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Purpose of the course
The purpose of this course is to provide students with a basic understanding of financial accounting principles, concepts and practices. It aims to equip students with the knowledge and skills necessary to analyse and interpret financial statements, make informed financial decisions, and communicate financial information effectively in a managerial context.
Expected Learning Outcomes
Upon completion of this course, students should be able to;
i. Demonstrate an understanding of financial accounting principles, standards, and regulations.
ii. Analyse and interpret financial statements to assess the financial performance and position of an organisation.
iii. Apply financial accounting techniques to make informed financial decisions in a
           managerial context.
iv. Communicate financial analysis results effectively to stakeholders using appropriate methods and tools.




	COURSE CONTENT 
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	[bookmark: _Toc178685067]MODULE 1:  Introduction to financial accounting 


 INSTRUCTIONAL HOURS: 4 Module Overview
In this module, you will learn about the meaning and objectives of accounting, accounting as a source of information, the internal and external users of accounting information and the different fields/specializations in accounting.
[bookmark: _Toc178685068] Learning Outcomes
At the end of this module, you will be able to:
1. Explain the nature and need of accounting as a source of information[image: ] for decision making
2. Identify the various users of accounting information and why they would be interested in the accounting information
3. Describe the different fields of accounting 
4. Demonstrate an understanding the basic stages involved in the accounting process
[bookmark: _Toc178685069]    Learning Activities/Task List
1. Watch Lecture Video[image: Shape

Description automatically generated with low confidence]
2. [bookmark: _Hlk176261480]Review power presentation PDF
3. Watch lecture related videos
4. Complete participation assignment:  Quiz 1
5. Complete personal introduction video

[bookmark: _heading=h.bk3abhwf9wij][bookmark: _Toc178685070]INSTRUCTIONAL MATERIALS & LEARNING ACTIVITIES 


Introduction to Accounting




Task 1
Watch video about What is Accounting? By 365 Careers to get an overview of what accounting is, why we need it and the types of accounting that are there. 
Click on the link below to access the lecture video
https://www.youtube.com/watch?v=ABjCVTBnO_U   
Task 2                   
After you watch the video
Read the following lecture notes and respond to task 3
1.1 Definition of Accounting
Here, you are going to learn about the various definitions explaining accounting and the objectives of accounting as a practice in business enterprises.

Definition [1] 
The American institute of public accountancy [1961] defines accountancy as the act of recording, classifying and summarizing in a significant manner and in terms of money transactions and events which are in part of at least of a financial character and interpreting the result thereof

Definition [2] 
The Accounting Standards Board [1991] on the other hand defined accounting as the provision of information about the financial position, performance and financial adaptability of an enterprise that is useful to a wide range of potential users in making economic decisions

Definition (3)
Professor N. D. Nzomo in his book [Manual basic accounting] defines accounting as the art and science of recording transactions, processing the recorded transaction into a comprehensible form and communicating the information to interested parties

Common features in the definitions
[1] Accounting involves recording, classifying and summarizing in a significant manner transactions and events in an organization
[2] Accounting provides information about financial position, performance and financial adaptability of an organization that is useful to a wide range of potential users in making economic decisions 
[3] Accounting is a social science; it therefore leads itself easily to its analysis as information system
	It therefore has the attributes of a system;
	- It has a basic quality which is to provide information 
	- It has clear and well-defined elements in the form of people and equipment
	- It has the typical activities of a system i.e., Input, Process and Output

1.2 Functions/Objectives of Accounting

· Accounting plays a dynamic role in the success of any business entity
· Every business enterprise is treated as a separate unit from its owners for accounting purposes
· Accounting principles are applied by all business enterprises in achieving their objectives. 
The main functions of accounting are as follows:
(i) Ascertainment of profit and loss 
Accurate and complete accounting of transaction is essential because this information will be helpful to determine whether there was profit or loss in any trading period
(ii) Facilitation of credit transactions
- When goods are purchased from a supplier on credit, then this supplier is known as a creditor
- Similarly, when goods are sold to a customer on credit, then the customer is known as a debtor  
- Accounting records facilitate the credit transactions because these records help determine the amount due to creditors and those from debtors as at a given period time
(iii) Assessment of tax
Tax can be classified as income tax, corporate tax, custom duty, Value added tax etc.
- For accurate assessment of tax due at any given time, accounting records must be properly kept
iv) Evaluation of assets and liabilities
	- Assets are the possessions of the business 
	- Liabilities are those debts which are owed to other persons by the business 
- A statement of assets and liabilities can be prepared as at any particular date known as a balance sheet date 
- Balance sheet is normally required when an enterprise is seeking loan facility 
- Prospective investors or buyers need a balance sheet for the enterprise before making any decision about the enterprise
(v) A tool for Planning and control 
- For further expansion of any business, a business enterprise can formulate its plans on the basis of present and past achievements 
- Accounting records can provide sufficient data relating to sales, profits, investments, for making decisions about future programs 
1.3 Fields of Accounting
To meet the required needs of users of accounting information, accounting has developed specialization and sub-specializations
These can be divided into specialized fields each with its own area of expertise, responsibility as well as educational requirements
The following are the main fields of accounting with their nature:
· Financial accounting - This is the field that involves the process of recording financial activities of the business and reporting summarized information to its users
· Management accounting -A specialization that deals with the development of information to be used specifically by the management in discharging its managerial functions
· Tax accounting -Deals with the process of establishing tax liability and tax returns of an accounting entity
· Auditing - Deals with the process of ensuring that the accounting statements or reports reflect a true and fair view of the results of operations and financial position of an accounting entity
· Fund accounting - Deals with accounting for non-profit making entities e.g., public sector accounting, accounting for charitable organizations and social welfare entities 
· Accounting systems -The field that designs and implements the system of record keeping, electronic data processing and management advisory services
· Social accounting - Measures the impact of business or governmental agent’s decisions on the public sector. It measures how funds being spent for the good of the general public and for the benefit the greatest number of people
TASK 3

[image: ]

[bookmark: _Toc178685071]MASTERY EXERCISE  

Identify the order of five key processes in accounting practice.
Ans Rubrics: Accounting is a process that involves: 1. Recording, 2. Classification, 3. Summarization, 4. Reporting 5. Interpretation of financial statements

Task 4


Attempt the following multiply choice questions

1. The activities of selecting, processing and reporting the information can be described as
(a) Book-keeping
(b) Accounting
(c) Auditing
(d) Costing

[bookmark: _Hlk178686450]Answer – (b)

2. The complete process of accounting is called
(a) Journalizing
(b) Posting
(c) Accounting cycle
(d) Business cycle

Answer – (c)

3. Which is the last step of accounting as a process?

(a) Recording of data in the books of accounts
(b) Preparation of financial statements
(c) Summarization of accounting data
(d) Classification of accounting data

[bookmark: _Hlk178686567]Answer – (b)

4. The art of measuring, communicating, and interpreting financial activities is called
(a) Management accounting
(b) Cost accounting
(c) Financial accounting
(d) All of the above

Answer – (d)

5. The financial information provided by an accounting system is needed by:
(a) Owners
(b) Creditors
(c) Management
(d) All of the above

Answer – (d)
(1 mark for each correct answer Total 5 marks)

Task 5


Post a discussion to the forum on the following question 
What is the importance of accounting as a practice?
After you post your comment respond to at least one of your peer’s comments


						
Reading Material - Notes





          
[image: Shape
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[bookmark: _Toc178685073]END OF MODULE SELF ASSESSMENT 

[bookmark: _Hlk178766860]Use the following question to reflect on this module.
1) Define accounting, explain the main steps in the accounting process.
2) Explain the importance of accounting to business organizations.  
3) Identify different users of accounting report and why each would be interested in the reports.
4) Distinguish between the different fields of accounting  


[bookmark: _heading=h.jstleso7zl1t]
 
	TAKE HOME MESSAGE/SELF REFLECTION


1. Accounting is a continuous process. 
2. The main purpose of accounting is to provide information for decision making by various users.  
3. There are different fields of accounting each with its intended duties and responsibilities 

[bookmark: _Toc178685076]             WHAT’S NEXT?

In this module, you have learned about introduction to accounting, the objectives, users and different field of accounting. In the next module, you are going to learn more about management and cost accounting, there importance to businesses, and how probably they are applied in management decision making. 








	MODULE 2:  COST AND MANAGEMENT ACCOUNTING 


 INSTRUCTIONAL HOURS: 4 Module Overview
In this module, you will learn about the meaning, the objectives, the role of cost accounting and management accounting information in decision making process by management. The main differences between management accounting and financial accounting will also be outlined.
 LEARNING OUTCOMES
At the end of this module, you will be able to:
1. Explain the meaning and the need of management accounting [image: ]in decision making
2. Discuss the objectives and the role of management accounting in organizations
3. Explain the main differences between financial accounting and management accounting
4. Analyze the uses of management accounting information in decision making
    LEARNING ACTIVITIES/TASK LIST
1. Watch Lecture Video[image: Shape

Description automatically generated with low confidence]
2. Review power presentation PDF
3. Watch lecture related videos
4. Complete participation assignment
5. Complete personal introduction video
6. Review concept assignment 

INSTRUCTIONAL MATERIALS & LEARNING ACTIVITIES 


2.0 Cost and Management Accounting
Task 1
To review power presentation below. You are going to learn about the following areas about cost and management accounting:
2.1 Definition of cost accounting and management accounting
2.2 Objectives and role of management accounting information
2.3 Differences between financial accounting and management accounting

Definition of cost accounting and Management accounting
· Cost accounting is a method of managerial accounting which aims to capture the total production cost of a business by measuring the variable costs of each production phase as well as fixed costs. It involves assigning costs to cost objects that can include a company's products, services, and any business activities
· Management accounting is the accounting specialization that deals with the development of information to be used specifically by the entity's management in discharging its managerial functions
· It utilizes the techniques of both budgeting and cost accounting
· Budgeting is the process of evaluating what has taken place and preparing plans and goals for the future 
· Cost accounting is the process of determining the cost of each product or service of a business
· It also involves evaluating of the profitability of each product or service and making recommendations for cost controls 
· Management accounting draws its data from financial and cost accounting systems
· It uses all available information in order to advise management on matters such as cost control, pricing, investments decisions and planning


Purpose of management accounting
· MA information is one used by internal users that facilitates the improvement and perfection of the business systems
· It aids in the choice of strategy, how to communicate the chosen strategy and how best to implement that chosen strategy
· It is useful in aiding the design, production and making of products or services
· MA information is required by management for purposes such as; 
	- Formulation of policies 
	- Planning and controlling activities of the enterprise 
	- Decision making on alternative causes of action 
	- Disclosure to those external to the entity [shareholders and 	others]
	- Disclosure to employees and Safeguarding assets of the 	business


