

[image: Cover Image]



[image: ]



[image: ]



Disclaimers

Cambridge International copyright material in this publication is reproduced under licence and remains the intellectual property of Cambridge Assessment International Education.

Examination-style questions and sample answers within this book have been written by the authors unless otherwise stated. References to assessment and/or assessment preparation are the publisher’s interpretation of the syllabus requirements and may not fully reflect the approach of Cambridge Assessment International Education.

Cambridge International copyright material in this publication is reproduced under licence and remains the intellectual property of Cambridge Assessment International Education.

Cambridge International recommends that teachers consider using a range of teaching and learning resources in preparing learners for assessment, based on their own professional judgement of their students’ needs.

The publishers would like to thank the following for permission to reproduce copyright material.

Photo credits

p.93 © SIA KAMBOU/AFP/Getty Images; p.193 © NAN – Fotolia.com; p.212 © maxoido – Fotolia; p.224 © Per-Anders Pettersson/Getty Images; p.311 © poco_bw – Fotolia.

Every effort has been made to trace all copyright holders, but if any have been inadvertently overlooked, the Publishers will be pleased to make the necessary arrangements at the first opportunity.

Although every effort has been made to ensure that website addresses are correct at time of going to press, Hodder Education cannot be held responsible for the content of any website mentioned in this book. It is sometimes possible to find a relocated web page by typing in the address of the home page for a website in the URL window of your browser.

Hachette UK’s policy is to use papers that are natural, renewable and recyclable products and made from wood grown in well-managed forests and other controlled sources. The logging and manufacturing processes are expected to conform to the environmental regulations of the country of origin.

Orders: please contact Hachette UK Distribution, Hely Hutchinson Centre, Milton Road, Didcot, Oxfordshire OX11 7HH. Telephone: +44 (0)1235 827827. Email: education@hachette.co.uk. Lines are open from 9 a.m. to 5 p.m., Monday to Friday. You can also order through our website: www.hoddereducation.com

© Ian Harrison and David Horner 2021

First published in 2015
This edition published in 2021 by
Hodder Education,
An Hachette UK Company
Carmelite House
50 Victoria Embankment
London EC4Y 0DZ

www.hoddereducation.co.uk

Impression number    10 9 8 7 6 5 4 3 2 1

Year        2025 2024 2023 2022 2021

All rights reserved. Apart from any use permitted under UK copyright law, no part of this publication may be reproduced or transmitted in any form or by any means, electronic or mechanical, including photocopying and recording, or held within any information storage and retrieval system, without permission in writing from the publisher or under licence from the Copyright Licensing Agency Limited. Further details of such licences (for reprographic reproduction) may be obtained from the Copyright Licensing Agency Limited, www.cla.co.uk

Cover photo © Valery Evlakhov/stock.adobe.com

Illustrations by Integra Software Services Pvt. Ltd., Pondicherry, India.

Typeset by Integra Software Services Pvt. Ltd., Pondicherry, India.

Printed in Slovenia

A catalogue record for this title is available from the British Library.

ISBN: 978 1 3983 1753 6
eISBN: 978 1 3983 1725 3


[image: ]






