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Introduction: Introducing Higher Accounting

INTRODUCTION
INTRODUCING HIGHER ACCOUNTING
Accounting is often defined as ‘the language of business’. Accountants aim to collect, classify,
organise, analyse, present and communicate financial information to the owners of a business
and other interested parties.

TYPES OF ACCOUNTING
Financial accounting focuses on presenting general-purpose financial statements
(Income Statements and Statements of Financial Position) mainly for use by stakeholders
outside of the business. These financial statements must be prepared in line with
Statements of Standard Accounting Practice.
Management accounting involves providing the management of a business with the
information they need to keep the business ‘financially healthy’. This information is not
normally distributed outside of the business. Much of this information will be based
on estimates and projections based on various assumptions. Examples include the
preparation of production budgets and estimating the selling price for quoting new jobs.
Today, many of the recording, organising and presenting aspects of accounting have been
automated as a result of the advances in computer technology.
This Higher Study Guide will help you to understand and interpret both financial and
management accounting information and will equip you with the necessary skills to
undertake a range of accounting tasks. It will also help you to develop and apply skills for
learning, skills for work and skills for life.

HIGHER COURSE CONTENT
The Higher course contains two main units of study:

Preparing financial accounting information (Higher)
This unit will focus on the role of financial accounting. Financial accounting is concerned
with reporting on the past, chiefly for the benefit of the business owners, trade
payables and potential investors. In this unit, you will develop the skills, knowledge and
understanding to prepare financial statements (Income Statements and Statements of
Financial Position) for a range of business organisations including partnerships, private
and public limited companies and manufacturing organisations. You will also develop
the accounting skills relating to the interpretation and analysis of financial information
to enable you to report on an organisation’s current financial position using investment
ratios. A study of investment appraisal will also enable you to compare investment
options available to a business and to offer financial advice based on accounting data.
This unit will also highlight the importance of International Accounting Standards as well
as key accounting concepts and conventions.

Preparing management accounting information (Higher)
Management accounting is concerned with the future and seeks to provide internal
management with the accounting information it needs to run the business on a dayto-day basis. In this unit, you will develop the skills, knowledge and understanding to
carry out a range of costing techniques including overhead analysis, job costing, process
costing, service costing and the preparation of budgets. You will gain an understanding
of the impact that management accounting has on making decisions about the planning,
control and future success of a business organisation. In particular, you will consider
how a business can make decisions that will maximise profits under conditions of a
limiting factor.
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COURSE ASSESSMENT
Internal assessment
Each of the two units above will have a formal unit assessment. Unit assessments will
require you to prepare accounting statements as well as to be able to apply knowledge
and understanding of key accounting concepts. All internal unit assessments will be
undertaken in accordance with SQA assessment specifications. All unit assessments will
be marked as a pass or a fail and will be subject to external verification by the SQA.

External assessment: question paper
The question paper will have 100 marks, and you will be expected to attempt all questions.
This will be an end-of-course examination paper set by the SQA. The examination paper
has two sections:

•

Section 1 tends to be made up of one 40-mark question testing computational and
theoretical skills.

•

Section 2 is worth 60 marks and tends to contain a larger number of smaller
computational and theoretical questions.

The question paper will be a closed-book assessment, and you will not know in advance
what areas of the course content will be assessed.

External assessment: assignment
The assignment will have 50 marks. It will require you to work through a series of
integrated tasks to prepare accounting information and financial statements. You will
also be required to use accounting information to aid decision-making, to analyse an
organisation’s financial position or to make recommendations for the future.
Topics within the assignment can come from any areas outlined in the course
specification; and one task will be required to be completed using spreadsheet software.
You will be required to make use of complex spreadsheet formulae such as conditional
formatting, for example IF statements.
To ensure you are well prepared for both the question paper and the assignment, tasks in
this Study Guide should be completed manually and using spreadsheet software.
The assignment will be completed within presenting centres, but marked externally by
the SQA.

HOW THIS BOOK CAN HELP YOU
This Study Guide (supported by the Digital Zone) explains clearly and precisely all the
financial and management accounting concepts you need to know and understand to
pass the internal and external elements of the Higher Accounting course. It also has a
wide range of challenging tasks and activities which provide you with the opportunity to
develop your accounting skills.
The Study Guide will also ensure that the following generic skills for learning, life and
work are fully developed:
Numeracy

ICT

Decision-making

Presentation

Analysing

Evaluating

Thinking

Employability

Enterprise

Analytical

To gain an overall award in
Higher Grade Accounting,
you must secure a pass
in all of the units as
well as the external
course assessment.

Go to the Digital Zone
to find out more
about International
Accounting Standards.

