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Notes for teachers and lecturers






This textbook has been written so that a very thorough introduction to accounting is covered in two volumes. The split into two volumes is made in recognition of the fact that many students new to financial accounting will find all that they require in Frank Wood’s Business Accounting 1.

This second volume completes the coverage of the financial accounting parts of many examinations in accounting and should be suitable for anyone studying intermediate and final level financial accounting or anyone studying management accounting at introductory and intermediate levels on courses at school, college, or university; or studying for qualifications from the LCCI, Association of Accounting Technicians, the Institute of Secretaries and Administrators; or for qualifications of any of the six UK and Irish Chartered Accountancy bodies.

While the double entry method of bookkeeping and the fundamentals of financial accounting have long been established, the same is not true of financial reporting. People generally view financial accounting as a never-changing subject. This is not true; despite appearances, accounting is a dynamic subject. The current major ongoing change, begun in 2005 and still in progress, is the switch from domestic accounting rules to international rules. Specifically, the rules that have been developed in the UK since 1970, known as Statements of Standard Accounting Practice (SSAPs) and Financial Reporting Standards (FRSs) have been phased out. In their place, most businesses are now using International Financial Reporting Standards (IFRSs) and International Accounting Standards (IASs).

Some small and medium-sized businesses continue to use UK standards. These have simpler requirements more in keeping (in terms of length and detail, but not in substance) with those issued under International GAAP.

It now seems only a matter of time before all businesses will be using International GAAP.

A number of changes have been made in this new edition, some topics have moved within the book, some new ones have been added, and all the content has been updated. Major changes include:




	In response to many requests, the names of the two main financial statements have reverted to Income Statement and Balance Sheet. These two terms continue to dominate practice, with most PLCs adopting them in their annual reports.

	
Chapters 1–3 (Accounting for branches, Purchases by instalments and Contract accounts) have been moved online; as have all the chapters on management accounting, Chapters 40–50.

	
Chapter 24 (Maths for accounting) is new. It covers the arithmetic and algebra needed at this level and focuses on those misunderstandings and errors that cause students the most problems.

	
Chapter 29 (Earnings management) is new. It complements Chapter 28 (Theories of accounting-related choice) and extends the section on earnings management added as Section 29.8 in the 13th edition.

	
Chapters 33 (Corporate governance) and 34 (Public sector accounting) have been extensively revised and updated.

	Newspaper articles illustrating situations that can be explained with accounting theories have been added to Chapters 26 and 28.

	Over 80 new questions have been included in this edition.

	As previously:









	
1

	Each chapter:



	 
	(a)
	starts with Learning Objectives;



	 
	(b) 
	uses colour, especially blue, to enhance readability and bring out key points in the text;



	 
	(c)
	contains Activities designed to broaden and reinforce students’ understanding of the concepts being covered and, in some cases, to introduce new concepts in such a way that they do not come as a surprise when introduced formally later in the book;



	 
	(d) 
	ends with Learning Outcomes that can be mapped back to the Learning Objectives, so reinforcing the major topics and concepts covered in the chapter;



	 
	(e)
	contains answers to all the Activities immediately after the Learning Outcomes.



	
2 
	The book has an alphabetical Glossary (in Appendix 3) of all the significant terms introduced, including those added for the first time in this edition. Each entry is referenced back to the chapter in which it first appeared.



	3
	A set of Notes for Students is presented on the next page. This covers how to use this book, how to tackle the end-of-chapter Review Questions, and how to study for and sit examinations. It should be read by students before they start working through the main text.









I hope that you find these changes helpful and appropriate and would welcome comments on these and on any other changes you feel ought to be made in future editions. You can contact me by email at a.j.a.sangster@btinternet.com or by letter via the publishers.

A Solutions Manual giving suggested solutions to those questions with the suffix A in the book (e.g. 5.8A) is available to teachers and lecturers adopting this book on their course. They can download them from the lecturers’ section of the website for Frank Wood’s Business Accounting 1 and Frank Wood’s Business Accounting 2 at www.pearsoned.co.uk/Wood.

Finally, I would like to thank all those teachers and lecturers who contacted me offering advice as to the changes they would like to see incorporated in this edition. A special mention should go, in particular, to Christopher Foo for all his advice and contributions over the past 25 years.

Alan Sangster







Notes for students






This textbook presents your topics in what has been found to be the most appropriate sequencing of topics as you build upon the foundations of accounting knowledge that you developed when you studied Frank Wood’s Business Accounting 1. You will find that a number of features of the book, properly used, will enhance your understanding and extend your ability to cope with what will possibly appear, at first, to be a mystifying array of rules and procedures.

While much, but by no means all, of what follows was in Frank Wood’s Business Accounting 1, all of the advice given to you in that book will apply to you throughout your studies of accounting, whatever the level. I therefore offer no apologies for repeating some of it here along with some new advice appropriate to the level of Frank Wood’s Business Accounting 2.

In order to make best use of this resource, you should consider the following as being a proven path to success:




	At the start of each chapter, read the Learning Objectives. Then, while you work through the material, try to detect when you have achieved each of these objectives.

	At the end of each chapter check what you have learnt against the Learning Outcomes that follow the main text.

	If you find that you cannot say ‘yes, I have achieved this’ to any of the Learning Outcomes, look back through the chapter and reread the topic you have not yet learnt.

	
Learn the meaning of each new term as it appears. Do not leave learning what terms mean until you are revising for an exam. Accounting is best learnt as a series of building blocks. If you don’t remember what terms mean, your knowledge and ability to ‘do’ accounting will be very seriously undermined, in much the same way as a wall built without mortar is likely to collapse the first time someone leans against it.

	Attempt each of the Activities in the book at the point at which they appear. This is very important. They will reinforce your learning and help set in context some of the material that may otherwise appear very artificial and distant from the world you live in. The answers are at the end of each chapter. Do not look at the answers before you attempt the questions; you’ll just be cheating yourself. Once you have answered one, check your answer against the one in the book and be sure you understand it before moving on.

	Above all, remember that accounting is a vehicle for providing financial information in a form that assists decision-making. Work hard at presenting your work as neatly as possible and remember that pictures (in this case, financial figures) only carry half the message. When you are asked for them, words of explanation and insight are essential in order to make an examiner appreciate what you know and that you actually understand what the figures mean.





There are two subjects we would like you to consider very carefully: making best use of the end-of-chapter Review Questions and your examination technique.




Review Questions: the best approach

As I did in Frank Wood’s Business Accounting 1, Review Questions are included at the end of the chapters for you to gauge how well you understand and can apply what you have learnt. If you simply read the chapters without attempting these questions, you will not pass your examinations. You should first of all attempt each question for which there is an answer at the back of the book. Then check it fully against the answer.

Do not simply compare the question with the answer and tick off the bits of the answer against the relevant part of the question. Doing so is no substitute for attempting to answer the question. No one ever learnt to do accounting properly that way. It is tempting to save time in so doing, but you will regret it eventually.






Need for practice

Try to find the time to answer as many Review Questions as possible. This is why:







	1
	Even though you may think you understand the text, when you come to answer the questions you may find you don’t. The true test of understanding is whether or not you can tackle the questions competently.




	2
	It is often said that practice makes perfect. If you don’t practise doing accounting questions you will almost certainly not become good at accounting.




	3
	You need to be able to answer questions quickly: many fail accounting exams because they run out of time. A lot is expected from you in an accounting exam in a very short time because examining boards believe, and have always believed, that an adequately prepared student will be able to work quickly on the problems set. By an ‘adequately prepared’ student, they mean a student who not only has the knowledge, but has been trained to work quickly and at the same time maintain accuracy and neatness.




