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Notes for teacher and lecturers

This textbook has been written to provide a concise but comprehensive introduction
to financial accounting.

It is suitable for beginners to this subject area and provides an introduction to the
major topics covered within an introductory bookkeeping or financial accounting
course. The textbook would be ideal for those studying for A and AS level, IGCSE,
Scottish Higher Qualifications, Association of Accounting Technicians, university
undergraduate degree courses and professional accountancy qualifications.

The textbook is based on the International Financial Reporting Standard (IFRS) and
the International Accounting Standard (IAS) framework, meaning it can be used by
students across the world rather than any one country in particular.

Each chapter begins with learning objectivities which outline what skills and
techniques will be acquired by completion of the chapter. The chapter will explore
each topic in sufficient detail with explanation of each topic accompanied by fully
worked-out examples accompanied by explanations and reference to the relevant
international accounting standards throughout.

Frequent learning checks appear throughout each chapter in the form of review
questions. These are included in each chapter and follow a scale of increasing
challenge. This provides accessibility for all students whilst providing the relevant
challenge for the student who is keen to practice further as the chapter progresses.
Answers for each of the review questions appear at the end of the textbook.

The textbook is written on the assumption that the user of the book has limited
or no knowledge of accounting. Although each chapter is largely self-contained, the
chapters are arranged in a sequential order. This means that review questions in later
chapters will require the completion of the subject metier in the earlier chapters.
Where review questions require prior knowledge, this is highlighted.

Although the textbook is written to comply with international standards so as to
maximise its usefulness for students of accounting across the globe, the chapter on
Value Added Tax is based on the UK rate as at May 2010 of 17.5%.

An Instructor’s Manual, which contains further guidance on the how to use the text-
book, how to approach particular topics, as well as additional review questions for
each chapter, is available from www.pearsoned.co.uk/wood.

Notes for students

This textbook is designed to provide a full and comprehensive guide as you begin your
study of bookkeeping and financial accounting. It is meant to serve as an introduction
to financial accounting, which means that you are not expected to have read any other
textbooks in advance of using this particular one.



Preface

When using this textbook, we would recommend that you always stick to the
following guidelines:

@ Always read the learning objectives as you begin to study a new chapter. These
objectives give you clear targets for each chapter, which you can check on
completion.

@ Ensure that you attempt all the review questions when you have completed the
relevant section of each chapter. The questions are designed to be completed as you
finish a relevant section so you don’t have to wait until the end of the chapter.

® Answers to the review questions appear at the end of the textbook. However, we
strongly recommend that you only use these answers to review your own progress
after you have completed all the questions. Your progression in terms of learning
will be severely restricted if you constantly check the answers before you have
firmly grasped a topic. As a minimum, you should complete the entire relevant
section before you check your own answers.

@ If you are unsure on how to complete a review question, then revisit the relevant
section in the chapter. The fully worked-out examples and explanation should
provide guidance on how to reach the correct solution.

Although financial accounting can seem very complex when undertaking study of the
subject for the first time you should see clear improvement as you progress through
each chapter. Regular practice through the review questions will help to consolidate
your knowledge and understanding of the subject area.

Finally, we wish you luck with your studies. Financial accounting is not the easiest
subject to get to grips with, but with this textbook, a calculator and some dedication
on your part, we are sure that you will be successful.
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CHAPTER 1

Introduction

Learning objectives

By the end of this chapter you should be able to:

‘@ Understand the different sectors in the economy

@ Understand the main forms of business organisation within the pr:vate sector
~® Understand how the accountmg‘equataon can be used and what it represents.

- Introduction

The purpose of this book is to introduce you to the basics of business accounting. This
book will cover the basics of the system of financial accounting - from the basics of
double-entry bookkeeping to the construction of the financial statements for a simple
small business. Although much of this book is aimed at the financial accounts of the
sole trader, we will also have a look at the financial accounting practices employed by
the limited company.

This opening chapter aims to prepare you for what lies ahead. We will consider the
various types of business organisation that you come across in your studies and what
their major aims are as businesses. Accounting is often seen as a jargon-heavy subject
and in this chapter we will also introduce you to some of the terms and concepts that
you will be coming across throughout this textbook. This is potentially a confusing
area - not helped by changes in some of the terminology over recent years. This text-
book uses the most up-to-date terminology possible but at the same time will keep you
informed of older terminology.

- Sectors in the economy

It is common to classify economic activity into two sectors: the public sector and the
private sector.

The public sector

The public sector is owned and controlled by the government. This covers all levels
of government - from local to central government - and includes all the organisations
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which are funded by the taxpayer. The public sector is not as large as, say, thirty years
ago, due to successive governments pursuing a policy of privatisation (transferring
organisations from the public to the private sector), but it still accounts for a signifi-
cant proportion of the business activity in the UK. Examples of public sector activity
in the UK include the National Health Service and the provision of libraries.

The private sector

The private sector consists of businesses owned and controlled by private individuals
acting either on their own or in groups. Although private sector organisations have to
comply with laws and regulations set out by the government, these businesses are free
to pursue their own ends. It is business organisations within the private sector that
this textbook will be exploring.

- Types of business organisation

There are three main types of business organisation within the private sector.

