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ABOUT THIS BOOK

\17]

ABOUT THIS BO

This book is for students following the Edexcel
International Advanced Level (IAL) Accounting course.

The course has been structured so that teaching and
learning can take place in any order, both in the classroom
and in any independent learning. The book contains

full coverage of the IAL unit. The nine topic areas within
this unit match the titles and order of those in the
specification.

Topic openers
Introduce each of the key
topics in the specification.

Learning objectives

key assessment obje:

Each chapter starts with a list of

0K

Each topic area is divided into chapters to break the
content down into manageable chunks. Each chapter
features a mix of learning and activities. Global case
studies are embedded throughout to show a range of
examples within the context of the chapter. Checkpoint
questions at the end of each chapter help you to assess
understanding of the key learning points. There are
exam-style questions at the end of each chapter to
provide opportunities for exam practice. Answers are
provided in the online teaching resource pack.

Specification reference

The specification reference is
given at the start of each chapter
and in the running header.

ctives.

LIMITED
COMPANIES

In'this umt you will learn about the financial statements of limited companies, as well as preparing
financial statementsin accordance with International’Accounting Standard (IAS) 1. These financial
statements include two that you are familiar'with from your Intemational’Advanced Subsidiary

& studies —the statement'of profit or loss and other. comprehensive income andithe statement

* of financial position. You will'also learn about a new financial statement prepared'by limited

X companies, known as the statement of changes inequity. Limited companies have a more complex

¢ capital structure thanithat of sole traders, and 'you will learn howto'record and prepare the capital
structure of limited'companies. Finally, youwill learn how to-account for the merger:or purchase of §

limitedcompanies.

equity and

neag

SPECIFICATION 2.7.1-2:1.3

1 FINANCIAL STATEMENTS %
OF LIMITED COMPANIES

[©)] LEARNING OBJECTIVES

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

B understand the nature of limited companies and
explain the meaning of limited iability

B prepare financial statements in accordance with IAS 1,
toinclude the staternent of profit or loss and other
comprehensive income, the statement of changes in

W explain the role and importance of the auditors’
report and the directors' report

| cvaluate the importance of disclosing continuing
and discontinued activities and the significance of
exceptional items,

L GETTING STARTED

FINANCIAL

1 FINANGIAL STATEMENTS OF LIMITED COMPANIES <l

statements for limited companies. Before you start
this chapter, it would be wise to practise questions
on financial statements from our previous studies.

INTRODUCTION

The preparation of financial statements for limited
companiies is a continuation of the financial statements
studied at International Advanced Subsidiary. These
included ﬁnancml s\‘atemenfs for sole traders,

f and
manufacturers. Before learning about the financial
statements of limited companies, it would be useful to
review these financial statements. Many of the
conventions and concepts applied to these are also used
to prepare the financial statements of limited cornparies.

the statement of financial position

ACTIVITY 1

CASE STUDY: FINANCIAL STATEMENTS

1 Asa class, divide into small groups. Each group
should look back at a different financial statement
covered at International Advanced Subsidiary
(refer to the specification) and prepare a short
presentation to the rest of the class to high[]ght the
layaut/format of the financial statement.

The layout of the financial statements is similar to

those you have previously studied. However, there are
significant changes in terminology to leam, owing to the
different nature of limited companies. As well as this new
terminology, you will need to leam how to prepare a new
financial statement  the statement of changes in equity.

STATEMENTS

THE NATURE OF LIMITED COMPANIES
Limited companies difer from sole traders and ;
partnerships in a number of sigrificant viays. As a Key subject
: resul, the financial statements differ in order to reflect
Have you considered what the differences might these differences: terms are
be for limited companies, based on what you have = The company is a separate legal entity, distinct from CO]OUT
studied about financial statements of sole traders its owners. The company, not the cwners, can make
and partnerships? Do you think that the fundamental contracts and incur debts, and can sue or be sued. coded
principles will be the same? Will accounting o Owriers are shareholders in the company but are o
conventions and concepts still need to be applied? not necessarily in@yed in the day-to-day running of within the
What is certain is that you will need good knowledge  the business.
of the preparation of financial statements for sole o The company is managed by directors, appointed by text.
traders and partnerships in order to prepare financial  the owners or shareholders. These directors becoine

of the

Getting started

An activity to introduce the key concepts in each chapter Questions are
designed to stimulate discussion and use of prior knowledge. These can
be tackled as individuals, pairs, groups or the whole class.



ABOUT THIS BOOK

Activity

Each chapter includes activities to
embed understanding through case
studies and questions.

Skills

Relevant exam questions have been
assigned key skills, allowing for a strong
focus on particular academic qualities.
These transferable skills are highly valued
in further study and the workplace.

Checkpoint

Questions to check
understanding of the key
learning points in each chapter.
These are NOT exam-style
questions.

421 2 CAPITAL STRUCTURE OF LIMITED COMPANIES

AeTIvITY 4 sty
(GASE STUDY: BEE C0. PLC

Bee Co. plc has authorised share capital of 500000
£1 ordinary shares. At present, the issued capital is
200000 ordinary shares, issued at a premium of
£040 each,

The campany decides to issue a further 200000
ordinary shares at a premium of £0,60 each. Payment
s to be £0.90 on application and the balance on

‘SPECIFICATION

allotment (including premium). Applications were
ceived by the company for 500000 shares. The

directors agreed to allot twe shares for evary five

applied for and refund all excess money to the

applicants.

1 Prepare the ledger accounts for the above
transactions.

Explor pic is a company that organises tourist treks in
remote locations. It is incorporated on 3 January 2019
with authorised capital of £1.8 million divided into

1.8 million ordinary shares of £1 cach.

On 3 Janwary it issues 500000 shares at a
premium of £0.30 per share. The full amaunt is due
and paid on 3 January 2019,

On 11 January 2019, the company offers for sale
450000 ardinary shares at a price of £1.60. The
offer is made subject to the following conditions:

1 £030 is payable on application.

Tssue of new shares — rights issues

As presiously covered in this chapter, rights issues are

the sale of shares for cash to existing shareholders.
‘The journal entries for a right issue at par would be:

Dr

Cr

2 £060is to be paid when the allotment of the shares
is confirmed (this inclues £0.20 share premium).

3 £070 must be paid as a first and final call

On 15 January 2019, the company closes its share

issue and at that stage has received applications

for a total of 700000 shares. The company agrees

that all the applicants will receive shares. These will

be allocated pro rata to their original application. All

monies in excess of that due for the shares issued

are to be applied to the amounts due on allotment.

All bafances still due are to be paid to the company by

31 January 2019

On 15 June 2019, the first and final cal is made for
the balance due and is received by the company on
30 June 2019,

Explor plc makes a two-for-five rights issue at
£140 per share during the following financial year.
The full amount is due by 18 January 2020 and all
monies are received by that date.

On 15 March 2020 the compasy makes a one-for-
four bonus issue of shares, using the share premium
account.

1 Prepare the relevant ledger accaunts for the 202
financial year to reflect all the above transactions.

The journal entiies for a rights issue ata premiom
would be:

Dr

Cr Onlinary shares (nominal valu)

Cr  Share premium (value of the premiurm)

INVESTMENT RATIOS

Usually, the value of an investinent depernds on futire
returns and ot those made in the past. However, this
does not mean that these ratios canot be used where
only past information is available. If noihing else, at least
the trend of a business can be established and an
invesiment decision can be made based on that trend.

Earnings per (ordinary) share (EPS)

net profit for the year after tax

— preference share dividend

Eariings per share = 50k er 5Fiseund ordinary shares

“This ratio is expreased as penee per share (E0.xx/
share).

‘What does it show?

Earnings per share (EPS) is a measure of the profit
(eannings) prodiiced by each ordinary share the canipany
has issued. There are two iniportant things to consider
when calculating this ratio. The first is to use cnly the
izsued ordinary shares; these issued shares are those that
have been soid by the corpany to ordinary sharcholders
and are thercfore eligible for a dividend. You should not
use the aulhorised share capial (esplained in Chapter

2). The second consideration is that the preference share
dividend must be deducted from the net profit for the
year since, as this is a fixed charge, this aimount is not
available to ordinary sharcholders.

IFEPS increases, it signals that the cormpany is
earning more profit from each issued share and,
therefore, the financial performance is improving. EPS
can be a quick vy of assessing financial performance.

SPECIFICATION 2.2.1 A INVESTMENT RATIOS

EPS is useful when investors use the price—eamings
ratio and dividend per share as well. For example, if a
company has high EPS but a small dividend per share,
then shareholders or investors may be disadvaritaged,
as their actual cash dividend income is not as high as
what the campany earms.

EPS uses the nuber of shares issued by the
company, not the vane of the issued shares. You will
ed 1o calculate the number of shares that have

been issued,

Price—earnings ratio (PE ratio)

Price-earrings ra

This ratio is expressed as a multiple (x times).
What does it show?
The price—earmings ratio helps investors see whet
shares are overpiiced or inexpensive. It shi many
years of current earniigs an ivestor s viling to pay for
2 share. A high PE rati, rebtive to other comparies,
indicates that futire grawth: is expected, for which
investors would pay 2 higher muliple. f it is 1w, then
growih prospects are considercd poor by nvestors.

A high PE ratio may reveal the fiture growth
potential of a company but it also indicates o investers
that there is a risk involved in investing in these shares.
Thearetically, a higher PE ratio reveals that it wil
take more years for the cost of buying each share to
be covered by the profit made. It also indicates that
shares may be overpriced. Therefore, itis common for
avestors to invest in a relatively low PE ratio,

There is no standard benchmark for the PE ratio — it
all depends on the industry. Some declining industries
may have a low PE ratin, which is an indlicator to
investors not o invest their funds. On the other harid, a
young, developing industry may have a higher PE ratio
because of streng giowth potential,

Think of the PE ratio as how many years' earmings
ffom a share are needed to pay for the share.

Dividend per share (DPS)

total ordinary share dividend paid
nurber of issued orinary sharcs
s expressed as pence per share (£0.xx/

Dividend per share =

This ratio i
share).

Subject vocabulary

An alphabetical list of all the subject
terms in each chapter with clear
definitions for EAL learners. Please note:
A collated glossary is available at the
back of the book.