	4
	Speed itself is not enough; you also have to be neat and tidy, and follow all the proper practices and procedures while working at speed. Fast, correct, but really scruffy and unreadable work can cause you to fail the exam. Why is this so? At this level the accounting examiner is mainly concerned about your practical ability in the subject. Accounting is a practical subject, and your practical competence is about to be tested. The examiner will therefore expect the answers to be neat and well set out. Untidy work with figures spread over the page in a haphazard way, badly written figures, and columns of figures in which the vertical columns are not set down in straight lines will be penalised and can easily mean the difference between a pass and a fail.




	
5 
	Appropriate presentation of information is important. Learn how to present the various financial statements you may need to produce in an examination. Examiners expect to see the items in income statements, balance sheets and statements of cash flow in the correct order and will probably deduct marks if they aren’t. Practise by writing down examples of these statements without any numbers until you always get the layout correct. One exam trick most students overlook is that the layout of a financial statement is often included in an examination paper as part of one question while another question asks you to produce an answer using the format of that financial statement. The one you need to produce will contain different numbers but the general layout should be very similar.












Need for headings

Your work should not only be neat, it should be well presented. Headings should always be given, and any dates needed should be inserted. The test you should apply is to imagine that you are a partner in a firm of professional accountants and have taken a holiday for a few weeks. During that time your assistants have completed all sorts of work including reports, drafting final accounts, various forms of other computations and so on. All of this work is waiting for you when you return. When you return you look at each item in the pile awaiting your attention.

Suppose the first one looks like a statement of financial position as at 31 December in respect of one of your clients. When you looked at it you could see that it was a statement of financial position, but you didn’t know for which client, neither did you know which year it was for. Would you be annoyed with your assistant who prepared it? Of course you would. So in an exam why should the examiner give you high marks if you prepare a balance sheet answer without the date or the name of the business or the fact that it is a balance sheet written clearly across the top? If proper headings are not given, you may lose a lot of marks. Don’t wait until your examination to do this. You also need to take similar care with sub-totals and sub-headings that need to be shown, such as those for non-current assets or for current liabilities.




The examiner

When answering an examination question, think about what you would say if you were employing an accounts assistant who gave you a sheet of paper with accounting entries written in the same style as your own efforts in answering the exam question.

Anyone who works in accounting knows well that untidy work leads to unnecessary errors. This is why examiners penalise unclear, untidy, poorly presented work. Examiners want to ensure that you are not going to mess up the work of an accounting department. Even today, accountants still write down many things on paper, so don’t imagine that examiners will overlook such messy work just because most accounting is now done using a computer.

Imagine going to the savings bank and the manager says to you: ‘We don’t know whether you’ve got £5 in the account or £5,000. You see, the work of our clerks is so untidy that we can never sort out exactly how much is in anybody’s account.’ We would guess that you would not want to put a lot of money into an account at that bank. How would you feel if someone took you to court for not paying a debt of £100 when in fact you owed them nothing? This sort of thing would happen all the time if we simply allowed people to keep untidy accounts. The examiner is there to ensure that the person to whom they award a pass will be worthy of it, and will not continually mess up the work of any firm at which they may work in the future.

If you want to pass your accounting exam, and your work is untidy, what can you do about it? Well, the answer is simple enough: start right now to be neat and tidy in your work. I did. My writing was so bad that my accounting teacher at school told me to print everything in capital letters. I thought he was mad, but my marks improved immediately, and so did my handwriting and my overall neatness in preparing answers. Start being neat now. You cannot suddenly become neat in an examination.






The structure of the questions

The Review Questions in each chapter generally start with the easiest and then get gradually more difficult. Some are very difficult and time-consuming. If all the questions were easy, the shock of meeting more complicated questions for the first time in an examination could lead you to fail it. By giving you a mixture of straightforward and complicated questions, you will learn how to deal with the complex issues before meeting them in an exam. It’s in your best interests not to ignore Review Questions you find hard. Put in the effort, the practice will increase your knowledge and understanding, and your performance in the exam will improve as a result.






The answers

At the back of the book, you will find answers to approximately half of the Review Questions. The answers to the other Review Questions (indicated by the letter ‘A’ after the question number) are only available to you from your teacher or lecturer. Don’t worry if you are studying this subject on your own. There are still more than sufficient Review Questions with answers in this book to ensure you know and understand the material you are learning.









Examination technique


If you were completely devoid of examination technique, you would probably not have advanced to this stage of your accounting studies. A lot of what follows was written in Frank Wood’s Business Accounting 1. Don’t avoid reading it just because you read it when you were studying the material in that book.

In your first accounting examination you were competing with people who had probably never sat an accounting examination before. A lot of them will not get past Stage 1. In Stage 2 you are competing against people who have already proved they have a certain degree of competence in the subject. You might have got away with a certain amount of poor examination technique at Stage 1, but that will not be as easy at Stage 2.

I’ll concentrate here on the main deficiencies noted by examiners. These never change.




Failing to read the question carefully

A large number of students do not answer the questions that they are asked by the examiner. This happens because they have not read the question properly. They answer what they think the examiner wants, not what the examiner is asking for.

Taking a simple example, suppose the examiner sets the following question: ‘Describe the use of accounting ratios in assessing the performance of businesses.’

A lot of students will immediately start to describe how to calculate various accounting ratios. Marks which will be obtained – NIL. The question asked for the use of accounting ratios, not how to calculate them.

Many other students will have concentrated on the word use. They will then write their answer based on comparing this year’s accounting ratios in a business with those of last year. They may well even mention trends in ratios and that will earn them some extra marks. If they, however, restrict their discussion to comparing ratios of a business for one year compared with other years, they cannot get top marks, no matter how well they have written their answers. They have failed to think carefully enough about what they are being asked: businesses, not a business.

The examiner did not restrict them to only looking internally, so the best answer would be one that looks both internally and externally, by mentioning comparison of the ratios of the business with those of its competitors and with the rest of the industry in which it operates. The examiner will have set aside marks for mentioning these external comparisons. Failing to mention them will be guaranteed to lose marks.

So, (a) read the question carefully, (b) underline the key words to get to the meaning of the question, (c) think carefully about how comprehensive your answer should be.

Be careful also not to make the opposite mistake: don’t go beyond what is asked in the question. In this example, the question is asking about the use of accounting ratios, not the use of all types of ratios. Besides accounting ratios there are marketing ratios – e.g. size of share of market, how long it takes to supply orders, ratios of defective goods, etc. The question does not ask for these. If you give them, you will not get any extra marks, no matter how well you do so.




Poor time management

Using time well to gain the highest possible marks is essential. Examiners constantly report that students are very poor in this aspect of tackling an examination. How, then, can you avoid the usual pitfalls?

First of all, read the rubric carefully. This is the instructions at the top of the paper. For example, ‘Attempt four questions only: the three questions in Section A and one from Section B. Begin each answer on a separate page.’

There are four instructions in this rubric, but some students won’t notice. Some, for example, will try to answer more than one question from Section B. If you tackle two questions from Section B, you will get marks for only one of your answers. Few examiners will mark both and then give you the marks for your highest marked answer. Many will simply mark the first of the optional questions answered and ignore the next, unnecessary, answer. As a result, your best answer may not gain any marks.

Having been told to do so, if you don’t start each answer on a new page, you’ll only annoy the examiner, which is the last thing you should do. It is your job to make the examiner’s work as easy as possible. Examiners are only human, and it would be surprising if their annoyance did not result in its influencing the marking of your paper.

Whatever the rubric, you really must attempt each and every question you are required to answer according to what is said in the rubric. If you have to answer five questions then you must avoid attempting only four questions. You won’t get the extra marks for the question you did not attempt added to your total. They will be lost, permanently.

Students often feel that they would be better spending their time getting four good answers instead of five answers, some of which have not been finished. In accounting examinations this is not true:







	1
	Accounting examiners use positive marking. This means that if you have done 80 per cent of an answer worth 20 marks in total, and you have got it absolutely correct, then you get 80% of 20 = 16 marks.