Contents


Introduction

AS LEVEL

1 Financial accounting

1.1 Types of business entity

1.1.1 Types of business entity and the advantages and disadvantages of each type

1.2 The accounting system

1.2.1 The accounting system

1.3 Accounting for non-current assets

1.3.1 Capital and revenue income and expenditure

1.3.2 Changing asset values

1.4 Reconciliation and verification

1.4.1 Reconciliation and verification

1.4.2 Trial balance

1.4.3 Bank reconciliation statements

1.4.4 Control accounts

1.5 Preparation of financial statements

1.5.1 Adjustments to draft financial statements

1.5.2 Sole traders

1.5.3 Partnerships

1.5.4 Limited companies

1.6 Analysis and communication of accounting information to stakeholders

1.6.1 Users of accounting information

1.6.2 Calculation and evaluation of ratios

2 Cost and management accounting

2.1 Costs and cost behaviour

2.1.1 Materials and labour

2.2 Traditional costing methods

2.2.1 Costing applications

2.2.2 Absorption costing

2.2.3 Marginal costing

2.2.4 Cost–volume–profit analysis

A LEVEL

3 Financial accounting

3.1 Preparation of financial statements

3.1.1 Financial statements

3.1.2 Partnerships

3.1.3 Clubs and societies

3.1.4 Manufacturing businesses

3.1.5 Limited companies

3.2 Regulatory and ethical considerations

3.2.1 International Accounting Standards

3.2.2 Ethical considerations

3.2.3 Auditing and stewardship of limited companies

3.3 Business acquisition and merger

3.3.1 Business acquisition and merger

3.4 Computerised accounting systems

3.4.1 Computerised accounting systems

3.5 Analysis and communication of accounting information

3.5.1 Analysis and communication of accounting information

4 Cost and management accounting

4.1 Activity based costing (ABC)

4.1.1 Activity based costing

4.2 Standard costing

4.2.1 Standard costing

4.3 Budgeting and budgetary control

4.3.1 Budgeting and budgetary control

4.4 Investment appraisal

4.4.1 Investment appraisal

Examination-style questions

Multiple-choice questions

AS Level

A Level

Answers to calculation self-test questions

Glossary

Index





Introduction



Aims

This book has been written for students of Cambridge International AS & A Level Accounting (9706) for examination from 2023. It fully covers the syllabus content, provides guidance to support students throughout the course and helps them to prepare for examination.



Assessment

The information in this section is taken from the Cambridge International AS & A Level Accounting (9706) syllabus for examination from 2023. Students should always refer to the appropriate syllabus document for the year of examination to confirm the details and for more information.

The syllabus document is available on the Cambridge International website at: www.cambridgeinternational.org.

There are four examination papers:




	 
	Paper 1 Multiple Choice
	Paper 2 Fundamentals of Accounting
	Paper 3 Financial Accounting
	Paper 4 Cost and Management Accounting





	Duration
	1 hour
	1 hours 45 minutes
	1 hours 30 minutes
	1 hour



	Marks
	30 marks
	90 marks
	75 marks
	50 marks



	Percentage of overall marks
	28% of AS
14% of A Level

	72% of AS
36% of A Level

	30% of A Level
	20% of A Level



	Question format
	30 multiple-choice questions based on Sections 1&2
	4 structured questions based on Sections 1 and 2
	3 structured questions based on Section 3
	2 structured questions based on Section 4







How to use this book

The content is organised into 17 chapters, corresponding to the syllabus. The content is in the same order as the syllabus.




	 
	AS Level topics
	A Level topics





	Financial accounting
	1.1 Types of business entity
1.2 The accounting system

1.3 Accounting for non-current assets

1.4 Reconciliation and verification

1.5 Preparation of financial statements

1.6 Analysis and communication of accounting information

	3.1 Preparation of financial statements
3.2 Regulatory and ethical considerations

3.3 Business acquisition and merger

3.4 Computerised accounting systems

3.5 Analysis and communication of accounting information




	Cost and management accounting
	2.1 Costs and cost behaviour
2.2 Traditional costing methods

	4.1 Activity based costing (ABC)
4.2 Standard costing

4.3 Budgeting and budgetary control

4.4 Investment appraisal







Features


Learning outcomes

Each chapter opens with a list of the topics that will be covered.
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Learning outcomes

By the end of this chapter you should have an understanding of:


	•  the different types of business entities: sole trader, partnership, limited companies and their legal structure

	•  the advantages and disadvantages of each type of business entity

	•  sources of finance and funding for these types of business entities, including finance only available for limited companies.



[image: ]






Chapter introduction

A short introduction to the chapter and its focus.
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Introduction

There are a number of different types of business entity, or business organisation. Businesses can operate in a number of markets, selling different types of goods or services. Some will be small-scale businesses selling to a local area, while some will be enormous organisations that operate across international borders (multinational corporations). In this section, the differences in types of business entity are judged in terms of differences in their legal structure, i.e. how the law treats each type of business organisation.