Exam practice

Exam-style questions are found at the end
of each chapter. They are tailored to the
Pearson Edexcel specification to allow for
practice and development of exam writing
technique. They also allow for practice
responding to the command words used in

the exams.

Exam hint

Tips give practical
advice and
guidance for exam
preparation.

Evaluate
See page ix.
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will afect the mplml structure of the company and
affect potential future borrowing. It is an essenval
examination requirement that you can evaluate
difforent options. The following looks at a rights issue
a5 a methad of issuing addiiorial share capital,

faken up by ext
shareheiders

and development

Lo aristration A taton cos sl
25 shores olfered 1o g e campary must
shaschotders. e the dsto

cover

13 Expluin the difference botwoen ardinary shares and
proference 5!
14 8 porcens e shores —whotdocs the  porcnt

15 The morket volue of @ shore i clwoys greater that the
folse?

16 State the formile used to colevlote the maximum
dividend poyoble by @ compony:

17 What s an interim dividend?

18 Stote two fec

19 Explain the meaning of the tem ‘provisions’.
20 Stste three movons why @ compony might amate @

provisi

SUBJECT VOCABULARY .,_

allotment of shares the distribution of unfssued shares in a

sl vwlue of the share, True or fol

s of debertures,

o diiion of Gwnerstipas | I nea shareholiers. Sat ol
fered in exiing i dere fimited company
ratio sl be a ilutiors of
wrership capital @ cormp: ue
e the olfr of nes

ing
suk e crease i copll

ndicate that sh
confidence in

15 have

AT

28 Bt

1 State o copial reserves.

2 Stote tw revenue reserves.

3 Copitot redemption reserves can be used for dividend.
2

4 The copitol redemption reserve ronnot be used for the.
hores, Truc or folie?

5 Explain whotis meant by the taim “ealled-up copial's

6 Explain two difercrcas beotween @ rights izcue of shores
ond @ bonus ssue of shar

7 Bxploin two sinilantios of bonuz isues and sights zzues.
8 Whatis the journol entry for the receipt of applications
Monies

9 There con anly be one call for shorez Tre or fole?
10 Explan whotis moorit b the term ully sberibed.

11 What s th iy betwoen the tarms ool
‘par volue’ ond face wle?

12 Whatis meant by the tem ‘shore redermption?

s lager oyl b o[ OCE il wrsen s atsretiies at dopamic
redices genig aioand muy | e compury 14 s a called:up share capltal the part of the fssued shares for
elp Jger capial byse hkha oy s e "“”i .

Succeaeil gt eoue w1 |t cout nfeate capital gewing  meaire of e ehoralip bewsen the

et Boreing of s compis and e o3
capital redamption reserve 3 capla reseeve ereatnd when

acongany

00 Pl ok e o b
e e capha the ke of he shases acnualy bought

Sahis
part of ihe

versibaciton whers ot shires e apled fo by

nvestors than are available for

ar, norminal o Fce vl the face Ve &1 th shive

the stated value of the share

preference share

provision an amount s

expese, the amount of which cannat be pres
armings profis that have not been disrbited to

sharcholders

revaluation feserve a caial reserve created from the

v ol of oot assets

revenue reser

Giion o sharehadrs

rights i

that resus n an increase
Share promi. the llerence between th facepar vale of
shares and the actual (igher) price they were fzsued at

share redemption the act of bying back shares that were
previously issved

undersubscription where fewer shares are appled for by
Investors than arc available for fssuc

iy s i caphal i e Vo w0

buys back its own shres
Ve reserve cesed from nonrading acties
ted to sharcholders.

dintributable profits of a comparry

ez share capital that returns a fixed dividend
aside from profits for a known
cisaly calculated

retained profits avaiable for

of s lshm:s 10 exiting shareholders

SPECIFICATION 21.4-2.1.11

EXAM PRACGTICE

 vius 2 -
This examination-style question covers the statement

of changes in equity. This financial statement was
introduced in Chapter 1 with relatively simple questions.
Having now studied the capital structure of companies
and the many changes to this that take place, the
following question covers many changes and closely
reflects what you will see in your examination. Before
attempling the question, you are advised to recap your
knowiedge and understanding from Chapter 1 as well
as the changes covered in this chapter.

1 Prepare the statement of changes in equity for
Marshill Faods for the year ended 31 Janvary 2020,
taking into consideration the information below. Enter

all figures in millons. (30 marks)
« Balances at 1 February 2019:
n
Ordinary shares £1 650
Share prenion w0
Retained carnings (Cr balance) 0
General rezerve 2
Caplal repaceruont reserve 16

2 CAPITAL STRUCTURE OF LIMITED COMPANIES

CASE STUDY: MARSHILL FOODS

Explain two advantages of redeeing ordinary
shares and two disadvantages of redeerming
ordinary shares.

On 1 March 2020, the final dividend was paid for
the previous year. The dividend was £0.01 per

On 1 April 2020, a rights issue of one ordinary
share for cvery five existing took place. The issue
price was £1.20 and was fully subscribed,

On 10 May 2020, the batance on the capital
replacement reserve was transferred to retained
earni

On 23 May 2020, the directars decided to create
aforeign exchange reserve and transferred 10
per cent of the retained earmings reserve to this
new reserve.

On 1 August 2020, 10 million ordinary shares
were redeemed at a market price of £2 per
share.

On 30 September 2020, an interim dividend of
£0.025 per share was paid to all sharcholders.
The profit for the year ended 31 January 2021
was £2.85 million.

(8 marks)




ASSESSMENT OVERVIEW

The following tables give an overview of the assessment for this course. You should study this information closely to
help ensure that you are fully prepared for this course and know exactly what to expect in each part of the assessment.

PERCENTAGE PERCENTAGE
PAPER 2 OF 1A2 OF 1AL m TIME AVAILABILITY

CORPORATE AND MANAGEMENT ACCOUNTING 100% 50% 3 hours January, June and
Written exam paper November
Paper code YAC11

Externally set and marked by Pearson Edexcel

First assessment:
June 2016

Single tier of entry

ASSESSMENT OBJECTIVES AND WEIGHTINGS

ASSESSMENT OBJEGTIVE | DESCGRIPTION %INIAS | %IN IA2 % IN IAL

Demonstrate knowledge of accounting procedures and techniques and 24-25 27-28
an understanding of the principles and concepts upon which they are
based

A02 Select and apply knowledge and understanding of accounting 43-44 41-42 42-43

procedures, techniques, concepts and principles to a variety of
accounting situations. Present accounting information in an appropriate
format

A03 Analyse financial information, interpret financial data and information and 17 23-24 20-21
communicate reasoning, showing understanding

AO4 Evaluate financial and non-financial evidence and make informed 9-10 10-11 10
recommendations and decisions

Note: Percentages may not add up to 100 owing to rounding.

RELATIONSHIP OF ASSESSMENT OBJECTIVES TO UNITS FOR
THE INTERNATIONAL ADVANGED LEVEL QUALIFICATION

UNIT NUMBER ASSESSMENT OBJECTIVE

AO1 A02 A03 A04

Unit 1 15% 21-22% 8-9% 4-5%

Unit 2 12-13% 20-21% 11-12% 5-6%

Total for International Advanced Level 27-28% 42-43% 20-21% 10%

Note: Percentages may not add up to 100 owing to rounding.



ASSESSMENT OVERVIEW ix

ASSES TS ARY
| PAPER 2 ! DESGRIPTION m ASSESSMENT OBJEGTIVES
CORPORATE AND Structure The total number Questions will test the following
MANAGEMENT ACCOUNTING Paper 2 assesses 100% of the total IA2 Accounting ,Of zr?)%rks available  Assessment Objectives:
Paper code YAC11 qualification and 50% of the IAL Accounting 15 AO1 -12-13%
qualification. AO2 — 20-21%
There will be twq secfnons, A and B. Students must AO3 — 11-12%
answer all questions in Section A and select from a
choice of questions in Section B. AO4 - 5-6%

Section A: two compulsory multi-part questions
(110 marks); Section B: three multi-part questions
from a choice of four (90 marks).

Assessment

This is a single tier exam paper.

The assessment duration is 3 hours.

Calculators may be used in the examinations.

IAL UATE ¢

WALl B

In the exam you will see questions that ask you to ‘Evaluate’. In your answer, you will need to compare two methods or
ways of working and state which one you think is the most suitable for the scenario given and why. In this book there
are ‘Evaluate’ sections. They give examples of possible methods you might be asked to evaluate, as well as a table
showing arguments for and against the method. You could use these tables to help you plan an essay answer on the
topic. Remember in the exam to always develop your points — the examiner will not award full marks if you only write
bullet points. To achieve the highest marks, you will need to write a conclusion in which you decide which method is
best. You need to justify your decision with reasons and you will also be expected to show a chain of reasoning — how
your points have helped you to come to your conclusion.

All of the examples in this textbook use GBP £ because all examination papers also use GBP £ only. However, you
might want to challenge yourself by creating examples using the currency from your own country or other major
currencies, such as USD $.
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In this unit you will learn about the financial statements of limited companies, as well as preparing
financial statements in accordance with International Accounting Standard (IAS) 1. These financial
. statements include two that you are familiar with from your International Advanced Subsidiary
& studies — the statement of profit or loss and other comprehensive income and the statement
- of financial position. You will also learn about a new financial statement prepared by limited

companies, known as the statement of changes in equity. Limited companies have a more complex
capital structure than that of sole traders, and you will learn how to record and prepare the capital |
structure of limited companies. Finally, you will learn how to account for the merger or purchase of ‘l
limited companies.
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1 FINANCIAL STATEMENTS

1 FINANCIAL STATEMENTS OF LIMITED COMPANIES

21.1-21.3

OF LIMITED COMPANIES

LEARNING OBJECTIVES

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

H understand the nature of limited companies and
explain the meaning of limited liability

M prepare financial statements in accordance with IAS 1,
to include the statement of profit or loss and other
comprehensive income, the statement of changes in
equity and the statement of financial position

M explain the role and importance of the auditors'’
report and the directors’ report

M evaluate the importance of disclosing continuing
and discontinued activities and the significance of
exceptional items.