	
2 
	
The first marks in a question are the easiest marks to obtain. It is easier to get the first 10 marks out of 20 than it is to get the second 10 marks. By attempting all the questions you have to answer, you ensure that you get the easiest marks on every question. Any questions you finish will raise your mark even higher but do not finish answering a question if it means you do not attempt to answer a question you were required to answer.











To ensure that you tackle (not necessarily finish) each question you should mark the number of minutes to be allowed by yourself for each question. Thus, a 20-mark question in a 100-mark exam should be given 20 per cent of the time. Twenty per cent of 2 hours = 24 minutes. When 24 minutes have passed, stop answering the question unless it is the last question to be attempted, and go on to the next question.

If you don’t know the answer, or part of an answer, you should guess. You don’t lose marks for guessing and, if you guess correctly, you get the marks. Intuition will often give the correct answer. If you don’t guess on part of a computational question you will often be unable to go on to the remainder of the question which you can answer.






Workings

You may wonder why this is under a separate heading. I cannot emphasise enough how important it is that you should:







	(a) 
	submit all your workings; and




	(b)
	ensure that your workings are set out in a way that the examiner can easily follow.










A very high percentage of candidates in an examination are near the pass mark, within either a few percentage points above it or below it. If you are one of them and, as we have said, there are a lot of you in the same position, handing in workings which can be understood by the examiner will often make the difference between a pass and a fail. Conversely, no workings, or completely messy and unclear workings, may result in your failing an examination you should have passed.

This last point is important. Some students think that putting down a set of random notes and calling them ‘workings’ will gain marks. It won’t. Examiners won’t waste time searching through random notes for something relevant. Treat your workings as if they, themselves, are part of your answer. Insert titles and headings to indicate what each item in your workings is for.




Tackle the easiest questions first

Never start your examination by tackling a difficult question. You must be able to settle down properly and not let your nerves get out of control. Starting off on the easiest question is the best way to enable you to get off to a good start. Much more about this was written in Frank Wood’s Business Accounting 1.




State your assumptions

Sometimes a question is ambiguous. Examiners try to prevent this from happening, but it does happen despite all the care taken to prevent it. Questions also do, sometimes, contain errors.

In both of these cases, in your answer, you must point out the ambiguity/error. You should then make an assumption, based on what you thought the examiner meant, and carry on with your answer. You must state what your assumption is. Try to make your assumption as sensible as possible. The examiner will then mark your answer accordingly. If you make a ridiculous assumption, it is unlikely that you will be given any marks for that part of your answer. Don’t be sarcastic in your comments or complain about inefficiency – there are other times and places for that.






Answering easy questions




The problem

Unlike computational answers, you will not know whether your written narrative answers are good enough until you receive your examination result. In addition, written questions lack the certainty and precision of accounting problems and it is often difficult to decide what the examiner requires of you. For this reason, having a sound exam technique is essential, along with precise knowledge of relevant laws and accounting regulations, such as IFRSs.

There are several major aspects to success in written papers. Plan your answer, answer the question as set, pay attention to good layout, and explain in clear and simple terms what you are doing. Remember you can only be marked on what you write down. You have no opportunity to explain any ambiguity in your answers and if what you write is unclear you will not get the benefit of the doubt.






Plan

First read the question and note down the key verb within it, i.e. your instructions; this may be to discuss, explain, advise, set out, list, draft an audit programme, write a letter, etc.

If the question requires a discussion or an explanation, it should be written in proper paragraph form. Each paragraph should be self-contained and explain the point it makes. Sentences should be short and to the point. The ideal length for a paragraph is three short sentences, with four as a maximum. Over four and you are probably making more than one point and should have gone into two paragraphs.

Plan how many points you are going to make and what the answer is. This is essential as otherwise your answer will ‘drift’ as you struggle to arrive at a conclusion. The plan should consist of arrows connecting points to each other so that the answer will flow and be logical. The plan need not be too extensive; it is silly to waste time on a ‘mini-answer’. It should consist of the headings you are going to use. Putting these into a bullet point list can be useful in organising your answer.







Layout


Whenever examiners meet to discuss results, or write down their commentary on students’ performance, they all agree on the importance of good layout; yet students generally tend to take no notice. The range of marks between good papers and poor papers tends to be quite small. Anything you can do to put the examiner on your side will pay off in those few extra marks.

The main areas for good layout are:







	1
	
Tabulate in numbered points, unless you are writing an essay-type question (as explained above).




	2
	Leave a blank line between each point or paragraph.




	3
	Use headings whenever possible to indicate what major point or series of points you are about to make. Make it easy for the examiner to read your work and follow what you are doing. A solid mass of material is difficult to read, provides no respite for the eye and shows a lack of discipline.




	
4 
	Take care with your language. Be objective and avoid the use of the words ‘I’ or ‘we’ at too frequent intervals. Be direct and concise, say what you mean, do not use pompous terminology, and make sure that any technical words are used with their correct meaning.




	 
	Short sentences are far more effective and punchy than long ones. An evaluation of an internal control system could well start with a series of verbs. Good ones are: test, examine, inspect, calculate, reconcile, compare, summarise, enquire, investigate. These key words will help you to construct answers to these types of questions that are much more direct and to the point. If you start with them you are bound to avoid falling into the trap of being long-winded, or of padding out your answer. You only have a limited time and everything you write down must earn you marks.




	
5 
	
Think while you are writing out your answer to make sure you are answering the question as set. Keep on reading the instructions and make sure you are following them. Use the question to help you to get the answer and, while this should be tackled at the planning stage, it is always possible that inspiration will strike while you are writing out your answer. In this case, note down the point beside your plan, otherwise you might forget it and that can cause frustration. What you say should be relevant, but if you are in doubt about the relevance but sure about the accuracy – include it in your answer. You cannot lose and it may be one of the key points the examiner was looking for.













Key points

Do try to find a couple of key points to each question. These are points which you feel are vital to answer the question. You may well be right, and anyway, noting them down after you have read the question carefully can help to give your answer much needed direction.






Practice

You will need to practise these routines. Written answers need more practice than computational ones. Attempt a question. Write out the answer as you would in the examination. Compare it with the suggested answers.

Write at the foot of your answer what you left out and what you got wrong. Learn from the answers and from the work you do, so that when you see a similar question you will produce a better answer.






Time pressure

If you experience a lot of time pressure as you write your answers, don’t worry: this is a good sign.

In the examination, spread your time sensibly. Start with the questions you like the most and, if you have to go slightly over the time you allotted for those, do so, but not by very much! End with the question you think you cannot answer or will be hardest to answer, but give yourself time to have a reasonable go at it.

If a narrative question is included in a computational paper, do not spend more than the allocated time on it but do spend that time answering it. Examiners pay great attention to the written parts of computational papers – they often carry more marks than the computation part, so do not treat those parts as if they don’t matter.

All this sounds formidable. It is. Exams require skill, application and, above all, confidence. Practice makes perfect and once the skill is acquired then, like riding a bicycle, it will not be forgotten. Take pride in your work and be critical of your own efforts, but do not imagine your answers have to be perfect to pass an exam. Suggested answers you may have seen that were provided by examiners tend to be quite long because examiners do not wish to reveal any signs of weakness or ignorance about the subjects of which they are considered to be experts.

Go for the main points and make them well. That is the secret of success.








Summary

Remember:







	1
	Read the rubric, i.e. the instructions.




	2
	Plan your time before you start.




	3
	Tackle the easiest questions first.




	4
	Finish off answering each question when your time allocation for the question is up.




	5
	Hand in and label all your workings.




	6
	Do remember to be neat, also include all proper headings, dates, sub-totals, etc. A lot of marks can be lost if you don’t.




	
7 
	Only answer as many questions as you are asked to tackle by the examiner. Extra answers will not normally be marked.




	8
	Underline the key words in each question to ensure that you answer the question set, and not the question you wrongly take it to be.




	
9 
	Never write out the text of essay questions.










Good luck with your exam. I hope you get the rewards you deserve!

