases
Add Cash purchases (from cash book)

Total purchases for 19X0

Cost of Sales

£
2600
520

2080
640

2720
23560

£26280

7050
1480

5570
1650

7220
850

£8070

Calculation of cost of sales uses information from Note (3) above and the

purchases total as follows:

Opening Stock
Add Purchases

Less Closing stock

Less Stock drawings(1)
Cost of sales for 19X0

1250
8070

9320
1480

7840
2000

£5840
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Note:

(1) The £2000 of stock used by the owner should be classed as
drawings rather than cost of sales. If she had not used the
stock the closing stock would have been £3480 making the cost
of sales £5840, which agrees with the above calculation.

Drawings

The owner withdraws assets for her own use in the form of cash both from the
shop till and from the shop bank account in addition to the stock withdrawals:

£
In cash 2600
From bank 1000
In stock 2000
Total drawings for 19X0 £5600

Stage 3 — Identify end of period adjustments

From the ‘other information’ provided in point (3) above, adjustments are
required to reflect the prepayment of rent, the wages owed to the assistant
and the information that the value of fixtures and fittings has depreciated over
the year. As the business does not have double-entry accounting records, the
adjustment can be expressed as:

Rent
Reducing the rent expenses for 19X0 by 1/3 from £1860 to £1240.
Recording the £620 prepayment for 19X1 in the balance sheet as an asset.

Wages

Increasing the wage expenses for 19X0 from £3500 (amount actually paid) to
£3850 (£3500 + £350) which is the amount that should have been paid in 19X0.
The £350 owing to the assistant is also shown in the balance sheet as a
liability.

Depreciation

The fall of £560 in the value of the fixtures and fittings is shown in the profit
and loss account as a depreciation expense and the reduced value of £2300 is
shown in the balance sheet.

Note: If the business did have a proper double-entry book-keeping system,
the adjustments could have been recorded as formal entries:

Dr Prepaid Rent £620
Cr Rent Expense £620
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Dr Wages Expense £350

Cr Accrued Wages £350
Dr Depreciation Expenses £500

Cr Accumulated Depreciation £500

(Fixtures and Fittings)

Stage 4 — Construct the Financial Statements
We now have sufficient information from Steps 1, 2 and 3 to prepare a profit
and loss account and balance sheet for Sarah Sharp’s business:

Sarah Sharp — Newsagent
Profit and Loss Account for the Year Ended 31 December 19X0

£
Sales 26280
Cost of Sales 5840
Gross Profit 20440
Expenses:
Wages (3500 + 350) 3850
Rent (1860 — 620) 1240
Shop Expenses (1650 + 1250) 2900
Depreciation 500
8490
Net Profit £11950
Balance Sheet as at 31 December 19X0
£ £ £
Fixed Assets
Fixtures and fittings 2300
Cash Register 3800
6100
Current Assets
Stock 1480
Debtors 640
Prepaid Rent 620
Bank 4390
Cash 540
7670
Current Liabilities
Creditors 1650
Accrued Wages 350
2000
5670

Net Assets £11770
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Owners’ Capital £ £
Capital 1 Jan. 19X0 5420
Profit for 19X0 11950

Drawings 5600

Retained Profit £6350
Capital 31 Dec. 19X0 £11770

11.5 Preparation of financial statements from full accounting records

Sect. 11.4 described the procedures for the preparation of financial state-
ments where the available accounts are incomplete. Where the company has
maintained a proper system of double-entry book-keeping the procedures will
be similar to those illustrated in Figure 4.2 and in the nine procedural steps
developed in Sect. 4.4 and set out again below.

(1) Identify transactions

(2) Record transactions in books of prime entry

(3) Transfer (or post) details of the transactions into relevant
ledger accounts

(4) Periodically calculate the balance on each ledger account

(5) Prepare a trial balance

(6) Identify end of year adjustments (repeat stages (2), (3) and (4)
to include adjustments)

(7) Prepare a further trial balance

(8) Use the trial balance in (7) as a basis for the preparation of the
profit and loss account and balance sheet

(9) Close those accounts which apply only to the current account-
ing period

For the purposes of this section we are assuming that Steps (1)-(5) have
been satisfactorily completed so that we can concentrate on steps (6), (7) and
(8).

A typical trial balance prepared in Step (5) might be that shown in Example
11.3.

Example 11.3
The following trial balance was taken from the ledger accounts of Anaheim
Plc at 31 December 19X0:



Financial statements: preparation and presentation 219

£ £

£1 Ordinary shares 150000
8% £1 Preference shares 50000
7% Debentures 100000
Land (at cost) 113000
Plant and Machinery (at cost) 380000
Retained Profit at 1 Jan. 19X0 90000
Share Premium 20000
Stock 1 Jan. 19X0 35000
Sales 300000
Discount allowed and received 4300 4600
Debtors and Creditors 48000 27000
Accumulated Depreciation — plant and

machinery at 1 Jan 19X0 85300
Cash 7100
Purchases 165000
Wages and Salaries 31900
Lighting and Heating 3200
Debenture Interest 3500
Interim dividends:

Ordinary (5%) 7500

Preference (4%) 2000
Provision for doubtful debts 1500
General Expenses 27900

£828400  £828400

This trial balance was taken from the ledger accounts before any end of year
adjustments had been made. The following comments can be made at this
stage:

(1) As the trial balance debit and credit totals agree it can be
assumed that for the transactions processed there must have
been an equal value of debits and credits. However, as ex-
plained in Sect. 4.2, it does not guarantee that all the trans-
actions have been correctly processed.