All businesses need money to finance their operations. Each type of business will have different needs for finance. There are many different sources from which a business can obtain finance, such as banks. The methods of finance, i.e. the type of lending available – will, in part, depend on the type of business entity.
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Learning link

Numerous topics in Accounting are connected. This feature states where relevant material is covered elsewhere in the book.
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Learning link

Cash discounts are covered in Chapter 1.2 and are given to businesses that settle their amounts owing quickly with suppliers.
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Study tip

Advice that students will find useful when learning a new topic or revising.
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STUDY TIP

It is important to understand what is the most appropriate type of structure for a business entity. Ensure you know the advantages and disadvantages of each type of business entity.
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Worked example

A formal question or task followed by a full worked example of the appropriate accounting procedure.
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WORKED EXAMPLE

The following transactions took place in February:

February 3: paid rent $400 by cheque

February 7: paid Gary $67 by cheque

February 9: paid wages $832 by cheque.

Required

Enter the transactions in a cash book.

Answer
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Example

A demonstration of a concept in the text.
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EXAMPLE

Lara has extracted a trial balance. The totals of the debit and credit columns do not agree.
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Evaluation

These scenarios are examples of how business decisions can be evaluated based on some given information. They are made up of a scenario and some ideas for good answers.



Chapter summary

At the end of each chapter, there is a list of the main points from the chapter that you should have a good understanding of.



Self-test questions

Short questions at the end of each chapter to help recap and confirm knowledge and understanding of the concepts covered. Answers to these questions can be found within the chapter. However, the answers to calculation questions can be found at the end of the book on page 494.





SELF-TEST QUESTIONS


	  1  Why are results converted into ratios?

	  2  What do profitability ratios tell us?

	  3  Give an example of a profitability ratio.

	  4  What do liquidity ratios tell us?

	  5  Give an example of a liquidity ratio.

	  6  Give the formula for calculating the profit margin.

	  7  Give the formula for calculating inventory turnover.

	  8  How is average inventory calculated?

	  9  Bima makes a gross profit ratio of 54 per cent. Is this good or bad?

	10  Mary’s average collection period is 42 days; her average payment period is 19 days. Explain whether or not this is a good or a bad policy.

	11  Identify two limitations of using ratios as an evaluation of performance.




Examination-style questions

The textbook concludes with:


	•  one set of multiple-choice questions written in an examination style

	•  one set of examination-style questions covering the AS Level topics

	•  one set of examination-style questions covering the A Level topics.



All of these will help with preparation for examination.



Glossary

Non-current assets Assets that will be used by the business for more than one accounting year.




Additional support

The accompanying Workbook provides additional opportunity for practice. This write-in workbook is designed to be used throughout the course.



Command words




	Command word
	What it means





	Advise
	write down a suggested course of action in a given situation



	Allocate
	charge overheads that can be directly attributed to a specific cost centre to that centre



	Analyse
	examine in detail to show meaning, identify elements and the relationship between them



	Apportion
	charge overheads that cannot be directly attributable to a cost centre, to other centres using that overhead, on an appropriate basis



	Assess
	make an informed judgement



	Calculate
	work out from given facts, figures or information



	Comment
	give an informed opinion



	Compare
	identify/comment on similarities and/or differences



	Define
	give precise meaning



	Describe
	state the points of a topic/give characteristics and main features



	Discuss
	write about issue(s) or topic(s) in depth in a structured way



	Evaluate
	judge or calculate the quality, importance, amount, or value of something



	Explain
	set out purposes or reasons/make the relationships between things evident/provide why and/or how and support with relevant evidence



	Identify
	name/select/recognise



	Justify
	support a case with evidence/argument



	Prepare
	present information in a suitable format



	Reapportion
	recharge overheads from non-production cost centres on an appropriate basis



	Reconcile
	process two sets of figures to confirm their agreement



	State
	express in clear terms



	Suggest
	apply knowledge and understanding to situations where there are a range of valid responses in order to make proposals/put forward considerations





The information in this section is taken from the Cambridge International syllabus for examination from 2023. You should always refer to the appropriate syllabus document for the year of your examination to confirm the details and for more information. The syllabus document is available on the Cambridge International website at www.cambridgeinternational.org



Key concepts

The syllabus is built around five fundamental concepts that should be applied to all accounting transactions. They are:


	•  A true and fair view: Financial statements are designed to give a true and fair view of the financial position, performance and changes in financial position of the business to internal and external stakeholders.