Alan Sangster











The Last Lecture







Our course is run, our harvest garnered in, 

And taking stock of what we have, we note how life, 

This strange, mysterious life which now we hold and now eludes our grasp, 

Is governed still by natural law, and its events 

Tread on each other’s heels, each one compelled to follow where the first has led. 

Noting all this, and judging by the past, 

We form our plans, until we know at last 

The treasure in the future’s lap.



The man, the plant, the beast, must all obey this law, 

Since in the early dawn of this old world 

The law was given, and the stuff was made 

Which still alone can hold the breath of life: 

Whereby we know that grass and man are kin, 

The bond a common substance which within 

Controls their growth.



Can we know all? Nay, but the major part 

Of all that is must still elude our grasp, 

For life transcends itself, and slowly noting what it is, 

Gathers but fragments from the stream of time. 

Thus what we teach is only partly true. 

Not knowing all, we act as if we knew, 

Compelled to act or die.



Yet as we grow in wisdom and in skill 

The upward path is steeper and each step 

Comes higher unto heaven, piercing the clouds 

Which heretofore have hid the stars from view. 

The new-gained knowledge seems to fill the air, 

It seems to us the soul of truth is there. 

Our quest is won.



Bold climber, all that thou hast won 

Lies still in shadow of the peaks above; 

Yet in the morning hours the sun 

Rewards thy work of love, 

Resting a moment on thy lesser height, 

Piercing the vault with rays too bright to face, 

Strengthens thy soul and gives thee ample might 

To serve thy human race.



Theodore Dru Allison Cockerell (1866–1948) 

Zoölogy: A Textbook for Colleges and Universities, Yonkers-on-Hudson, NY: World Book Company, 1920, pp. 538–539







Acknowledgements






I would like to acknowledge the valuable contribution of Ellie Franklin FCA, a senior lecturer at Middlesex University, who updated Chapters 33 Corporate governance and 34 Public sector accounting as well as all review questions and PowerPoint slides accompanying this edition of the volume. Ellie has also contributed with comments and ideas for Chapter 12 Statement of cash flows and the method of double entry bookkeeping described in the first volume of the book.




Publisher’s acknowledgements

We are very grateful to teachers of accounting in many schools, colleges of further education and universities whose generous advice has contributed to the development of this new edition. We wish to thank, in particular:



Christopher Barlow, University of Liverpool 

Kerry Patton, MMU Business School 

Pritika Baliyan, University of Botswana 

Steve O’Connor, LSBU 

Chris Coles, Stirling University 

Elaine Conway, University of Derby






Text

Exhibit 8.1 ©2018 CPA Canada. Reprinted from Accounting Standards Board Statement of Principles, 1999 with permission Chartered Professional Accountants of Canada, Toronto, Canada. Any changes to the original material are the sole responsibility of the author (and/or publisher) and have not been reviewed or endorsed by the Chartered Professional Accountants of Canada; Exhibit 26.3 West, M. (2013) The Age, 2 September, available at: www.theage.com.au/business/qantas-takes-a-financial-flight-of-fancy-on-accounting-winds-20130901-2syto.html; Exhibit 28.1 Jameson, A. (2017) Evening Standard, 17 July, available at: www.standard.co.uk/business/easyjets-mccall-set-for-golden-hello-on-itv-arrival-a3589461.html; Exhibit 28.2 Hume, N. and Thompson, C. (2013) Rio investors urged to oppose bonus plan. Financial Times, 4 April. © The Financial Times Limited 2018. All rights reserved; Exhibit 28.4 From Finance Industry’s Multimillion-Pound Lobbying Budget Revealed by N. Mathiason and M. Newman. © July 9, 2012. Copyright Guardian News & Media Ltd 2018; Page 447 © Telegraph Media Group Limited 2017; Exhibit 32.1, 32.2 The PwC Integrated reporting model; Exhibit 33.1 Uber: Google it, Financial Times, The Financial Times, June 13, 2017. © The Financial Times Limited 2018. All rights reserved; Exhibit 34.7 Houlder, V. (2017) UK lost up to £1.5bn from VAT Evasion by Foreign Online Retailers. Financial Times, 19 April. © The Financial Times Limited 2018. All rights reserved; Exhibit 34.8, 34.9, 34.10, 34.11 © National Audit Office, report issued 2016, 2017; Exhibit 34.15 Plimmer, G. (2016) Rising NHS Trust Deficits Spark Investor Concerns, Financial Times, June 20. © The Financial Times Limited 2018. All rights reserved.










Part 1









COMPANIES






Introduction

This part is concerned with the accounts and financial statements of limited companies. It considers how various accounting transactions should be entered in the books and how the financial statements should be presented, including the requirements of the Companies Acts and of accounting standards.

1  Limited companies: general background

2  The issue of shares and loan notes

3  Companies purchasing and redeeming their own shares and loan notes

4  Limited companies taking over other businesses

5  Taxation in company financial statements

6  Provisions, reserves and liabilities

7  The increase and reduction of the share capital of limited companies

8  Accounting standards, related documents and accounting ethics

9  The financial statements of limited companies: income statements, related statements and notes

10  The financial statements of limited companies: balancesheets

11  Published financial statements of limited companies: accompanying notes

12  Statements of cash flows









Chapter 1








Limited companies: general background





Learning objectives

After you have studied this chapter, you should be able to:



	explain the legal nature of limited companies

	explain the importance of the concept of limited liability

	describe the statutory framework governing limited companies

	describe some of the major characteristics of limited companies

	explain the difference between the Memorandum of Association and the Articles of Association




Introduction

In this chapter, you’ll learn about the legislation that governs how companies are formed and lays out the rules within which companies operate in the UK. You’ll learn about the importance of limited liability and of the relationship between companies, their shares and the Stock Exchange.





1.1 Preliminary study

An introduction was made to the financial statements of limited companies in Frank Wood’s Business Accounting 1. It was intended to show some of the basic outlines of the financial statements of limited companies to those people who would be finishing their studies of accounting with the completion of Frank Wood’s Business Accounting 1. This volume now carries the study of limited companies accounting to a more advanced stage.





1.2 The Companies Acts

The Act of Parliament governing limited companies in the UK is the Companies Act 2006. In this book, we cannot deal with many of the complicated issues arising from the Companies Act. These are better left until readers have reached a more advanced stage in their studies.

The Companies Act is the descendant of modern limited liability company legislation which can be traced back to the passing of the Companies Act 1862. This Act was a triumph for the development of the limited liability principle which had been severely restricted since the ‘Bubble Act’ of 1720, which was introduced to address a multitude of spectacular frauds perpetrated behind the cloak of limited liability. Not until 1862 was prejudice against the principle of limited liability overcome, and the way paved for the general use of the limited liability principle which is now commonplace. Company law consists of the Companies Act 2006, together with a considerable body of case law which has been built up over the years. Apart from companies that have been formed since the first Companies Act came into force in 1862, there are companies dating from earlier times which were either incorporated by Royal Charter, such as the Hudson’s Bay Company, or by special Acts of Parliament. While such companies may have been subject to different rules at the time of their formation, they are subject to the same Companies Act as all other companies so far as their financial reporting is concerned.





1.3 Changes in company law

Company law has changed considerably since the mid-1960s. This has been brought about largely because of the obligation to observe the company law directives issued by the Council of European Communities, i.e. the EU. Such changes have not completely eliminated the differences in company law throughout the European Union, but they have considerably reduced such differences and have provided a set of minimum common standards to be observed.

The 1985 and 1989 Companies Acts laid down detailed rules of the format of the financial statements of limited companies. These were based on the formats contained in the Fourth Directive of the Council of European Communities. Companies reporting under International GAAP must follow the requirements contained within the international accounting standards. They must also, where appropriate (see, for example, Section 9.8), comply with the requirements of the Companies Act.

Banks and insurance companies do not come under the same legislation as that which applies to other companies. A separate part of the 1989 Act deals with banks, while insurance companies are the subject of a special directive.