(2) Ignoring (for the present) the adjustments, the trial balance
could be used to prepare the profit and loss account and
balance sheet. First it is necessary to identify which ledger
account balances go into each of the financial statements.
Reference to the accounting equation may help in the identifi-
cation:

Assets = Liabilities + Owners’ Equity
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— and in the expanded version used in Chapter 4:
(A) Assets = Liabilities + Capital + Retained Profit
— and when Retained Profit consists of Retained Profit at the
beginning of the accounting period plus the Retained Profit
for the current period, which is:
(B) Retained Profit = Revenue — Expenses — Distributions
Equation (A) provides the content of the Balance Sheet
Equation (B) provides the content of the Profit and loss
account.
Therefore if we apply this analysis to the trial balance of Anaheim Plc, we

obtain the following classifications:

Balance Sheet Items

Assets Liabilities Capital

Land 7% Debentures £1 Ordinary shares

Plant and machinery Creditors 8% £1 Preference
(accumulated shares
depreciation) Share premium

Stock

Debtors

(Provision for
doubtful debts)
Cash

Profit and Loss Account Items

Revenue Expenses Distribution
Sales Discount allowed Interim dividends
Discount Purchases

received Wages and salaries

Lighting and heating
Debenture interest
General expenses

Notes on the Classifications
(1) The credit balances in ‘accumulated depreciation’ and ‘pro-

vision for doubtful debts’ are included among the assets be-
cause they are amounts which reduce the book value of the
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related assets — plant and machinery, and debtors.

(2) The figure of £90 000 retained profit at 1 January 19X0 could
be included in the capital column as part of the opening
capital. In this example we have followed the procedure
adopted by many companies of adding the opening retained
profit to the figures for the current year in the profit and loss
account, as shown in the solution given on p. 227 below. In
effect, the profit and loss account is a sort of end of period
adjustment which updates the retained profit figure from
1 January 19X0 to 31 December 19X0.

(3) Similarly the trial balance figures for stock and accumulated
depreciation are dated 1 January 19X0 and will be updated by
specific end of year adjustments.

(4) In practice, the balance sheet and profit and loss account
would not usually be prepared until the end of period adjust-
ments have been dealt with, in Step 6.

Step 6 — Identify End of Year Adjustments

These adjustments are usually made to correct errors or to improve the
information provided by the ledger accounts. Typical information which
might require adjustment for the Anaheim Pic would be:

(a) On 30 November 19X0 the company issued bonus shares to
the ordinary shareholders on a 1 for 10 basis. No entry relating
to this issue has yet been made in the ledger accounts.

(b) Stock at 31 December 19X0 was valued at £41 000.

(c) The company has decided, on the advice of valuers, to revalue
the land to £180 000 at 31 December 19X0.

(d) Wages owing at 31 December 19X0 amounted to £500.

(e) Depreciation is to be provided for plant and machinery for
19X0 at 10% of cost.

(f) General expenses include an insurance premium of £1200
which relates to the period 1 April 19X0 to 31 March 19X1.

(g) The provision for doubtful debts is to be fixed at 212% of
debtors outstanding at 31 December 19X0.

(h) Debenture interest has not all been paid.

(i) Corporation tax of £12 000 is to be provided.

(j) The directors wish to provide for:

— a final ordinary dividend of 5%;
— a final preference dividend.
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Comments on the Required Adjustments

A basic distinction between the information in the trial balance and the
information in the adjustments is that the former has been through the
double-entry book-keeping system, whereas the latter has not. The adjust-
ments must therefore be incorporated into the financial statements by follow-
ing the principles of double-entry. Each adjustment will effect two balances,
usually one relevant to the balance sheet and one in the profit and loss
account. A common error which results in balance sheets which do not
balance is to process the adjustments on a single entry basis only.

Notes on the Journal Entries for the Adjustments

(A) Assuming that the balance on the share premium account is
to be used as the basis for the bonus shares, the relevant
journal entry would be:

Dr Share Premium £15000
Cr £1 Ordinary Shares £15000
Bonus issue of 1 for 10 on 150 000 £1 Ordinary shares.

(B) The inclusion of the value of stock for 1 January 19X0 in the
trial balance for 31 December 19X0 suggests that the company
uses a periodic stock system. It was explained in Chapter 7
that with this system the balance of stock in the ledger
account remains constant until it is updated by a periodic
valuation. In this example, the value of stock at 31 December
19X0 has been valued at £41 000.

The required journal entries would therefore be:

Dr Cost of Sales £35000
Cr Stock £35000

This uses a FIFO assumption to transfer the opening stock to
cost of sales.

Dr Cost of Sales £165000
Cr Purchases £165000

This similarly transfers the purchases total into cost of sales:

Dr Stock £41000
Dr Cost of Sales £41000
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(E)
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This records the closing stock balance in the stock account and
reduces cost of sales by the value of unsold stock.

If the company used a perpetual system the Stock Account

would be updated for each amount of stock purchased, sold
or used in production. The stock value in the trial balance
would then represent the up-to-date value at 31 December
19X0 and no end of period adjustment may be necessary. An
adjustment may, however, be necessary even with a per-
petual system if an end of year physical check of stock levels
reveals a discrepancy with the book value in the Stock Ledger
Account.
As discussed in Chapter 6, many companies have in recent
years adopted the practice of revaluing assets. The provisions
in the Companies Act 1985 for the application of ‘alternative
accounting rules’ provide the statutory regulations for the
treatment of revaluation in published accounts. The appropri-
ate journal entry here is to:

Dr Land £67000
Cr Revaluation Reserve £67000

The historical cost of the land should be disclosed either in the
balance sheet or in the notes to the financial statements.
The appropriate journal entry is:

Dr Wages £500
Cr Accrued Wages £500

This increases the wage expense in the profit and loss account
and the accrued wages is included as a creditor in the balance
sheet.
Dr Depreciation Expense £38000

Cr Accumulated Depreciation — £38000

plant and machinery

Being 10% of cost of £380 000
Dr Prepaid Insurance £300

Cr General Expenses £300

The insurance premium of £1200 covers 9 months of 19X0
and 3 months of 19X1. This entry reduces the general ex-
penses for 19X0 by £300 (1/4 of £1200) and transfers that sum
to the current assets in the balance sheet where it is shown as
a prepayment. Note that considerations of materiality have
been ignored in this example.
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The trial balance shows that the company already has a
provision for doubtful debts of £1500. They have decided that
a provision of 2%2% of debtors is adequate to cover potential
bad debts from the £48 000 outstanding debtors. The re-
quired provision is thus £1200 (2%2% of £48 000) which is
£300 less than the existing provision which will have been
created out of the previous year’s profit and loss accounts.
The required journal entry is thus:

Dr Provision for Doubtful Debts £300
Cr Bad and Doubtful Debts Expense £300

This reduces the provision to £1200 and credits the excess
provision to the profit and loss account.

