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Answers – Principles of Financial Accounting

Answer – Exercise 1

(a)
The primary objective of financial statements is to provide information that is useful to users for the purpose of assessing the financial position [1 mark] at a particular point in time and the performance [1 mark] and cash flows of an enterprise during a specified period of time and the stewardship of management [1 mark] during that period. Stewardship in this context is the accountability of management for the resources entrusted to it.

(b)
In addition to shareholders, the primary users of financial statements include:

(i)
Investors [1 mark]

The providers of risk capital and their advisors are concerned with the risk inherent in, and return provided by, their investments. They need information to help them determine whether they should buy, hold or sell. Investors are also interested in information which enables them to asses the ability of the enterprise to pay dividends. [1 mark]

(ii)
Employees [1 mark]

Employees and their respective groups are interested in information about the stability and profitability of their employers. They are also interested in information which enables them to assess the ability of the enterprise to provide remuneration, retirement benefits and employment opportunities. [1 mark]

(iii)
Lenders [1 mark]

Lenders are interested in information that enables them to determine whether their loans, and the interest attaching to them, will be paid when due. [1 mark]

(iv)
Suppliers and other trade creditors [1 mark]

Suppliers and other creditors are interested in information that enables them to determine whether amounts owing to them will be paid when due. Trade creditors are likely to be interested in an enterprise over a shorter period than lenders unless they are dependent upon the continuation of the enterprise as a major customer. [1 mark]

(v)
Customers [1 mark]

Customers have an interest in information about the continuance of an enterprise, especially when they have a long-term involvement with, or are dependent on, the enterprise. [1 mark]

(vi)
Governments and their agencies [1 mark]

Governments and their agencies are interested in the allocation of resources and, therefore, the activities of enterprises. They also require information in order to regulate the activities of enterprises, determine taxation policies and as basis for national income and similar statistics. [1 mark]

(vii)
Public [1 mark]

Enterprises affect members of the public in a variety of ways. For example, enterprises may make a substantial contribution to the local economy in many ways including the number of people they employ and their patronage of local suppliers. Financial statements may assist the public by providing information about the trends and recent developments in the prosperity of the enterprise and the range of its activities. [1 mark]

(c)
The two underlying assumptions in the preparation of financial statements are accrual basis and going concern.

(i)
Accrual basis [1 mark]

Under this basis, the effects of transactions and other events are recognized when they occur (and not as cash or its equivalent is received or paid) and they are recorded in the accounting records and reported in the financial statements of the periods to which they relate. Financial statements prepared on the accrual basis inform users not only of past transactions involving the payment and receipt of cash but also of obligations to pay cash in the future and of resources that represent cash to be received in the future. Hence, they provide the type of information about past transactions and other events that is most useful to users in making economic decisions. [1 mark]

(ii)
Going concern [1 mark]

Financial statements are normally prepared on the assumption that an enterprise is a going concern and will continue in operation for the foreseeable future. Hence, it is assumed that the enterprise has neither the intention nor the need to liquidate or curtail materially the scale of its operations; if such an intention or need exists, the financial statements may have to be prepared on a different basis and, if so, the basis used is disclosed. [1 mark]

(d)
Four principal qualitative characteristics of financial statements are:

(i)
Understandability; [1 mark]

(ii)
Relevance; [1 mark]

(iii)
Reliability; and [1 mark]

(iv)
Comparability. [1 mark]

Answer – Exercise 2

(a)
A complete set of financial statements normally includes a balance sheet, [1 mark] a profit and loss account, [1 mark] a cash flow statement, [1 mark] and those notes and other statements (e.g. statement of changes in equity) and explanatory materials that are an integral part of the financial statements. [1 mark]

(b)
The primary objective of the financial statements is to provide information that is useful to users for the purpose of assessing the financial position [1 mark] at a particular point in time and the performance [1 mark] and cash flows of an enterprise during a specified period of time and the stewardship of management [1 mark] during that period.

(c)

(i)
Understandability

An essential quality of the information provided in financial statements is that it is readily understandable by users. For this purpose, users are assumed to have a reasonable knowledge of business and economic activities and accounting and a willingness to study the information with reasonable diligence. [1 mark] However, information about complex matters that should be included in the financial statements because of its relevance to the economic decision-making needs of users should not be excluded on the grounds that it may be too difficult for certain users to understand. [1 mark]

(ii)
Relevance

To be useful, information must be relevant to the decision-making needs of users. [1 mark] Information has the quality of relevance when it helps users to evaluate past, present or future events, or confirms, or corrects, past evaluations. [1 mark]

(iii)
Reliability

Information has the quality of reliability when it is free from material error and bias [1 mark] and can be depended upon to represent faithfully that which it either purports to represent or could reasonably be expected to represent. [1 mark]

(iv)
Comparability

Users should be able to compare the financial statements of an enterprise through time in order to identify trends in its financial position and performance. Users should also be able to compare the financial statements of different enterprises in order to evaluate their relative financial position, performance and cash flows. [1 mark] Hence, the measurement and display of the financial effect of like transactions and other events should be carried out in a consistent way throughout an enterprise and over time for that enterprise and in a consistent way for different enterprises. [1 mark]

(d)

(i)
Assets are resources controlled by the enterprise [1 mark] as a result of past events and from which future economic benefits are expected to flow to the enterprise. [1 mark]

(ii)
Liabilities are present obligations of the enterprise arising from past events, [1 mark] the settlement of which is expected to result in an outflow from the enterprise of resources embodying economic benefits. [1 mark]

(iii)
Equity is the residual interest in the assets of the enterprise after deducting all its liabilities. [2 marks]

(e)

(i)
Income is an increase in economic benefits during the accounting period in the form of inflows or enhancements of assets or decreases of liabilities that result in increases in equity, other than those relating to contributions from equity participants. [2 marks]

(ii)
Expenses are decreases in economic benefits during the accounting period in the form of outflows or the depletion of assets or incurring of liabilities that result in decreases in equity, except when they relate to distribution to equity participants. [2 marks]
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