1.4 Other forms of company

The Companies Acts also cover companies with unlimited liability, of which there are very few. They also cover companies limited by guarantee, which may or may not have share capital, though the Companies Act 1985 prohibited the future formation of such companies unless they do have share capital.

The Companies (Audit, Investigations and Community Enterprise) Act 2004 established another form of company: a community interest company. Companies with or without share capital can become community interest companies, including companies limited by guarantee. A community interest company cannot issue share capital but can issue interest-bearing preference shares – it can then pay dividends up to a fixed percentage above the base rate of interest.

These types of limited company and chartered companies are relatively unimportant, so any future reference in this book to ‘a limited company’ or ‘a company’ will be concerned with limited liability companies.





1.5 Separate legal entity

The outstanding feature of a limited company is that, no matter how many individuals have bought shares in it, it is treated in its dealings with the outside world as if it were a person in its own right: it is said to be a separate ‘legal entity’. A prime example of its identity as a separate legal entity is that it may sue other business entities, people – even its own shareholders – or, in turn, be sued by them.

Just as the law can create this separate legal person, it can also eliminate it, but only by using the proper legal procedures. The identity of the shareholders in a large company may change daily as shares are bought and sold by different people, but this, itself, has no immediate impact upon the existence or nature of the company.

On the other hand, a small private company may have the same shareholders from the day it is incorporated (when it legally came into being), until the date when liquidation is completed (the cessation of the company, often known also as ‘winding up’ or ‘being wound up’).




Activity 1.1

Why would it be advantageous for a company to be able to sue other business entities, rather than for the directors or an employee to do so?




The legal formalities by which a company comes into existence can be found in any textbook on company law. It is not the purpose of this book to discuss company law in any great detail; this is far better left to a later stage of your studies. As companies must, however, comply with the law, the essential company law concerning accounting matters will be dealt with in this book as far as is necessary.

What is important is that the basic principles connected with company financial statements can be seen in operation. So that you are not unduly confused, points which rarely occur, or on which the legal arguments are extremely involved and may not yet have been finally settled, will be left out completely or merely mentioned in passing. This means that some generalisations made in this book will need to be expanded upon when your accounting studies reach a more advanced stage.





1.6 Memorandum and Articles of Association and company registration




Memorandum of Association

A Memorandum of Association is a memorandum stating that the subscribers wish to form a company under the Companies Act and agree to become members of the company and, in the case of a company that is to have a share capital, to take at least one share each.





Articles of Association

A company must have Articles of Association prescribing regulations for the company. Unless it is a company to which default model Articles apply (i.e. Articles prescribed for a company of that description as in force at the date on which the company is registered), it must register Articles of Association which must be contained in a single document, and be divided into paragraphs numbered consecutively.





Default application of model Articles

On the formation of a limited company, if Articles are not registered or, if Articles are registered, in so far as they do not exclude or modify the relevant model Articles, the relevant model Articles (so far as applicable) form part of the company’s Articles in the same manner and to the same extent as if Articles in the form of those Articles had been duly registered.






Company registration


The Memorandum of Association must be delivered to the registrar together with an application for registration of the company, the documents required by this section and a statement of compliance.

The application for registration must state:






	(a) 
	the company’s proposed name;



	(b)
	whether the company’s registered office is to be situated in England and Wales (or in Wales), in Scotland or in Northern Ireland;



	(c)
	whether the liability of the members of the company is to be limited, and if so whether it is to be limited by shares or by guarantee;



	(d)
	whether the company is to be a private or a public company;



	(e)
	in the case of a company that is to have a share capital, a statement of capital and initial shareholdings;



	(f) 
	in the case of a company that is to be limited by guarantee, a statement of guarantee;



	(g)
	a statement of the company’s proposed officers.








The application must also contain a statement of the intended address of the company’s registered office; and a copy of any proposed Articles of Association (to the extent that these are not supplied by the default application of model Articles).





Statement of capital and initial shareholdings

The statement of capital and initial shareholdings required to be delivered in the case of a company that is to have a share capital must state:






	(a) 
	the total number of shares of the company to be taken on formation by the subscribers to the Memorandum of Association;



	(b)
	the aggregate nominal value of those shares;



	(c)
	for each class of shares:









	prescribed particulars of the rights attached to the shares;

	the total number of shares of that class;

	the aggregate nominal value of shares of that class;

	the amount to be paid up and the amount (if any) to be unpaid on each share (whether on account of the nominal value of the share or by way of premium).




It must contain such information as may be prescribed for the purpose of identifying the subscribers to the Memorandum of Association.

It must state, with respect to each subscriber to the Memorandum, the number, nominal value (of each share) and class of shares to be taken by him on formation, and the amount to be paid up and the amount (if any) to be unpaid on each share (whether on account of the nominal value of the share or by way of premium).

Where a subscriber to the Memorandum is to take shares of more than one class, the information is required for each class.







1.7 Limited liability

The principle of limited liability underlying item (c) in the registration list has been of great importance in industry and commerce. Without it, it is inconceivable that large business units, such as GlaxoSmithKline plc or Marks & Spencer plc, could have existed. The investor in a limited company, i.e. someone who owns shares in the company, is a shareholder. The most he or she can lose is the money paid for the shares although, where they are only partly paid, the shareholder is also liable for the unpaid part. With public companies, whose shares are traded on a stock exchange, shares can be sold easily whenever a shareholder wishes. Selling shares in a private company is normally far more difficult.




Activity 1.2

Why is it unlikely that many large companies could have existed if limited liability did not exist?







1.8 Classes of shares

The main types or classes of shares are ordinary shares and preference shares. Unless otherwise stated, preference shares are assumed to be of the cumulative variety – see Frank Wood’s Business Accounting 1.

There is also a variety of other shares. The rights attaching to these shares are purely dependent upon the skill and ingenuity of the person who prepares the company’s registration. An entirely new type of share may be created provided it does not contravene the law.

The shares which carry the right to the whole of the profits remaining after dividends have been paid on any preference shares (and any other fixed dividend shares) are often known as ‘equity share capital’ or ‘equities’.





1.9 Distributable profits

The calculation of dividends from profits available for distribution was described in Frank Wood’s Business Accounting 1. Clearly, in order to do this, there needs to be some way of knowing what the amount of distributable profits is.

A company’s realised profits and losses are ‘those profits and losses which are treated as realised in the financial statements, in accordance with principles generally accepted with respect to the determination of realised profits and losses for accounting purposes at the time when those accounts are prepared’. In accounting, the realisation concept recognises profit or loss at the point when a contract is made in the market to buy or sell assets. The definition of realised profits and realised losses also applies for the purpose of calculating a company’s distributable profits.





1.10 A company’s constitution

A company’s constitution comprises the regulations contained in the Articles of Association and any resolutions or agreements passed subsequently by the company. Among those regulated are those governing the rights and duties of the directors. Any such regulations are of the utmost importance when it is realised that the legal owners of the business, the shareholders, have entrusted the running of the company to the directors.

The shareholders’ rights are largely limited to attending meetings, such as the annual general meeting, where they have the right to vote. However, some shares do not carry voting rights and the holders of these shares may attend but not vote at such meetings.

The Companies Acts make the keeping of proper sets of accounting records and the preparation of Final Accounts (financial statements) compulsory for every company. In addition, the financial statements for large companies must be audited, this being quite different from the situation in a partnership or a sole proprietor’s business where an audit is not compulsory.

Companies with limited liability, whether they are private or public companies, have to send a copy of their Final Accounts (i.e. their financial statements), drawn up in a prescribed manner, to the Registrar of Companies. Public companies must submit them within six months of their financial year end; private companies within nine months of their financial year end.




Look at Chapters 9–11 for the accounting requirements of the Companies Acts.







1.11 Public companies and the Stock Exchange

Dealings in the shares of most public companies are conducted on one or other of the recognised stock exchanges. The shares of private companies cannot be bought or sold on any stock exchange, as this would contravene the requirements for the company being recognised as a ‘private’ company.