GETTING STARTED

Have you considered what the differences might

be for limited companies, based on what you have
studied about financial statements of sole traders
and partnerships? Do you think that the fundamental
principles will be the same? Will accounting
conventions and concepts still need to be applied?
What is certain is that you will need good knowledge
of the preparation of financial statements for sole
traders and partnerships in order to prepare financial

statements for limited companies. Before you start
this chapter, it would be wise to practise questions
on financial statements from our previous studies.

INTRODUCTION

The preparation of financial statements for limited
companies is a continuation of the financial statements
studied at International Advanced Subsidiary. These
included financial statements for sole traders,
partnerships, not-for-profit organisations and
manufacturers. Before learning about the financial
statements of limited companies, it would be useful to
review these financial statements. Many of the
conventions and concepts applied to these are also used
to prepare the financial statements of limited companies.

ACTIVITY 1 B communicaTion

CASE STUDY: FINANCIAL STATEMENTS

1 As a class, divide into small groups. Each group
should look back at a different financial statement
covered at International Advanced Subsidiary
(refer to the specification) and prepare a short
presentation to the rest of the class to highlight the
layout/format of the financial statement.

The layout of the financial statements is similar to

those you have previously studied. However, there are
significant changes in terminology to learn, owing to the
different nature of limited companies. As well as this new
terminology, you will need to learn how to prepare a new
financial statement — the statement of changes in equity.

THE NATURE OF LIMITED COMPANIES

Limited companies differ from sole traders and
partnerships in a number of significant ways. As a
result, the financial statements differ in order to reflect
these differences:

e The company is a separate legal entity, distinct from
its owners. The company, not the owners, can make
contracts and incur debts, and can sue or be sued.

e Owners are shareholders in the company but are
not necessarily involved in the day-to-day running of
the business.

e The company is managed by directors, appointed by
the owners or shareholders. These directors become
caretakers of the shareholders’ investment.
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e The liability of shareholders for the debts of the
company is limited to the amount of money invested
and any unpaid amount on shares.

e It is the company, not the shareholders, that is liable
for corporation tax on the profits.

e Profits are distributed to shareholders by way of
dividends.

e The company is unaffected by any change of
ownership unless it is merged with another company
and becomes a subsidiary.

Why do limited companies exist? We have seen the

small sole trader with a modest capital. This trader has

unlimited liability for all debts of the business and has
little or no access to additional capital. As the business
grows, there is the need for additional capital and
outside investors are needed to bring in their money,
by buying equity in the business.

Limited companies are better able to raise capital
and give investors some form of security. The capital
of the company is divided into shares. The person
investing becomes a shareholder and is a part-owner of
the company. Limited liability means that shareholders’
liability for the debts of a company is limited to the amount
subscribed for shares including unpaid amounts on calls.

The limitation of liability is a big plus as it means these
outside investors, who probably have no control over the
day-to-day management of the business, have little risk
and cannot lose more than the capital they have invested.

In all companies, directors are responsible for the
day-to-day running of the business and are appointed
by the shareholders at a general meeting. Each year
they report on their stewardship to the annual general
meeting of shareholders and submit audited accounts
together with their annual reports.

In summary, a limited company is a business
organisation whose legal identity is separate from its
owners. These owners are known as shareholders.
They have limited liability; their losses will be limited to
the amount they have invested in the company by way
of the purchase of shares.

THE REGULATORY FRAMEWORK FOR
PUBLISHED ACCOUNTS

The regulatory framework provides a set of ‘rules’ for
the preparation of financial statements. This enables
comparisons to be made between different limited
companies and for comparison of the performance of
the same company over time. Limited companies are
required to follow the requirements of IAS 1:
Presentation of Financial Statements.
IAS 1 lists the various statements required in a
complete set of financial statements. These are:
e a statement of financial position as at the end of
the period
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e a statement of profit or loss and other comprehensive
income for the period

e a statement of changes in equity for the period

e a statement of cash flows for the period (see
Chapter 5)

e notes to the accounts, comprising a summary of
significant accounting policies and other explanatory
information.

There is also an obligation on the company to present

‘with equal prominence’ all the above statements.

The wording ‘true and fair view’ is replaced by the
requirement that financial statements shall ‘present
fairly’ the financial position, financial performance and
cash flows of an entity.

One objective of IAS 1 is to standardise the
presentation of financial statements in order to ensure
comparability both with the entity’s financial statements
of previous periods and with the financial statements
of other companies. In addition, IAS 1 states that the
purpose of financial statements is to provide information
about the financial position, financial performance and
cash flows of a company that is useful to a wide range
of users in making decisions.

The next section looks at the first three financial
statements in more detail.

THE STATEMENT OF PROFIT OR LOSS
AND OTHER COMPREHENSIVE INCOME

The format of the statement of profit or loss and
other comprehensive income is similar to that of a
sole trader, but it contains fewer details of individual
incomes and expenses and contains several new
terms. An example is shown below:

Statement of profit or loss and other comprehensive income:
Any Company plc for the year ended 31 December 2019

£ £
Revenue 100000
Cost of sales (38000)
Gross profit 62000
Other income 28000
90000
Less: Expenses
Distribution costs 24000
Administration expenses 19000 (43000)
Profit before interest and tax 47000
Financial costs (11 000)
Profit on ordinary activities before tax 36000
Corporation tax (14 000)
Profit on ordinary activities after tax 22000
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IAS 1 allows for the analysis of expenses and other
incomes by nature (raw materials, wages, depreciation,
similar to a sole-trader approach) or by function (cost
of sales, distribution costs, administration expenses
and finance costs). The approach used should be the
one that provides the most relevant and reliable
information for the users.

In the examination, you should analyse the costs by
function, as shown in the example above.

As a result of this approach, it is necessary to allocate
and apportion costs and revenues to the specific
categories shown in the statement of profit or loss and
other comprehensive income. You should be familiar
with this process from your studies of accounting at
AS level.

The following provides a detailed explanation of
each section of the statement of profit or loss and other
comprehensive information.

Revenue — this shows the net revenue from sales
during normal trading activities. This is the revenue less
returns inwards.

Cost of sales — these are deducted from the
revenue to arrive at the gross profit. These are the
direct costs incurred in providing the product or service.
It contains the same items as that of a sole trader’s cost
of sales, together with some items that can be allocated
and apportioned to the cost of producing the product
or service. These additional items include:

e Discounts received — these are deducted from the
cost of sales. They are included in cost of sales as
they are directly associated with the purchase of raw
materials or inventory.

e Direct expenses — these are added to the cost of
sales. They are included in the cost of sales as they
are a direct cost of producing the product or service.
These direct expenses could include factory power
and direct wages of production staff.

e Depreciation — the cost of depreciation of those
non-current assets used in the production process
will be added to the cost of sales. Typical non-
current asset depreciation would include factory
depreciation and machinery depreciation.

e Maintenance costs — those costs apportioned to
the product directly would be added to the cost of
sales.

From this we can see that the cost of sales is similar to

that of a manufacturer. Like a manufacturing account,

inventory included in the cost of sales will include more
than one type of inventory.

e Opening inventory of raw materials — this will be
added to the cost of sales, as will any purchases
of raw materials. This is the normal treatment for
opening inventories.

e Closing inventory of raw materials — this will
be deducted in the normal way from the cost of
sales.

e Opening inventory of finished goods — this will
be added to the cost of sales as goods are used up
during the year.

e Closing inventory of finished goods — following
the accruals concept, this will be deducted from the
cost of sales as they are not matched to the revenue
for the period.

In the examination where both types of inventory
are given, it is acceptable to net off the two closing
inventories and enter a single-figure adjustment.

When completing examination questions, it is essential
that you present a detailed cost of sales calculation as
an additional note to the statement of profit or loss and
other comprehensive income. An example is given
below:

Notes
Cost of sales £
Opening inventory — raw materials 42000
Add: Purchase of direct materials 100000
Less: Discounts received (2000)
Less: Returns out (5000)
Less: Closing inventory of raw materials (55 000)
Add: Factory depreciation 7000
Add: Machinery depreciation 2000
Add: Factory power 1000
Add: Production staff wages 30000
Add: Opening inventory of finished goods 2000
Less: Closing inventory of finished goods (1000)
121 000

Gross profit — this calculation is the same as the other
financial statements you have studied; it is calculated by
subtracting the cost of sales from the revenue.

Other income — consists of revenues from non-
trading activities such as bank loan interest received and
investment income. These amounts are added after the
calculation of gross profit. When preparing the statement
of profit or loss and other comprehensive income it is
important to remember that some other incomes, which
you have previously included here when preparing
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financial statements for sole traders, will be allocated to
the expense functions. These include discounts
received, which we will allocate to the cost of sales, and
the decrease in the allowance for irrecoverable debts,
which we will allocate to the costs of administration.

Distribution costs — these are deducted as they
represent an expense to the company. Costs included in
this category of expense are those associated with
transferring the finished product or service to the
customer, and sales and marketing costs such as storage
costs, packing and delivery costs, the depreciation and
running costs of the delivery vehicles, and the wages of
staff involved in the distribution process. Some of these
costs will be allocated to distribution costs, while others
may need to be apportioned. Discounts allowed will be
allocated to distribution costs as they are a cost incurred
in the transfer of goods to the customer.

As with cost of sales, the total of the distribution
costs will be given in the main body of the statement of
profit or loss and other comprehensive income and a
detailed breakdown of the costs will appear as notes to
the statement. A typical example is shown below with
some new accounts. You will need to think why these
have been included in the costs of distribution.

Notes
Distribution costs £
Commission on sales 15000
Delivery vehicle expenses 20000
Depreciation — delivery vehicles 20000
Rent of shops 43000
Transport staff wages 75000
Shop staff wages 59000
Warehouse power 3000
Rent of warehouse 21000
Shipping costs 15000
Promotion and advertising 12000
Warehouse manager salary 25000
Discounts allowed 8000
316000

Administration expenses — are also deducted.

