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Examiner tips


Advice from the examiner on key points in the text to help you learn and recall unit content, avoid pitfalls, and polish your exam technique in order to boost your grade.
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Knowledge check


Rapid-fire questions throughout the Content Guidance section to check your understanding.
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Knowledge check answers


Turn to the back of the book for the Knowledge check answers.
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Summary




•  Each core topic is rounded off by a bullet-list summary for quick-check reference of what you need to know.
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Questions & Answers
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About this book



This student guide is an ideal resource for your revision of AQA Accounting AS Unit 2: Financial and Management Accounting. The guide has two sections:




•  Content Guidance covers the content of Unit 2.


•  Questions and Answers provides ten questions; each question focuses on a specific area of content. Each question is based on the format of the AS examination papers and is followed by two sample answers (an A-grade and lower-grade response) together with comments by the examiner.





You should read the relevant topic area in the Content Guidance section before you attempt a question from the Questions and Answers section. Only read the specimen answers after you have attempted the question yourself.


The Content Guidance section of this guide outlines the topic areas covered in Unit 2. This unit gives you an opportunity to develop your knowledge and understanding of financial accounting. It introduces you to some of the ways in which business performance and future plans can be measured and monitored.


It allows you to develop your ability to produce financial statements of sole traders and limited companies. You should be able to make more complex adjustments to financial statements and you should be able to show an understanding of the concepts that need to be applied when preparing financial statements and to explain how these concepts are applied in a variety of situations.


You are expected to understand how the structure of a limited company differs from that of a sole trader or a partnership. You should be able to explain why these forms of ownership are appropriate in certain circumstances and how ownership and control are exercised in each form.


You should be able to evaluate the financial strengths and weaknesses of businesses and report on their performance. You must be able to support comments with evidence based on analysing ratios calculated from the relevant financial statements. You should be able to recommend courses of action that will benefit the business and explain the consequences if action is not taken.


Aims of the AS qualification


The AS accounting course aims to encourage students to develop:




•  an understanding of the importance of effective accounting information systems and an awareness of their limitations


•  an understanding of the purposes, principles, concepts and techniques of accounting


•  the transferable skills of numeracy, communication, ICT, application, presentation, interpretation, analysis and evaluation in an accounting context


•  an appreciation of the effects of economic, legal, ethical, social, environmental and technological influences on accounting decisions


•  a capacity for methodical and critical thought which serves as an end in itself as well as a basis for further study of accounting and other subjects








Content Guidance


Types of business organisation


Although you are not required to prepare the financial statements for a partnership, you are expected to know what are the advantages and the disadvantages of the form as a type of ownership.


This section of the specification is an ideal vehicle to test your evaluative skills. Do read the questions carefully and focus your answer on the precise question set by the examiner. It is useful to underline or highlight the key phrases in the question so that you do remain focused.


If a question asks you to advise a friend whether or not he or she should form a partnership or a private limited company rather than trading as a sole trader, your answer should be focused on personal advice not on the benefits to the business. Advice or a discussion should contain some form of judgement backed up by your analysis.


Sole traders


Sole traders are the most common form of business organisation. One person is responsible for conducting the business. He or she is also legally responsible for the stewardship of the business.


A sole trader benefits from certain advantages:




•  The owner keeps all the profits earned by the business.


•  The owner makes all the business decisions, so success or failure depends on the trader only.


•  There are no complex legal procedures in setting up and running the business.


•  The financial results of the business do not need to be divulged to the general public.
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Examiner tip


A common error is to use the term ‘company’ when describing the businesses of sole traders and partnerships. Try using the term ‘business’ instead. When you get used to this term you will not make this mistake again.
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However, there are also a number of disadvantages in trading as a sole trader:




•  The owner has to stand all business losses.


•  The owner bears all the responsibilities inherent in running the business.


•  The owner is liable for all the debts incurred by the business, even if this entails selling some private assets to pay them (unlimited liability).


•  The business is restricted in the acquisition of further capital for expansion of the business.


•  The business may involve long hours of work, and illness may affect the running of the business.


•  There may be no one with whom to share problems or ideas.
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Knowledge check 1


A sole trader is a person who owns a business and is the only person working in that business. True or false?
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Partnerships


Forming a partnership overcomes some of the disadvantages of being in business as a sole trader. The advantages of being in partnership are:




•  There is access to more capital.


•  Partners can share the workload.


•  Partners can share problems and can pool ideas that might benefit the business.
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Examiner tip


Types of business organisation is a topic area often used in testing a student’s evaluative skills.
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The disadvantages of being in partnership are:




•  There is less independence than being a sole trader.


•  Decisions have to be agreed by all partners — the ideas of one or more partners may be frustrated by other partners.


•  Partners are jointly and severally liable for all the debts incurred by the business, even if this entails selling private assets to settle the debts (unlimited liability).
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Knowledge check 2


Explain the term ‘jointly and severally liable’.
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Limited companies


Limited liability companies came into existence because of the need for businesses to raise capital and at the same time to give investors a degree of security.


The advantages of forming a limited company are:




•  There is limited liability status for shareholders.


•  The directors are able to raise larger amounts of capital for use within the company.





The disadvantages of forming a limited company are:




•  Annual financial statements must be audited by professionally qualified personnel.


•  Annual returns must be completed by the directors and filed with the Registrar of Companies.


•  The annual filed financial statements may be inspected by the general public at Companies House.


•  Companies are subject to more ‘red tape’ than sole traders or partnerships.


