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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 A2 Unit 3: Further Aspects of Financial Accounting.


The guide is in two sections:




•  Content Guidance covers the content of Unit 3.


•  Questions and Answers provides ten questions; each question focuses on a specific area of content. Each question is based on the format of the A2 examination papers and is followed by two sample answers (an A-grade and a lower-grade response) together with comments by the examiner.





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


Aims of the A2 qualification


The A2 accounting course aims to encourage you to develop:




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


•  a critical approach to the appraisal of financial issues and business practices


•  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


The Content Guidance section of this guide outlines the topic areas covered in Unit 3.


Unit 3 builds on the assessment objectives covered in your AS course but the assessment objectives will now be applied to more complex situations and content. (See ‘Synoptic assessment’ on p. 35.)


On completion of the unit you should be able to:




•  assess the available types of business finance


•  calculate the profit or loss for a business using the ‘net asset method’


•  prepare financial statements based on incomplete records


•  prepare financial statements for partnerships, including detailed income statements showing how profits or losses are appropriated


•  prepare capital and current accounts for partners


•  account for structural changes in partnerships


•  account for partnership dissolutions


•  identify and show an understanding of the main elements of published annual reports of limited companies and be aware of any limitations of these reports


•  prepare schedules of non-current assets


•  prepare a statement of cash flows


•  show an appreciation of the International Accounting Standards (IAS) listed on page 11 of the specification. Don’t worry, a detailed knowledge is not required (with the exception of IAS 7 Statement of cash flows); you do need to understand how these affect the information presented in a set of financial statements


•  use the FIFO and AVCO methods of determining inventory values


•  reconcile inventory values with actual goods held as inventory





Sources of finance


Finance is generally needed to start up a business. The owners may require further finance some time later in order to expand, to replace non-current assets or even to ensure survival if the business is unable to meet some of its commitments.


An unincorporated business (i.e. sole trader or partnership) may use the proprietors’ personal savings when finance is required. Clearly, in most cases, this type of finance is limited. Few people have an unlimited reservoir of private funds.


Many entrepreneurs seek the help of family or friends to help finance a new business. Often, these providers of finance may require some form of security for their investment. This may lead to the provider of finance being given a partnership. However, when a provider of finance is linked to a partnership, this means that all the partners will have unlimited liability, putting at risk not only their investment but also private assets.


Overdrafts are a means of short-term finance. An overdraft is a temporary facility provided by all clearing banks. It allows the business to withdraw funds in excess of the current balance. The bank must agree an overdraft limit before the balance at the bank becomes a debit. Interest is calculated on the overnight overdraft. Interest is charged on an authorised (agreed) overdraft at a lower rate than if the overdraft has not been previously agreed (unauthorised). The rate of interest charged tends to be higher than that charged on loans; for this reason, overdraft finance is generally only used for short-term borrowing. The overdraft provider may cancel an overdraft facility at any time without notice.


Bank loans are available to businesses that can satisfy the lender that the funds will be used for investment purposes and that the business’s cash flow will enable capital and interest payments to be made on time. Banks generally require some form of collateral, so loans are often secured on the assets of the business (or, in the case of sole traders or partnerships, on private assets). Interest is charged on the full amount of the loan, whether it is used or not.


[image: ]




Knowledge check 1


Explain the difference between a bank loan and an overdraft.





[image: ]


A mortgage is a long-term loan generally used to purchase property. The provider of the finance uses the property being purchased as collateral to secure the loan. If a business fails to make the required payments, the lender has the right to sell the property to recoup their money.


Trade and other payables provide short-term finance for many businesses. However, excessive use of this type of finance can lead to problems. Individual creditors may insist on cash purchases or may refuse to supply goods if the credit period taken is excessive.


Shares are issued by limited companies to raise finance. Permanent share capital — both ordinary share capital and preferred share capital — together with the company’s reserves is known as the equity of the company.
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Examiner tip


All types of shares that are not redeemable are part of equity. Redeemable preferred shares will appear in a statement of financial position as non-current liabilities.
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Ordinary shareholders are paid dividends if there are profits available after debenture interest and dividends on preferred shares have been paid. If the company is wound up, the ordinary shareholders are entitled to the funds that remain after the payables, debenture holders and preferred shareholders have been repaid.