International Accounting Standards (IAS)
Adoption of International Accounting Standards (IAS) requires a change in the
terminology used in the preparation of the final accounts of business organisations.
This Study Guide makes use of International Accounting Standards (IAS)
terminology throughout.
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Preparing financial accounting information: Equity, profits and debentures

PREPARING FINANCIAL ACCOUNTING INFORMATION

EQUITY, PROFITS AND DEBENTURES
EQUITY
Equity for a public limited company is raised by selling shares to the public. There are two
main types of shareholders:
There are two main
types of shareholder:
preference shareholder and
ordinary shareholder.

Shareholders own a plc,
and a board of directors
manages the plc on a dayto-day basis on behalf
of shareholders.

1. Preference shareholders

2. Ordinary shareholders.

Preference shareholders have first claim on any profit made by the company. The
drawback is that these shares carry a fixed rate of interest, usually quite low – about 4–5%.
These shares are attractive to investors who are not keen on taking risks. Such investors
have no voting rights at annual general meetings (AGMs) and so have no real say in the
running of the company. However, if a plc is wound up, preference shareholders will have
priority on receiving their shareholding (equity) compared with ordinary shareholders.
Ordinary shareholders are the most common type. These shares have no fixed rate
of dividend, and the shareholders receive an equal share of any remaining profit after
preference shareholders have received their dividend. If a company has a particularly
good year, then a dividend of (for example) 10% could be declared to the ordinary
shareholders. This type of share is often favoured by those investors who are
willing to take a risk in order to achieve higher returns on their investment
in the business. Unlike preference shareholders, ordinary shareholders have
voting rights and so can influence the behaviour of the board of directors.
A public limited company is therefore
owned collectively by the shareholders,
and a board of directors is appointed to
represent the shareholders and to oversee
the management of the company on
behalf of the many shareholders. This
is often referred to as the stewardship
function.

Shareholders’ meeting

4. Shares of a public limited company are
transferable and are bought and sold on the
stock market

4. Transfer of share ownership may only take
place with agreement of other shareholders –
so control of the company cannot be lost

5. A plc is not affected by the death of a
shareholder – a plc will continue to exist even
if its shareholders change

5. Shares are not available for sale to the public on
the stock market, and additional shares can only
be sold with agreement of existing shareholders

6. A plc is regulated by law and must publish its
annual accounts

6. Small and medium-sized companies are not
required to publish final accounts

7. Large amounts of equity can be raised as shares 7. There is no requirement to hold an annual
and sold on the stock exchange to the public
general meeting
8. A minimum of £50,000 share equity is
required to form a plc

8. There are no minimum or maximum share
equity requirements

9. Outsiders can take over ownership of the plc
if they can purchase 50% of the shares

9. Growth may be limited because maximum
shareholders allowed is only 50

10. A plc will pay corporation tax on profits

10. Shareholders will receive dividends on their
share equity

PROFITS
Once a company has paid all expenses, the directors decide on how much to declare as
a dividend.
Although preference shareholders have prior claim on any profits, the directors may decide
not to issue a dividend that year. Some companies may have cumulative preference shares,
which means that investors can claim back any unpaid dividend from previous years.
Once the preference shareholders have been paid, the dividend is declared, approved and
paid to the ordinary shareholders.
Not all profit is paid out every year. Most companies will keep some back for a reserve
(unappropriated profit), and this could be used, for example, to replace worn-out
machinery. Sometimes profits may also be kept back to pay shareholders a dividend in
another year when profits are expected to be poor.

When applying to form a company, the founders
must state what they consider to be the desirable
sum for equity. If this is approved by the Department
of Trade and Industry, it becomes the authorised equity.

DEBENTURES

Share premium
A share may have a nominal value (or face value) of £1. If the company has very good
prospects, and previous enterprises run by the same directors have been successful, the
shares may be issued at a premium. This is a little extra: for example, a £1 share may be
sold for £1.50, i.e. a premium of 50p.
The collective premium on shares is recorded in a share premium account, and this is
shown in the reserves section of the Statement of Financial Position.
Characteristics of a Public Limited Company

Characteristics of a Private Limited Company

1. Public limited companies are owned
by shareholders and run by an elected
board of directors

1. Private limited companies are usually smaller
than a plc and are family-run businesses

2. Shareholders have limited liability: liability is
limited to the value of their shares

2. Shareholder liability is limited to the value of
their shares, and personal assets cannot be
seized by creditors (trade payables)

3. There is a minimum of 7 shareholders/
members and a limitless number of
shareholders/members

3. A minimum of 2 shareholders are required
to form a private limited company; the
maximum number of shareholders is 50

contd

A company can raise finance over and above selling shares by selling (issuing)
debentures. A debenture is a loan to the company, and debenture holders are in no way
shareholders. They have no vote or say in the running of the company. They are secured
creditors, which means if the company goes bust they may seize assets from the company
and sell them to get their money back. Debentures carry an annual fixed rate of interest
which must be paid before any dividend is given to shareholders. At the end of the loan
period, the value of the debenture must be repaid in full.