Objectives of management accounting

1. Planning - All organizations should plan ahead in order that they can set objectives and decide how they should meet them. Planning can be short or long term and it is the role of management accounting systems to provide information for what to sell, where and at what price. Management accounting is also central to the budgeting process of any organization
2. Controlling - Production of the company’s internal accounts and its management accounts enables the firm to concentrate on achieving its objectives by identifying which areas are performing and which ones are not. The use of management by exception reports enables control to be exercised where it is most useful
3. Organization - There is a direct relationship between the organization structure and the management accounting system
It is difficult to determine which has the greater effect on the other but it is necessary that the management accounting system should produce the right information at the right cost and at the right time and the organizational structure should be such that immediate use is made of it
4. Communicating - The existence of budgetary and management accounting system is an important part of communication process
Plans are outlined to managers so that they are fully aware of what is required of them and the management accounts tell them whether or not the desired results are being achieved. Plans such as budgets make users remain focused in their activities. They therefore guide the managers to execute their duties
5. Motivating – Targets included in any system should be set at such a level that managers and people who work for them are motivated to achieve them. Management accounting works towards achieving this.
Differences Between Financial Accounting (FA) and Management Accounting (MA)

The difference between the two is based on their nature and purpose. The following are some of the explanations of differences between the two:

1. Legal requirements - Legal provisions of MA is not critical and regularity depends on the user needs. FA is highly standardized and report are done at year end.
2. Focus - FA focuses on the entire organization while MA focuses on a unit or segment in an organization e.g., information on production basis
3. Role of [GAAP] General Accepted Accounting Principles. FA is for comparison, consistence and understandability, verifiability and audibility. MA values more of relevance than audibility
4. FA focus is on historical data while MA focus is on the future
5. MA provides data for internal use while FA provides data for external use
6. MA emphasizes the relevance and flexibility of data while FA emphasizes on objectivity and verifiability
7. MA draws heavily from other disciplines while FA relies on its conceptual framework and regulations

Task 2


To enhance your understanding of financial and management accounting information application in decision making, you are required to watch the video on Introduction to Cost and Management Accounting, Accounting Step-by-Step by Mike Werner. Click on the link below to access the video.
 https://www.youtube.com/watch?v=5oSpcI3e4Dw  





TASK 3
After you watch the video link above, you are required to identify the basis of comparing financial accounting and management accounting as a practice.   Post your answer to the discussion forum and comment on at least one response from peers.








[image: Shape
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END OF MODULE ASSESSMENT 1.2

Use the following question to reflect on this module
  		1. What is cost and management accounting 
		2. Explain the importance of management accounting information 
3. Discuss the objectives of management accounting practice
4. Explain the differences between management accounting and cost accounting	




 
1. Financial Accounting is prepared to determine profitability and financial
position of a concern for a specific period of time

2. Cost Accounting is the formal accounting system setup for recording costs. It is a systematic procedure for determining the unit cost of output produced or service rendered
3. Management Accounting is concerned with presentation of accounting
information to the management for effective decision making and control
4. Financial accounting is highly regulated and standardized in its reporting. Management accounting is flexible and information is provided asper the user need
5. Financial accounting reports are for external use. Management accounting reports are for internal use by management

Are there any lessons you have learned out of this module that you can share to a colleague?





 

             WHAT’S NEXT?

In this module, you have learned about cost and management accounting and differences between financial accounting and management accounting. 
In Module 3, you are going to learn about the conceptualization of financial accounting practice 


















	[bookmark: _Hlk177054287]MODULE 3:  CONCEPTUAL FRAMEWORK UNDERLYING FINANCIAL ACCOUNTING 


 INSTRUCTIONAL HOURS: 4 Module Overview
In this module, you will learn about the meaning of conceptual framework underlying financial accounting, the objectives and the qualitative characteristics of financial accounting information 
 LEARNING OUTCOMES
At the end of this module, you will be able to:
1. Explain the meaning and importance of [image: ]conceptual framework of accounting
2. Explain the justification and the universality of conceptual framework of accounting
3. Discuss the qualitative characteristics of accounting information 
4. Demonstrate the application of various accounting concepts and principles in accounting practice
    LEARNING ACTIVITIES/TASK LIST
1. Watch Lecture Video[image: Shape

Description automatically generated with low confidence]
2. Review power presentation PDF
3. Watch lecture related videos
4. Complete participation assignment:  Quiz 1
5. Complete personal introduction video
6. Review concept assignment: Quiz 2

INSTRUCTIONAL MATERIALS & LEARNING ACTIVITIES 

3.0 Conceptual framework of accounting
Task 1 
Review power presentation. You are going to learn about the following aspects of the conceptual framework of accounting:
3.1 Meaning of conceptual framework of accounting
3.2 [bookmark: _Hlk176347990]Importance of conceptual framework of accounting
3.3 Universality of conceptual framework
3.4 Qualitative characteristics of accounting information 
3.5 Basic accounting concepts and principles

Meaning of conceptual framework of accounting
· Conceptual framework is like a constitution of accounting 
· It is a system of interrelated objectives and fundamentals that lead to the consistent standards and prescribe the nature and limits of both financial accounting process and financial reports
· A conceptual framework underlying financial accounting is created and developed on the basis of environmental factors, intuition, authority and acceptability

Importance of conceptual framework of accounting
·  It enables the development and issuance of a coherent set of standards and practices built upon the same organizations
· It increases financial statement user understanding of and confidence in the financial reporting
· It enhances comparability among financial statements of different companies 
· It provides a basis upon which similar transactions and events are similarly accounted for and reported
· It assists in the resolution of new and emerging practical problems by providing a frame of reference for resolving accounting issues
· It defines the bounds of judgment in the preparation of financial statements


Universality of Conceptual Framework

There is no single framework that is or can be universally accepted or totally relied upon in practice due to the following factors;
· The variety of users that financial statements serve is so wide that no one framework is likely to meet their needs
· The time and resources needed to develop universally agreed conceptual framework makes it impossible for professional bodies to continue with their programs
· Accounting conventions that underly financial reporting can’t be proved to be correct, they depend on conscience without con censors; there can’t be an agreed conceptual framework and may not be possible to achieve con censors on wide issues
· The development of an accounting standard may be influenced by factors other than a conceptual framework e.g., existing practices, political pressure and environmental factors

[image: ]

MASTERY EXERCISE  

Discuss the importance of conceptual framework underlying financial statements.

Task 2




Imagine of, the nature and regulation standards of the accounting practice. Do you think we can have a universally agreed framework of accounting?

1. Post your answers to the discussion forum
2. Comment on the responses of your peers

Your answers and comments shall be analyzed by the facilitator to assess your understanding of the concept

Task 3
Read the following slides and attempt task 4 that follows:

[bookmark: _Hlk177302629]Qualitative Characteristics of Accounting Information

· Qualitative characteristics of financial statements are the qualities that make the information provided in the financial statements useful to users for assessing the financial position, performance and financial adaptability of an organization
· Some qualitative characteristics relate to the content of the information contained in the financial statements while others relate to how that information is presented
·  The primary qualitative characteristics relating to the content are relevance and reliability 
· The primary qualitative characteristics relating to presentation are comparability and understandability

Qualities Relating to Information Content

1. Relevance of financial reports
· Information is relevant only when it can influence decisions of users, and is capable of making a difference in a decision
· If certain information is disregarded, because it is perceived to have no bearing on a decision, then that information is irrelevant to the decision
· Information is relevant when it helps users make predictions about the outcome of past, present and future events [Predictive value] or confirms or corrects prior expectations [feedback value]
· Example, when a company issues an interim report, this information is considered relevant because it provides a basis for forecasting annual earnings and provides feedback on past performance 

2. Reliability of financial reports 
· Financial information must also be reliable for it to be useful
· Information has quality of reliability if it is free from material error and bias and can be depended upon by users to represent faithfully that which it either purports to represent or could reasonably be expected to represent
· Information may be relevant but so unreliable in nature of representation, that its recognition may be potentially misleading 
· Example, if the validity and amount of claim for damages under legal action are disputed, it may be inappropriate for the enterprise to recognize the full amount of the claim in the balance sheet although it may be appropriate to disclose the amount and circumstances of the claim

The secondary qualities of reliability include;
· Faithful representation of information- no special interest
· Substance over form- how to record what and where
· Neutrality- should not be biased
· Prudence and completeness- justifiable information and verifiable so that it can be relied upon

Qualities Relating to Presentation of Information

3. Understandability
· An essential quality of the information provided in financial statements is that it is readily understandable by users
· Users are assumed to have a reasonable knowledge of the business, its economic activities and accounting policies and that they are willing to study the information with reasonable diligence
· Information about complex matters should be included in the financial statements because of its relevance to the economic decision-making needs of users
· Information should not be excluded, merely on the grounds that it may be too difficult for certain users to understand
4. Comparability 
Users must be able to compare financial statements of an enterprise through time in order to identify trends in its financial position and performance 
Users must also be able to compare the financial statements of different enterprises in order to evaluate their relative financial position, performance and changes in financial position of an entity

Hence, the measurement and display of financial effect of like transactions and other events must be carried out in a consistent way, throughout an enterprise and over time for that enterprise and in a consistent way for different enterprise

· Users must be informed of accounting policies employed in preparation of the financial statements
· Any changes in those policies and the effects of such changes must be disclosed
· Users need to be able to identify differences between the accounting policies for like transactions and other events used by same enterprise from period to period and by different enterprises 
· Compliance with accounting standards including disclosure of accounting policies used by enterprises helps to achieve comparability


Fundamental Concepts, Principles and Conventions Underlying Financial Statements

These rules are found in the International Accounting Standards (IAS), International Financial Reporting Standards (IFRS) and Generally Accepted Accounting Principles (GAAP)

Fundamental Accounting Concepts (Assumptions)

These are broad basic assumptions which underlay the period preparation of financial accounts of a business enterprise 

     1. The Going concern concept
This means that the enterprise is viewed as continuing in operation for the foreseeable future and the accounts should be prepared on the assumption that the organization has neither the intention nor necessity of liquidation or curtailing materially the scale of its operation
1. Accrual concept
This concept states that costs should be marched against revenues which are produced as a result of these costs. This means that if an expense has been paid in one financial period but the related revenue does not arise until a later date, the cost should be carried forward. Similarly, an expense which is incurred in one period should be charged against the profit of that period whether or not it has been paid for by the accounting date