•  Copies of the company’s annual audited financial statements must be sent to each shareholder and debenture holder.





The act of forming a registered limited company is known as incorporation.
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Examiner tip


You should be aware and be able to discuss the advantages and disadvantages of being in business as a sole trader; you should also be able to compare and evaluate being a sole trader with being in partnership or forming a limited company.
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Ownership and control of a business


In the case of sole traders and partnerships, ownership and control rests with the same people. However, in the case of limited companies, ownership is separate from the control of the business. Ownership rests with the shareholders, whereas control of the business is in the hands of the directors of the company. The directors guide the daily business and are generally also responsible for strategic planning.
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Knowledge check 3


Explain the term ‘limited liability’.
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Summary




•  Sole trader is the type of business that has only one owner, who controls the business.


•  Sole traders form the most common type of business ownership.


•  Some of the disadvantages of sole ownership and control are overcome by partnerships. However, you should also be aware that partnership adds further disadvantages.


•  Both forms have unlimited liability. In the case of partnerships, there is the added dimension of all partners being responsible for all the debts of the business, no matter which partner is responsible for the debt.


•  Formation of a limited company overcomes the problem posed by unlimited liability; but limited companies are subject to many more statutory regulations.


•  Sole traders and businesses are controlled by the owners. Shareholders in a limited company elect directors to guide and control the business.
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Accounting concepts


Accounting concepts are the basic rules that all accountants use when preparing the financial statements of a business. This ensures consistency of approach wherever and by whomever the statements are prepared. This area is popular with examiners. Questions generally outline a scenario and students are asked to explain the concept used or the concept that ought to have been used.


The concepts that could be examined include the following.


Cost


All assets and expenses are recorded in the books of account at cost since this is objective.


Example: My vintage car cost £18000. I think that it is now worth £20000. Cost of £18000 is objective but my valuation of £20000 is subjective and so should not be used.
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Knowledge check 4


A business owns a workshop on an industrial estate. It cost £35000 several years ago. Recently an adjacent workshop was sold for £60000. How should the workshop be shown on a statement of financial position? Which concept should be applied?
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Going concern


Unless there is information to the contrary, the accounts of the business are prepared under the assumption that the business will continue to trade in its present form for the foreseeable future. This means that all assets are valued at cost, not at what they could be sold for. If the business is going to continue to trade, the assets will not be sold and so a sale value is irrelevant.


Example: My business premises cost £200000. Similar premises have been sold last week for £240000. The amount shown on the statement of financial position will be:






	 

	     £







	Premises at cost

	200000
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Knowledge check 5


Give another name for the accruals concept.
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Accruals


The value of resources used by a business and the benefits derived from the use of those resources are recorded in the books of account in the financial year. The value, to the business, of resources used may be different from the amounts paid during the financial year to acquire the resources.


Example: Rent paid during the financial year ended 31 March 2012 was £7200. At the year end, £800 remained unpaid for the financial year. £8000 would be shown on the income statement (the total rent for the year ended 31 March 2012) and £800 would be shown as a current liability — accrued rent (the amount outstanding at the end of the financial year).
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Knowledge check 6


The agreed rent for the year is £10000. However, only £8000 has been paid in the current year. What amounts should be shown in the financial statements? Which concept should be applied?
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Consistency


Consistency requires that once a method of treating information has been established, the same method should continue to be used in subsequent years. If different methods are used in different years, inter-year comparisons cannot be made reliably and any trends cannot be observed.


[image: ]






Examiner tip


You probably already use and apply many accounting concepts in the work you are doing. Learn what the nine concepts outlined mean and how they should be applied to the problems you might encounter in your examination.
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Example: Arthur wishes to change the annual rate of depreciation charged on his vehicles from the usual 20% (£30000) to 10% this year (£15000) to improve his reported profits. Such an action would violate the concept of consistency and make it difficult to compare this year’s results with those in previous years.


Prudence


Revenues and profits are only included in the accounts when they are realised. Provision is made for all known expenses or losses when they become known.


Examples: Tariq will sign a contract for £150000 of work on 7 January next year — one week after his financial year end. He intends to include £150000 in this year’s income statement. The concept of prudence does not allow this as the £150000 can be included only when the sale actually takes place.
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Examiner tip


When you have learned a concept, try to remember an example of its application. Sometimes an example can clarify a subject that is difficult to explain in abstract terms.
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Martin will provide £1700 to cover potential doubtful debts after scrutinising the debts outstanding at the year end.


Materiality


If the inclusion or exclusion of financial information would mislead the users of the financial statements, then the information is ‘material’. The concept recognises that some types of expenditure are less important than others, so absolute precision of recording such items is not essential.
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Knowledge check 7


Explain why accountants use accounting concepts when they are preparing financial statements.
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Example: A pencil eraser costs 84 pence and is expected to be used in the office for 4 years. So, technically, the eraser is a non-current asset. It should, strictly speaking, be shown on the statement of financial position as a non-current asset. In reality, it would be entered in the office expenses or sundry expenses account. This classification is unlikely to cause the financial statements to confuse the users.


The realisation concept


This states that profits are usually recognised when the title to the goods passes to a customer, not necessarily when the money (price) changes hands. A sale takes place when the goods are replaced with cash or with an asset (debtor). The realisation concept is a subset of the accruals concept.


The business entity concept


This says that only transactions affecting the business are recorded in the business books of account and, consequently, the financial statements. Capital introduced or withdrawn is recorded in the proprietor’s capital account and drawings account.
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