Preferred shareholders are entitled to receive a fixed rate of dividend each year, but only if the company has earned sufficient profit. Most preferred shares are cumulative preferred shares, meaning that if dividends have not been paid in earlier years, the arrears will be paid when sufficient profits are available. Preferred dividends are payable before ordinary share dividends and, in the case of a winding up, preferred share capital will be repaid before that of the ordinary shareholders.
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Knowledge check 2


Explain the difference between ordinary shares and preferred shares.
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Debentures are long-term loans to a company. The loan is generally secured on the assets of the company. Debenture holders are entitled to a fixed amount of interest per annum. Interest is payable whether or not the company has made a profit. If the company fails to pay the interest when it is due, the debenture holders are entitled to have the secured assets sold to pay the outstanding interest and to repay the loan. At the end of an agreed period, the capital sum will be repaid to the lender.
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Knowledge check 3


Equity capital comprises all shares, debentures and reserves. True or false?
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Probably the most important source of finance for any business is the retention of profits within the business. This source will ensure that the business is self-financing. If a business has to rely on regular injections of external finance, the implication is that it is not profitable and this will result ultimately in its liquidation.
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Examiner tip


Never say that debentures are shares. They are loans to a company. Do not say that reserves are cash. They are profits held back in the company.
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Summary




•  Finance is important when starting a business.


•  Finance is also necessary for the continued survival of the business.


•  There are many ways that a business can raise finance.


•  Some methods are available only to limited companies: for example, finance raised by issuing shares and debentures.


•  Other forms of finance are available to all types of business.


•  Sources of finance can be short term or long term.


•  Short-term sources include overdrafts and the use of trade credit provided by payables.


•  Many sources of finance are external to the business, but businesses can also be funded internally by using retained profits.


•  Share capital is provided by shareholders (the owners of a company) who receive dividends when profits and cash are sufficient.


•  Holders of debentures (loan capital) are not owners and receive interest whether or not the company is profitable.
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Incomplete records


There are two main types of question that are based on businesses that do not maintain a full set of accounting records. It is important that you are able to quickly recognise each of the types. The clue to recognition is seen in the ‘required’ part of the examination question.


Questions that require you to calculate the organisation’s profit or loss will use what is called the ‘net asset value’ method. You should be able to complete this type of problem fairly quickly. Despite what many students think, this is a very accurate method of determining the profit or loss that the business has made. Students sometimes think that in order to determine the profit or loss made by a business, an income statement must be prepared. This is not the case.


Although the net asset method will give an accurate profit or loss for the period under review, it lacks the detail that may be necessary to fulfil the two reasons for preparing financial statements:




•  the management function — the net asset method provides no details to help managers determine whether performance could be improved by, say, changing the location of the business premises, changing petrol-driven delivery vehicles to vehicles powered by diesel etc.


•  the stewardship function — there are no details to help, say, a bank to determine whether the finance it has provided is being used wisely and safely
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Examiner tip


Look at the ‘required’ part of a question first; this will determine what your answer should contain.
Remember the trigger words for incomplete record questions:




•  ‘calculate’ = use of ‘net asset’ method


•  ‘prepare’ = use of detailed ‘T’ accounts to give all the necessary details.
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The net asset method


There are five stages in the process:
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Examiner tip


Write items on your script as you key them into your calculator. If you make an error but have not written the results down, you cannot be rewarded for the parts that are correct. Show all your workings. In the ‘heat’ of the examination, many candidates make simple errors.





[image: ]





Stage 1 Calculate the value of the net assets of the business. This is also the value of the proprietor’s capital. Total the value of all the business assets then deduct the total of all the business liabilities. This will give you the net asset value of the business (i.e. the worth or capital invested in the business).


Stage 2 Using the same method as in stage 1, calculate the value of the net assets (worth or capital) at the end of the period.


Stage 3 Deduct the opening capital from the closing capital. This will give the amount of profit (or loss) retained in the business over the period.


Stage 4 Add the drawings to the retained profits. Drawings are profits that the proprietor has withdrawn from the business for their own personal use.