2. Consistence concept
The accounting treatment of like items should be consistent within each accounting period and over successive periods e.g., depreciation – when an enterprise adopts one method of depreciation, it should apply it whenever the assets are depreciated

3. Prudence concept
Uncertainties inevitably surround many transactions and revenues and profits should be anticipated but recognized only when they are realized in the form of cash or other assets which can be treated as cash. Similarly, provisions should be made for all known liabilities at the end of the accounting period. The prudent concept is based on understatement and not misstatement which would be misleading and potentially harmful e.g., by creating hidden or secret reserves 
		
4. Entity concept
Matters which relate to private affairs of the proprietor should not be accounted for as though they were the responsibility of the entity. There should be a line between the business and the owners for accounting purposes
5. Historical cost concept
The fixed assets should be maintained in the books at their initially recorded costs and not market value. An allowed alternative treatment is to revalue the assets in accordance with provisions of the international accounting standards

Note: The list is not exhaustive. You read more of the concepts from the international accounting standard (IAS)
 
Accounting Policies

· These are the specific accounting bases selected and consistently followed by a business enterprise as being appropriate to its circumstances 
· Three considerations should govern the selection and application by management of the appropriate accounting policies and the preparation of the financial statements;
	(a)	Prudence concept- should assist management choose the right policy
(b)	Substance over form- transactions and other events should be 	accounted for and presented in accordance with their substance and financial reality and not merely with their legal form
(c)	Materiality- financial statements should disclose all items which are material enough to affect evaluations or decisions
[bookmark: _Hlk178785433][image: ]
[bookmark: _Hlk178760419]MASTERY EXERCISE  
Discuss the qualitative characteristics of accounting information

Task 4

Watch the video below on Conceptual Framework by Free ACCA SBR lecture,		
 to get a deeper understanding of the conceptual framework underlying financial statements and the application of some basic accounting concepts and principles. After you go through the video, you will be expected to do task 5 that follows:



https://www.youtube.com/watch?v=gbT2iX98rac 

Task 5
[bookmark: _Hlk178784750]


After you watch the video, you are required to attempt the following quiz.


Q1. What is the purpose of the Conceptual Framework? 
(a) To assist the International Accounting Standards Board to develop IFRS Standards.

(b) To assist preparers of IFRS financial statements to develop consistent accounting policies when no IFRS Standard applies to a particular transaction or other event, or when a Standard allows a choice of accounting policy.

(c) To assist all parties to understand and interpret IFRS Standards

(d)  All the above

Answer: (d)

Feedback
The purpose of the Conceptual Framework is multifaceted. Firstly, it assists the International Accounting Standards Board (IASB) in developing International Financial Reporting Standards (IFRS). Secondly, it aids preparers of IFRS financial statements in developing consistent accounting policies when no specific IFRS Standard applies or when a Standard allows for a choice of accounting policy. Lastly, it helps all stakeholders understand and interpret IFRS Standards, providing a foundational framework for financial reporting.

Q2.  Revision of the Conceptual Framework will automatically lead to changes in Standards that are inconsistent with the revised concepts.
(a) True
(b) False
Answer: (b) 
Feedback
Revision of the Conceptual Framework does not automatically lead to changes in Standards that are inconsistent with the revised concepts. While revisions to the Framework may prompt the International Accounting Standards Board (IASB) to review existing Standards, it does not mandate immediate changes. The IASB evaluates Standards on a case-by case basis, considering whether amendments are necessary to ensure consistency with the revised conceptual principles.
Q3. If an IFRS Standard sets out requirements that are inconsistent with the Conceptual Framework, preparers have to apply the Conceptual Framework for affected transactions.
(a) True
(b) False
Answer: (b)
Feedback
If an IFRS Standard sets out requirements that are inconsistent with the Conceptual Framework, preparers are not required to apply the Conceptual Framework for affected transactions. Instead, they should follow the specific requirements outlined in the Standard, as Standards take precedence over the Conceptual Framework. This ensures consistency and compliance with established accounting principles and reporting standards.
Q4. The objective of general-purpose financial reporting as described in the Conceptual Framework is to:
(a) Provide information to regulators
(b) Support the entity's tax return
(c) Meet the information needs of an entity's stakeholders.
(d) Provide financial information about the reporting entity that is useful to existing and potential investors, lenders and other creditors in making decisions relating to providing resources to the entity.
Answer: (d) 
Feedback
The objective of general-purpose financial reporting, as described in the Conceptual Framework, is to provide financial information about the reporting entity that is useful to existing and potential investors, lenders, and other creditors in making decisions relating to providing resources to the entity. This means that financial reports should help users assess the entity's financial position, performance, and cash flow prospects to facilitate informed decision-making regarding investment or lending activities

Q5. Which of the following does the Conceptual Framework identify as the primary users of general-purpose financial reports?

(a) Employees, investors and trade union representatives

(b) Existing and potential investors, lenders and other creditors

(c) Lenders and other creditors and customers
(d) Existing and potential investors, government agencies and the general public

Answer: (b)

Feedback

The Conceptual Framework identifies existing and potential investors, lenders, and other creditors as the primary users of general-purpose financial reports. These users rely on financial information to assess the entity's financial position, performance, and cash flow prospects, enabling them to make informed decisions regarding investment, lending, or credit activities. This emphasis reflects the critical role these stakeholders play in providing resources to the entity and underscores the importance of meeting their information needs for effective decision-making.

Q6. The fundamental qualitative characteristics of useful financial information are: 
(a) Comparability and relevance
(b) Relevance and reliability
(c) Relevance, reliability and comparability
(d) Relevance and faithful representation
Answer: (d)
Feedback
The fundamental qualitative characteristics of useful financial information, as outlined in the Conceptual Framework, are relevance and faithful representation. Relevance ensures that the information is pertinent to the decision-making needs of users, while faithful representation ensures that the information accurately depicts the economic phenomena it purports to represent. These two characteristics are essential for financial information to be useful to users.

Q7. For information to be relevant, it has to possess:
(a) Only predictive value
(b) Only confirmative value
(c) Both predictive and confirmatory value
(d) Either predictive or confirmatory value, or both
Answer: (d) 

Feedback
For information to be relevant, it must have the potential to influence the decisions of users by helping them assess past, present, or future events or confirm or correct their previous evaluations. This can includeboth predictive value, which helps users forecast future outcomes, and confirmatory value, which helps users validate or adjust their prior expectations. Therefore, information can possess either predictive or confirmatory value, or both, to be relevant.
Q8. Some items that do NOT meet the definition of an asset, a liability or equity may be recognized in the statement of financial position.
(a) True
(b) False
Answer: (b) 

Feedback
Items that do not meet the definition of an asset, a liability, or equity should not be recognized in the statement of financial position according to the principles of financial reporting. The statement of financial position, also known as the balance sheet, presents information about an entity's assets, liabilities, and equity at a specific point in time. Only items meeting the definitions of these elements should be included in the statement of financial position to provide a faithful representation of the entity's financial position. Other items that do not meet these definitions may be disclosed in the notes to the financial statements but are not recognized on the face of the statement of financial position.
(1 mark for each question – Total 8 marks)
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END OF MODULE ASSESSMENT 
Use the following question to reflect on this module
1. Define the conceptual framework underlying financial reports and the purpose
2. Explain the objectives of financial reports
3. Identify and explain the four qualitative characteristics of financial reports
4. Identify and explain the basic accounting concepts and principles as provided in IAS
 

	
1. Accounting is supported by a number of rules, or concepts, that have evolved over many hundreds of years, and by accounting standards to enable consistency in reporting through the preparation of financial statements.
2. Accounting concepts relate to the framework within which accounting operates, ethical considerations and the rules relating to measurement of data.
3. A number of concepts relate to the boundaries of the framework
4. Application of accounting concept enhances quality in the financial reports

             WHAT’S NEXT?
[bookmark: _Hlk177310811]In this module, you have learned about the conceptual framework underlying financial statements and the accounting concepts.
In Module 4, you are going to learn about the basic steps in the accounting process. 


	MODULE 4:  RECORDING TRANSACTIONS AND SUMMARIZING OF ACCOUNTING DATA


 INSTRUCTIONAL HOURS: 6 Module Overview
In this module, you will learn about the accounting cycle, the recording, classification and summarization of business transactions using the accounting concepts, principles and equations.
 
 LEARNING OUTCOMES
At the end of this module, you will be able to:
1. Explain the [image: ]basic steps involved in the accounting process and the tools used to facilitate the process
2. Explain the basic accounting terminologies and equations used in accounting practice
3. Describe the tools and documents used in accounting process  
4. Demonstrate the recording, classification and summarization of business transactions
    LEARNING ACTIVITIES/TASK LIST
1. Watch Lecture Video[image: Shape

Description automatically generated with low confidence]
2. Review power presentation PDF
3. Watch lecture related videos
4. Complete participation assignment:  Quiz 1
5. Complete personal introduction video
6. Review concept assignment: Quiz 2


INSTRUCTIONAL MATERIALS & LEARNING ACTIVITIES 

4.0 The Accounting Cycle and tools

Task 1

To review power presentation. In this power point presentation, you are going to learn about the following aspects and tools of the accounting cycle:
4.1 Meaning of and components of the accounting cycle 
4.2 The basic accounting documents and their purpose
4.3 Basic accounting terminologies and equations
4.4 [bookmark: _Hlk176468419]Recording of business transactions
4.5 Classification of business transactions
4.6 Summarizing of business transactions

Meaning and components of the accounting cycle

The accounting cycle refers to the repetitive activities that accountants undertake during every accounting period in order to produce financial reports of a business entity. 

The following are the continuous activities involved in accounting cycle:

Step 1: Enter the transaction in an appropriate journal i.e., book of original entry (This process is known as journalizing are represents the recording stage of accounting process) The record is called a journal
 
Step 2: Post from the journals to the respective ledger accounts (This represents the classification stage of accounting process) The record is called a ledger
 
Step 3:  Prepare un- adjusted trial balance [not a statement] to show that you are on the right track (The debit side must be equal to the credit side) This represents the summarization stage of accounting process and the record is called a trial balance or Un adjusted trial balance.