	•  Duality: Duality in accounting recognises that every financial transaction has a double (or dual) effect on the position of a business as recorded in the accounts.

	•  Consistency: Consistency in the treatment of financial transactions enables the performance of a business to be compared meaningfully over different time periods.

	•  Business entity: A business is a separate legal entity from the owner of a business. The accounting records must relate only to the business and not to the personal assets and spending of the owner.

	•  Money measurement: Financial accounts only include items and transactions that can be expressed in terms of money. For example, the purchase of raw material is recorded in the accounts whereas staff creativity is not.

	•  Planning and control: Management accounting provides a framework for a business to plan and control its finances and enables informed decision-making.



These key concepts will dictate the way that you study accounting. They underpin the work that you will study during your course. You should find that they provide themes that run through all the accounting topics that you study.



Answers

Answers to questions in the student textbook and workbook are available at: hoddereducation.com/cambridgeextras






1 Financial accounting (AS Level)

1.1 Types of business entity
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Learning outcomes

By the end of this chapter you should have an understanding of:


	•  the different types of business entities: sole trader, partnership, limited companies and their legal structure

	•  the advantages and disadvantages of each type of business entity

	•  sources of finance and funding for these types of business entities, including finance only available for limited companies.
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Introduction

There are a number of different types of business entity, or business organisation. Businesses can operate in a number of markets, selling different types of goods or services. Some will be small-scale businesses selling to a local area, while some will be enormous organisations that operate across international borders (multinational corporations). In this section, the differences in types of business entity are judged in terms of differences in their legal structure, i.e. how the law treats each type of business organisation.

All businesses need money to finance their operations. Each type of business will have different needs for finance. There are many different sources from which a business can obtain finance, such as banks. The methods of finance, i.e. the type of lending available – will, in part, depend on the type of business entity.
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1.1.1 Types of business entity and the advantages and disadvantages of each type


The different types of business entity

There are a number of ways we can classify the different types of business entity. These include the type of producer – manufacturer, trader or service provider. They also include the scale of the business – measured by its size (usually measured in terms of sales, output or market capitalisation, if a public limited company). However, another common way of classifying businesses is in terms of their legal structure. Based on the legal classification, there are four main types of business entity.


Sole trader

When people decide to set up their own business, they are likely to set up as a sole trader. This is the simplest form of business entity. It can be set up relatively quickly and easily. Although others can be employed by the sole trader, the business is owned and controlled by one person. This one person runs the business and makes all the major decisions.

This type of business entity is very common and is the most likely format used by any entrepreneur when initially setting up a business. However, being a sole trader is not without its disadvantages. The main advantages and disadvantages of operating as a sole trader are summarised in Table 1.1.1.

Table 1.1.1 Advantages and disadvantages of operating as a sole trader




	Advantages
	Disadvantages





	The sole trader has complete control over how the business is run.
	The sole trader has unlimited liability for the debts of the business.



	Setting up as a sole trader is usually straightforward – with the minimum of legal formalities.
	Being a sole trader may involve long hours of work as the sole trader has no one with whom to share the burden of work.



	The financial results of the business do not need to be shared publicly.
	Illness or other reasons for absence may affect the running of the business.



	The profits of the business belong (less any tax) to the sole trader and are not shared with anyone else.
	It can be difficult to raise finance when needed.