Dr Debenture Interest £3500
Cr Accrued Debenture Interest £3500

The total debenture interest for 19X0 should be £7000, 7% of
£100 000. It can be seen from the trial balance that an instal-
ment of £3500 has already been paid. This journal entry
brings the expense up to £7000 and shows the unpaid £3500 in
the balance sheet as a creditor.

Dr Taxation Expense £12000
Cr Accrued Taxation £12000

This journal entry records the estimate of corporation tax
which will be paid on profit earned in 19X0. The debit will
appear as an expense in the profit and loss account and the
credit in the balance sheet as a creditor.

In practice, the estimate of corporation tax payable will be
calculated by applying the prevailing rate (in recent years
between 30% and 40%) to the company’s taxable profit.
‘Taxable profit’ will normally be different to the profit shown
in the profit and loss account which has been calculated using
accounting principles; taxable profit is based on the rules
determined by the inland revenue which may disallow certain
expenses incurred by the company and included in the normal
profit and loss account. On the other hand, they may provide
special deductions allowable for tax purposes: the most no-
table example is depreciation, which must be added back to
accounting profit when calculating taxable profit but special
‘capital allowances’ are allowed as deductions in place of
depreciation.

The trial balance shows that the company has already paid
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interim dividends to their shareholders during 19X0. Because
the final dividend for the year, at least for Ordinary share-
holders, is usually related to the current year’s level of profit,
it follows that the size of the dividend cannot be determined
until the profit for the year has been calculated. It is usual
therefore for the final dividend to be declared after the end of
the accounting year and consequently the end of year adjust-
ments usually include a journal entry for dividends:

Dr Final Dividend - ordinary shares £8250
— preference shares £2000
Cr Dividends Payable £10250

The ordinary dividend is 5% of £165 000 Ordinary share
capital (including the bonus shares). The Preference dividend
is 4% of £50 000 which, when added to the interim 4%,
constitutes the 8% due to the Preference shareholders. The
debit of £8250 and £2000 will be added to the interim divi-
dends and shown in the profit and loss account as an appropri-
ation of profit. The £10 250 credit will appear as a current
liability in the balance sheet.

Processing the Adjustments

The information provided by the adjusting journal entries must now be
amalgamated with the data in the initial trial balance. In practice, this would
be achieved by posting each journal entry to the relevant ledger account and
then preparing another trial balance (i.e., Step 7) based on the adjusted
ledger account balances. The financial statements can then be prepared (Step
8) from the adjusted trial balance. An alternative method of showing how the
adjustments are processed is by means of an extended trial balance.

The Extended Trial Balance

The extended trial balance is used here to explain how adjustments can be
processed. In practice, it may be used by a firm who wishes to produce
financial statements without waiting until the ledger accounts are completed.
They are also often used by auditors as part of their working papers for
auditing end of period adjustments.

The form of the extended trial balance using the data from Ex.11.3 is
shown in Figure 11.2.

The extended trial balance in Figure 11.2 shows how the adjustments
column lists the adjusting journal entries alongside the ledger account balance
which they will affect. Note also that the total debit figure of £387 850 equals
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the total credit figure. This is a confirmation that double-entry procedures
have been followed. Some of the adjustments necessitate opening new ledger
accounts: in Figure 11.2, all the accounts after general expenses are new. The
adjusting entries are processed by debiting or crediting the existing trial
balance figure as appropriate, and by sorting the amended figures into the
profit and loss account and the balance sheet columns.

The profit and loss columns are credited with revenue and debited with
expenses and appropriations of profit. The inclusion of the retained profit of
£90 000 at 1 January 19X0 means that the balancing figure of £91 650
represents the retained profit at the end of year. This figure is carried across
to the balance sheet to be included in the owners’ equity which is described as
Share Capital and Reserves. With the inclusion of the £91 650, the debit and
credit columns of the balance sheet will agree if the adjustments have been
properly processed.

Step 8 — Preparation of the Financial Statement*
The profit and loss account and balance sheet columns of the extended trial
balance include all the information necessary to prepare the final financial
statements. If the statements are to be published (i.e., for external presenta-
tion), their format is specified by the Companies Act 1985 and details of these
requirements are discussed in Sect. 11.6. For internal financial statements,
the format can be decided by the company; however, in many respects, the
externally required format is now adopted extensively for all financial state-
ments produced by companies.

A typical set of internal financial statements based on Ex.11.3 would be as
follows:
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Anaheim Plc
Profit and Loss Account for the Year Ended 31 December 19X0

£ £
Sales 300000
Cost of Sales 159000
Gross Profit 141000
Plus Discount Received(1) 4600
Decrease in Provision for
Doubtful Debts(1) 300 4900
145900
Less Expenses:
Wages and Salaries 32400
Lighting and Heating 3200
Discounts Allowed 4300
Debenture Interest 7000
Depreciation 38000
General Expenses 27600
112500
Net Profit 33400
Taxation 12000
Profit After Taxation 21400
Dividends:
Ordinary 15750
Preference 4000
19750
Retained Profit for 19X0 1650
Retained Profit at 1 January 19X0 90000
Retained Profit at 31 December 19X0 £91650
Note: (1) These two credits could alternatively have been deducted

from the £112 500 expenses total.