Sole traders

A sole trader is a one-person business (the business is owned by one person but others
can be employed to work within the business). The sole trader is an unincorporated
business organisation. This means that the legal status of the business is no different
to that of the owner. If the business cannot pay its debts then it would be up to the
owner to clear the debts even if this meant selling personal (non-business) assets
to clear the business debt. Sole traders are generally small organisations but are very
common - mainly due to the ease of setting up as a sole trader.

Partnerships

Partnerships are also unincorporated businesses. Historically, a partnership was owned
by between two and twenty partners, although the limit on the maximum number of
partners was relaxed in 2002. A greater number of owners potentially allows a greater
contribution of capital into the business thus increasing the chances of success and
minimising risk of failure. However, partners may still have to sell their own pos-
sessions to clear the debts of the partnership in certain circumstances.

A limited partnership was a variant on the partnership. This form of organisation
allowed some (but not all) partners to enjoy limited liability, which meant that they
avoided the risk of selling personal possessions.

The Limited Liability Partnerships Act of 2000 created a new type of partnership.
The Limited Liability Partnership (LLP) is closer in many respects to a limited com-
pany in that all members of the LLP (partners) enjoy limited liability. However, the
profits are treated as income for the partners rather than that of the organisation
which is similar to how other unincorporated organisations (sole traders and ordinary
partnerships) are treated.



Chapter 1 ¢ Introduction

Limited companies

A company has undergone the process of incorporation. This means a company exists
separately from those who own the company. This means that the company will carry
on independently from the owners. The owners of limited companies are known as
shareholders.

There are two types of limited company: public limited companies and private lim-
ited companies. They are run by directors elected by the shareholders. It is appropri-
ate to talk of a ‘separation of ownership from control’ - it is the shareholders who
own the company, but it is the directors and managers who actually run the company.
This can potentially cause a conflict of interest as the two groups may have differing
objectives. This conflict highlights the importance of having clearly presented and
understandable financial statements for user groups to examine and assess.

As stated above, this textbook is primarily concerned with the accounts of sole
traders, but limited companies will be briefly explored in Chapter 15.

You should now attempt review questions 1.1 to 1.4.

- Business objectives

The objectives of the business refer to the long-term aims of the business. It is com-
monly assumed that all businesses in the private sector have profit maximisation as
their prime objective. This means that business activity will be focused on increasing
the profits of the business. The objective of profit maximisation has a certain logic
to it - after all, businesses are often set up to generate a return for the owner of the
business. In the case of limited companies, the objective of profit maximisation is
more formally built into the activities of the business. A limited company is owned by
shareholders who often buy shares in a company purely to generate as high a return
as possible. Therefore the directors of the company will ensure that the activities of
the business are focused on maximising profits.

It is argued that businesses in reality do not always focus on profit maximisation as
their prime objective. Sole traders and partnerships may have other objectives such as
any of the following:

@ Survival
@ Personal objectives
® Market share growth.

Objectives can change over time. A business trading in a period of reduced econ-
omic activity (especially a recession) may focus on survival rather than profit maxi-
misation. This switch in objectives may mean that decisions are taken which would not
normally be considered (e.g. selling assets at a loss simply to raise cash).

- Fundamentals of financial accounting

As mentioned earlier, accounting is often seen as a jargon-heavy subject. First-time
students of accounting are often discouraged by the number of new terms that have
to be committed to memory. At the end of each chapter there is a list of key terms
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with brief definitions or explanations. In this chapter we will be introducing you to
some of the terms which are seen as crucial and underpinning much of what follows.
There are three terms which underpin much of the system of financial accounting;:
assets, liabilities and capital (or equity).

Assets Assets are the resources which are used by the business as part of the
activities of the business (e.g. property, equipment and cash).

Liabilities Liabilities represent the debts of the business — i.e. what is owed by the
business to others. These may be short-term debts which are to be repaid
soon or long-term debts which may be outstandmg and owing for many
years (e.g. a mortgage)

Capital Capital refers to the resources supplied to the business by the owner(s) of the
(or equity) business. This capital could be in the form of money or as other assets.

You should now attempt review questions 1.5 to 1.8.

The accounting equation

In Chapter 2 you will be introduced to the system of double-entry bookkeeping. One
of the principles that underlie much of the financial accounting within this book is
the principle of duality. This relates to the idea that accounting transactions can be
considered from two different perspectives.

The accounting equation encapsulates this duality and is as follows:

Assets = Capital + Liabilities

What this equation represents is the two sides of the business - the physical side of
the business (i.e. the assets) and the financial side of the business (i.e. the capital and
the liabilities).

If you think about it the equation must always be true; if there is an increase in
the assets of the business then these assets must have been financed through either
more resources from the owner (i.e. more capital) or more resources that have been
borrowed (i.e. more liabilities). (In Chapter 3 we consider how capital can be increased
by the generation of profits earned by the business.)

If the equation always holds then we can ascertain the value of the assets of the
business (or any other component of the equation) if we know the value of the capi-
tal and liabilities (or any other two components).

The accounting equation underpins the statement of financial position of the business
(see Chapter 3). It also indirectly influences the rules of double-entry bookkeeping
(see Chapter 2).

You sh'o_ul-d now a“ﬁfeiﬁpt"‘ review questions 1.9 to 1.12.