Step 4: Prepare adjusting journal entries and post to the respective ledger accounts. the process known as End of Period Adjustments (EPA) Balance off the ledger accounts, extract balances to prepare an adjusted trial balance
Step 5: Prepare financial statements from the adjusted trial balance (This is the reporting stage of accounting process) The common statements prepared are: 
-Statement of profit and loss account or Income statement 
-Balance sheet or statement of financial position
- Cash flow statement
-Notes to the accounts
[image: ]Reflective question:
Describe the main steps in accounting cycle and the accounting records used in each step

Task 2	
[bookmark: _Hlk176443316]In the next power point presentation, you are going to learn more about the accounting documents used to facilitate the accounting process:

A Journal

· A journal facilitates the recording stage of accounting cycle
· It is a day book used to record transactions
· A day book is a place where transactions are classified and recorded according to type before they are posted to the respective ledger account
· There are two types of journals, special journal and general journal
· A special journal is a book of original entry that carry information on only one type of transaction
· A special journal in most cases make use of a simple two column journal and is dependent on the rate at which the item is transacted
· Examples include Sales journal, Purchase journal and Cash book journal

· A general journal on the other hand has the essential features as demonstrated below; 
Journal Entry
	Date
	Account Title
	Ref. Number/Folio
	Brief Explanation
	Debit (Dr.)
	Credit (Cr.)

	
	
	
	
	
	

	
	
	
	
	
	

	
	
	
	
	
	


	

· A general journal is a document that records more than one items or accounts in one. Such items involve low rate of transaction occurrence
· Examples include rent expense, salaries expense, depreciation which are only determined once a month or a year
· The act of recording a business transaction in the journal is known as journalizing and the record is known as a journal entry
· To make an entry means to record a transaction

Advantages of journal entries
  
· They facilitate the classification of transactions which are alike, recording them together and providing the relevant date of transaction
· They make the posting work easier because the numerous ledgers take the totals
· They make it easier to sub-divide the recording duties and allocation of one person or group of people only one type of journal
· They strengthen internal controls and hence minimize chances of clerical errors or possible dishonesty
· They make it easier to mechanize the recording process

A Ledger

· A ledger facilitates the classification stage of accounting process
· A ledger account is a space in which transactions affecting one item are summarized 
· Just like a journal, we also have special ledger and general ledger
· Special ledger records only one type of item or account in one document while general ledger records more than one item in one document
· It is common practice to have three distinct ledgers: 
	Sales ledger
	Purchases ledger 
	General (or nominal) ledger

· A Sales ledger contains all the personal accounts of credit customers (Debtors)
· A purchases ledger contains all the personal accounts of credit suppliers (Creditors)
· A general ledger contains all other accounts not contained in the sales or purchases ledger





Double entry system of record keeping

· Duality concept of accounting is the principle behind double entry system of record keeping, that is applied in the recording and classification process of accounting
· This is where every accounting action has a cause-and-effect relationship
· There is a dual aspect to every transaction, there is a debit for every credit and a credit for every debit

 Example: John paid rent for the months of September for Sh.1,000 by cheque to Robert
		To record this transaction:
· In John’s books (Tenant)	Debit Rent expense account 	Sh.1,000
							Credit Bank account 		Sh.1,000

· In Robert’s books (Land load)	Debit bank account 		Sh. 1,000
Credit Rent Income Account 	Sh.1,000

Trial balance

· This is a two-column list showing the account balances in the order in which they appear in the ledger accounts
· The ledger contains all the accounts in the system
· Trial balance is not a statement. It facilitates the summarization process of accounting
· It serves the purpose of checking the mechanical and arithmetic accuracy of transaction recording and classification
· The two types of trail balance are un adjusted trial balance and adjusted trial balance
· Un adjusted trial balance is one prepared before End of Period Adjustments (EPA) while adjusted is prepared after EPA


Example of trial balance:
			Name of Business	 
	Trial balance as at 31 August 2024

	
	Debit
	Credit

	
	Sh.
	Sh.

	Rent – income
	
	100

	Debtors
	700
	

	Motor vehicle
	1,300
	

	Bank
	900
	

	Purchases
	1,500
	

	Wages
	200
	

	Capital
	
	2,680

	Creditors
	
	400

	Furniture & Fittings
	500
	

	Sales
	
	2,000

	Cash in hand
	20
	

	Rent expense
	50
	

	Stationery expense
	30
	

	Returns Outwards
	
	80

	Drawings
	 60
	       .

	TOTAL
	5,260
	5,260


	 

· From the trial balance, note that assets and expenses balances are listed on the debit side while Capital, liabilities and incomes balances are listed on the credit side.

Basic terms and equations in accounting 

The basic accounting equation is actually the balance sheet equation which is given as:  
Assets = Capital + Liabilities

The table below gives a summary of terms, explanation and examples of the items.

You are required to go through the table to understand the terminologies and the examples of each. 

You will apply these terms often in the next learning tasks.



	Term
	Explanation
	Examples

	Entity
	A reality that has a definite individual existence. Business entity is a specifically identifiable business enterprise. 
An accounting system is always devised for a specific
business entity (also called accounting entity). In accounting, a business entity is normally treated as a separate entity from the owner.
	Sole proprietor, partnership, limited company

	Transaction
	An event involving some value between two or more entities. 
It can be a cash transaction or a credit transaction.
	A purchase of goods, receipt of money, payment to a creditor, expenses incurred

	Assets
	Assets are economic resources of an enterprise that can be usefully expressed in monetary terms. They are items of value used by the business in its operations.
Assets can be broadly classified into two types: Fixed Assets (Non-current assets) and Current Assets.
	Plant and equipment, Office furniture, Motor vehicles
Debtors, stock, bank, cash, prepayments


	Liabilities
	Liabilities are obligations or debts that an enterprise has to pay at some time in the future. They represent creditors’ claims on the firm’s assets. 
	Creditors, accruals, capital, loans

	Capital
	Amount invested by the owner in the firm is known as capital. It may be brought in the form of cash or assets by the owner for the business entity
capital is an obligation and a claim on the assets of business. 
	Share capital, debt capital, preference share capital, contributed capital, reserves

	Sales
	Sales are total revenues from goods or services sold or provided to customers.
	Cash sales, credit sales

	Purchases
	Purchases are total amount of goods procured by a business on for use or sale. In a trading concern, purchases are made of merchandise for resale with or without processing. In a manufacturing concern, raw materials are purchased, processed further into finished goods and then sold.
	Credit purchases, cash purchases


	Stock
	Stock (inventory) is a measure of something on hand-goods, spares and other items in a business. It is called Stock in hand. In a trading concern, the stock on hand is the amount of goods which are lying unsold as at the end of an accounting period is called closing stock (ending inventory). Similarly, opening stock (beginning
inventory) is the amount of stock at the beginning of the accounting period
	Opening stock/inventory, closing stock/Inventory

	Debtors
	Debtors are persons and/or other entities who owe to an enterprise an amount for buying goods and services on credit
	Sundry debtors/receivables, trade debtors/receivables

	Creditors
	Creditors are persons and/or other entities who have to be paid by an enterprise an amount for providing the enterprise goods and services on credit. 
	Sundry creditors/payables, trade creditors/payables

	Drawings
	Withdrawal of money and/or goods by the owner from the business for personal use is known as drawings. Drawings reduces the investment of the owners in the balance sheet
	Goods, cash

	Profit
	The excess of revenues of a period over its related expenses during an accounting year is profit. Profit increases the investment of the owners. The opposite is called loss
	Trading profit, other income,
Net profit, net loss, gross profit, gross loss

	Expenses
	Costs incurred by a business in the process of earning revenue are known as expenses. Generally, expenses are measured by the cost of assets consumed or services used during an accounting period. 
	Depreciation, rent, wages, salaries, interest, light and heat, water, telephone, etc.



Task 3



You are required to watch the video on the accounting equations by Counttuts. Link provided below. You are going to learn about the recording process and the basic accounting equations. After you watch the video, you will be required to do task 3 that follows:

https://www.youtube.com/watch?v=KJ1t1ZWe0P0&t=137s


Task 4
After you watch the video, you are required to answer the following quiz.

[image: ]	Quiz: Select the correct answer for each of the following questions

1. Journal is also called a?
(a) day book
(b) Historic book
(c) Ledger book
(d) Entry book
		Answer: (a)
2.All business transactions should be first recorded into which accounting document?
(a) Trial balance
(b) A Journal
(c) A ledger
(d) Bank account
		Answer: (b)
3. The process of transferring items from a journal into a ledger account is known as 
(a) Balancing
(b) Journalizing 
(c) Posting
(d) Recording
Answer: (c)
4. A trial balance is prepared from?
(a) Special Journals
(b) General journals
(c) Ledger Accounts
(d) Profit and loss account 
		Answer: (c)
5. State whether the following statement is True or False. A Trial balance is a list of ledger balances 	 
Answer: True

6. Is the following true or false? Capital balance is not included in a trail balance	
Answer: False
(1 mark per question maximum 6 marks)

Task 5
[bookmark: _Hlk176609792][bookmark: _Hlk179052405]Recording, classification and summarization of business transactions (Journals, Ledgers and trial balance)
In the next video presentation on Debits and Credits/ Journal Entries by Counttuts, you are going to learn about the process of recording involving pass of journals, posting from journal to ledger and extraction of a trail balance.

Click on the link provided to access the video



https://www.youtube.com/watch?v=Lrb2Wh7oXJs&t=35s		(0.07 – 17.32)

Task 6
After you watch the video, you are required to practice your understanding of the process by attempting the following:

[bookmark: _Hlk177306803]


CASE 1 
[bookmark: _Hlk176517355]
Transactions for Mr. Patel’s retail business for the period ended 15th December 2023
Dec 1:    Started business by a deposit of Sh. 400,000 in the bank and Sh.150,000 in cash 
Dec 2:    Paid rent of Sh. 25,000 by cash 
Dec 4:    Bought office furniture for 80,000 from Seal Horney by cheque 
Dec 5:    Bought goods in cash worth Sh. 63,000 and on credit worth Sh.65, 000   
Dec 7:    Sold goods worth Sh.150, 000 and received a cheque. 
Dec 8:    Sold goods on credit for Sh. 156,000 
Dec 9:    Paid for electricity amounting to Sh. 15,000 in cash. 
Dec 10:  Paid cheque of Sh. 20,000 for general expenses 
Dec 11:  Withdrew Sh. 40,000 from the bank for personal use 
Dec 12:  Paid creditors Sh.50, 000 by cheque 
Dec 14:  Received cheque of Sh. 60,000 from a debtor
Dec 15:  Paid wages amounting to Sh. 25,000 by cheque                                              

Activity 1
(a) Assign the following transaction into the accounting equation items: Asset, Capital, Liability, Expense, Income.