As can be seen from the example in Sect. 11.6 the required format for the
published profit and loss account is not radically different from that shown
above. There is an attempt in the UK Companies Act format, which in turn is
based on EC requirements, to standardise the format by requiring (for
example) that all expenses are classified under the sub-headings of Distribu-
tion Cost and Administrative Expenses.
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Anaheim Plc

Balance Sheet as at 31 December 19X0

Fixed Assets

Land (at Valuation)

Plant and Machinery (at Cost)
Less Accumulated Depreciation

Current Assets

Stock

Debtors

Less Provision for Doubtful Debts
Prepaid Insurance

Cash

Current Liabilities
Creditors

Accrued Wages

Debenture Interest Payable
Dividends Payable
Taxation Payable

Net Current Assets

Long Term Liabilities
7% Debentures

Capital and Reserves
Called up Share Capital
Ordinary Shares £1

8% Preference Shares £1

Reserves:

Share Premium
Revaluation Reserve
Retained Profit

£ £
380000
123300
41000
48000
1200 46800
300
7100
95200
27000
500
3500
10250
12000 53250
165000
50000
5000
67000
91650

229

£
180000

256700
436700

41950
478650

100000
£378650

215000

163650

£378650
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As with the profit and loss account, the required Companies Act format for
the balance sheet does not differ significantly from that shown above. There
are some differences in terminology: for example, Current Liabilities is
replaced by ‘Creditors: amounts falling due within one year’ and Long Term
Liabilities by ‘Creditors: amounts falling due after more than one year’.

For both the profit and loss account and balance sheet, the Companies Act
allows the use of alternative formats such as a horizontal (or two-sided) rather
than the vertical presentation which was used in Ex.11.3. In practice, how-
ever, virtually all firms now use a vertical presentation.

11.6 Presentation of financial statements for external publication

Sect. 5.2 considered what determined the form and content of financial
statements; Sect. 5.3 dealt with theoretical issues, Sect. 5.4 with legal require-
ments and Sect. 5.5 with other forms of regulation such as ‘Statements of
Standard Accounting Practice’. Section 11.6 considers further the legal regu-
lations, particularly those now contained in the Companies Acts 1985 and
1989. Among those regulations is the requirement that the company present
to the annual general meeting of shareholders:

— a profit and loss account
— a balance sheet

— a director’s report

— an auditor’s report.

We are concentrating in this Sect. 11.6 on the requirement relating to the
profit and loss account and the balance sheet; examples of a director’s report
and an auditor’s report can be seen in the Marks and Spencer annual report in
Appendix B.

The Companies Act 1985 introduced new regulations governing the format
of published accounts, and much of the remainder of this chapter is based on
the content of these formats. The Companies Act 1989 included, among other
provisions on consolidated accounts and auditing, two aspects of relevance to
external publication. One is a relaxation of reporting requirements in respect
of private companies. (See Chapter 10, n. 1 for definition of a private
company). The other is the potentially very significant concession that allows
listed companies to send shareholders summary financial statements if they do
not wish to receive the full statements.
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The Profit and Loss Account

The Companies Act 1985 provides for two methods of analysing the data in
profit and loss accounts. Format 1 analyses expenses by type of operation, and
is often termed the ‘Operational Format; Format 2 analyses expenses by type
of expenses, and is termed the “Type of Expenditure Format’. In Sect. 4.5 we
introduced the concept of a ‘Natural Classification’ and ‘Functional Classifi-
cation’ of expenses in the profit and loss account. In effect, Format 1 adopts
the functional classification and Format 2 adopts the natural classification as
described in Sect. 4.5. As the Act provides a horizontal and a vertical form for
both Format 1 and Format 2; there are in effect four possibie alternatives. In
practice few firms use a horizontal presentation and we will consider only the
vertical form. An example of Format 1 is shown in Figure 11.3 and on Format
2 in Figure 11.4. It appears that in practice most firms have adopted Format 1
in their published accounts.

The profit and loss account must be presented in the order and under the
headings shown in the formats. The arabic numbers (1, etc.) denote that these
items may be amalgamated or amended where the nature of the company’s
business requires. (The arabic numbers themselves need not be shown in the
published accounts.) The Act requires also that the corresponding previous
year’s figures must be shown.
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Figure 11.3

Companies Act 1985

Profit and Loss Account — Formats
Format 1 ~ Operational Format

[=)} MW =

ek
SO o3

11.
12.

13.

14.
. Extraordinary income
16.

17.
18.

19.
20.

. Turnover
. Cost of sales

. Gross profit (or loss)
. Distribution costs
. Administrative expenses

. Other operating income

. Income from shares in group companies

. Income from shares in related companies

. Income from other fixed asset investments

. Other interest receivable and similar income

Amounts written off investments
Interest payable and similar charges

Profit or loss on ordinary activities before taxation
Tax on profit (or loss) on ordinary activities

Profit (or loss) on ordinary activities after taxation

Extraordinary charges

Extraordinary profit (or loss)
Tax on extraordinary profit (or loss)

Other taxes not shown under the above items

Profit (or loss) for the financial year
Dividends paid and proposed

Transfers to (from) reserves

Retained profit (or loss) for the financial year
Retained profit (or loss) brought forward

Retained profit (or loss) carried forward

£ £
X
X
X

X

X
X)
X
X
X

X

X

X

X

@x@x Vx
|§hx@8x@xh x@x@ xh

The lines after line 20 are not included in the Companies Act 1985 standard format.
They are included here to provide a complete picture of the profit and loss
information for the company.
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Figure 11.4

Companies Act 1985

Profit and Loss Account — Formats
Format 2 — Type of Expenditure Format

B W=

13.
. Interest payable and similar charges

15.

16.
. Extraordinary income
18.

19.
20.

21.
22.