Expansion of a business usually involves raising extra finance. Raising the necessary finance is very difficult without involving other people. This generally means that if sole traders need significant external finance, they are faced with the choice of converting the business into either a partnership or a limited liability company.
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Learning link

The contents of a partnership agreement are covered in more detail in Chapter 1.5.
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Partnership

A sole trader may wish to expand or bring in more expertise to the business. As a result, the most appropriate type of business entity may be a partnership. This is a business owned and controlled by two or more partners. There is no upper limit on the number of partners allowed. Here, we are specifically considering the entity known as a general partnership. (A limited liability partnership is another type of partnership but this will not be studied for this course. Any reference in this book to partnerships is to general partnerships.)
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STUDY TIP

Although there is no maximum to the number of partners, most partnerships will normally have a small number of partners – unlikely to be bigger than four.
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It is usual for a partnership to have a written partnership agreement, also known as a deed of partnership. This will reduce the possibility of any disputes arising. This agreement covers issues such as:


	•  the duties of the individual partners

	•  the amount of capital to be subscribed by each of the partners

	•  the ways that profits are to be shared

	•  the financial arrangements if there are any changes to the structure of the partnership.



If there is no agreement, in the UK, the Partnership Act of 1890 lays down the following rules that must apply:


	•  No partner should be entitled to interest on capital.

	•  No partner is entitled to a salary.

	•  No partner is to be charged interest on drawings.

	•  Residual profits or losses are to be shared equally.

	•  Any loan made to the partnership by a partner will carry interest at the rate of five per cent per annum.
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STUDY TIP

If there is no partnership agreement then you must apply the rules contained in the 1890 Partnership Act or equivalent legislation in your country.
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There may be similar legislation that applies in your country.

As a type of business entity, the partnership has a number of advantages compared with sole traders and limited companies. There are also disadvantages, and these are summarised in Table 1.1.2.

Table 1.1.2 Advantages and disadvantages of a partnership




	Advantages
	Disadvantages





	Partnerships have access to more capital than a sole trader from the increased contributions from a greater number of co-owners.
	Partnerships still have unlimited liability meaning they are responsible for business debts.



	Partners can specialise in different aspects of business management allowing business operations to match the expertise of each partner.
	Disagreements may be more frequent if they do not agree on how the business should be run.



	Illness and holidays can be covered by other partners if needed.
	Profits will be shared between partners, which may seem unfair if a partner believes they deserve a higher proportion of the profits.



	 
	Compared with a limited company, a partnership may still find it difficult to borrow money.





Both sole traders and partnerships are relatively simple forms of business entity. In terms of their legal structure, the law does not make any distinction between the business and the owner(s) of that business. This means the owners – either the sole trader or each partner – have unlimited liability. This is not the same for the next type of business entity – the limited company.
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Learning link

The financial statements of partnerships involve new features that are not covered until Section 3.1.2.
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Limited company

A limited company can be a very small business or a giant multinational business with branches and/or subsidiary companies trading throughout the world.

The majority of businesses are sole traders or partnerships. The major drawback of these two types of business is that their owner(s) have unlimited liability.

As we have seen, sole t made to the partnership by a partner will carry interest raders are responsible for all debts incurred by them in the course of running the business. For example, if Moona, a sole trader, runs up business debts of $25 000, she may have to settle these debts from her private savings or she may have to sell her house or car to clear the debts. Moona has unlimited liability.

Similarly, if the business partnership of Clint and Dyke has debts of $30 000, both partners are ‘jointly and severally responsible’ for the debts of the business and between them they may have to raise the money privately to pay off the amount that is owed. Clint and Dyke have unlimited liability.

However, Blinva plc (public limited company) has debts of $345 000. Jemma, a shareholder in the company (she owns 500 ordinary shares of $1 each), could not be asked to contribute further funds in order to help pay off the debts of the company. She could lose her investment but that is all she would lose. Her personal possessions are safe. Jemma has limited liability.

So, unlimited liability means that the owners of a business have responsibility for all the debts incurred by their business.

In the vast majority of cases, unlimited liability is of little significance. However, if a business is making losses on a regular basis then the continuing existence of the business may well be in doubt. So, a major drawback of being a sole trader or a partner in a business is unlimited liability for the owners.