These costs include office expenses such as rent and
rates of office buildings, general expenses, depreciation
of office equipment and head office staff wages and
salaries. In addition, irrecoverable debts and any
increase or decrease in the allowance for irrecoverable
debts will be allocated to administration expenses.
Auditors’ fees (see Chapter 2) will be allocated to
administration expenses. Some of these costs will again
be allocated while some will be apportioned.
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A typical example is given below:

Notes
Administration expenses £
Irrecoverable debts 2000
Decrease — allowance for irrecoverable debts* (500)
Discounts allowed 2500
Office staff wages 75000
Rent — office 24 000
Power — office 13000
Auditors’ fees 15500
Hire of office equipment 12000
Depreciation — office equipment 15000
158 500

*The decrease in the allowance is subtracted from the costs of
administration.

Financial costs — deducted from gross profit and other
income, these are the costs of servicing debt and
include interest paid on bank overdrafts, bank loans and
debentures (see Chapter 2). These costs are also
shown as a note to the statement of profit or loss and
other comprehensive income.

Notes

Financial costs £

Bank loan interest 1350

Debenture interest 12000
13350

Always check for interest payments on debt finance.
You may need to calculate the annual interest payable
on bank loans and debentures. Often it is missing
from the list of balances or it may only include part of
the annual cost.

Profit on ordinary activities before tax — this is the
amount remaining after all expenses have been
deducted from the gross profit and other income.

Corporation tax — this is a tax paid to the
government based on the profits made by the company.
Unlike a sole trader, the tax forms part of the financial
statements of a limited company. It is deducted from
the profit on ordinary activities before tax to arrive at
the final figure in the statement of profit or loss and
other comprehensive income.
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Profit on ordinary activities after tax — the residual
amount of profit that can be distributed to shareholders
as dividends.

The following balances were extracted from the books
of Gayle Fabrications plc at 31 December 2019:

Account £
Direct materials 135000
Discounts received on materials 2100
Factory machinery (carrying value) 30000
Fuel 33000
Inventory of finished goods 1 January 2019 10200
Marketing and promotion expenses 21000
Motor lorries (carrying value) 51 000
Power 14000
Rent on warehouse 35000
Revenue 543500
Vehicle running costs 12700
Wages 172000

Additional information:

e inventory of finished goods £8 000

e inventory of raw material £2 010

e power costs are to be apportioned between the
factory, distribution and the office in the ratio 4:2:1

e fuel is to be apportioned between the factory and
distribution in the ratio 2:9

e wages include:

Delivery staff £45000
Office staff £15000
Factory staff £73 500
Sales staff £38500

1 Using the internet, research the rate of corporation
tax in the country in which you live. Compare it to
other corporation tax rates around the world.

year-end bonus on all sales made. No entries have

been made in the books

e depreciation on the non-current assets are
calculated using the reducing balance method:

Factory machinery at 20 per cent

Motor lorries at 25 per cent.

You have been asked to calculate the cost of sales and the
distribution costs prior to their inclusion in the statement
of profit or loss and other comprehensive income.

You will be familiar with much of the process for
completing these from your studies at AS level. The
costs will need to be allocated to the cost of sales
section and the distribution costs section. In addition,
you will need to apportion certain costs between
the two sections and calculate year-end adjustments
such as accruals and depreciation. You need to be
methodical and show all your workings.

Solution
Cost of sales £
Direct materials 135000
Discounts received (2 100)
Fuel (W1) 6000
Inventory of finished goods 1 January 2019 10200
Power (W2) 8000
Wages — factory staff 73500
Inventory — finished goods 31 December 2019 (8000)
Inventory — materials 31 December 2019 (2010)
Depreciation — machinery (W3) 6000
226590
Distribution costs £
Fuel (W1) 27000
Marketing and promotion 21000
Power (W2) 4000
Rent of warehouse 35000
Vehicle running costs 12700
Wages — delivery staff 45000
Wages — sales staff 38500
Sales staff commission (W4) 5435
Depreciation — motor lorries (W3) 12750
201385
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Workings

W1 — Fuel is apportioned in the ratio
factory (cost of sales):distribution 2:9

£33000 = 11 = £3 000, so:
Factory fuel is £3000 X 2 = £6 000
Distribution fuel is £3000 x 9 = £27 000

W2 — Power is apportioned in the ratio factory (cost
of sales):distribution:office (administration
expenses) 4:2:1
£14000 = 7 = £2 000, so:

Factory power is £2000 X 4 = £8000
Distribution power is £2000 X 2 = £4 000

(The administration costs would be £2 000 X
1 = £2 000, but these are not required for this
worked example. It is always a good idea to

Eleni Oils Ltd imports and exports cooking oils.

A trainee accountant has drafted some financial
information prior to the preparation of the financial
statements for the year ended 31 December 2019.
The following has been provided:

£
Administration expenses 100100
Cost of sales 495300
Distribution costs 910500
Revenue 3100000

Additional information:

o office staff wages owing £20200

e dividends received from investments in other
companies £29 300

total up each section to make sure they equal
the total costs given. In this example £8 000 +
£4 000 + £2 000 does equal the amount given
in the question.)

W3 — Depreciation is calculated as the carrying value
X the reducing balance percentage

Machinery (cost of sales, as it is a direct cost)
£30000 x 20% = £6000

Motor lorries (distribution, as it is a cost of
distributing the finished goods) £51 000 X
25% = £12750

W4 — Sales commission (distribution expense, as it
is a cost incurred in the selling and distribution
process) is calculated as revenue £543 500 X
1% = £5435

e bank overdraft interest owing £2 300

e 7/ per cent bank loan, repayable in 2024, of £130000

e corporation tax to be paid on profits above
£36000 at a rate of 19 per cent, with any amount
due being payable in the following year

You are asked to prepare a statement of profit or loss

and other comprehensive income for the year ended

31 December 2019. Include as notes a section for

finance costs. Show all your workings.

Solution

Statement of profit or loss and other comprehensive income:
Eleni Products plc for the year ended 31 December 2019

£ £
Revenue 3100000
Cost of sales (495 300)
Gross profit 2604700
Other income 29300
2634000
Distribution costs 910500
Administration costs (W1) 120300 1030800
Profit before interest and tax 1603200
Financial costs (W2) 11400
Profit on ordinary activities before tax 1591800
Corporation tax (W3) (295602)
Profit on ordinary activities after tax 1296198
Notes
Financial costs £
Interest on bank overdraft 2300
Interest on bank loan 9100
11400
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Workings the statement where more than one figure is required.
These would be for:

e cost of sales

e distribution costs

W1 — Administration costs include an additional
£20200 for wages owing.

W2 — Financial costs are made up of bank overdraft e administration costs
interest £2 300 plus 7 per cent of £130000 e finance costs.
loan interest In this example the cost of sales, the distribution costs
and the administration costs are already prepared
W3 — Corporation tax is calculated as: so there is only a need to add the financial cost as a
(Profit on ordinary activities before tax less note to the statement. In your examination you will be
£36000) X 19% = £295602. asked to prepare, if necessary, all sections as notes to

the statement.

The statement of profit or loss and other comprehensive
income would normally show notes for all sections of

Additional information:

e inventory of raw materials at 30 November 2019
£12000

e inventory of finished goods at 30 November 2019
£20600

e power to be apportioned on the basis of factory
60 per cent, warehouse 30 per cent and the
balance to offices, with a power bill for £25000
outstanding

e premises depreciation is to be apportioned using
the ratio Factory: Distribution: Administration 7:2:1

e wages are made up of:
Factory staff £57000
Warehouse and delivery staff ~ £34 600

Kostas Ceramics plc manufacture products for the

electronics industry. The following information has Office staff £37400

been provided at 30 November 2019: e corporation tax of £4 800 has been calculated and
z is due to be paid by 31 July 2020.

Administration expenses 43800 1 Prepare the statement of profit or loss and other

Audit fees 32000 comprehensive income in accordance with IAS 1, to

Debenture interest paid 30000 include notes for cost of sales, distribution costs and

Depreciation — delivery vehicles 45300 financial costs.

Depreciation — premises 10000

Depreciation — machinery 25000

Distribution expenses 47000

Inventory — raw materials 1 December 2018 9000

Inventory — finished goods 1 December 2018 4700

Motor vehicle expenses 12750

Power 42000

Purchase of raw materials 348560

Revenue 810400

Wages 129000
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| ACTIVITY4 § ) EXECUTIVE FUNCTION

CASE STUDY: LARNACA PLC
Larnaca plc has a financial year that ends on Additional information:
31 March. At 31 March 2019, the following figures e the lease on the workshop expires on 31 March
were extracted from the books, subject to final 2028. Provide for the annual depreciation at the
adjustment. rate of 10 per cent reducing balance method
£ ¢ e depreciation on machinery is 15 per cent on
cost. A full year’s depreciation is charged on all
Pr g machinery owned at 31 March 2019
Oreiinany stiares issurdhilpaid 200000 ¢ the only distribution cost during the year was
Retained profit at 1 April 2018 19000 delivery expenses
BEfitenmne R e a provision for corporation tax of £11 000 is to
8% debentures 25000 be made
S GERL 1o 10000 ¢ the inventory at March 2019 has been accounted
Remuneration of auditors 800 for in the cost of raw materials consumed.
Remuneration of directors 32000
AR 800 1 Prepare the statement of profit or loss and
R e bl other comprehensive income for the year ended
31 March 2019.
Office expenses 74800
Delivery expenses 68000
Leasehold workshop at cost 180000
@Ziigﬂzted depreciation on leasehold 60000
Machinery at cost 160000
Accumulated depreciation on machinery 27000
g]id;fézcs to machinery at cost during 10000
Inventory at 31 March 2019 86000
Trade receivables 95200
Prepaid expenses 700
Trade payables 50500
Accrued expenses 5340
Revenue 900000
Cost of raw materials consumed 560 751

1296840 1296840
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Benefits and limitations of classifying
costs in the statement of profit or loss

and other comprehensive income

By this stage of your studies you have probably become

aware of the many different expenses and costs

incurred by business organisations. In your studies of
sole traders these were put into two distinct categories:
cost of sales and expenses. In the financial statements
of limited companies, the cost of sales category is
maintained, but the other expenses are split, according
to IAS 1, into further distinct categories.

Some of the benefits of this are as follows:

e it allows the users of financial information to see
a standard presentation that will allow them to
compare different companies on a reasonable basis

e it may allow a company to see how different sections
of the business perform year on year. This will help
with internal decision making

e it reduces the number of individual accounts on
the face of the statement of profit or loss and other
comprehensive income. This will reduce the length
of the statement and make it easier to follow.