The only entry made in a company’s books when a shareholder sells all, or some, of his shares to someone else, is to record the change of identity of the shareholders. The price at which the shares were sold on the Stock Exchange is not entered into the company’s books.

Although no accounting entries are made, the price of the shares on the Stock Exchange does have repercussions upon the financial policy of the company.




Activity 1.3

Why?




Stock exchanges are the ‘second-hand markets’ for company shares. Companies do not actually sell (normally called ‘issue’) their shares in a stock exchange. Companies issue new shares directly to the people who make application to them for the shares at the time when they have shares available for issue. Shares of a public company sold and bought on stock exchanges are passing from one shareholder to another person who will then become a shareholder. So far as the company is concerned, the number of shares in issue is unchanged.





1.12 Stocks and shares

Later in this book you will learn about the procedure whereby the shares of a company may be made into stock. Thus 500 ordinary shares of £1 each may be made into £500 stock. The dividends paid on the shares or the stock would be the same, and the voting powers would also be the same. Apart from administrative convenience there is really no difference between shares and stock.





Learning outcomes


You should now have learnt:







	 1

	Limited companies are governed by the Companies Acts and EU directives.



	 2

	Limited companies are each a separate legal entity.



	 3

	Each company is governed by its constitution which, initially, is contained in its Articles of Association.



	 4 
	What is meant by ‘limited liability’.



	 5

	Investors in limited companies can only lose the amount they paid (plus any amount still unpaid if the shares are only part-paid) when they acquired their investment in the company, i.e. they have ‘limited liability’.














Answers to activities






	
1.1 
	If a director sued another business entity on behalf of a company, the director would be liable for any legal costs incurred were the case unsuccessful. Perhaps more meaningfully, if companies could not be sued, directors and employees could be exposed to the risk of being sued for actions taken by the company, even when they were not personally involved in what had occurred. In effect, granting companies a legal identity separate from their owners makes it possible to operate limited liability effectively.



	
1.2 
	Without limited liability, investors would be very unwilling to buy shares in companies. They would fear that they may lose everything they owned if the company failed. Companies would, therefore, find it very difficult to raise funds other than from banks and other financial institutions. Such funds would carry interest costs that would have to be paid irrespective of how well the companies were doing. In the early years of a new business, it can take quite a long time to become profitable and the reliance upon loan funding would increase the possibility that the company will fail. As a result, in an economic environment where there was no limited liability, the investors in the failed company could lose everything they own. It is unlikely that many would be willing to take this risk. Hence, it is unlikely that many large companies would exist were it not for limited liability.



	
1.3 
	If some new shares are to be issued, the price they are to be issued at will be largely dependent on the Stock Exchange valuation. If another business is to be taken over by the company, part of the purchase price being paid using some of the company’s shares, then the stock exchange value will also affect the value placed upon the shares being given. A takeover bid from another business may well be caused because the stock exchange value of the shares has made a takeover seem worthwhile.










Review questions


1.1  Explain the concept of ‘limited liability’.

1.2  In the context of a company limited by shares, who has ‘limited liability’ – the company, its directors, its shareholders or its employees?

1.3  Following on from Question 1.2: How much is that stakeholder’s liability limited to (in other words what is the maximum they stand to lose)?

1.4  What are some of the differences between sole traders (which you learnt about in Frank Wood’s Business Accounting 1) and limited companies?

1.5  Where can the share of private limited companies be bought and sold? What about public limited companies?














Chapter 2








The issue of shares and loan notes





Learning objectives

After you have studied this chapter, you should be able to:



	explain the terminology relating to the issue of shares and loan notes

	describe the steps in the process of issuing of shares and loan notes

	record the accounting entries relating to the issue of shares and loan notes

	make the necessary entries in the ledger accounts when shares are forfeited




Introduction

In this chapter, you’ll learn about the alternatives available to companies when they wish to issue shares and of the various entries to be made in the ledger accounts. You’ll learn about how to record the issue of shares at a price greater than their nominal value and how to record the issue of shares to existing shareholders, rather than to non-shareholders wishing to purchase them. You will also learn about the difference in accounting entries made when loan notes (a form of loan capital), rather than shares, are issued.





2.1 The issue of shares

The cost of issuing shares can be very high. As a result, the number of shares issued must be sufficient to ensure the cost of doing so is relatively insignificant compared to the amounts received.

When shares are issued, they may be payable, either (a) immediately on application, or (b) by instalments. Issues of shares may take place on the following terms connected with the price of the shares:






	1
	Shares issued at par. This would mean that a share of £1 nominal value would be issued for £1 each.



	
2 
	Shares issued at a premium. In this case a share of £1 nominal value would be issued for more than £1 each, say for £3 each.








Note: At one time, shares could be issued at a discount. Thus, shares each of £5 nominal value might have been issued for £3 each. However, this was expressly forbidden in the Companies Act 1980.




Activity 2.1

Why do you think companies may wish to issue shares at a discount and how do you think companies avoid being in this position?








2.2 Share premiums and discounts


This will all seem rather strange at first. How can a share with a nominal value of 10p, which states that value on the face of it, be issued for £3, and who would be foolish enough to buy it? The reasons for this apparently strange state of affairs stem from the Companies Act requirement that the share capital accounts always show shares at their nominal value, irrespective of how much the shares are worth or how much they were issued for. To illustrate this, the progress of two companies, A Ltd and B Ltd, can be looked at. Both started in business on 1 January 2016 and issued 1 million ordinary shares each of 10p nominal value at par. Ignoring any issue expenses, each of the balance sheets on that date would be identical:

[image: Balance Sheet as at 1 January 2016]


Five years later, on 31 December 2020, the balance sheets show that the companies have fared quite differently. It is to be assumed here, for purposes of illustration, that the balance sheet values and any other interpretation of values happen to be identical.

A Ltd needs £100,000 more capital, and this is to be met by issuing more ordinary shares. Suppose that another 1 million ordinary shares of 10p nominal value each are issued at par. Column (a) in Exhibit 2.1 shows the balance sheet before the issue, and column (b) shows the balance sheet after the issue has taken place.




Exhibit 2.1

[image: A Ltd Balance Sheets (Solution 1) as at 31 December 2020]





Share premiums

Now the effect of what has happened can be appreciated. Before the new issue there were 1 million shares. As there were £250,000 of assets and no liabilities, each share was worth 25p. After the issue, there are 2 million shares and £350,000 of assets, so each share is now worth 17.5p. This would be extremely disconcerting to the original shareholders who have seen the value of each of their shares fall by 30% (7.5p).

On the other hand, the new shareholder who has just bought shares for 10p each saw them rise in value immediately by 75% to be worth 17.5p each. Only in one specific case would this be fair, and that is where each original shareholder buys an equivalent number of new shares.

What is required is a price which is equitable as far as the interests of the old shareholders are concerned, and yet will attract sufficient applications to provide the capital required. As in this case the balance sheet value and the real value are the same, the answer is that each old share was worth 25p and therefore each new share should be issued at a price of 25p. If this were done, the balance sheets would become as shown in Exhibit 2.2:




Exhibit 2.2

[image: A Ltd Balance Sheets (Solution 2) as at 31 December 2020]




Thus in (a) above, 1 million shares own between them £250,000 of assets = 25p each, while in (b) 2 million shares are shown as owning £500,000 of assets = 25p each. Both the old and new shareholders are therefore satisfied with the bargain that has been made.

Note: The share premium shown in the equity section of the balance sheet is needed because the balance sheet would not balance without it. If shares are stated at nominal value but issued at another price, the actual amount received increases the bank balance, but the share capital is increased by a different figure. The share premium therefore represents the excess of the cash received over the nominal value of the shares issued.