As a consequence of unlimited liability, there is another major drawback for unlimited businesses. There are fewer opportunities to find extra capital that may be necessary for an expansion programme. Prospective investors may not wish to take the risk of losing their personal possessions as well as their investment.

Because shareholders have limited liability, prospective investors do not risk losing their private assets (e.g. personal possessions such as their home) when investing in limited companies. This is one reason why limited companies find it easier to attract funding.

Compared with both sole traders and partnerships, limited companies are quite different as a type of business entity. The main differences are summarised here:


	•  At least one shareholder – but with no maximum number.

	•  All shareholders have limited liability.

	•  Limited companies pay corporation tax on their profits, whereas sole traders and partners are likely to pay income tax rather than corporation tax as the business does not exist separately from its owners as individuals.

	•  Shareholders delegate the running of the company to the directors.

	•  Directors are elected by shareholders to run the company.



In some countries, there are multiple types of limited company. A common distinction is made between public limited companies and private limited companies. The main differences between these two types of company is summarised in Table 1.1.3.

Table 1.1.3 The main features of private limited companies and public limited companies




	Private limited company
	Public limited company





	‘Ltd’ or ‘Limited’ appears after company name
	‘plc’ or ‘public limited company’ appears after company name



	Minimum of one shareholder to the limit of share capital and at least one director
	Minimum of two shareholders to the limit of share capital and at least two directors



	Share trading restricted
	No restriction to share trading



	No stock market listing
	Usually listed on recognised stock market





Private limited companies do not sell their shares to the general public, so if a private limited company wishes to raise additional finance through a share issue, the directors must find other individuals who might be willing to invest in the company. This is why many private limited companies are often family businesses with members of the family or close friends of the family owning all the shares.

On the other hand, if the directors of a public limited company wish to raise additional finance, the directors may well advertise the fact in the financial sections of daily newspapers in order that the public at large may subscribe to the offer.

The advantages of limited liability status and the ability to raise large amounts of finance are offset by certain legal obligations:


	•  Annual financial statements must usually be audited by professionally qualified personnel. (This is not the case with partnerships or with sole traders.)

	•  Annual returns must be completed and filed with the Registrar of Companies. These returns may be inspected by the general public. The financial statements included as part of the annual return lack much of the detail that could be used by a competitor.

	•  Companies are usually regulated by government legislation and/or agencies.

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



Setting up a limited company has a number of benefits compared with setting up as a sole trader or as a partnership. Table 1.1.4 summarises the main advantages and disadvantages of operating as a limited company.

Table 1.1.4 Main advantages and disadvantages of operating as a limited company




	Advantages of limited companies
	Disadvantages of limited companies





	Access to more capital (especially if a public limited company)
	More disclosure of financial records (especially if a public limited company)



	Limited liability
	More complex to set up



	The business can continue even after the founders retire or even die – assuming multiple shareholders exist
	Expensive to set up (as a public limited company)



	 
	Potential loss of control to other shareholders (mainly for public limited companies)



	 
	Increased media scrutiny (for public limited companies)





The advantages and disadvantages of operating as a private rather than public limited company include:


	•  Private companies have more control over the business as shares cannot be publicly traded.

	•  Private companies have less access to large sums of capital.

	•  Private companies have fewer disclosure issues (most information can remain private).



A majority of companies are private so the need to access large sums of capital is not an issue for most businesses.
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Remember

Liability means responsibility for the company’s debt. Liabilities are the name given to types of debts borrowed by businesses. These are covered in Chapter 1.5.
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Sources and methods of finance

Businesses will need funds to finance their operations. There are many sources of finance available. These refer to the places a business can obtain money. The methods of finance used are the particular way in which a business accesses money. For example, a bank may be a source of finance for a business but banks offer different methods of finance for businesses, such as bank loans and overdrafts.

