ETHICS – EXAMPLE 9 (ANSWER)


[bookmark: _GoBack]Showing a loan as cash is misleading. The Statement of Principles says that financial statements should have certain 
characteristics:
(a) understandability
(b) relevance
(c) reliability
(d) comparability

These concepts would preclude the showing of directors’ loans in cash. Such information needs separate disclosure as it is relevant to users as it shows the nature of the practices carried out by the company. Reliability requires information to be free from bias and faithfully represent transactions. Comparability is not possible if transactions are not correctly classified.

Directors are responsible for the statutory financial statements and if they believe that they are not complying with FRS, they should take all steps to ensure that the error or irregularity is rectified. Every director will be deemed to have knowledge of the content of the financial statements. In the UK, loans to directors must be approved by the shareholders. Directors have a responsibility to act honestly and ethically and not be motivated by personal interest and gain. 

A loan of this nature could create a conflict of interest as the directors’ personal interests may interfere or conflict with those of the company’s. The accurate and full recording of business activities is essential to fulfil the financial and legal obligations of a director as is the efficient use of corporate assets. The loan to a director conflicts with the latter principle.