Share discount

The other company, B Ltd, has not fared so well. It has, in fact, lost money. The accumulated losses are reflected in a debit balance on the profit and loss account as shown below in column (c) of Exhibit 2.3. There are £80,000 of assets to represent the shareholders’ stake in the firm of 1 million shares, i.e. each share is worth 8p. If more capital was needed, 1 million more shares could be issued. From the action taken in the previous case it will now be obvious that each new share of 10p nominal value would be issued for its real value of 8p each, were it permitted. The balance sheets would appear:




Exhibit 2.3

[image: B Ltd Balance Sheets (correct solution) as at 31 December 2020]




Although shares cannot now be issued at a discount, some companies still exist which issued shares at a discount before 1980. In these cases, a separate heading will have to be inserted in the balance sheet for the discount.

Note: Once again, as the share capital is shown at nominal value but the shares are issued at a different figure, the discount on the shares issued must be shown in order that the balance sheet balances. Share discount is, of course, a balancing figure needed because the entries already made for an increase in the ordinary share capital and the increase in the bank balance have been at different figures. The figure for discounts on shares therefore rectifies the double entry ‘imbalance’.

A balance sheet is a historical view of the past based on records made according to the company’s interpretation and use of accounting concepts and conventions. When shares are being issued it is not the view of the past that is important, but the view of the future. Therefore the actual premiums on shares being issued are a matter not merely of balance sheet values, but of the issuing company’s view of the future and its estimate of how the investing public will react to the price at which the shares are being offered.

It is to be noted that there are no restrictions on issuing shares at par or at a premium. Let’s now look at the double entries that need to be made when shares are issued. First we’ll consider the case where the full amount is due in one payment made at the time of issue.







2.3 Shares payable in full on application

The issue of shares in illustrations (1) and (2) which follow are based on the balance sheets that have just been considered. First, let’s look at the entries when shares are issued at their par value.




1 Shares issued at par

One million ordinary shares with a nominal value of 10p each are to be issued. Applications, together with the necessary money, are received for exactly 1 million shares. The shares are then allotted to the applicants.



[image: Bank]

[image: Ordinary Share Applicants]

[image: Ordinary Share Capital]


It may appear that the ordinary share applicants account is unnecessary, and that the only entries needed are a debit in the bank account and a credit in the ordinary share capital account. However, applicants do not always become shareholders; this is shown later. The applicant must make an offer for the shares being issued, accompanied by the necessary money: this is the application. After the applications have been vetted, the allotments of shares are made by the company. This represents the acceptance of the offer by the company and it is at this point that the applicant becomes a shareholder. Therefore (A) represents the offer by the applicant while (B) is the acceptance by the company. No entry must be made in the share capital account until (B) happens, for it is not until that point that the share capital is in existence. The share applicants account is an intermediary account pending allotments being made.

Now let’s look at the entries to be made when the shares are issued at more than their par value.





2 Shares issued at a premium

One million ordinary shares with a nominal value of 10p each are to be issued for 25p each (see Exhibit 2.2 A Ltd previously). Thus a premium of 15p per share has been charged. Applications and the money are received for exactly 1 million shares.



[image: Bank]

[image: Ordinary Share Applicants]

[image: Share Premium]

[image: Ordinary Share Capital (A Ltd)]


Note: (A) is shown as £100,000 because the share capital is shown at nominal value, not total issued value. The £150,000 share premiums (B) therefore must be credited to a share premium account to preserve double entry balancing.

Let’s now look at the entries to be made when the number of shares applied for is not equal to the number of shares on offer.





3 Oversubscription and undersubscription for shares

When a company invites investors to apply for its shares it is obviously rare indeed if applications for shares equal exactly the number of shares to be issued. Where more shares are applied for than are available for issue, then the issue is said to be oversubscribed. Where fewer shares are applied for than are available for issue, then the issue has been undersubscribed.

With a new company, an amount is set in advance as being the minimum necessary to carry on any further with the running of the company. If the applications are less than the minimum stated, then the application monies are returned to the senders. This does not apply to an established company.

If 1 million shares of 10p each are available for issue, but only 875,000 shares are applied for, then only 875,000 shares will be issued. The accounting entries will be in respect of 875,000 shares, no entries being needed for the 125,000 shares not applied for, as they do not represent a transaction.

The opposite occurs when shares are oversubscribed. In this case, rationing is applied so that the issue is restricted to the shares available for issue. The process of selecting which applicants will get how many shares depends on the policy of the company. Some, for example, prefer to have large shareholders because this leads to lower administrative costs.

You can see why by considering the cost of calling a meeting of two companies each with 200,000 shares. H Ltd has 20 shareholders with an average holding of 10,000 shares. J Ltd has 1,000 shareholders with an average holding of 200 shares. They all have to be notified by post and given various documents including a set of the financial statements. The cost of printing and sending these is less for H Ltd with 20 shareholders than for J Ltd with 1,000 shareholders. This is only one example of the costs involved, but it will also apply with equal force to many items connected with the shares. Conversely, the directors may prefer to have more shareholders with smaller holdings, one reason being that it decreases the amount of voting power in any one individual’s hands.

The actual process of rationing the shares is straightforward once a policy is in place. It may consist of scaling down applications, of drawing lots or some other chance selection, but it will eventually bring the number of shares to be issued down to the number of shares available. Excess application monies received will then be refunded by the company.

An issue of shares where 1 million ordinary shares of 10p nominal value each are to be issued at par payable in full but 1.55 million shares are applied for, will be recorded as follows:



[image: Bank]

[image: Ordinary Share Applicants]

[image: Ordinary Share Capital]



Let’s now look at the entries to be made when payment for shares purchased is to be made in instalments.







2.4 Issue of shares payable by instalments

The shares considered so far have all been issued as paid in full on application. Conversely, many issues are made which require payment by instalments. These are probably more common with public companies than with private companies. It should be noted that a public company is not allowed to allot a share (i.e. pass ownership to the subscriber) unless a sum equal to at least one-quarter of its nominal value plus the whole of any premium has been paid on it. When the premium is large compared to the nominal value, this clearly affects the manner in which the instalments are divided.

The various stages, after the initial invitation has been made to the public to buy shares by means of advertisements (if it is a public company), etc., are as follows:






	
(A) 
	Applications are received together with the application monies.



	
(B) 
	The applications are vetted and the shares allotted, letters of allotment being sent out.



	
(C) 
	The excess application monies from wholly unsuccessful applicants, or, where the application monies received exceed both the application and allotment monies required, from wholly and partly unsuccessful applicants, are returned to them. Usually, if a person has been partly unsuccessful, his excess application monies are held by the company and will reduce the amount needed to be paid by him on allotment.



	
(D) 
	Allotment monies are received.



	
(E) 
	The next instalment, known as the first call, is requested.



	
(F) 
	The monies are received from the first call.



	
(G) 
	The next instalment, known as the second call, is requested.



	
(H) 
	The monies are received from the second call.








This carries on until the full number of calls have been made, although there is not usually a large number of calls to be made in an issue.

The reasons for the payments by instalments become obvious if it is realised that a company will not necessarily require the immediate use of all the money to be raised by the issue. Suppose a new company is to be formed: it is to buy land, erect a factory, equip it with machinery and then go into production. This might take two years altogether. Suppose the total sum needed was £1 million, required as follows:



[image: Ordinary Share Capital]


A decision may be made to match the timing of the payment of the instalments of the share issue to the timing of the requirement for funding. If so, the share issue may be on the following terms:



[image: Application money per share, payable immediately]


The entries made in the share capital account should equal the amount of money requested to that point in time. However, instead of one share applicants account, there are usually several accounts each representing one of the instalments. For this purpose application and allotment are usually joined together in one account, the application and allotment account. This cuts out the need for transfers where excess application monies are held over and set off against allotment monies needed. That is, instead of refunding excess application monies, they are retained and used to meet subsequent instalments.