(b) Prepare the journal entries necessary to record the above transactions

[bookmark: _Hlk176609523]Solution to Activity 1-part (a) and (b) is here attached




Classification of business transactions (Posting to ledger accounts)

After you do the first two tasks in CASE 1, you are required to follow the instruction explained in the video on General Ledger (T-Accounts) by Counttuts to understand the process of classification by use of ledger accounts. Click the link below to access the video.



Click on the link to access the video:

https://www.youtube.com/watch?v=3fXcgwxz5eM&t=9s 		(0.09 – 18.40)

After you watch the video above, you are required to practice using CASE 1 Example to answer part (c) given below:

CASE 1
c) From the journals prepared in (b) above, open respective ledger accounts and post from the journal to ledger accounts.

[bookmark: _Hlk177307280]
CASE 1 ACTIVITY 2
You have been taken through the necessary steps towards posting process of business transactions from journal to respective ledger account. Apply the same understanding to post Mr. Patel’s retail business transactions and see how it works out.

Solution to Activity 2 - part b) is here attached






Summarizing of business transactions (listing of items and balances)

Trial Balance:
· This is a two-column list showing the account balances in the order in which they appear in the ledger accounts
· The ledger contains all the accounts in the system
· It serves the purpose of checking the mechanical and mathematical accuracy of transaction recording and processing
· There are two types of trial balance, unadjusted and adjusted trial balance (preadjusted and post adjusted trial balance)

You are required to listen to the video link below to take you through the simply considerations in the preparation of trial balance based on the balances extracted from the ledger accounts. 




[bookmark: _Hlk178782174]https://www.youtube.com/watch?v=VOB1jeu4Omg, Trial Balance by Counttuts
										(0.40 – 18.35)


After you watch the video above, you are required to practice using CASE 1 Example to answer part (d) given below:

CASE 1 Activity 3

d) Extract a trial balance for Mr. Patel’s retail business for the period ended 15th December 2023

Solution to Activity 3 is here attached



[bookmark: _Hlk177306492]Task 7



CASE 2
After going through practice question in CASE 1, you are required to address the following case 2 of Mr. Mambo’s business

The following balances stood in Mr. Mambo’s business books as on 1 Dec 2023 
Cash in hand		Sh.	35,200
Cash in bank			489,000
Stock in hand			140,000
Debtors 				 76,000
Creditors 				140,200
During the month, the following transactions took place:
December	2	bought goods on credit for Sh. 48,000
		3	Paid insurance premiums in cash Sh. 26,000
		5	Paid Creditors Sh. 180,200 by cheque
		9	Bought goods paying them by cheque Sh. 33,600
		12	Sold goods on credit for Sh. 84,000
		17	Sold goods on credit for Sh. 185,000
		23	Received a cheque from a debtor of Sh. 159,000 and banked it
		27	Received cash Sh. 34,000 from a debtor
		28	Paid salaries by cheque 93,000
		30	Withdrew from bank Sh. 15,000 for personal use	
Required
(a)	Determine Mr. Mambo’s business capital as on 1st December 2023
(b)	Write up journal entries to record the above transactions
(c)	Open the relevant ledger accounts and post the journals
(d)	Extract a trial balance as at 31st December 2023 after balancing off the ledger accounts
[bookmark: _Hlk178785249]




Task 8



1. As you attempt CASE 2 above, post to the forum any question(s) or areas that you were not clear about. 
2. Comment on queries from your peers to the forum.
Note: Your posts to the forum will be analyzed by your facilitator		(5 marks)







[image: Shape
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END OF MODULE ASSESSMENT 1.2

Use the following question to reflect on what you have learned in this module
		1.	What is the meaning and the steps in the accounting cycle
2. 	Explain the accounting tools used at each step to facilitate the cycle
3. 	Explain the considerations in undertaking each step of the cycle
4.	Demonstrate on how to record, classify and summarize business transactions of a given entity 

 


1. Accounting cycle involves the steps undertaken by accountant in the practical accounting
2. The accounting steps are continuous and systematic; they make use of known accounting documents to facilitate the process
3. The recording, classification and summarization process are guided by the accounting concepts and principles
4. A trail balance is not a statement but just a list of balances shown on the debit side and others on the credit side. The whole purpose of a trial is test for posting arithmetic accuracy of the process. 

WHAT’S NEXT?

[bookmark: _Hlk177315490]In this module, you have learned about the accounting cycle, the principles and considerations.
In the next module, you are going to learn about end of period adjustments and the adjusted trial balance.

	


	[bookmark: _Hlk176964076][bookmark: _Hlk177017078]MODULE 5:  END OF PERIOD ADJUSTMENTS (EPA)


[bookmark: _Hlk176964016] INSTRUCTIONAL HOURS: 6 Module Overview
In this module, you will learn about the why and how end of year adjustments is prepared before the reporting stage of the accounting cycle 
 LEARNING OUTCOMES
At the end of this module, you will be able to:
1. Explain EPA and justifications for EPA
2. [image: ]Explain the different categories of EPA
3. Describe the important steps towards preparation of EPA   
4. Demonstrate the preparation of EPA given business transactions
    LEARNING ACTIVITIES/TASK LIST
1. Watch Lecture Video[image: Shape

Description automatically generated with low confidence]
2. Review power presentation PDF
3. Watch lecture related videos
4. Complete participation assignment:  Quiz 1
5. Complete personal introduction video
6. Review concept assignment: Quiz 2

INSTRUCTIONAL MATERIALS & LEARNING ACTIVITIES 

End of Period Adjustments (EPA)
Task 1
To Review power presentation. In this power point presentation, you are going to learn about the following areas related to EPA:
5.1 EPA and justifications for EPA
5.2 Categories of EPA
5.3 Accruals and Prepayments
5.4 Estimated items

EPA and justifications for EPA
End-of-Period Adjustments are also known as year-end-adjustments, it is a necessary step undertaken before the reporting stage of the accounting cycle 

· At the end of the accounting period, it is necessary to make adjustments in order to update account balances
· Some of the items that necessitate the adjustments are clerical errors that might be discovered if the trial balance does not balance
· Financial reporting on a periodic basis requires accountants to summarize transaction of a business for a specific accounting period in order for revenues to be recorded in the period in which they are earned and for the expenses to be recognized in the period in which they are incurred
· Adjustments are needed to ensure that revenue recognition and matching principles are followed
· Adjusting entries makes it possible to report on the balance sheet the appropriate assets, liabilities and owners’ equity at the date of the statement 
· Also, to report on the income statement the proper income or loss for the period
· A trial balance may not contain up to date and complete financial statement data due to the following reasons;
(a)	Some events such as consumption of supplies and earning of wages are not journalized daily because it is uneconomical to do so
(b)	The expiration of some costs such as buildings and equipment or deterioration of fixed assets because the cost expires with passage of time rather than as a result of incurring daily transactions
(c)	Some items such as cost of utility services may be unrecorded because the bills for the services have not been received
· The starting point for adjusting entries is to analyze each account in the trial balance to determine whether it is complete and up to date for financial statement purposes
· Preparation of adjusting entries is often an involving process that may require services of a skilled professional 

Categories of adjusting entries: 
EPAs may generally be classified into three categories
1.	 Accrued items
[bookmark: _Hlk176954137]		(a)	Accrued Income 
		(b)	Accrued Expenses
2. Prepaid items
		(c)	Prepaid Income
		(d)	Prepaid Expenses  
3.	Estimated items [Valuation of certain assets and liabilities] 

We shall explain and illustrate on each item by item

1. Accrued Items
(a)	Accrued Income

· These are revenues earned but not recorded also known as accrued revenues or accrued receivables
· Accounting for revenues may accumulate with passage of time
· They may also result in services performed but neither billed nor collected e.g., commission and fees 
· An adjusting entry is made to show the receivable that exists and to record the revenue that has been earned during the period 
· An asset revenue account relationship exists with accrued revenues
· To make an adjusting entry, debit the asset account and credit the revenue account
Example: An office space is rented to a tenant at Sh.100, 000 per     month. A tenant has paid rent for 11 months of the year and no rent has been received for December. Prepare an adjusting entry for December 31st
Answer: 
[bookmark: _Hlk176956707]- Total rent income expected for the year = 100,000 rent per month x 12 months = 1,200,000
- Rent income received as 31st December, 100,000 x 11 months = 1,100,000
- Rent income receivable for the year = 100,000 x 1 month = 100,000

The following adjusting entries will be made to recognize rent income receivable for the month of December-
Dr. Rent income receivable account 		100,000
Cr. Rent income account						100,000
[bookmark: _Hlk176955875]	Being recognition of unrecorded rent income for December 
	
	Dr. Rent income account				1,200,000
	Cr. Income statement							1,200,000
Being realization of total rent income for year, transferred to income statement

Note:	
(Recall that in the initial trial balance, the balance for rent income would be reflected as 1,100,000, because that was the actual money received for rent during the year. The Sh. 100,000 (1,200,000 – 1,100,000) should be taken to the balance sheet as Rent income receivable under current assets)

(b)	Accrued Expenses
· Expenses incurred but not recorded at the statement date are referred to as accrued expenses or liabilities  
· An accrued expense in books of one company is accrued revenue in the books of the other company
· Adjustments are necessary to record the obligation that exists at the balance sheet date and to recognize expenses that are applicable to the current accounting period

Example: From the above example, assume that the firm is meant to pay the rent, thus it becomes an expense with the facts remaining the same. Prepare necessary ledger accounts to recognize the accrued rent expense
Answer:
- Total rent expense incurred for the year = 100,000 rent per month x 12   months = 1,200,000
- Rent expense paid as 31st December, 100,000 x 11 months = 1,100,000
- Rent expense payable for the year = 100,000 x 1 month = 100,000

[bookmark: _Hlk176957695]The following adjusting entries will be made to recognize rent expense payable for the month of December-
Dr. Rent expense account 				100,000
Cr. Rent expense payable account					100,000
	Being recognition of unrecorded rent expense for December 
	
	Dr. Income statement					1,200,000
	Cr. Rent expense account						1,200,000
Being realization of total rent expense for year, transferred to income statement

[bookmark: _Hlk176958779]Note:	
(Recall that in the initial trial balance, the balance for rent expense would be reflected as 1,100,000, because that was the actual money paid for rent during the year. The Sh. 100,000 (1,200,000 – 1,100,000) should be taken to the balance sheet as Rent expense payable or as accrued rent expense under current liabilities)