Head to
www.brightredbooks.net
for some extension material
on debentures.

Test yourself on preparing
financial accounting
information online at
www.brightredbooks.net

Specimen exam-style questions:
1.
2.
3.
4.
5.
6.
7.

Describe the main differences between a preference share and an ordinary share.
Explain what is meant by the stewardship function.
Describe three characteristics of a public limited company.
Explain the meaning of a share premium.
Describe three characteristics of a private limited company.
Outline one reason why a company may retain some profit within the business.
Describe what is meant by a debenture.

Board of directors
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Preparing management accounting information: Budgeting and budgetary control: sales budgets

PREPARING MANAGEMENT ACCOUNTING INFORMATION

BUDGETING AND BUDGETARY CONTROL:
SALES BUDGETS

3. Participation/motivation
By actively involving managers at all stages of the hierarchy, the process of budgeting
brings the different levels closer together. The junior members feel that they have a
say in the running of the organisation, and this leads to increased job satisfaction and
consequently productivity.

When a plan is expressed quantitatively, it is known
as a budget; and the process of converting plans into
budgets is known as budgeting.

TYPES OF BUDGET
There are three main types of budget:
1. Sales budget

2. Production budget

3. Cash budget.

The sales budget

BUDGETS AND PEOPLE
Budgets should not become
a straitjacket!

The three main budgets are:
1. Sales
2. Production
3. Cash.

Probably in no other part of accounting is there a greater need for understanding other
people than in the process of budgeting. Budgets are prepared to try to guide the firm
towards its objectives. There is no doubt that some budgets that are drawn up are even
more harmful to a firm than if no budget was drawn up at all.
Budgets are drawn up for control purposes, that is, an attempt to control the direction
that the firm is taking. Many people, however, look upon budgets not as a guide but as a
‘straitjacket’. The following are undesirable actions that can result from people regarding
budgets as a straitjacket rather than a guide.

•	The sales manager refuses to let a salesperson go to Sweden in response
to an urgent and unexpected request from a Swedish firm. The reason –
the overseas sales expenses budget has already been spent. The result
– the most profitable order that the firm would have received for many
years is taken up instead by another firm.

•	The works manager turns down requests for overtime work because the

budgeted overtime has already been exceeded. The result – the job is not
completed on time, and the firm has to pay a large sum under a penalty
clause in the contract for the job, which stated that if the job was not
finished by a certain date then a penalty of £20,000 would become payable.

The sales budget is usually the first budget to be prepared, because the sales quantities
often affect the preparation of the other budgets. To prepare the sales budget, you will
need the following information:

•
•
•

The closing inventory for
one month becomes the
opening inventory for the
next month.

Opening inventory (units)
Production units for each month
Closing inventory (units).

You may only be provided with details of the opening or closing inventory. However, it
is important to remember that the closing inventory for one month will be the opening
inventory for the next month.

Remember you can access
the SQA past papers online
to practise answering exam
questions. Follow the link at
www.brightredbooks.net

Example:
Sales budget
Sales budget for January to June Year 2
Jan
Opening inventory
30
Add purchases
400
430
Less closing inventory
40
Sales
390

Feb
40
400
440
45
395

Mar
45
450
495
45
450

Apr
45
450
495
50
445

May
50
500
550
55
495

Jun
55
550
605
60
545

Test yourself on
preparing budgets at
www.brightredbooks.net

BUDGETS AND PROFIT PLANNING
Budgeting is probably accountancy’s major contribution to business management.
The main objectives of
budgeting are:
1. Planning
2. Control
3. Participation
and motivation.

The main objectives of budgets:

1. Planning
This means a properly coordinated and comprehensive plan for the whole business.
Each part of the plan must interlock with the other parts. Left to their own devices,
department managers may make decisions about the future which are incompatible or
even in conflict with other departments. For example, Sales Dept may be planning to
extend the credit period in order to stimulate sales to a point beyond the bank overdraft
arrangements. Budgeting helps to avoid such conflicts by encouraging managers
to consider how their plans affect other departments and how the plans of other
departments affect them. This also leads to better communication between departments.

1. From the information alongside, prepare the
sales budget for the 6-month period July–
December Year 2 for Smiths Ltd.
Hint: The opening inventory for August must have
been the closing inventory for July.
2. From the information alongside, prepare the
sales budget for the 6-month period July–
December Year 2 for Young’s plc.
3. From the following information, prepare the
sales budget for Scott’s plc for the 6-month
period January–June for Year 1.