When allotment is made, and not until then, an entry of £300,000 (10% + 20%) would be made in the share capital account. On the first call, an entry of £200,000 would be made in the share capital account; likewise £200,000 on the second call and £300,000 on the third call. The share capital account will therefore contain not the monies received, but the amount of money requested. Exhibit 2.4 now shows an example of a share issue with payments by instalments.





Exhibit 2.4


A company is issuing 100,000 7% preference shares of £1 each, payable 10% on application, 20% on allotment, 40% on the first call and 30% on the second call. Applications are received for 155,000 shares. A refund of the money is made in respect of 5,000 shares while, for the remaining 150,000 applied for, an allotment is to be made on the basis of two shares for every three applied for (assume that this will not involve any fractions of shares). The excess application monies are set off against the allotment monies asked for. The remaining requested instalments are all paid in full. The letters by the side of each entry refer to the various stages outlined earlier.
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If more than one type of share is being issued at the same time, e.g. preference shares and ordinary shares, then separate share capital accounts and separate application and allotment accounts and call accounts should be opened.

Now let’s look at the entries to be made when a purchaser of the shares fails to pay the instalments due.






2.5 Forfeited shares


Sometimes, some shareholders fail to pay the calls requested. If drawn up with care, the Articles of Association of the company will provide that the defaulting shareholder forfeits the shares allocated. In this case, the shares will be cancelled. The instalments already paid by the shareholder will be forfeited and retained by the company.

After the forfeiture, the company may or may not choose to reissue the shares (though, in some cases, there may be a provision in the Articles of Association which prevents their reissue). There are regulations governing the prices at which such shares can be reissued. The amount received on reissue plus the amount received from the original shareholder should at least equal (a) the called-up value where the shares are not fully called up, or (b) the nominal value where the full amount has been called up. Any premium previously paid is disregarded in determining the minimum reissue price.




Exhibit 2.5

Take the same information as that contained in Exhibit 2.4, but, instead of all the calls being paid in full, Allen, the holder of 10,000 shares, fails to pay the first and second calls. He had already paid the application and allotment monies on the required dates. The directors conform to the provisions of the Articles of Association and (A) Allen is forced to suffer the forfeiture of his shares; (B) the amount still outstanding from Allen will be written off; (C) the directors then reissue the shares at 75% of nominal value to J Dougan; (D) Dougan pays for the shares.
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*The transfer of £2,500 from the forfeited shares account to J Dougan’s account is needed because the reissue was entered in the preference share capital account and Dougan’s account at nominal value, i.e. following standard practice by which a share capital account is concerned with nominal values. But Dougan was not required to pay the full nominal price. Therefore the transfer of £2,500 is needed to close his account.





Activity 2.2

Why do you think companies make new share issues?

[Note: these are not the same as the shares issued when a company is first formed.]




The balance of £500 on the forfeited shares account can be seen to be: cash received from original shareholder on application and allotment £3,000 + from Dougan £7,500 = £10,500. This is £500 over the nominal value so the £500 appears as an extra credit balance. This could be transferred to a profit on reissue of forfeited shares account, but it would be pointless for small amounts. More normally it would be transferred to the credit of a share premium account.

Having looked at what is done when payments are not made, let’s consider the treatment of payments being received early or received late.





2.6 Calls in advance and in arrear and the balance sheet

At the balance sheet date, some shareholders will not have paid all the calls made. These are collectively known as calls in arrear. Some other shareholders may have paid amounts in respect of calls not made by the date of the balance sheet. These are calls in advance.

So far, we have looked at the issue of shares to anyone, whether or not they are existing shareholders. Now, let’s look at what happens when a company wishes to offer shares for sale to existing shareholders.





2.7 Rights issues

The costs of making a new issue of shares can be quite high. One way to reduce the costs of raising new long-term capital in the form of issuing shares is to do so in the form of a rights issue. To do this, the company contacts the existing shareholders, and informs them of the number of shares which each one of them is entitled to buy of the new issue. In most cases, shareholders are allowed to renounce their rights to the new shares in favour of someone else to whom they sell the right to purchase the shares.

A rights issue is usually pitched at a price which enables the rights to be sold. If any shareholders do not either buy the shares or transfer their rights, the directors have the power to dispose of the shares not taken up by issuing them in some other way. Alternatively, they may choose not to issue them.

So far in this chapter, we have looked at the issue of shares. Companies may also raise funds by issuing long-term loams. These are called loan notes.





2.8 Loan notes

A loan note is a certificate acknowledging a loan to a company. It is usually issued under the company’s seal (i.e. is an official document issued by the company, similar to a share certificate) and bears a fixed rate of interest (similar to preference shares). However, unlike shares, which normally depend on profits out of which to appropriate dividends, interest on loan notes is payable whether or not profits are made.

A loan note may be redeemable, i.e. repayable at or by a specified date. Conversely it may be irredeemable, redemption taking place only when the company is eventually liquidated, or in a case such as when the loan-note interest is not paid within a given time limit.

People lending money to companies in the form of loan notes will obviously be interested in how safe their investment will be. In the case of some loan notes, the loan-note holders are given the legal right that on certain happenings they will be able to take control of specific assets, or of the whole of the assets. They can then sell the assets and recoup the amount due under their loan notes, or deal with the assets in ways specified in the deed under which the loan notes were issued. Such loan notes are known as being secured against the assets, the term mortgage loan notes often being used. Other loan notes carry no prior right to control the assets under any circumstances. These are known as simple or naked loan notes.

Under UK GAAP, loan notes are called ‘debentures’. You, therefore, may see some UK companies with items in the balance sheet called ‘debentures’ or ‘mortgage debentures’, and may read in the financial press and in textbooks of ‘simple debentures’ and ‘naked debentures’. In all cases, these are the same as the equivalent form of loan note.




Activity 2.3

Why do you think companies issue loan notes rather than making a new share issue?








2.9 The issue of loan notes


The entries for the issue of loan notes are similar to those for shares but, nowadays, they are normally issued at their nominal value. If the term ‘loan note’ is substituted for ‘share capital’ in the T-accounts you saw earlier in this chapter, the entries in the ledger accounts would be identical.





2.10 Shares of no par value

You should now realise that a fixed par value for a share can be very confusing. For anyone who has not studied accounting, it may come as a shock to find that a share with a par value of £1 might have been issued for £5. If the share is dealt on the Stock Exchange, they might find a £1 share selling at £10 or even £20 or, equally well, it may sell for only 10p.

Another problem with the use of a par value is that it can give people entirely the wrong impression of the amount of dividend paid. If a low par value is used, the dividend (which is declared as a percentage of the par value) can look excessive when it really isn’t.




Exhibit 2.6

Jones bought a share 40 years ago for £1. At the time, he was satisfied with a return of 5% on his money. With a 5% dividend he could buy a certain amount of goods which will be called x. Now, 40 years later, to buy that same amount of goods, he would need, say, 20 times as much money. Where previously £5 would have bought x, now he would need £100. To keep the dividend at the same level of purchasing power, he would need a dividend now of 100%, as compared with the 5% dividend of 40 years ago.




In many countries, including the USA and Canada, no par value is attached to shares being issued. Shares at no par value are issued at whatever price is suitable at the time, and the money received is credited to a share capital account.




Activity 2.4

Why do you think companies are not allowed to issue shares at no par value in the UK?





Learning outcomes

You should now have learnt:







	 1

	Shares may be issued either:



	 
	(a) 
	at par, or nominal value – i.e. a £1 ordinary share would be issued in exchange for payment of £1, or



	 
	(b) 
	at a premium, i.e. if a £1 ordinary share were issued at a premium of 25p, it would cost the buyer £1.25 (and the 25p would be put into the issuing company’s share premium account).



	 2

	How to make the accounting entries when shares are issued.



	 3

	How to make the accounting entries when shares are forfeited.



	 4 
	How to make the accounting entries when loan notes are issued.



	 5

	The accounting entries made on the issue of loan notes are identical to the accounting entries made on the issue of shares, though, obviously, loan-note ledger accounts are used rather than share-capital ledger accounts.
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