. Turnover
. Change in stocks of finished goods and in work in progress
. Own work capitalised

. Other operating income

. (a) Raw materials and consumables

(b) Other external charges

. Staff costs:

(a) Wages and salaries
(b) Social security costs
(c) Other pension costs

. (a) Depreciation and other amounts written

off tangible and intangible fixed assets
(b) Exceptional amounts written off current assets

. Other operating charges

. Income from shares in group companies
10.
. Income from other fixed asset investments
12.

Income from shares in related companies

Other interest receivable and similar income

Amounts written off investments

Profit or loss on ordinary activities before taxation
Tax on profit (or loss) on ordinary activities

Profit (or loss) on ordinary activities after taxation

Extraordinary charges

Extraordinary profit (or loss)
Tax on extraordinary profit (or loss)

Other taxes not shown under the above items

Profit (or loss) for the financial year
Dividends paid and proposed
Transfers to (from) reserves

Retained profit (or loss) for the financial year
Retained profit (or loss) brought forward

Retained profit (or loss) carried forward
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The Balance Sheet

The Companies Act 1985 permits either a vertical or a horizontal format for
the balance sheet. As with the profit and loss account, most firms now adopt
the vertical format and for this reason we do not include examples of
horizontal balance sheets. An example of the vertical format is given in
Figure 11.5.

Figure 11.5

Companies Act 1985
Bualance Sheet Format 1

X

A CALLED UP SHARE CAPITAL NOT PAID*

B FIXED ASSETS
I Intangible assets
1 Development costs
2 Concessions, patents, licences, trade
marks and similar rights and assets
3 Goodwill
4 Payments on account

|><><>< .

o

II Tangible assets
1 Land and buildings
2 Plant and machinery
3 Fixtures, fittings, tools and equipment
4 Payments on account and assets in course
of construction

‘>< el

IIT Investments
1 Shares in group companies
2 Loans to group companies
3 Shares in related companies
4 Loans to related companies
5 Other investments other than loans
6 Other loans
7 Own shares

‘><><><><><><><

>

|

»

C CURRENT ASSETS
I Stocks
1 Raw materials and consumables
2 Work in progress
3 Finished goods and goods for resale
4 Payments on account

‘><><><><

>
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II Debtors
1 Trade debtors
2 Amounts owed by group companies
3 Amounts owed by related companies
4 Other debtors
5 Called up share capital not paid*
6 Prepayments and accrued income*

III Investments
1 Shares in group companies
2 Own shares
3 Other investments

IV Cash at bank and in hand

D PREPAYMENTS AND ACCRUED INCOME*

b/t

E CREDITORS: AMOUNTS FALLING DUE
WITHIN ONE YEAR

Debenture loans

Bank loans and overdrafts

Payments received on account

Trade creditors

Bills of exchange payable

Amounts owed to group companies

Amounts owed to related companies

Other creditors including taxation and

social security

Accruals and deferred income*

O OB W

F NET CURRENT ASSETS (LIABILITIES)

G TOTAL ASSETS LESS CURRENT LIABILITIES

H CREDITORS: AMOUNTS FALLING DUE AFTER
MORE THAN ONE YEAR
1 Debenture loans
Bank loans and overdrafts
Payments received on account
Trade creditors
Bills of exchange payable
Amounts owed to group companies
Amounts owed to related companies
Other creditors including taxation and
social security
Accruals and deferred income*

[* IR N NV RF VS S ]

O

X

X

X

X

X

X
X

X

X

X
X

X

X
X
X
X

X

X

X

X

X

X

X

X

X

X)

X

X

X

X

X

X

X

X

X
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Figure 11.5 continued

I PROVISIONS FOR LIABILITIES AND CHARGES
1 Pensions and similar obligations
2 Taxation, including deferred taxation
3 Other provisions

’><><><

e

J ACCRUALS AND DEFERRED INCOME*
X)

K CAPITAL AND RESERVES £
I Called up share capital
II Share premium account
IIT Revaluation reserve
IV Other reserves:
1 Capital redemption reserve
2 Reserve for own shares
3 Reserves provided for by the articles
of association
4 Other reserves

ootk

i><>< 5 ¢

V Profit and loss account

‘Q[xx

* These items may be shown in either of the positions indicated.

It can be seen from Figure 11.5 that the major headings such as ‘Fixed
Assets’ are prefixed by letters A, B, C, etc, with major subdivisions such as
‘Intangible Assets’ being denoted by roman numerals (I, etc.). Minor subdiv-
isions such as ‘Development Costs’ are denoted by arabic numerals (1, etc.).
The significance of these distinctions is that although the prefixes themselves
do not have to be shown on the balance sheet, they denote what headings
must be shown: any item preceded either by a letter or roman numeral prefix
must be disclosed in the company’s published balance sheet; a company which
wishes to disclose the minimum number of headings on the face of its balance
sheet, would therefore present a balance sheet as in Figure 11.6 with the
details denoted by the arabic numerals shown in the notes to the financial
statements.

In practice, most companies have decided that the format in Figure 11.5
produces a balance sheet which is too detailed for easy comprehension, and
they have adopted the format as in Figure 11.6, or a version which is close to
it. The Marks and Spencer balance sheet in Appendix 3 is a typical example.
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Figure 11.6

Format for Modified Published Balance Sheet

A Called up share capital not paid

B Fixed assets
I Intangible assets
II Tangible assets
IIT Investments

C Current assets
I Stocks
II Debtors
III Investments
IV Cash at bank and in hand

D Accruals and deferred income

E Creditors: Amounts becoming due and
payable within one year

F Net current assets (liabilities)

G Total assets less current liabilities

H Creditors: Amounts becoming due and payable
after more than one year

I Provisions for liabilities and charges

J Accruals and deferred income

K Capital and reserves
I Called up share capital
II Share premium account
IITI Revaluation reserve
IV Other reserve
V Profit and loss account

Summary
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Chapter 11 has been concerned with explaining the factors which influence
the form and content of financial statements. These influences include the
forms of ownership and whether the statements are for internal use or
external publication. A further major theme of the chapter was an analysis of
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methods which can be used to prepare financial statements in situations where
only incomplete records are available and where proper double-entry records
have been maintained.