However, there are limitations to this approach:

e it makes it more complex to produce as some costs
will need to be allocated and apportioned to the
different categories on a fair and equitable basis,
which might be difficult to achieve with accuracy

e Different companies might allocate and apportion on
a different basis, making comparisons invalid

e finally, there will be cost and time implications,
as more skilled staff may be needed, which will
increase the costs to the company.

THE STATEMENT OF FINANCIAL POSITION

IAS 1 conforms to the accounting equation:

Assets = Equity + Liabilities

The layout is very similar to the one that you prepared for
sole traders and partnerships. Assets and liabilities are
still classified as non-current and current. It is the equity
section that has the most significant differences; these
reflect the differing nature of limited companies. With limited
companies you will be introduced to further accounts for
equity that will be fully developed in Chapter 2.

IAS 1 specifies what is required to be shown in the
statement of financial position but does not set out the
specific order or detail. Below is a typical statement
of financial position you are likely to see in your
examination. Following the statement there are brief
explanations of each part of the statement, which focus
on the new terms applicable to limited companies.

1 FINANCIAL STATEMENTS OF LIMITED COMPANIES

Statement of financial position: A Limited Company plc
at 31 August 2019

£ £ £
Assets
Non-current assets
Intangible asset — goodwill 50000
Property, plant and equipment 161000
Investments 5000
216000
Current assets
Inventories 10000
Trade and other receivables:
Trade receivables 20000
Other receivables 5000
Cash and cash equivalents 8000
43000
Total assets 259000
Equity and liabilities
Equity
Share capital:
Ordinary shares £1 90000
6% preference shares £1 30000
Share premium 10000
Revaluation reserve 10000
General reserve 9000
Retained earnings 25000
Total equity 174000
Non-current liabilities
4% debenture 50000
4.5% bank loan 10000
60000
Current liabilities
Trade payables and other payables:
Trade payables 10000
Other payables 2000
Short-term borrowings 1000
Corporation tax payable 9000
Provisions 3000
25000
Total liabilities 85000
Total equity and liabilities 259000

1
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You must label all headings and lines (e.g. Total
assets, Total equity and Total liabilities) accurately.

The following provides a detailed explanation of each
section of the statement of financial position.

Assets — these are generally listed first in the statement
of financial position. They are divided into non-current
assets, including intangible assets, and current assets.

Non-current assets — these are assets controlled by
the business intended for long-term continuing use.

Intangible assets — these are non-physical assets
controlled by the business. They include purchased
goodwill, patents, copyright and trademarks.

Property, plant and equipment — these are physical
assets controlled by the business that are expected

to be used for more than one trading period. It is the
carrying value (i.e. the value after depreciation) of
these assets that is recorded in the statement.

Investments — these are financial assets, such as
shares in other companies, owned by the business.

Current assets — resources that are converted to cash
within a year. As with sole traders they are listed in
order of liquidity — least to most liquid.

Inventories — goods held for sale in the ordinary
course of the business. They may include purchased
goods for resale, finished manufactured goods, work in
progress and raw materials.

Trade receivables — amounts due from customers arising
from credit sales. It is usual to express this value after the
deduction of any allowance for irrecoverable debts.

Other receivables — amounts owed to the business
from non-trading activities.

Cash and cash equivalents — represent the
amount of cash the company has plus any short-term
investments that are readily convertible into cash, the
most common being the bank.

Total assets — non-current assets + current assets.

Equity and liabilities — this section details the
owners’ funds and any liabilities owed by the company.

Equity — this consists of the share capital and
reserves. This section of the statement of financial
position is significantly different to that of a sole trader.
It will be covered in detail in Chapter 2 and also later in
this chapter under the heading ‘Statement of changes
in equity’. For the moment you need to know that the
share capital represents funds invested in the business
by the owners, and the reserves represent profit that
has not been distributed to the owners of the company.
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Share capital — this represents the amount of money
invested in the company by the shareholders. It is
made up of ordinary shares and preference shares.
A detailed explanation of these is given in Chapter 2.

Reserves — these consist of profit generated by the
business that has not been distributed to the owners.
These will be covered in detail both later in this chapter
and in Chapter 2. In the example above, the reserves
include the following:

e Share premium — this is generated by selling
shares at a price higher than the nominal value. In
our example it would be created if the shares were
sold for more than £1

e Revaluation reserve — this is generated if non-
current assets are revalued above the carrying value

e General reserve — a transfer of profit to a reserve
for a non-specific purpose

e Retained earnings — profit that has not been
distributed to the shareholders.

Non-current liabilities — amounts owed over the
longer term, where the repayment date is more than one
year from the date of the statement of financial position.
These would include bank loans and debentures.
Debentures are covered in detail in Chapter 2. Briefly,
they are long-term loans with a fixed rate of interest
being payable, in our example 4 per cent.

Current liabilities — amounts owed that are expected
to be settled or are due to be settled within the next
12 months.

Trade payables — amounts owing that arise from the
normal trading activities.

Other payables — amounts owing for items such as
bank loan interest.

Short-term borrowings — typically include bank
overdrafts and short-term bank loans repayable within
one year.

Corporation tax payable — corporation tax is a

tax payable by the business on the net profit of the
company. It is shown as a current liability, as the figure
is calculated after the year end so is owed by the
company at the date of the statement of financial
position.

Provision — a liability of uncertain timing or amount.
For example, provision for warranty: a company has an
obligation to its customers for repairs but it is uncertain
when these will be needed.

Total liabilities — Non-current liabilities + current
liabilities.
Total equity and liabilities — equity + total liabilities.

Note: the total assets should equal the total equity
and liabilities.
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Dalia plc has the following balances in the books at
30 November 2019:

3
4% bank loan (2026) 40000
Bank 5500
Building — carrying value 300000
Cash 2500
General reserve 40000
Goodwill 20000
Inventories 18100
Motor vehicles — cost 30000
Ordinary shares £0.75 215600
Other payables 8500
Accumulated depreciation (motor vehicles) 20000
Provisions 1000
Retained earnings 35000
Revaluation reserve 20000
Trade receivables 17000
Trade payables 13000

Additional information:

e Dbank loan interest £400 is outstanding

e motor vehicles are to be depreciated at 10 per cent
per year using the reducing balance method

e corporation tax of £20500 has been calculated. It
is due to be paid on 31 May 2020.

1 You are asked to prepare the Statement of Financial
Position of Dalia plc at 30 November 2019.

Solution
Dalia plc
Statement of financial position at 30 November 2019
£ £ £
Assets
Non-current assets
Intangible asset — goodwill 20000
Property, plant and equipment (W1) 309000
329000
Current Assets
Inventories 18100
Trade and other receivables:
Trade receivables 17000
Cash and cash equivalents (W2) 8000
43100
Total assets 372100

1 FINANCIAL STATEMENTS OF LIMITED GOMPANIES

Equity and liabilities

Equity

Share capital:

215600
20000
40000

13100

Ordinary shares £1
Revaluation reserve
General reserve
Retained earnings (W4)
Total equity 288700
Non-current liabilities

4.5% bank loan 40000

40000
Current liabilities
Trade payables and other payables:
13000
8900
20500
1000

Trade payables
Other payables (W3)
Corporation tax payable

Provisions

43400
83400
372100

Total liabilities

Total equity and liabilities

Workings

W1 — Depreciation of motor vehicles (£30000 —
£20000) x 10% = £1 000

Carrying value = £30000 — £21 000
= £9000

Property, plant and equipment

= building + motor vehicle carrying value
= £300000 + £9000

= £329000

W2 — Cash and cash equivalents = bank + cash
= £5500+ £2 500
= £8000

W3 — Other payables + bank loan interest
owing = £8500 + £400
= £8900

W4 — Retained Earnings = £35000 — £400 (interest
owing) — £1 000 (depreciation on motor
vehicles) — £20500 (tax expense) = £13 100
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As you may have realised by now, many of the
accounting techniques you studied for AS level
are required for A level as well. In the two worked

Additional information:
e inventory at 31 October 2019 is £150000

examples in this chapter we have made end-of-year e depreciation of plant and equipment is to be
adjustments for amounts owing and depreciation as provided for the year at 20 per cent straight-
well as allocating and apportioning costs. line method. It is apportioned between cost of

sales 50 per cent, distribution 40 per cent and
administration expenses 10 per cent

ACTIVITY 5 | skiLis ZeuiRpilicty

e corporation tax has been estimated at £20000.

CASE STUDY: FINANCIAL STATEMENT HEADING

1 Define the following terms, giving an example for comprehensive information for the year ended
each: 31 October 2019.
(@) intangible assets 2 Prepare the statement of financial position at

1 Prepare the statement of profit or loss and other

(b) equity 31 October 2019.
(c) cost of sales
(

d) distribution costs

With the financial statements of limited companies,
ACTIVITY 6 B skills FEGeiEamy the values in the accounts are often very large.
= Therefore, it is common practice to shorten the digits
CASE STUDY: LATCHI PLC in the account by changing the units. In the above
example, the units are expressed as £000s, which
means the numbers are expressed in thousands.
So, the administration expenses of £295 are in fact

The accountant for Latchi plc prepared a trial balance
for the year ended 31 October 2019.

e balanc:::‘g: P(')‘;tober L £295000. Ar?other common gbbreviation you will
£000s £000s come acr(?ss ll:1 'exammatlons is £m. The numbers are
therefore in millions.
Dr Cr
Administration expenses 295
Cash and cash equivalents 45
Distribution expenses 400
Inventory at 1 November 2018 120
Ordinary shares £2 505
Plant and equipment:
Cost 450
Depreciation at 1 November 2018 320
Other payables 20
Property — carrying value 420
Purchases 950
Retained earnings at 1 November 2018 150
Revenue 1835
Share premium 115
Trade payables 190
Trade receivables 455
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 ACTIVITY 7
CASE STUDY: ALLIED HOLDINGS PLC

Allied Holdings plc imports and exports consumer
goods. The following trial balance was extracted at
the year end.