2. Prepaid Items
(c)	Prepaid Income
· This involves the Apportionment of recorded revenue that is received in advance 
· Revenue received in cash is recorded as liabilities before they are earned
· When payment is received for services to be provided for future accounting period, unearned revenue should be credited to recognize the obligation to be reached 
· Unearned revenues are subsequently earned through rendering services to the customers
· An adjusting entry is made at the end of accounting period to record the revenue that has been earned and to show the liability that remains
· This will result into a debit to the liability account and a credit to the revenue account

Example: A business rented part of a building for a three-year period beginning January 2023 to a tenant who paid full three years rent of Sh. 60 million. Assume accounting period ends 31st December of every year. Show the necessary adjustments for the year ended 31 December 2023.
Answer:
[bookmark: _Hlk176959585]- Total rent income received during the year 	Sh. 60,000,000
- Rent income per year = 60,000,000/3 years = 20,000,000

The following adjusting entries would be made to recognize rent income earned for the year ended 31 December 2023

Dr. Prepaid Rent income account 		20,000,000
Cr. Rent income account						20,000,000
	Being recognition of the portion of rent income earned for the year 
	
	Dr. Rent income account			20,000,000
	Cr. Income statement							20,000,000
Being realization of rent income earned for yea, transferred to income statement
[bookmark: _Hlk176960121]Note:	
(Recall that in the initial trial balance, the balance for rent income would be reflected as 60,000,000, because that was the actual money received for rent for during the year. The Sh. 40,000,000 (60,000,000 – 20,000,000) balance should be taken to the balance sheet as prepaid rent income under current liabilities)
(d)	Prepaid Expenses 
·  A payment for expenses or costs that will benefit more than one accounting period should be apportioned between the periods in a manner that approximates the usefulness derived from the goods or services in the realization of revenue
· Prepaid expense expires either with passage of time or through use and consumption of fixed assets and supplies 
· The expiration of such costs does not require daily recurring entries which are unnecessary and impractical
· It is customary to post pond the recognition of such costs until the time the financial statements are prepared 
· At this time adjusting entries are made to record expense which are applicable in the current accounting period and to show the unexpired cost in the asset account
· To adjust for prepaid expenses, we debit the expense account and credit the relevant asset account
Example: Adjustments for a three-year insurance policy purchased for Sh. 1.2 million on 1st January 2023. Assume accounting period ends 31st December of every year. Show the necessary adjustments to be made for the year ended 31 December 2023.
Answer:
- Total insurance expense paid during the year 	Sh. 1,200,000
- Insurance expense per year = 1,200,000/3 years = 400,000
The following adjusting entries would be made to recognize insurance expense incurred for the year ended 31 December 2023
Dr. Insurance expense account		400,000
Cr. Prepaid insurance expense account		400,000
	Being recognition of the portion of insurance expense incurred for the year 
	Dr. Income statement			400,000
	Cr. Insurance expense account				400,000
Being realization of realization of insurance expense incurred for year, transferred to income statement
Note:	
(Recall that in the initial trial balance, the balance for insurance expense would be reflected as 1,200,000, because that was the actual money paid for insurance during the year. The Sh. 800,000 (1,200,000 – 400,000) balance should be taken to the balance sheet as prepaid insurance expense under current assets)
Task 2
After you read the slides above, you are required to watch the video on Adjusting Journal Entries/ Examples by Counttuts, link provided below to deepen your understanding of how end of period adjustments is prepared and examples of different cases. The video presentation will help you address task 3 that follows: 


https://www.youtube.com/watch?v=HjrFuDOm3O4	,		(0:06 – 25.33)
[bookmark: _Hlk178799186]Task 3


After you watch the video, you are required to attempt the following quiz.
Q1. Which of the following statements is most appropriate?
(a) Adjusting entries affect statement of financial position only
(b) Adjusting entries affect income statement only
(c) Adjusting entries affect both statement of financial position and income statement 
(d) Adjusting entries may affect two or more statements of financial position or two or more income statements, but they cannot affect both statement of financial position and income statement
Answer: (c)
Q2. An expense paid in advance is called:
(a) Accrued expense
(b) Prepaid expense
(c) Outstanding expense
(d) Payable expense
Answer: (b)

Q3. The entries required at the end of the period to update the accounts before preparing financial statements are known as:
(a) Adjusting entries
(b) Closing entries
(c) Opening entries
(d) Journal entries
Answer: (a)
Q4. Which of the following correctly represents the sequence of the accounting cycle?
(a) Transaction analysis > Ledger > Journal > Trial balance > Adjusting entries
(b) Transaction analysis > Journal > Ledger > Trial balance > Adjusting entries
(c) Transaction analysis > Journal > Ledger > Adjusting entries > Trial balance
(d) None of the above
Answer: (b)

Q5. The balance in an unearned rent account at the end of an accounting period represents:
(a) A liability
(b) An asset
(c) An expense
(d) An income

Answer: (a)

(1 mark for each Total 5 marks)
Task 3
You are required to read through the following slides in order to understand the last category of EPA, the estimated items:
3. Estimated Items
The slides below shows the different estimated items that are valued at year end: Bad debts, doubtful debts and depreciation of non-current assets.
a) Bad debts - When a debtor is not able to pay up his/her account this becomes a bad debt
· Bad debts should be written off to Income statement at year end 
· It becomes an expense that should be charged in the income statement
b) Doubtful debts - These are debts that the firm may not collect 
· A firm should provide for such debts by creating a provision for doubtful debts
· A provision for doubtful debts can either be for a specific or a general provision  
· Provision for doubtful debts is deducted from the amount/figure for debtors to get net book value of debtor’s balance to the balance sheet
· A specific provision is where a debtor is known and chances of recovering the debt are low (maybe debtor has gone out of business for example)
· A general provision is where a provision is made on the balance of the total debtors i.e., Debtors less Bad debts and specific provision
· The accounting treatment of provision for doubtful debts depends on the year of trading  
· If it is the 1st year of trading (1st year of making provision)
Dr. Income statement 
       	Cr. Provision for doubtful debts (with total amount of provision)
In the subsequent periods, it will depend on whether it is an increase or decrease in the provision
If an increase
       Dr. Income statement
       Cr. Provision for doubtful debts (with the increase only)
If a decrease
       Dr. Provision for doubtful debts
       Cr. Income statement (with the decrease only)
Example:
A firm started trading in the year January 2023; the balance on the debtor’s account as at 31st December 2023 was Sh. 4.2 million.   A specific provision of Sh.100,000 was made to one of the debtors and a general provision of 10% was made on the rest of the debtors
Determine the debtor’s figure to the balance sheet as at 31st December 2023  
Answer:
Determination of debtors balance as at 31 December 2023
							Sh.
Opening Debtors				4,200,000
Specific Provision				(100,000)
Balance after specific provision		4,100,000
General Provision (10%) 			 (410,000)
    	Closing Debtors (To Balance Sheet)	3,690,000

c) Non-current assets – Depreciation
· Depreciation is the loss of value of non-current assets throughout their useful period
· IAS 16 – property, plant and equipment defines depreciation as the allocation of a depreciable amount of a non-current asset over its estimated useful life
· Depreciation is an expense to the business and therefore charged to the income statement at year end
There are two common methods of depreciation;
(i) [bookmark: _Hlk176961795]Straight-line method 
(ii) Reducing Balance method   
These are the methods developed to assist in estimating the amount of depreciation to be charged to the income statement as expense for the year
(i) Straight-line method 
· Same amount of depreciation is charged every year for particular assets and based on their cost 
Formula 
· Depreciation =	 Cost of asset      
                           		 Number of useful years			OR

· Depreciation = 	Cost of asset – scrap value
                                    	Number of useful years

Example: Assume a firm buys a machine for Sh.10,000,000 which it expects to use in the firm for 5 years.  After the 5 years the machine would be sold for Sh. 2,000,000. What is the annual depreciation for the asset using straight line method?
Answer:
The second formular would be applied to determine the depreciation expense for every year for the five years.
Thus:	Depreciation expense = 	Cost of asset – scrap value
                                    			Number of useful years

						= 10,000,000 – 2,000,000 	= 1,600,000 p.a.
							5 years
(ii) The Reducing Balance Method
· This method is based on a fixed percentage rate applied on the cost of the asset during the first year of use  
· The same rate is applied in the subsequent financial periods but the rate is applied on the reduced value of the asset or net book value of the asset  
· Thus, cost of asset – total depreciation provided to date
· The method ensures that higher amount of depreciation is charged to the income statement in the earlier periods of use and lower amounts in the latter periods
· Depreciation charge = Rate x (Cost of asset – total depreciation provided to date)
· Example: Assume a firm buys machine for Sh.10,000,000 and provides depreciation on the machine at the rate of 20% p.a. on reducing balance method. Determine depreciation charged to the income statement and the net book value for each of the next 3 years
Answer:
Year 1								Sh.
Depreciation expense = 20% x 10,000,000 = 		2,000,000
Net book value (B/S) (10,000,000 – 2,000,000) = 	8,000,000
Year 2
Depreciation expense = 20% x 8,000,000 = 		1,600,000
Net book value (B/S) (10,000,000 – 3.600,000) = 	6,400,000
Year 3
Depreciation expense = 20% x 6,400,000 = 		1,280,000
Net book value (B/S) (10,000,000 – 4,880,000 = 	5,120,000

Balance sheet format
Non-Current Assets			Cost 		Acc. Dep. 	NBV
Land					X		-		X
Buildings		 		X		(X)		X
Furniture				X		(X)		X
Plant/machinery 			X		(X)		X
Motor vehicles	 		X		(X)		X
Total			 		X		(X)		X

Task 4
[image: ]

MASTERY EXERCISE  
You are required to come up with at least five common items that call for end of year adjustments. For each item briefly explain the adjustments applied and how they affect the final statements



1. Post your answer to the discussion forum
2. Comment on the answers from peers
3. Your comments will be analyzed by the facilitator















[image: Shape
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END OF MODULE ASSESSMENT 1.2								  		
Use the following questions to do a self-assessment of this module
1. What is the meaning and justifications for end of period adjustments
		2. Identify the categories of end of period adjustments
3. Explain how you may identify the items to be subjected to end of period adjustment 
4. Explain the principles applies in making end of period adjustments
5. Demonstrate practically the process of making end of period adjustments
		
 



1. End of adjustments are necessary in order to determine the rights items and figures that were earned to be compared with the costs that were incurred to generate them. (The Matching principle of accounting)

2. It is also necessary in determination of figures to be shown in the balance sheet either as assets or liabilities as at the balance sheet date

3. In most cases, we identify the items to subject to adjustments by applying the additional information provided after the pre adjusted trial balance

4. In making adjustments, we are basically guided by the basic accounting concepts and principles.

5. To carry out end of period adjustments require high level skills and experience in accounting practice. A lot of practice is required in this case.