Note and Reference

1. We have omitted Step 7 which would be the preparation of a new trial
balance from the ledger accounts which include the effect of the end of
period adjustments. We could alternatively have included two extra
columns in the extended trial balance in Figure 11.2 to show the
‘adjusted trial balance’.

Questions and Problems

11.1

11.2
11.3
11.4

11.6

What do you understand by the following terminology:

Incomplete records Taxable profit

Capital account Capital allowances
Current account Interim dividend

Single entry records Extended trial balance
Horizontal accounts format Vertical accounts format

What are the main reasons for having different types of ownership
such as a sole trader, a partnership and a limited company?
If you were asked to prepare a set of financial statements for your
family, what records would probably be available for you to use?
What do you consider to be the relative advantages or disadvan-
tages of the two alternative profit and loss account formats per-
mitted by the Companies Act 1985.
Can you identify any ways in which the Marks and Spencer ac-
counts in Appendix B do not seem to conform to the requirements
of the Companies Act 1985.
Stelling and Hudgill are in partnership sharing profits and losses
3:2. Under the terms of the partnership agreement the partners are
entitled to interest on capital at 5% per year and Hudgill is entitled
to a salary of £4500 per year. Interest is charged on drawings at 5%
p-a. and the relevant amounts of such interest is given below. No
interest is charged or allowed on current accounts.

The partners’ capital are:

£
Stelling 30000
Hudgill 10000

The net trading for the firm before dealing with the partners’
interest or Hudgill’s salary for the year ended 30 June 19X9 was
£25 800. Interest on drawings for the year amounted to Stelling
£400, Hudgill £300.
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At 1 July 19X8 there was a credit balance of £1280 on Stelling’s
current account while Hudgill’s current account showed a debit
balance of £500. Drawings for the year to 30 June 19X9 amounted
to £12 000 for Stelling and £15 000 for Hudgill.

Required: Prepare for the year to 30 June 19X9:

(i) the firm’s profit and loss (appropriation) account;
(ii) the partners’ current accounts.

Elliott and McDonald, partners in a book publishers, wish to
convert their partnership into a limited company, ‘Roker Park’ Ltd.
The abbreviated partnership balance sheet before the formation is
as follows:

£
Capital Accounts
Elliott 10000
McDonald 12000
£22000
Net Assets £22000

The partnership agreement states that Elliott and McDonald share
net income in the proportion 2:1.

The agreed valuation of the partnership assets for the purposes of
forming the company is £310 000. Share capital issued was 310 000
Ordinary shares at £1 each.

Required:

(a) Show the distribution of shares to Elliott and McDonald
(b) Show the balance sheet of Roker Park Ltd immediately after its
formation.

Mr Alfred Tubbs commenced business as a retail florist and green-
grocer on 1 January 19X7 with an initial capital of £40 000 which he
paid into his business bank account. He employed Miss Prism to
manage the shop at an annual salary of £5000 plus commission of
10% of the net profit before charging the commission.

Mr Tubbs did not maintain proper accounting records, but the
following information is available:

. An analysis of the business bank statement for 19X7 shows:

Receipts £ Payments £
Capital Introduced 40000 Lease 20000
Takings Banked 135000 Shop Fittings 9000
Loan From Bank 15000 Motor Van 4800

Payment to

Suppliers 114600
Interest 1000
General Expenses 8400
Rent 3800
Balance 29200

£190800 £190800
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. All sales were for cash and each day’s taking were banked at the

end of the day. However the shop maintains a petty cash balance of
£200 in the till.

. During the year the following payments were made in cash out of

the daily takings before they were banked:

£
Salary payments to Miss Prism 4400
Drawings — Mr Tubbs 2600
Payments to suppliers 1800
General expenses 900

. The 5 year lease on the shop was purchased on 1 January 19X7 for

£20 000. In addition there is an annual rental of £4500.

. By 31 December 19X7 cheques totalling £2600 which had been sent

to suppliers had not been presented to the bank for payment.

. The loan from the bank was received on 1 July 19X7 and the

interest rate was fixed at 20% per annum.

. Invoices from suppliers which have not been paid amount to £7400

and an invoice for general expenses of £200 is also unpaid.

. Stock at 31 December 19X7 is valued at £34 200.
. The shop fittings have an estimated life of 5 years and no residual

value. The motor van will be retained for 3 years at which time its
estimated selling price would be £1500.

During the year Mr Tubbs used goods from the shop, for his own
use, which had cost £250.

Required: Prepare a profit and loss account for Mr Tubb’s business
for 19X7 and a balance sheet as at 31 December 19X7.
Make what assumptions and adjustments you feel are
necessary to prepare the accounts under generally ac-
cepted accounting principles. State clearly the basis for
any calculations you make.

Terry Small and Bert Long are in partnership sharing profits and
losses 3:2. Under the terms of the partnership agreement the
partners are entitled to interest on capital at 5% per year, and Long
is entitled to a salary of £4000 per year.

The Partners’ Capital Accounts on 31 March 19X6 showed equal
balances.

You ascertain that on 31 March 19X6 the firm had premises that
were valued at £15 000, equipment at £2000 and a motor van at
£500. The stock was valued at £6700 and debtors, all of which were
considered good, amounted to £5500. The partnership owed £6250
to trade creditors, and had a bank overdraft of £2100. Prepaid
insurance was £50.