Allied Holdings plc
Trial balance at 31 December 2019

£ £
Dr Cr
Ordinary shares 1000000
Preference shares 800000
Share premium account 100000
Retained earnings 62000
Inventory 1 January 2019 43000
Land and buildings 1950000
Plant and equipment (at cost) 143000
Motor vehicles (at cost) 25000
Fixtures and fittings (at cost) 12000
Trade receivables 38300
Trade payables 19600
Purchases 191000
Revenue 503000
Salaries 93600
Directors’ remuneration 48000
Motor expenses 6300
Audit fees 3500
Irrecoverable debts 12100
Allowance for irrecoverable debts l 1100
Accumulated depreciation — plant
and equipment 14000
Motor vehicles 9300
Fixtures and fittings 1100
Cash at bank 11100
Debentures 66800

2576900 2576900

As you will have noticed, the financial statements of
limited companies have much in common with those
of sole traders and partnerships. However, they differ

in one major respect — limited companies are required

to prepare an additional financial statement — the
statement of changes in equity.

1 FINANCIAL STATEMENTS OF LIMITED COMPANIES

Additional information:
e inventory at 31 December 2019 was £18 900

e depreciation of 10 per cent per annum is to be
provided on cost for plant and equipment and
fixtures and fittings

depreciation of 20 per cent per annum is to be
provided on reducing balance for motor vehicles

e the provision for irrecoverable debts is to be made
equal to 10 per cent of trade of receivables

e depreciation expense for plant and equipment is
apportioned 90 per cent to cost of sales and the
balance to distribution expenses

e all expenses relating to motor vehicles are
apportioned as follows: 90 per cent to distribution
expenses and 10 per cent to administration
expenses

e fixtures and fittings depreciation is allocated to
distribution costs

e salaries are apportioned on the basis of cost of
sales 70 per cent, distribution costs 20 per cent
and administration expenses 10 per cent.

1 Prepare the statement of profit or loss account, for
Allied Holdings plc for the year ended 31 December
2019 and the statement of financial position at that
date, in accordance with IAS 1.

THE STATEMENT OF CHANGES IN EQUITY

IAS 1 requires that a statement of changes in

equity is prepared. This financial statement shows

the changes that have taken place over time to the
shareholders’ investment in the company. It is a more
detailed account of the equity section in the statement
of financial position than those of a sole trader or
partnership.
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It shows the changes in the capital in the company
(think capital introduced for a sole trader), and it shows
the amount of profit withdrawn from the company in
the form of dividends (think drawings for a sole trader).
It also shows the value of undistributed profits retained
by the company (this is not added to the capital as it
would be for a sole trader).

For a sole trader the equity section would be:

Opening capital + capital introduced + profit for the
year — drawings = closing capital

For a limited company the equity would be:

Opening equity + equity introduced + retained
earnings + profit after tax — dividends = closing equity.

SPECIFICATION 2.1.1-2.1.3

An example of a statement of changes in equity is
shown below, followed by an explanation of each section.

Note: It must be noted that much of the content
of a statement of changes in equity requires an
understanding of the capital structure of a limited
company, which follows in Chapter 2. The worked
examples and activities in this chapter will be basic
with more complex examples and activities being
available in Chapter 2.

IAS 1 states that the following information should be
shown in the statement:

e profit after tax for the current year

e dividend payments to shareholders

e changes in the share capital and reserves.

WORKED EXAMPLE

showing just the headings:

The contents of the statement are best explained by working through an example. Here is a blank statement,

Statement of changes in equity for the year ended 31 December 2019

Ordinary Share
shares premium
3 £

Retained General Revaluation Total
earnings reserve reserve equity
£ £ £ £

Balance at 1 January 2019

Revaluation

Issue of shares

Profit

Dividends paid

Balance at 31 December 2019

Balance at January 2019 — this represents the equity section of the statement of financial position at the end

of the previous financial year (31 December 2018).

e Ordinary shares account — value of ordinary shares issued by the company, for example 100000 £1
ordinary shares sold would result in £100000 worth of ordinary shares.

e Share premium account — the additional value of ordinary shares that have been sold to shareholders for
more than the nominal value of the share. For example, if the 100000 ordinary shares had been sold to
shareholders for £1.20, this would result in a share premium of £20000 (100000 shares x £0.20).

e Retained earnings — these represent the undistributed profits earned by the business in previous years,
for example, £30000.

e General reserve (see Chapter 2 for a full explanation) — these represent transfers from the retained earnings
to an account to indicate that some of the previously earned profit may be needed in the future to fund
activities such as replacement of non-current assets. For example, £20 000 may have previously been
transferred from retained earnings to this account.

e Revaluation reserve (see Chapter 2 for a full explanation) — this arises when non-current assets, typically
property, has been revalued upwards. This increases the value of the asset, the contra entry being the credit
entry in the revaluation account. For example, let us assume land had previously been revalued upwards by
£10000.

e Total equity — this is the total of the row and equates to the total of the equity section of the statement of
financial position.
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We can now enter these figures into the statement of changes in equity. Only the first row has been shown so

that you can clearly see the entries made.

Statement of changes in equity for the year ended 31 December 2019
Ordinary Share Retained General Revaluation Total
shares premium earnings reserve reserve equity
£ £ £ £ £ £
Balance at 1 January 2019 100000 20000 30000 20000 10000 180000

Revaluation — this would show any increases in the value of non-current assets during the current financial

year. Let us assume that during the year, property was revalued and showed an increase of £10000. The
entry in the statement of changes in equity would be shown as:

Statement of changes in equity for the year ended 31 December 2019
Ordinary Share Retained General Revaluation Total
shares premium earnings reserve reserve equity
£ £ £ £ £ £
Balance at 1 January 2019 100000 20000 30000 20000 10000 180000
Revaluation 10000 10000

17

Issue of shares — these show the value of shares issued during the financial year. This is covered in depth in
Chapter 2. For this example, we will assume that during the year, 50000 £1 ordinary shares were sold at a
price of £1.10, that is, at a premium of 10p per share. Issue price = nominal value + premium value. The entry
in the statement of changes in equity would consist of:

50000 X £1 ordinary shares = £50000
50000 x £0.10 share premium = £5000

Statement of changes in equity for the year ended 31 December 2019
Ordinary Share Retained General Revaluation Total
shares premium earnings reserve reserve equity
£ £ £ £ £ £
Balance at 1 January 2019 100000 20000 30000 20000 10000 180000
Revaluation 10000 10000
Issue of shares 50000 5000 55000

Profit — this represents the profit for the year and is added to the existing profits under the heading ‘Retained

earnings'. Let us assume the company made a profit for the year of £25000. The entry would be:

Statement of changes in equity for the year ended 31 December 2019
Ordinary Share Retained General Revaluation Total
shares premium earnings reserve reserve equity
£ £ £ £ £ £
Balance at 1 January 2019 100000 20000 30000 20000 10000 180000
Revaluation 10000 10000
Issue of shares 50000 5000 55000
Profit 25000 25000
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SPECIFICATION 2.1.1-2.1.3

Dividends paid — these represent a withdrawal of profit from the company and thus reduce the value of the
equity. For this worked example we will assume that the company paid dividends of £5000 to shareholders.

The entry would be:

Statement of changes in equity for the year ended 31 December 2019

Ordinary Share Retained General Revaluation Total
shares premium earnings reserve reserve equity
£ £ £ £ £ £
Balance at 1 January 2019 100000 20000 30000 20000 10000 180000
Revaluation 10000 10000
Issue of shares 50000 5000 55000
Profit 25000 25000
Dividends paid (5000) (5000)

Note that the £5000 is in brackets as it is a reduction in equity and so must be subtracted from the total equity.

Balance at 31 December 2019 — this represents the totals for each section for the end of the financial year.
This row should equal the total equity column!

Statement of changes in equity for the year ended 31 December 2019
Ordinary Share Retained General Revaluation Total
shares premium earnings reserve reserve equity
£ £ £ £ £ £
Balance at 1 January 2019 100000 20000 30000 20000 10000 180000
Revaluation 10000 10000
Issue of shares 50000 5000 55000
Profit 25000 25000
Dividends paid (5000) (5000)
Balance at 31 December 2019 150000 25000 50000 20000 20000 265000

WORKED EXAWPLE

WE plc extracted the following balances at
30 November 2019:

Equityv
Ordinary shares £0.80 £500000
Retained earnings £89 500

Additional information:

e profit for the year before tax £25000

e provision for corporation taxation £5000

e during the year the company paid dividends of
£10500 to shareholders.

Complete the statement of changes in equity.

Solution

Ordinary | Retained | Total
shares | earnings | equity
£ £ £
Balance at 1 December 2018 | 500000 | 89500 | 589500
Profit 20000 20000
Dividends paid (10500) (10500)
Balance at 30 November 2019 | 500000 | 99000 | 599000

Profit entered is the profit after the deduction of

corporation tax.
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ACTIVITY 8

CASE STUDY: ADOPT-IT PLC
The equity section of Adopt-it plc at 1 April 2019 was:

Equity: £
Ordinary shares 300000

Retained earnings 171 590

Additional information for the year ended 31 March
2020:

e profit before tax £89 890

e provision for taxation £13 500

e dividends paid during the year £43 500.

1 Prepare a statement of changes in equity for the
year ended 31 March 2020.

Equity: £m
Ordinary shares £1 25
Share premium 5
Retained earnings 10

Additional information:

e on 1 March 2019, the directors agreed to revalue
the non-current assets. The carrying value of the
land and buildings was £200000. The agreed
revaluation was £300000

e dividends paid during the year amounted to
£700000 and profit after tax was £2.5m.

Complete the statement of changes in equity.

The equity section of a company at the start of the
year, 1 February 2019 was:

Solution
Ordinary| Share |Retained|Revaluation| Total
shares |premium|earnings| reserve |equity
£m £m £m £m £m
Balance at
1 February
2019 25 5 10 40
Revaluation
(W) @5 0.1
Profit 2.5 2.5
Dividends
paid (0.7) 0.7)
Balance at
31 January
2020 25 5 11.8 0.1 41.9

W1 — Increase in value is £300000 — £200000 =
£100000 (£0.1m)

1 FINANCIAL STATEMENTS OF LIMITED COMPANIES

ANALYSIS, PROBLEM SOLVING

ACTIVITY 9

CASE STUDY: WHILL PLC

The following balances at 31 October 2018 were
extracted from the accounting records of Whill plc:

Equity: £
Ordinary shares £0.50 400000
Share premium 100000
Retained earnings 75000

Additional information:

e on 1 March 2019, property was revalued from
£250000 to £425000

e on 30 June 2019, the directors paid a dividend to
shareholders of £21 000

e profit for the year before taxation was £47 000

e corporation tax for the year was calculated to be
£15000

e the directors decided to create a general reserve
of £10000 to cover possible staff redundancy
costs.