             WHAT’S NEXT?

In this Module, you have learned about end of period adjustments, the considerations, selection and the process of making adjustments.
In the next Module 6, you are going to learn about cash books and bank reconciliation statement.




	MODULE 6:  CASH BOOKS AND BANK RECONCILIATION STATEMENT


 INSTRUCTIONAL HOURS: 4 Module Overview
In this module, you will learn about the different types of cash books, purpose and recordings. You will also learn about how and why bank reconciliation statements are prepared for business entities 
 LEARNING OUTCOMES
At the end of this module, you will be able to:
[image: ]       1. Explain the different types and purpose of cash books 
2. Explain the justifications for BRS 
3. Describe the steps involved in preparation of BRS   
4. Demonstrate the preparation of a bank reconciliation statement
    LEARNING ACTIVITIES/TASK LIST
1. Watch Lecture Video[image: Shape

Description automatically generated with low confidence]
2. Review power presentation PDF
3. Watch lecture related videos
4. Complete participation assignment:  Quiz 1
5. Complete personal introduction video
6. Review concept assignment: Quiz 2

INSTRUCTIONAL MATERIALS & LEARNING ACTIVITIES 

6.0 Cash books and Bank Reconciliation Statements (BRS)

Task 1
Review power presentation. In this power point presentation, you are going to learn about the following areas related to cash books and bank reconciliation statement for a business entity:
6.1 Meaning and types of cash books
6.2 [bookmark: _Hlk177021991]Bank reconciliation statements and purpose
6.3 Steps in preparation of BRS
6.4 Preparation of BRS illustrations

Meaning and Types of cash books
· A cashbook is a book of Original Entry, which serves the purpose of both a Journal as well as ledger for cash transactions 
· It is a book in which all the cash transactions of the business are recorded
· It records all the receipts (cash and cheques from customers and debtors or other sources of income) and all the payments (to creditors or suppliers and other expenses) for a particular financial period
· The cashbook will also show us the cash at bank and cash in hand position of the firm
Types of cash books
There are three main types of cash books;
[bookmark: _Hlk177019549]a) Single column cash book 
[bookmark: _Hlk177020648]b) A double column cash book (two column cash book)
[bookmark: _Hlk177021004]c) A three-column cash book (treble column cash book)

We are going to explain and demonstrate on how each of the types looks like
a) Single column cash book  
Single or one column cash book records one item within it, either cash transactions only or bank transactions only
In otherwards we shall two separate journals and ledgers for cash and bank
See the format given below for single column cash book
CASH ACCOUNT

Date	Details				Dr.		Date	    Details              	Cr.
					Sh.						Sh.










BANK ACCOUNT

Date	Details				Dr.		Date	    Details      	            Cr.
					Sh.						Sh.












b) A double column cash book (two column cash book)

The cashbook is the most important book of prime entry because it forms part of the general ledger and records the source documents (receipts and cheques)

The cash at bank cashbook and cash in hand cashbook are combined together to get a two-column cashbook 

The format is as follows:


   CASH BOOK				.				.

Date	Details		Dr.	Dr.	Date	Details	Cr.	Cr.
Cash		Bank			    	          Cash         Bank
			Sh.		Sh.					Sh.	Sh.








c) A three-column cash book (treble column cash book)
Additional columns for discounts allowed and discounts received can be included with the cash at bank columns to get a 3 – column cashbook.  The format is as follows:
				CASH BOOK

 Date	Details	   Discount   Cash        Bank      Date   Details      Discounts    Bank     Cash
		   Allowed    Sh.	          Sh.		           Received	         Sh.      Sh.

Take note of the following:
· The balance carried down (Bal c/d) for cash in hand and cash at bank will form part of the ledger balances 
· The discounts allowed and discounts received columns will be added and the totals posted to the respective discount accounts
· The discount allowed total will be posted to the debit side of the discount allowed account in the general ledger
· The total of the discount received will be posted to the credit side of the discount-received account of the general ledger
· Cash at bank can have either a credit or debit balance
· A debit balance means the firm has some cash at the bank and a credit balance means that the account at the bank is overdrawn (The firm owes the bank some money)

Bank reconciliation statements and purpose
· A bank reconciliation statement is a summary of banking and business activity that reconciles an entity’s bank account with its financial records
· Ideally, the records as per the bank and the cashbook should be the same and therefore the balance carried down in the cashbook should be the same as the balance carried down by the bank in the bank statement
· In practice however, this is not the case and the two (balance as per the bank statement and balance as per the firm records) are in most cases different
· The bank statement outlines the deposits, withdrawals, and other activity impacting on a bank account for a specific period 
Possible causes of the differences in balance:
(i) Items appearing in the cashbook and not reflected in the bank statement
· Unpresented Cheques: Cheques issued by the firm for payment to the creditors or to other supplies but have not been presented to the firm’s bank for payment
· Uncredited deposits/cheques: Cheques received from customers and other sources for which the firm has banked but the bank has not yet availed the funds by crediting the firm’s account
· Errors made in the cashbook which may include payments over/understated, deposits over/understated, deposits and payments mis posted, overcasting and under casting the Bal c/d in the cashbook
(ii)  Items appearing in the bank statement and not reflected in the cashbook
· Bank charges: These charges include service, commission or cheques, Interest charges on overdrafts
· Direct Debits (standing orders) 
· Dishonored cheques which may be as a result of stale cheques, post – dated cheques, insufficient funds, differences in amounts in words and figures
· Direct credits (e.g., Interest Income/Dividend incomes)
· Errors of The Bank Statement which may include; overstating/understating deposits or withdrawals
Purpose for Bank reconciliation statement
A bank reconciliation statement is a useful financial internal control tool used to:
· Update the cashbook with some of the items appearing in the bank statement e.g., bank charges, interest charges and dishonored cheques and make adjustments for any errors reflected in the cashbook
· Detect and prevent errors or frauds relating to the cashbook
· Detect and prevent errors or frauds relating to the bank
· It helps in determination of the correct figure to reflect in the the balance sheet as current asset under items bank and cash balance
· The process therefore may be considered as part of EPA
Steps in preparing a bank reconciliation statement
1. To update the cashbook with the items appearing in the bank statement and not appearing in the cashbook except for errors in the bank statement Adjustments should also be made for errors in the cashbook
2. Compare the debit side of the cashbook with the credit side of the bank statement to determine the uncredited deposits by the bank
3. Compare the credit side of the cashbook with the debit side of the bank statement to determine the unpresented cheques
4. Prepare the bank reconciliation statement which will show:
      a) Unpresented cheques
b) Uncredited deposits
c) Errors on the bank statement
d) The updated cashbook balances




See the Format below:
Name of company
Bank Reconciliation Statement as at 31/12/20xx
								Sh.			Sh.
[bookmark: _Toc45528795]Balance at bank as per cashbook (updated)				xx
Add: Un presented cheques				xx
         Errors on Bank Statement (Note 1)		xx			 xx
										 	xx
Less: Uncredited deposits					xx
         Errors on Bank Statement (Note 2)		xx			(xx)

Balance at bank to the Balance Sheet						 xx
	                                                                                                                    

Note 1 
These types of errors will have an effect of increasing the balance at bank e.g., an overstated deposit or an understated payment by the bank
Note 2
These types of errors will have an effect of decreasing the balance at bank e.g., an understated deposit or an overstated payment by the bank, or making an unknown payment


Format 2
Name of company
Bank Reconciliation Statement as at 31/12/20xx
								Sh.			Sh.
Balance at bank as per bank statement					 xx
Add: Uncredited deposits					xx
         Add errors on bank statement (note 2)		xx			 xx
											 xx
Less: Unpresented cheques				xx
         Errors on bank statement (note 1)		xx			(xx)

Balance at bank as per cashbook (updated)					 xx
									

Task 2
After you go through the slides, you are required to watch the video on Bank Reconciliation Statement Explained/Full example by Counttuts, the  link provided below to enhance your understanding of bank reconciliation statement


https://www.youtube.com/watch?v=GjjvV1dUKrw,				(00: 36.20)

Task 3
After you watch to the video, you are required to prepare a bank reconciliation given the information in case study below.  

CASE STUDY 
Draw up a bank reconciliation statement for XYZ Company, after writing the cashbook up to date and ascertaining the balance on the bank statement from the following as on 31 March 2023:

										Sh.
Cash at bank as per bank column of the cashbook (Dr)		3,896,000

Banking made but not yet entered on bank statement		606,000

Bank charges on bank statement but not yet in cashbook		28,000

Un presented cheques C Clarke						117,000   

Standing order to ABC Ltd entered on bank statement, 
but not in cash book	            					55,000

Credit transfer from A Wood entered on bank statement
but not yet in cashbook              						189,000
Task 4


[bookmark: _Hlk177342504]Post your answer to the discussion forum. 
Post any questions or comments to the group forum that you need clarification as you attempt the question. 
Also respond to comments or questions from other participants	
Your answer and comments shall be analyzed by facilitator   	(3 marks)

CASE STUDY - SOLUTION



	[bookmark: _Hlk176979134]
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END OF MODULE ASSESSMENT 

Use the following questions to do a self-assessment of this module

1. State the different types of cash books and the recording process for each
2. Explain the meaning and the need to prepare Bank Reconciliation Statement
3. Explain the steps in preparation of bank reconciliation statement
4. Demonstrate on the updating of cash book and preparation of bank reconciliation 


 

1. There are three main types of cash books, single column, double column and triple column cash book

2. A bank reconciliation statement summarizes banking and business activity, comparing the bank's account balance with internal financial records.

3. Bank reconciliation statements confirm that payments have been processed and cash collections have been deposited into a bank account.

4. These statements can help uncover or prevent fraud at a company, as well as identify accidental discrepancies.
5. After all adjustments, the balance on a bank reconciliation statement should equal the ending balance of the bank account.


             WHAT’S NEXT?