The cash book summary for year ended 31 March 19X7 is as
follows:
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Cash Book Summary
£ £

Cash From Sales 14250 Balance 2100
Sale of Old Motor Van 250 Creditors 7100
Wages 6800
Drawings, Small 2500
Long 2000
Rates and Insurance 500
Telephone 150
Lights and Heating 180
Motor Van 1800
Motor Expenses 850
Stationery and Post 330
Bank Interest and
Charges 140
Balance as at 31 March
19X7 c/d £9950
£24450 £24450
1 April 19X7 Balance b/d
£9950

At the end of the financial year, 31 March 19X7, stock was valued
at £6400, debtors £5800 and creditors £6100.

Other Information:

(1) On 1 July 19X6, the annual payment of £150 was made for
insurance.
(2) Write off the loss on the sale of the old motor van to expenses.
(3) Depreciation: equipment by 10% per year, straight-line.
new motor van by 20% per year, straight-line.
(4) Current accounts were not used, and no interest is charged on
drawings.

Required: For the year ended 31 March 19X7 prepare the partner-
ship’s profit and loss account and balance sheet as at
31 March 19X7.

11.10 Martin Hansen runs a general store but does not keep proper
accounting records. With his help you have been able to compile
the following information.

1 July 19X7 30 June 19X8

£ £
Freehold Land and Buildings — cost 20000 20000
Delivery Van (cost £6000) 4500 ?
Stock at Cost 3000 3500
Debtors 750 900
Creditors 950 1300
Cash at Bank 650 1350
Cash in Hand 150 250

Loan

8000

4000
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In addition, Hansen informed you that he owned £400 for van
expenses at 30 June 19X8 (and £300 at 1 July 19X7) and that his
property insurance is paid in advance on 1 April; the payment in
19X7 was £1200 and in 19X8 it was £1600.

Extracts from his store cash book and bank statements show:

Cash Book £
Cash receipts From Customers 90500
Cash Payments : for purchases 19000

: for Hansen’s own use 30400
: general store expenses 450
1 wages 5000

Bank Statement
Cash Banked 39550
Cheques Received From Customers 9500
Loan Repayment (including interest) 4800
Cheque payments for — suppliers 35000

— electricity 500
— van expenses 1200
— telephone 400
— rates 850
- property insurance 1600

Note: Depreciation is to be provided on the delivery van (which is
still owned at 30 June 19X8) at a rate of 25% on cost.

Required: Prepare a profit and loss account for the year to 30 June
19X8 and a balance sheet as at that date.

11.11 Mr Thomas runs a hardware store. On the night of 30 June 19X8 his

shop is burgled. The thieves took all his stock and stole £130 cash
from the till. He does not keep proper records and he is not sure
how much stock he has lost.
He is fully insured and as support to the insurance claim the
insurance company wish to see his profit and loss account for the six
months to 30 June 19X8 and his balance sheet as at that date. Mr
Thomas has asked for your help in providing these statements. He
provides you with the following information:

(a) Assets and liabilities at 1 January 19X8:

Shop Fittings — Cost 1500
— Accumulated Depreciation _ 800

Net book value 700

Stock 2700
Debtors 430
Rates Prepaid (until 30 March 19X8) 130
Bank 2140
Cash in Till 30
Creditors 1650
Accrued Electricity 40

(b) His bank statements for the six months period show:
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Receipts
£
Cash Banked 9460
Cheques Banked 10600
Income From Investment 180
20240
Payments
Trade Creditors 17850
Rent (1 Jan-30 Sept. 19X8) 1200
Electricity 160
Insurance 150
Telephone 80
£9440
(c) Payments in cash from the shop till:
Creditors 2400
Drawings 1600

(d) The shop’s average gross profit margin in recent years is 25%.

(e) The shop fittings are thought to be worth £500.

(f) A rates bill for the year beginning 1 April 19X8 for £600 has been
received, but not paid.

(g) Debtors and creditors amounted to £270 and £1900 respectively on
30 June 19X8.

Required: Prepare for Mr Thomas’s business a profit and loss
account for the six months to 30 June 19X8 and a
balance sheet at that date (show your workings clearly).

11.12 The trial balance of the USC Plc on 31 December 19X6 is as

follows:
Dr Cr
£ £
Ordinary Shares of £1 each, fully
paid 60000
10% Preference Shares of £1 each,
fully paid 20000
8% Debenture 20X3/X8 50000
General Reserve 70000
Profit and Loss Account — balance
1.1.X6 45000
Leasehold Property — Cost 40000
— Accumulated
Depreciation 12000
Plant and Machinery — Cost 180000
— Accumulated
Depreciation 45000
Fixtures and Fittings — Cost 30000
— Accumulated

Depreciation 10000
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Dr Cr
£ £

Investments in Government

Securities — at Cost 40000
Sales Revenue 220000
Provision for Doubtful Debts 4000
Interest Received From

Government Securities 3000
Cost of Goods Sold 90000
Cash 59000
Stock at 31.12.X6 25000
Debtors 20000
Creditors 15000
Bad Debts Written Off 5000
Wages and Salaries 25000
Rent and Insurance 10000
Debenture Interest 2000
Ordinary Share Dividend - interim 12000
Preference Share Dividend - interim 1000
General Administration Expenses 15000

£554000  £554000

In addition, the following information has to be taken into account:

The leasehold property was acquired on a 20 year lease on 1
January 19X0 for £40 000. It has been agreed that the property
should be revalued in the financial statements to a current value at 1
January 19X6 of £42 000. Depreciation of the lease is required for
19X6.

The company decided to have, with effect from 30 September 19X6
a 1 for 1 scrip issue of ordinary shares using the general reserve to
implement the issue. No adjustments have been made in respect of
the issue. You should make the appropriate adjustments.

A final Ordinary dividend has been declared for shareholders on
31 December 19X6 of 30p per share. The interim dividend of 20p
was paid on 30 June 19X6.

The provision for doubtful debts should be 5% of debtors.

Stock with a cost of £10 000, which it was wrongly assumed had
been sold, is discovered in the warehouse. No entries in respect of
this stock have yet been made.