A common way to examine the different sources and methods of finance available for a business is to classify them into short-term and long-term methods and sources. It is also possible to classify finance as internal – i.e. from within the business, or external – i.e. from outside the business.
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STUDY TIP

It is important to understand what is the most appropriate type of structure for a business entity. Ensure you know the advantages and disadvantages of each type of business entity.
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Internal and external sources and methods of finance

As well as dividing between short-term and long-term finance, it is common to divide finance between internal and external sources of finance (Table 1.1.5).
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Learning link

Share capital is covered in Chapter 1.5.
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Table 1.1.5 Internal and external sources of finance




	 
	Internal sources and methods of finance
	External sources and methods of finance





	Short-term
	Owner’s money
	Bank overdraft



	 
	Short-term bank loan



	 
	Trade credit



	 
	Payment by instalments



	Long-term
	Owner’s money
	Rental/leasing



	Retained earnings
	Long-term bank loan



	 
	Debentures (*)



	 
	Share issue (*)





Note

* These sources are available only to limited companies.
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Learning link

What working capital is and how it can be managed is explored in many different chapters of this book, including 1.4, 1.5, 1.6 and 2.1.
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Short-term internal financing is also known as management of working capital, that is, managing the elements that make up current assets. These are explored later in the book. Efficient management of the components of current assets means that limited companies will need to borrow less to finance their day-to-day operations. If a company is inefficient in its working capital management, it may have to borrow short term to finance inventory, trade receivables and cash needs.

If a business is not generating enough cash through normal trading activities, then it may have to borrow through a bank overdraft or short-term bank loan.



Loans (secured and unsecured)

Bank loans are amounts of money borrowed from the bank. They are paid back over a specified period of time and interest is charged on the loan, which will be paid in addition to the repayments. Interest rates on bank loans can be fixed or variable.

Although bank loans are often a long-term method of finance (i.e. beyond one year), it is possible to obtain a bank loan for a shorter period of time.

Banks can lend money in the form of secured or unsecured bank loans.

A secured bank loan requires the business to offer security (also known as collateral) in the form of a business asset that the bank can take for itself if the business fails to keep up repayments. Even though a bank may hold the title to non-current assets as security, the loan does not give the bank any say or rights in the everyday running of the business. An unsecured loan is where the bank lends money but the business offers no asset as security. As a result, the unsecured loan is a bigger risk for the bank. Consequently, interest rates on secured loans are usually lower than those on unsecured loans owing to the lower risk taken on by the bank. It is also possible that a secured loan may be the only way a business can persuade a bank to lend it money.



Bank overdrafts

A short-term method of obtaining finance is through a bank overdraft. A bank overdraft facility is a good way to overcome the irregular cash flows experienced by many businesses. It is in the best interests of managers to agree an overdraft limit in case they need to use this source of finance. This is wise because the interest rate charged on an unauthorised overdraft is usually much higher than if an agreement had been reached before the overdraft is required.

The rates of interest charged on overdrafts tend to be greater than those charged on longer term borrowings. This is why businesses are likely to use overdrafts only in the short term (although many businesses have a permanent overdraft facility).

Providers of overdrafts do not require security on the loan and, therefore, the level of risk for the provider is greater than that incurred with a loan. This is why the rate of interest charged is greater than that charged on a loan.

Overdraft facilities are dependent on the management of a business convincing the bank that cash shortages are of a temporary nature.

In addition to overdrafts and bank loans, there are other external sources of finance available:



Payment by instalments

A business may purchase non-current assets by regular instalments (sometimes known as a hire purchase agreement). This means that the cost of the asset is spread over several years. Although ownership of the asset rests with the hire purchase company until the final payment is made, the purchaser will show the asset on its statement of financial position. (This is an application of substance over form.) The amount still outstanding on the agreement will be shown as a liability.
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Learning link

Substance over form is an accounting concept covered in Section 1.2.1.
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Rental/leasing as an alternative to purchase

A way of raising long-term finance may be for a business to lease (or rent) non-current assets rather than purchase them. Once again, this action will conserve cash in the short term. However, the business does not own the asset. The rental charges are shown in the statement of profit or loss as an expense.



Trade credit

Trade credit is where a business takes ownership of purchases (usually of goods or raw materials) but does not pay for these until some time later (usually 1–3 months’ time). This form of financing must be used with caution. If trade payables (or credit suppliers) feel that their credit terms are being abused, they may revert to requiring that their supplies of goods and services are purchased on a cash basis only, or that any beneficial credit facilities are withdrawn.