Stage 5 Deduct any injections of capital into the business. These will have increased the worth of the business; however, this increase in worth is not the result of business activity and so must be disregarded in our calculation of business profits.


We can summarise the five stages thus:








	 

	  

	Closing capital






	Deduct

	  

	Opening capital






	Gives profit retained within the business

	  

	£# # # # # # # #






	Add

	  

	Profits taken from business (drawings)






	 

	  

	£# # # # # # #






	Less

	  

	Capital introduced into the business






	Profit for the year

	  

	£# # # # # # #










Remember, this type of question will ask you to calculate the profit or loss. It will not ask you to prepare an income statement.


Example:


Aysha’s capital at 1 November 2011 amounted to £43 782; at 31 October 2012 her capital was £47 671. During the year ended 31 October 2012 she withdrew £16 500 cash from the business for her own private use; she also purchased a car costing £9400 for her own private use using the business bank account. In April 2012 a relative died, leaving Aysha a legacy of £8500, which she paid into the business bank account.


Calculate the profit or loss earned by Aysha’s business for the year ended 31 October 2012.


Answer:








	 

	 

	£






	 

	Closing capital

	47671






	
Less    

	Opening capital

	43782






	 

	‘Retained’ profit

	3889






	
Add    

	Profits withdrawn during year

	25900






	 

	 

	29789






	
Less    

	Capital introduced during the year

	  8500






	 

	Profit for the year ended 31 October 2012    

	21289











Preparation of detailed financial statements


The second type of problem is the preparation of detailed financial statements from fragmentary records. This happens when the proprietor of a business does not keep a full set of accounting records. Often, in reality, only a cash/bank book is maintained in detail.
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Knowledge check 4


What is another name for net assets?
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The key to solving this type of problem is found again in the ‘required’ part of the examination question. These questions will always require you to prepare an income statement.
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Examiner tip


Learn the five stages — they are so important.
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Once again there are five stages. It is important that you learn the five stages and that you always follow them in a logical, careful way:


Stage 1 Prepare an opening statement of financial position on the first day of the year using information given in the question. (This is, in fact, an opening statement of affairs, since if a set of ledgers is not maintained there can be no information from which to prepare a statement of financial position.) You should be able to do this almost as quickly as you can write. Do not categorise the items, just total the assets and then deduct the liabilities. Do this quickly and neatly. Only draw up a formal statement of financial position using the relevant headings if this is required in the question.


Stage 2 Prepare a bank transactions summary (this is generally given in the question).


Stage 3 Prepare a summary of cash transactions.


Stage 4 Construct adjustment (or total) accounts (many teachers call these control accounts).


Stage 5 Using the information calculated in stages 1–4, select the necessary information and prepare an income statement and a closing statement of financial position using this information.
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Knowledge check 5


Identify two sources of additional capital that might be introduced into a small business.
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Always follow the five stages methodically and carefully, showing them in as much detail as you can. These are your workings — and if you make an error in determining a figure that appears in your answer, you will most probably earn part marks for the correct parts of your workings.
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Knowledge check 6


Which of the following transactions should be classified as drawings? Money paid: for family holiday; for purchase of new television set for home; to son for work done in business; for insuring delivery vehicle.
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The part of the process that seems to give most people a few problems is stage 4. The figures taken straight from the summaries of cash and bank transactions do not take into account the accruals concept. The concept tells us that, as accountants, we record the value of the use of resources to the business, not the cash paid to acquire the resources.


You will generally need to prepare adjustment accounts to determine the sales and purchases for the year under consideration. You will generally also have to prepare further adjustment accounts for some of the business expenses.


There are two methods of making the adjustments used to determine the figures to be used in the income statement. Either is acceptable — use the method you feel most comfortable using.


Example:


The following information is given for Hetal:






	Cash received from credit customers

	£7650






	Cash paid to credit suppliers

	£34 670






	Cash paid to landlord for rent

	£3060























	 

	at 31 December 2012

	at 1 January 2012






	 

	£

	£






	Trade receivables

	210

	180






	Trade payables

	8790

	6780






	Rent owed

	120

	60
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