1 Prepare a statement of changes in equity for the
year ended 31 October 2019.

The statement of changes in equity provides the
connection between the statement of profit or loss
and other comprehensive income and the statement of
financial position. It provides extra, vital information for
the different uses of financial information.

In Chapter 2 you will learn about the capital
structure of limited companies in detail and how various
transactions affect the equity of the company. Many of
these will directly affect the equity of the company and
so will need to be included in the statement of changes
in equity. We will therefore return to this financial
statement in Chapter 2, where you will learn about more
complex changes to the equity of a company and how
these are recorded.

In the examination, you will often be provided with
a table for the statement of changes in equity;
however, you should be prepared to complete one
without the headings being given.
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SPECIFICATION 2.1.1-2.1.3

and fair’ view recognises the fact that the auditors
cannot guarantee that the financial statements are
100 per cent accurate, as they do not have access to
all the financial records of the company, nor will they
have the time to analyse and evaluate this information.
If the auditors are satisfied that the statements do
show a true and fair view of the business, the report

£z Lo that they issue will state that the financial statements
H %g%’ do show a true and fair view.
E3 If the auditors feel that the records and statements
A HE

do not represent a true and fair view, they will issue a
qualified opinion in their report. This will raise issues
in those areas where the records have not been
maintained properly.

In extreme cases, the auditors may state that ‘the
financial statements do not show a true and fair view'.
This might have serious implications for a company.

It may result in difficulties raising external finance,

as providers would have little trust in the information
contained in the financial statements.

In addition to this primary role, auditors should:
provide an independent opinion on whether

the financial statements comply with relevant
international accounting standards

state whether the financial statements have been
prepared on the basis of the business being a going
concern or not being a going concern, since this
would materially affect asset valuation

test the financial recording procedures and control
systems put in place by the company to minimise the
risk of fraud, in order to have a reasonable chance of
detecting material mis-statements caused by fraud
ensure that the directors’ report is included with the
published financial statements and that the contents
of the report are factually true and include all the
important points relating to the performance of the
business

report on whether the company has complied with
the requirements relating to corporate governance, if
they are requested to by the shareholders.

users presented

independent

definitioneca

informat

generally begun
g adopted :

recnnt

However
question
bodies

Auditors examine the financial records and financial
statements of limited companies. These auditors could
be internal or external to the company. Internal auditors
are employed by the company to look in detail at the
financial controls of the company. External auditors are
independent of the company and would be appointed
by the owners of the company, the shareholders. Their
primary role is to prepare a report that states whether
the financial statements are ‘true and fair’.

Internal auditors would examine the control
procedures of a company, for example the purchase
and disposal of non-current assets or the control *
procedures for handling cash and cash equivalents
within the business.

External auditors are not employees of the company
but are independent. Their role is to investigate whether
the company has maintained adequate financial
records, and whether these records have been used
to produce financial statements that accurately report
the financial position of the company. As stated, their
primary role is to ensure that the financial records and .
financial statements provide a true and fair view of the
business. Furthermore, external auditors also make
sure the records and statements have been prepared
in accordance with the relevant legal and regulatory
guidelines, as given in IAS 1: Presentation of Financial
Statements. This process should give confidence to
the users of the information, the stakeholders of the
company, that the information contained in the financial
statements can be relied upon when making decisions
such as whether to purchase shares in the company.

Corporate governance

This sets out the systems and procedures by which
companies are controlled and directed. The aim is to
ensure that the management can ensure the long-term
success of the business and balance the interests

of all the major stakeholders in the company. The

UK corporate governance code states the required
standard of good practice for many areas of business,
including the composition of the board of directors,
the directors’ remuneration and their relationship with
stakeholders, with a view to minimising conflicts.

True and fair

IAS 1 requires that the financial statements must
‘present fairly’ the financial position, the financial
performance and cash flows of a business. The ‘true
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Corporate governance is a relatively new term.
It has ethics as its main focus and recognises that
the company should look after the interests of all
stakeholders and not just its shareholders.

The auditors’ report
The report usually has three main sections:

1 The separate responsibilities of the directors and
the auditors — the directors being responsible for the
preparation of the financial statements while the
auditors are responsible for forming an opinion on
the financial statements

2 The basis of the audit opinion expressed by the
auditors — details of how the audit was carried out

3 The opinion — an overall assessment of the financial
statements

Types of audit opinion

e Unqualified opinion — the auditors are satisfied the
financial statements have been prepared correctly
and give a true and fair view of the company’s
performance.

e Qualified opinion — the auditors feel that certain
aspects of the financial statements have not been
prepared properly and that it is sufficiently material
to be brought to the attention of the shareholders.

e Adverse opinion — the auditors feel that the
financial statements very significantly do not give
a true and fair view of the company’s financial
performance.

e Disclaimer opinion — insufficient information was
provided for the auditors to make a valid judgement
as to whether the financial statements showed a true
and fair view of the financial position.

THE DIRECTORS’ REPORT

This report is a summary of the main activities that
have happened during the year and details changes in
those activities. An important part of the report is the
statement of directors’ responsibilities in connection
with the annual report. The directors’ report outlines
the progress of the company over the past year and
examines the potential future performance. It also
reveals future plans for the business.

The report should contain:

a review of the past year’s trading activities

the position at the year end

a summary of future trading prospects

significant changes to non-current assets
recommendations for dividends for the current year

1 FINANCIAL STATEMENTS OF LIMITED COMPANIES

e any significant financial events that have happened
since the date of the statement of financial position
that is likely to affect future operations

e other items that are non-financial in nature,
including information about environmental matters
(including the impact of the company’s business on
the environment), the company’s employees, and
social and community issues.

ACTIVITY 10 [ s
CASE STUDY: COMPANY REPORT RESEARCH -

COMMUNICATION

AUDITORS’ AND DIRECTORS’ REPORTS,
CORPORATE GOVERNANCE

1 Using the internet or hard copy company reports,
research, either individually or in small groups,
the relevant contents of the reports, looking in
particular at the sections on corporate governance
and the auditor’s report.

Note: Company reports tend to be very long and
contain very specific business and accounting terms.
Do not be put off by this — focus on those areas you
have studied.

CONTINUING AND DISCONTINUED
ACTIVITIES

If financial statements are to be of use to stakeholders,
they must show a true and fair view of the business.
This allows comparisons over time to be made on the
performance of the company. However, companies
operate in a dynamic economic environment that

is constantly changing. As a result, companies are
continually evolving — bringing out new products,
relocating manufacturing plants to different countries and
closing departments. These changes make comparisons
of performance over time much more difficult.

To help stakeholders distinguish the past from the
present and the future, IAS 1 states that the financial
statements must separate the revenues and profits
arising from continuing operations from those that have
arisen from discontinued operations.

Continuing operations refer to the activities that the
company expects to be engaged in for the future, and
discontinued operations are those activities that have
stopped, been sold or been disposed of. Presenting
these separately in the statement of profit or loss and
other comprehensive income enables stakeholders,
especially potential investors, to see the revenues that
will not be generated in future years.

At the same time, the separation of continuing and
discontinued activities gives the users of the financial
information the benefit of seeing the potential future
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revenues and profits of a company. They are also
more able to accurately predict the future expected
performance of a company.

EXCEPTIONAL ITEMS

These are items falling within the ordinary activities of
a business that need to be disclosed to the users of

financial information because of their size or frequency.

Characteristics of exceptional items include the
following.

e They occur during the normal operating activities of
the company.

e They are not expected to be recurring, that is, they
are expected to be one-off.

e Their nature and amount are material to the users of
the financial statements.

Examples of exceptional items include the disposal of
non-current assets, restructuring costs linked to the
closure of a factory, and redundancy payments for staff.
Revenues from any large one-off contract will also be
included.

IAS 1 states that these additional items may be
required in the statement of profit or loss and other
comprehensive income, and they allow the users of
the financial statements to see the value of revenue
and expenses that will not be repeated in the future.
This information may help stakeholders make better
decisions about the company.

ACTIVITY 11
CASE STUDY: COMPANY REPORT RESEARCH —

INTERPRETING

CONTINUING/DISCONTINUED ACTIVITIES AND
EXCEPTIONAL ITEMS

1 Using actual online company reports, examine the
statement of profit or loss and other comprehensive
income of different companies to identify those that
have reported discontinued activities or exceptional
items.

2 Compare the actual financial statements in these
reports to those you have produced in this chapter.
You may well find significant differences, but do not
worry about this.

SPECIFICATION 2.1.1-2.1.3

In the examination, you will be asked to evaluate

many things. It is important when doing so to look

at both the advantages and disadvantages, or the
benefits and limitations, before reaching a conclusion.
Below is an example relating to the role of the auditor
and the audit report in the presentation of limited
company financial statements.

Advantages

Disadvantages

External auditors will

take an objective view

of financial records and
statements and so should
be free from bias.

Auditors may not be totally
independent as they are
paid by the company, and
this may make the report
less useful.

Auditors may provide an
unqualified opinion stating
that the accounts represent
a true and fair view of

the company’s financial
position, and this may help
obtain external finance.

Auditors may give an
opinion that is qualified or
adverse and this may harm
the company in terms of
obtaining additional finance.

The audit may detect
errors and omissions in the
financial statements and
may detect fraud.

Owing to time constraints
and sampling size, the audit
does not cover all records,
and therefore undetected
errors, omissions and fraud
may still exist.

External audit is required
by company law and IAS.

Ultimately, the audit report
is a matter of opinion and is
not totally factual.

Table 1.1 Evaluating the role of the auditor and the

audit report
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1 Alimited company is a separate legal entity. True or false?

2 Limited companies are owned by stakeholders. True or
false?

3 State four categories of cost/expense found in the
statement of profit or loss and other comprehensive
income of limited companies.