In addition to the methods covered so far, businesses can also aim to use internal financing. This is where the business uses retained earnings. These are the profits of the business that have not been taken out by the owners or given to the shareholders.
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Learning link

Cash discounts are covered in Chapter 1.2 and are given to businesses that settle their amounts owing to suppliers within a specified time period.
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Other short-term sources of finance include selling off any assets that are no longer needed by the business. This can prove very expensive if the asset then needs to be replaced at a later date.

The business can also use debt factoring. Debt factoring involves the sales ledger being administered by a debt factoring company. The debt factoring company buys the business’s debts, at a discount, paying an advance based on the total amount to be collected. The debt factoring company then collects the debts when they fall due.

In the long term, businesses normally rely on a combination of retained earnings (assuming they exist) or bank loans. Mortgages, a special type of long-term bank loan secured on the value of property, are used to buy any business premises.



Sources of finance for limited companies

The sources of finance mentioned so far are potentially available for all types of business organisation. However, there are two more sources that are available only for limited companies.
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Learning link

The methods of finance available for limited companies will also be covered in Section 1.5.4.
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Share capital

This is where a company sells shares (in effect, selling the chance to become a part-owner of the business) to investors who may wish to gain some measure of control over the company, or benefit from the rising profits of the company. There are three main methods of raising capital available to a public limited company:


	•  by a public issue, which requires new shareholders to purchase the shares

	•  by placing, which involves underwriters making shares available to financial institutions of their choosing (this method is often used by companies coming to the market for the first time)

	•  by a rights issue of shares, which is an issue to existing shareholders in some proportion to their existing holding.



For a private limited company, selling shares is likely to involve inviting people/investors already known to the business (e.g. family and friends) to invest money into the company and provide finance as needed. All these share issues provide finance that can be used in whatever way the directors feel is appropriate to the needs of the company.



Debentures

Many companies raise additional finance by issuing debentures. A debenture is acknowledgement of a loan to a company. The loan is generally secured against the company’s assets.

The lenders are paid a fixed rate of interest whether the company is profitable or not; interest is paid half-yearly and is a charge against profits, unlike dividends. Debenture holders are not owners of a company, but people or institutions to whom the company owes money. The amount of debentures issued will appear on the statement of financial position as a non-current liability (i.e. long-term debt).
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SUMMARY

After reading this chapter, you should:


	•  know about the main types of business entity

	•  understand the advantages and disadvantages of operating as each type of business entity

	•  know about the different sources and methods of finance

	•  be able to select an appropriate source of finance for a particular type of business entity and scenario

	•  understand the sources of finance available for a limited company.
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SELF-TEST QUESTIONS


	  1  A sole trader has limited liability. True/False?

	  2  Partners have unlimited liability. True/False?

	  3  Explain two advantages of being in partnership.

	  4  List four rules that apply if a partnership does not have a partnership agreement.

	  5  Explain why the owners of a partnership might turn their business into a private limited company.

	  6  What is meant by ‘limited liability’?

	  7  Directors are the owners of a limited company. True/False?

	  8  Explain why shareholders appoint directors to run a limited company.

	  9  Explain two reasons why a company might need to raise finance.

	10  A company wishes to purchase more land in order to extend its manufacturing base. The finance director believes that he should negotiate an overdraft facility with the company’s bankers. Do you consider his action to be reasonable?

	11  Identify two problems that might occur if a company embarks on a marketing policy that is aimed at doubling sales revenue.

	12  Explain the difference between a bank overdraft and a bank loan.

	13  Explain how a company might benefit from issuing ordinary shares rather than issuing debentures.

	14  Explain how company directors might be able to predict the need for additional finance in the future.
Calculation question (answer on page 494)


	15  A business obtains a loan of $50 000. Interest on the loan is 5%. The loan is paid back in one lump sum after six months with interest charged on the period it is taken for. Calculate the total interest paid on the loan.
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