2. Control
Just because a plan is set down on paper does not mean that the plan will carry itself
out. Control is exercised via the budgets, thus the name ‘budgetary control’. To do this
means that the responsibility of the managers and budgets must be so linked that the
responsible manager is given a guide to help him/her produce certain desired results,
and the actual achieved results can be compared against the expected, that is, actual
compared with budget.

Production
Opening inventory

Year 2
Production
Opening inventory

Year 3

Jul

Aug

Sep

Oct

Nov

Dec

Jan

5,000

2,300

4,500

6,000

3,900

4,200

6,000

250

450

600

350

420

500

650

Year 2
Production
Opening inventory

Year 3

Jul

Aug

Sep

Oct

Nov

Dec

Jan

6,000

3,500

5,200

8,000

5,600

6,300

7,600

255

550

700

450

580

700

620

Jan

Feb

Mar

Apr

May

Jun

Jul

18,000

16,500

18,450

21,550

14,800

15,600

16,750

2,000

1,500

1,820

1,400

1,500

1,820

2,250

contd
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PREPARING MANAGEMENT ACCOUNTING INFORMATION

DECISION-MAKING: CONTRIBUTION
ANALYSIS 2
Fixed costs do not vary with
the level of production –
they vary with time.

Solution:
First, we need to work out exactly how much profit or loss the company is making.
No. of units produced per year

The main aims of business
include profit maximisation,
growth and survival.

Robots

Pets

10,000

10,000

10,000

£

£

£

THE IMPORTANCE OF CONTRIBUTION ANALYSIS

Sales

300,000

100,000

380,000

Variable costs

200,000

50,000

180,000

Given that the main aims of business include profit maximisation, survival and growth,
it is essential that these outcomes are planned for and not left to chance. Companies can
plan for changes in circumstances, market conditions or availability and prices of raw
materials, as well as shortages of raw materials, labour or machine time.

Contribution

100,000

50,000

200,000

It is vital that detailed records are kept regarding sales, demand and costs of production
in order that any decisions made are accurate. This information can be historical data
based on actual performance, or projected data based on market conditions and research.
The main aim in contribution
analysis is to aid decisionmaking.

Cars

Examples of the decisions that are normally based on analysis of variable costs and
contribution include:

•
•
•
•

100,000

Profit/loss

250,000

Under the current proposal, production of robots would be halted, since they are showing the lowest
contribution.
Second, we need to work out what change in profits that would bring about for the company.
Cars

Robots

Pets

10,000

0

10,000

the decision to close an unprofitable department or halt production of a product

£

£

£

Sales

300,000

0

380,000

the decision to alter the product mix due to a limiting factor

Variable costs

200,000

0

180,000

the decision to accept or reject a special order

Contribution

100,000

0

200,000

Example – Decision to halt production of a product or close a department, branch
or factory (or not)
Companies are always looking at the profitability of products, departments or even branches, and will
not continue to invest in areas of the business that do not look as though they are financially viable.
However, the right course of action is not always obvious, and an analysis of the contribution can
make the management think again.

350,000

Fixed costs

No. of units produced per year

the decision to make or buy a product or component.

Total

Total

300,000

Fixed costs

100,000

Profit/loss

200,000

Any decrease in
contribution will result in
a proportionate decrease
in profit.

The overall profit for the company has decreased by £50,000. This is because the sales of robots
were contributing £50,000 towards the fixed costs of the company. Closing down production of the
robots means that overall contribution has decreased to £300,000 – and, since fixed costs have
remained the same, there has been a corresponding drop in profits of £50,000. Therefore closing
down the production of robots would not be a good idea unless we could find something else more
profitable to invest in.

1. Outline two of the main aims of business where contribution analysis could be useful.
2. Describe two examples of the decisions that are normally based on analysis of
variable costs and contribution.

Head to
www.brightredbooks.net
for further exercises on
decision-making.

3. Explain what is meant by the statement ‘Fixed costs do not vary with the level of
production – they vary with time’.
4. Describe the main aim of contribution analysis.
5. Explain why a company would continue to invest in a product that is making a
total loss.

Test yourself on
decision-making at
www.brightredbooks.net

Norcroft Electronics make three products – electronic cars, robots and pets. They are considering
halting production of the toy that shows the least profit. The data relating to each toy is as follows:
No. of units produced per year

Cars

Robots

Pets

10,000

10,000

10,000

£

£

£

Unit selling price

30

10

38

Variable cost per unit

20

5

18

Fixed costs for the year are £100,000.
Calculate the effect this would have on the total profit for the year, and advise Norcroft plc whether
or not they should halt production.

contd
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