4 Define the term ‘intangible asset’.

5 State two examples of intangible assets.
6 State three examples of reserves.

7 ldentify the three missing words:

Opening equity + equity +
eamings + profit after —dividends =
dosing equity.

8 Explain how the share premium account is created.

9 Extemal auditors are employees of the company. True
or false?

10 What is meant by the term ‘corporate governance’?
11 State three possible audit opinions.

12 State two possible items that might be considered
exceptional items.

SUBJECT VOCABULARY

auditor an accountant independent of the limited company
and responsible for checking the accounts and providing an
opinion on the extent to which the accounting information
gives a true and fair view of the financial position of the
limited company

corporation tax the tax paid by the limited company to the
national government

debentures loans provided to limited companies on which
interest is paid

dividends rewards given to the shareholders of a limited
company in return for them investing in it

equity funds provided by the shareholders in the form of
shares and reserves

intangible assets assets without physical substance but
which have a monetary value, such as goodwill and patents
legal entity a company or an organisation that has legal
rights and responsibilities, for example the right to make
contracts and the responsibility to pay debts

limited liability the liability of shareholders for the debts
of a limited company that is restricted to the value of their
investment including unpaid amounts on calls
shareholders people or a company who own shares in a
company and therefore get part of the company’s profits and
the right to vote on how the company is controlled
statement of changes in equity a financial statement
showing the changes in the value of the shareholders’
investment in a company over time
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EXAM PRACTICE

CASE STUDY: VENTALIGHT PLC

EXECUTIVE FUNCTION, DECISION MAKING

Ventalight plc manufactures roof ventilation products in its
own factory. These are then transferred to the warehouse
before being shipped to customers worldwide.

At 30 April 2020, the following balances were extracted
from the books.
Ventalight plc
Trial balance at 30 April 2020

£ £
Dr Dr
Bank loan — 2024 400000
Bank loan interest 10000
Cash and cash equivalents 160000
Debenture 6% — 2029 1800000
Direct materials 4200000
Factory at cost 3000000
Factory — provision for depreciation 50000
Goodwill 800000
Interest on debenture 108000
Inventory at 1 May 2019 300000
Land at cost 3000000
Marketing 750000
Motor vehicles at cost 150000
Motor vehicles — provision for depreciation 50000
Office expenses 180000
Ordinary shares £1 2500000
Rent (warehouse) 200000
Retained earnings 658000
Revaluation reserve 100000
Revenue 9060000
Shipping expenses 490000
Trade payables 525000
Trade receivables 595000
Wages 1200000

15143000 15143000

Additional information at 30 April 2020:

e inventory £350000

e interest owing on bank loan £20000

e rent on the warehouse for the year £15000 per
month

e wages apportioned factory ', Office staff /4 and
warehouse staff "4

e depreciation on the factory to be charged at 2 per cent
using the straight-line method

e motor vehicles depreciated over 5 years with no
residual value

e corporation tax provision calculated at £152 000,
payable by 31 December 2020.

_

1 In accordance with International Accounting
Standard 1, prepare the following:
(@ a statement of profit or loss and other
comprehensive income for the year ended

30 April 2020 (23 marks)
(b) a statement of financial position at 30 April
2020. (17 marks)

2 Evaluate the importance of reporting continuing and
discontinued activities separately in the financial
statements of limited companies. (6 marks)
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2 GAPITAL STRUCTURE

2 CAPITAL STRUCTURE OF LIMITED COMPANIES

| 2.1.4-2.1.11

OF LIMITED COMPANIES

LEARNING OBJECTIVES

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

B explain how different capital reserves and revenue
reserves are created and utilised

B explain authorised, issued and called-up share capital

M explain rights issues of shares and bonus issues of
shares

B prepare ledger accounts and journal entries to
record the issue of new shares, bonus issues and
rights issues

B explain the features of shares and debentures

B explain capital gearing and its implications

B explain the creation and features of provisions.

GETTING STARTED

Have you ever considered how limited companies
acquire their capital from potential investors? Do you
think they return all the profit to shareholders? If they
do not, how do they account for this? If you were a
director of a company, would you issue more shares
to expand the business, use retained profits, or
would you finance this with long-term borrowing?

CAPITAL RESERVES AND REVENUE
RESERVES

When a sole trader earns a profit, in the following
financial year this profit is added to the capital figure
that appears in the statement of financial position.

In partnerships the profit is entered into the current
accounts of the partners, which then appears in the
equity section of the statement of financial position. For
limited companies any profits that are not distributed
to the shareholders as dividends are kept in accounts
known as reserves or retained earnings. These
accounts appear in the statement of financial position,
listed below the share capital (much like the profit
appearing below the capital in sole-trader statements
of financial position).

Essentially, reserves are simply an appropriation of
profit and are part of the capital of the company. They
may arise from normal trading activities or from non-
trading activities such as the revaluation of property. It

is important to understand that reserves are not cash
and cash equivalents but are profits retained in the
business. All reserves are not a source of cash but
are amounts that are represented by assets. It is often
thought that if there are reserves then the company
can pay out increased dividends. This is far from

the truth, as all too often these reserves have been
invested in non-current assets for future growth of the
company. Therefore, they are not liquid enough to be
used for payment of dividends.

The reserves are divided into revenue reserves and
capital reserves. It is important that you can recognise
the difference between the two types as they are
created from different transactions and can only be
used for specific purposes.

Revenue reserves

Revenue reserves are an appropriation of distributable

profits (which belong to the ordinary shareholders).

These reserves are created from the undistributed
profit generated by the company over time. The
profit that has not been distributed to shareholders
as dividends is labelled as retained earnings in the
statement of financial position.

As you will recall from your introduction to the
statement of changes in equity, the profit for the year
after taxation is added to the retained earnings. This
is an important point to remember — this profit has
been earmned from the normal operating activities of the
company. It belongs to the shareholders and so can be
utilised in the distribution of profit to shareholders in
the form of dividends.

Other reserves may be created by transferring
profits from retained earnings into reserves created
for a specific purpose. While these reserves have
distinct names and are created for a specific purpose,
it is important to realise that they remain undistributed
profits and do not have to be used for the purpose for
which they were set up. The main reason they are set
up is to recognise that in the future some of the profits
may be needed to fund large-scale expenditure. These
reserves could include:

o Capital replacement reserve — this reserve may
be created to indicate that at some point in the
future the company may need to allocate funds for
the replacement of non-current assets and therefore
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it would be prudent to highlight this fact in the
statement of financial position so that the users

of the financial statements are aware of this. The
reserve is created by transferring amounts from
retained earnings into the reserve and can be used
for the payment of dividends.

o Foreign exchange reserve — companies that trade
internationally will need to buy and sell inventories
using money of different countries. The value of
one currency in terms of another will often fluctuate
significantly. If the currency falls in value, then this
will make the cost of materials more expensive and
thus reduce profit. It is therefore prudent to set aside
retained profits into a foreign exchange reserve. As
with all revenue reserves, they can be utilised to pay
dividends to shareholders should the need for the
reserve no longer exist.

o General reserve — because a specific revenue
reserve does not have to be used for the purpose
for which it was created, many companies do not
set up specific revenue reserves but rather transfer
amounts from retained earnings into a general
reserve. This reserve then highlights that the
company has retained profits that it may need to
utilise on expenditure items in the future and that it
is being prudent by recognising this.

The important characteristics of revenue reserves
are that they are created from the profits generated
from normal operating activities and that they can be
distributed to shareholders as dividends.

Capital reserves

Capital reserves arise through the non-trading activities
of a company. They are not an appropriation of trading
profits. As a result, capital reserves cannot be used

to pay cash dividends. Capital reserves are created

to protect trade payables. The main types of capital
reserves you need to know are:

Share premium reserve — this reserve is created
when ordinary shares are sold at more than the
nominal value (face value) of the share. This
transaction is covered in detail later in the chapter
(see ‘Rights and bonus issues’) and the account will
appear in the statement of changes in equity. The
value of the additional amount of cash received (a
debit entry) will be credited to the share premium
account and it will appear in the equity section of the
statement of financial position. As this profit has not
arisen from normal trading activities, it is classified
as a capital reserve and cannot be used for the
payment of dividends. It can, however, be utilised in
the issue of bonus shares to existing shareholders (see
the section on rights and bonus issues). The share

SPECIFICATION 2.1.4-2.1.11

premium account could be used to write off preliminary
expenses or share issue expenses.

Revaluation reserve — if non-current assets, normally
land and buildings, appreciate in value then the value
shown in the assets of the statement of financial position
would increase. The contra to this debit transaction
would be the creation or increase in the revaluation
reserve in the equity section of the statement of financial
position. This is a non-cash transaction and the ‘profit’
generated by the revaluation is not distributable to
shareholders, as it has not arisen from normal operating
activities. The revaluation reserve would appear in

the statement of changes in equity. The reserve is
maintained until the gain is realised (the revalued non-
current asset is actually sold). At this point the revaluation
reserve would be transferred to retained earnings.

Capital redemption reserve — this is created when a
company buys back its own shares without issuing new
shares to fund the redemption. When a company issues
shares, they are sometimes issued as ‘redeemable’.
This means that the company can buy them back at a
future date. This process is known as redemption. The
retained earnings would be reduced by the value of the
transaction and the capital redemption reserve would
be credited. This reserve can be used for the issue of
bonus shares. Its existence helps maintain sufficient
working capital and acts as a creditors’ buffer.

Creation and use of reserves

Revenue reserves

Type Creation Use
Retained From trading |e Payment of dividends to
earnings profits built ordinary shareholders
up from e Growth of the company
previous Issue of bonus shares
years and if the balance in capital
current year reserves is insufficient
General Transferred e Any unspecified use
from retained the company thinks it is
earnings prudent to provide for
e Issue of bonus shares
e Transfer back to retained
earnings
Capital Transferred e Replacement of non-
replacement | from retained current assets
earnings e Issue of bonus shares
e Transfer back to retained
earnings
Foreign Transferred e Covering a loss caused
exchange from retained by fluctuations in the
earnings exchange rates of foreign
currencies
e Issue of bonus shares
e Transfer back to retained
earnings

A Table 2.1 The creation and use of revenue reserves