Depreciation for the year (apart from the leasehold property) is to
be based on the following:

Plant and machinery 20% on cost
Fixtures and fittings 10% on reducing balance.

Wages and salaries unpaid at the end of the year amounted to
£5000. Of the rent and insurance payment made in 19X6, £2000 was
in respect of periods after the end of the year.

It has been calculated that the investment in government securities
will yield in 19X6 a return of 10% on their cost.

Taxation is to be charged at 35% on net profit.
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(10) Provide for any other adjustments you decide need to be included
based on the evidence in the question.

Required: A profit and loss for the year ended 31 December 19X6
and a balance sheet as at that date. The statements
should conform to the Companies Act as far as is poss-
ible given the available information (show clearly the
basis for any adjustments you make to the trial balance
figures; apart from note (9) above, ignore other aspects

of taxation).

11.13 The following balances have been extracted from the books of
Opus Ltd at 31 December 19X7:

Creditors

Sales

Land at Cost

Buildings at Cost

Furniture and Fittings at Cost

Bank Overdraft

Accumulated Depreciation — Buildings
— Furniture and Fittings

Undistributed Profit at 1 January 19X7

Provision for Doubtful Debts

Goodwill

Cash

Stock at 1 January

Interim Dividend - Preference Shares

Wages and Salaries

Rates and Insurance

General Expenses

Debtors

Purchases

Debenture Interest

Bad Debts Written Off

5% Debentures (19X5/X8)

6% £1 Preference Shares

£1 Ordinary Shares

Share Premium

Additional Information:

£ N =

5.
6.
7.

. Stock at 31 December 19X7 was £44 000
. Insurance paid in advance was £1400

. Wages owing were £1200

. Depreciation is to be provided at 10% on the cost of buildings

18000
220000
52000
110000
66000
20000
24000
32000
7000
3500
36000
700
42000
1800
26000
12600
9200
46800
132000
1200
2200
48000
60000
80000
26000

and 20% on the written down value of furniture and fittings.

Provision for bad debts is to be 5% of debtors.

The directors propose to pay a 10% ordinary dividend.

Make what further adjustments you consider appropriate.

Required:

(a) Prepare the profit and loss account of Opus Ltd for the year
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ended 31 December 19X7 and a balance sheet at that date.
(b) Using the accounts you have prepared in (a) answer the

following:

(i) What is a share premium, and how did it arise?
(if) Which of the reserves are capital, and which are revenue
reserves? What, in principle, is the difference between the

two?

(iii) How could the Goodwill account have arisen?

follows:

Dr
Freehold Land
and Buildings
— Cost
Fixtures and
fittings — Cost

Cost of Goods
Sold

Stock 31 Mar.
19X9 - Cost

Trade Debtors

Wages and Salaries
(Salesmen)

Directors’
Salaries

Debenture
Interest (half
year to 30 Sept.
19X8)

General
Distribution
Expenses

Bad Debts

General
Administration
Expenses

Investment — Cost

90000
90000

170000
30000
22000
31000

12500

1500

5700
1300

9300
16000

£479300

Cr

Ordinary Shares of
50p each, fully
paid

12% Preference
shares of £1 each,
fully paid

10% Debentures
20X4/X9

Profit and Loss
Account balances
1 Apr. 19X8

Fixtures and Fittings
— Accumulated
Depreciation to
31 March 19X8

Trade Creditors

Provision for Doubt-
ful Debts 31.3.X8.

Bank Overdraft

Sales
Dividends From
Investment

You are given the following further information:

10% straight-line.

trade debtors.

at £130 000 is to be incorporated in the accounts.

11.14 The trial balance of Sacremento Plc on 31 March 19X9 was as

60000

20000
30000

42000

25000
14500

1100

16200

270000
500

£479300

(1) Depreciation of fixtures and fittings is to be provided at a rate of
(2) The provision for doubtful debts is to be adjusted to 10% of the
(3) A revaluation of the freehold land and buildings on 31 March 19X9

(4) On 1 April 19X8 a leasehold property was acquired for use as a
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distribution warehouse for £30 000. The consideration was dis-
charged by the issue of 40 000 ordinary shares of 50p each fully paid
but no entries were made in the books. The lease lasts for 20 years.
(5) The managing director informs you that certain stock costing £3000
(and included in the £30 000 stock at 31 March 19X9) is obsolete,
and its expected net realisable value is £500.
(6) The board of directors have made the following recommendations:

(i) the payment of the preference dividend for the year;
(ii) the payment of an ordinary dividend of 5p per share for the year.

(7) Taxation is to be charged at a rate of 30% on net profit.

Required: Make any adjustments to the trial balance information
you think necessary and prepare, in a form which would
be acceptable for UK Companies Act purposes:

(a) profit and loss account for the year ended 31 March 19X9;
(b) balance sheet as on that date.

Note: show clearly the basis for any adjustments you make to data
in the trial balance.

11.15 The following trial balance was extracted from the accounts of Rens
Plc at 31 Decemer 19X6:

£ £
£1 Ordinary Shares 100000
8% £1 Preference Shares 40000
Undistributed Profit at 1 Jan. 19X6 20000
10% debentures 20x1/X6 80000

Plant and Equipment

(net book value 1 Jan. 19X6) 220000
Motor Vehicles

(net book value 1 Jan. 19X6) 100000

Bank Interest 2000
Sales and Purchases 150000 400000
Rates and Insurance 4000
Lighting and Heating 3000
Carriage Inwards 5000
Office Salaries 40000
Salesmens’ Salaries 25000
Advertising 10000
Motor Expenses 20000
General Expenses 23000
Audit Fee 6000
Debtor and Creditors 65000 30000
Bank Overdraft 26000
Cash 4000
Stock (1 Jan. 19X6) 15000
Debenture Interest 4000

£696000  £696000
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Take the following information into consideration:
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