In this module, you have learned about the different types of cash books, the process and considerations in preparations of a bank reconciliation statement 
In Module 7, you are going to learn about the reporting process of the accounting cycle.
MODULE 7:  PREPARATION OF FINANCIAL STATEMENTS (INCOME STATEMENT AND STATEMENT OF FINANCIAL POSITION)

	


INSTRUCTIONAL HOURS: 4 Module Overview
In this module, you will learn about the characteristics, the basic accounting equations and the procedure for preparation of income statement and balance sheet for business enterprises 

 LEARNING OUTCOMES
At the end of this module, you will be able to:
[image: ]       1. Explain the characteristics of key financial statements
2. Describe the steps involved in preparation of financial statements   
3. Apply the basic accounting equations in preparation of financial statements
4. Demonstrate the preparation of financial statements for a sole proprietorship 

    LEARNING ACTIVITIES/TASK LIST
1. Watch Lecture Video[image: Shape
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2. Review power presentation PDF
3. Watch lecture related videos
4. Complete participation assignment:  Quiz 1
5. Complete personal introduction video
6. Review concept assignment: Quiz 2




INSTRUCTIONAL MATERIALS & LEARNING ACTIVITIES 

7.0 Preparation of Income Statement and Statement of Financial Position

Task 1  

Review power presentation
In this power point presentation, you are going to learn about the following areas related to financial statements of a business entity:
7.1 [bookmark: _Hlk176965893]Types, characteristics and financial statement equation
7.2 I dentification of income statement and Statement of financial position items
7.3 [bookmark: _Hlk176976561]Presentation format for income statement and Statement of financial position
7.4 [bookmark: _Hlk176976673]Preparation of income statement and Statement of financial position for a sole proprietor, illustrations


Types, characteristics and financial statement equations

· Financial statements are the end product of the entire accounting process
· It is the reporting stage of the accounting cycle
· Statements are prepared from the adjusted trial balance

The key financial statements and equations
1.  The trading, profit and loss account (Income statement)
· It is the matching up of the revenues generated during the accounting period against costs incurred in generating those revenues (Matching concept)
· There are two statements in the income statement, the trading account/statement and the profit and loss account/statement

Trading Account/statement
· The output of the trading statement is Gross Profit (GP) or Gross Loss (GL)
· The equation for trading statement is given as:
GP/(GL) = Sales – Cost of sales (Cost of goods sold)
· If the Revenues are more than Cost of sales then the enterprise realized a GP during the accounting period
· If the reverse happens, the enterprise if the enterprise incurred a GL
· The general equation for determination of Cost of sales = Opening stock + Purchases – Closing stock

Profit and Loss Account/statement
· The output of a profit and loss account is the Net Profit (NP)/Income or Net Loss (NL)
· The equation is NP/(NL) = GP/(GL) + Other income – Operating Expenses
· If the GP is more than expenses then the enterprise realized a NP during the accounting period
· If the reverse happens then the enterprise incurred a NL during the year
· Examples of operating expenses are rent, salaries, stationery, water, depreciation, electricity etc.

2. Statement of retained earnings or statement of changes in equity (Appropriation Account)

· This   statement shows how the accounting entity handled the net income 
· This would have been drawn by owners of the entity, given out to shareholders as dividends or retained in the enterprise for further investment 
· Any balance would then be carried forward to the following accounting period
·  As a consequence of its function, this statement is also referred to as an appropriation account

3. The balance sheet or Statement of Financial Position
· This is the statement of financial position of an accounting entity at the specified time of its continuous life-time 
· It contains all assets owned by the entity [possessed] and the claims to those assets (Capital and Liabilities)
· The claims are classified as capital and liabilities 
· Balance Equation (Assets = Capital + Liabilities)

4. Cash flow statement
· This statement shows the changes in cash and cash equivalent from the beginning of the accounting period to the end of the accounting period
· The change may be positive or negative
· A positive change means there was an increase in cash flow (Net cash inflow) while a negative change means there was a decrease in cash flow (Net cash outflow) during the accounting period

Presentation format for income statement and Statement of Financial Position

Income Statement format
Name of business
Income Statement for the year ended 31.12. 20xx
						Sh.		Sh.
Sales								xx
Less: Returns Inwards					(xx)
Net sales							xx
Less: Cost of Sales
Opening stock				xx 
Add: Purchases				xx
Add: Carriage Inwards			xx
Less: Returns Outwards			(xx)		
Cost of stock available for sale	xx			 
Less: Closing stock			(xx)		(xx)
Gross Profit/ (Gross Loss)				 xx
Add: Other income					 xx

Less Operating expenses
Carriage Outwards			xx
Discounts allowed			xx
Postage & stationary			xx
Salaries & wages				xx
Rent 						xx
Insurance & rates				xx
Bank charges				xx
Other expenses				xx		(x)
Net profit/ (loss)						xx/(xx)
										
 
Statement of Financial Position format
[bookmark: _Hlk176969445]Name of business
Balance sheet as at 31.12. 20xx
Assets						Sh.		Sh. 
Non-Current Assets
Plant & Machinery                   				xx
Motor vehicles	               					xx
Fixtures, furniture & fittings    					xx
									xx
Current Assets
Stock (Inventory)					xx
Debtors (Accounts receivable)		xx
Prepaid rent					xx
Rent receivable					xx
Cash at bank                     			xx
Cash at hand					xx		xx
Total Assets								xx				  
Capital and Liabilities                                             
Capital								xx
Add: Net profit for the year					xx
									xx
Less Drawings							(xx)
Net capital								xx
Long term liabilities
Loan									xx
Current Liabilities
[bookmark: _Hlk176968343]Trade Creditors (Accounts payable)	xx
Other creditors					xx                   
Prepaid rent income				xx
Accrued expenses				xx
Bank Overdraft        				xx       	xx
Total Capital and liabilities					xx                          
                                                              
Task 2
[bookmark: _Hlk179058924]After you read through the slides above, you are required to watch the video on the Financial Statements & their Relationship/Connection/Explained with Examples by Counttuts. The link provided below, to deepen your understanding of the type and nature of financial statements that may be prepared for a business entity. The same would help you address task 3 that follows:



https://www.youtube.com/watch?v=Erv9OXdy1qc&t=512s  	(0,00 – 16.45)

Task 3
After you watch the video above, you are required to do the following quiz:



Q1. When assets are subtracted from liabilities it will be equal to?
(a) Working capital
(b) Net income
(c) Capital
(d) Goodwill
Answer: (c)

Q2. Which report gives a review on the profitability of a business?
(a) Statement of changes in equity
(b) Cash flow statement
(c) Statement of financial position
(d) Income statement
[bookmark: _Hlk178799593]Answer: (d)

Q3. Which of the following item is not recorded in the statement of financial position?
(a) Cash
(b) Rent expenses
(c) Building
(d) Goodwill
[bookmark: _Hlk178799886]Answer: (b)

Q4. Net profit is equal to Sales minus Cost of sales: True or False

Answer: (False)

Q5. The statement of financial position shows the movement of cash of an organization for a given period: True or False

Answer: (False)
(1 mark for each Total 5 marks)


Task 4
Preparation of income statement and Statement of Financial Position illustration

Before you practice on how to prepare financial statements, you are required to watch the video on financial statements of a sole trader by Madam Mumbi,	, link below. You are going to learn how to practically prepare financial statements for a sole trader.
[bookmark: _Hlk177332587]


https://www.youtube.com/watch?v=lundT9lUrws,			(0:00 – 34:50)

Task 5

After you watch the video above, you are required to apply what you learned to prepare financial statements for the CASE STUDY 1 provided below:



CASE STUDY 1
Practice on preparation of financial statements of sole trader using the questions attached
a) The following Trial Balance was taken from the ledger of Dr. Roberts, a sole trader, on 31st December 2023:
	
	Sh.
	Sh.

	Capital
	
	4,000,000

	Purchases
	2,615,400
	

	Sales
	
	3,624,600

	Salaries
	481,400
	

	Opening stock
	430,700
	

	Insurance
	82,000
	

	Rent
	
	96,500

	Buildings
	2,500,000
	

	Furniture
	1,450,000
	

	Debtors
	614,000
	

	Other expenses
	106,000
	

	Creditors
	
	463,800

	Commission
	_____
	__94,600

	
	8,279,500
	8,279,500




Additional Information
1. Salaries due, 35,000
2. Insurance was paid for one year up to 31st March 2024
3. Rent received for January 2024, 16,500.
4. Commission accrued but not yet received, 12,000.
5. Furniture to be depreciated by 10%.
6. 5% of debtors are doubtful.
7. Stock on 31st December 2023 was valued at 500,800.
Prepare income statement and the statement of financial position as at 31 December 2023	
Task 6

After you attempt the case study 1 above, you are required to do the following:
· Post any queries to the discussion forum 
· Comment on other participants comments at least two
· Your comments will be analyzed by the facilitator

Solution to CASE STUDY 1(Dr. Roberts)




Task 7

CASE STUDY 2 (Exercise)
After you do case study 1, you are required to attempt the case study 2 on Bingwa traders
The following trial balance has been drawn up from the accounts of Bingwa traders as at 31 December 2023.

	
	Dr
	Cr

	

Sales
Purchases	
Salaries and wages
Office expenses
Insurance	
Electricity	
Stationery	
Advertising
Telephone
Rates
Discount allowed 
Provision for Bad debts
Rent received 
Return inwards
Return outwards
Stock at 01 Jan 2023
Premises 
Fixtures and fittings
Provision for Fixture & fits.
Debtors and Creditors
Cash in Hand
Bank balance
Capital
Drawings
TOTAL

Additional Information
	             Sh.


10,350,000.00
1,870,000.00
250,000.00
110,000.00
60,000.00
240,000.00
350,000.00
80,000.00
300,000.00
10,000.00


150,000.00

4,600,000.00
8,000,000.00
500,000.00

480,000.00
20,000.00


1,400,000.00      
2,877,000.00
	                      Sh.

15,150,000.00










20,000.00
125,000.00

350,000.00



               75,000.00
             750,000.00

1,200,000.00
11,100,000.00
  
         2,877,000.00



	1. Inventory as at 31 December was 2023 was valued at Sh. 4,100,000.00
2. Accrued telephone bill was Sh. 20,000.00 as at 31 December 2023
3. Prepaid Rates were Sh. 50,000.00 as at 31 December 2023
4. Bad and doubtful debts to be provided for at the rate of 5% of debtors balance
5. Furniture and fittings to be depreciated at the rate of 10% p.a.
6. Rent receivable was Sh. 25,000 as at 31 December 2023


Required
a) Income statement for the year ended 31 December 2023
b) Statement of financial position as at that date.					









		

			
Scan your solution/workings into PDF format and forward for assessment by the facilitator 									(10 marks)

[image: Shape

Description automatically generated with low confidence]
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END OF MODULE ASSESSMENT 

[bookmark: _Hlk179103604]Use the following question to do self-assessment of the module
1. What is the nature and objectives of financial statements prepared for sole trader?
2. Explain the process involved in preparation of financial statements
3. Describe the common adjustments made and their treatment to the financial    statements
4. Demonstrate the preparation of financial statements using case studies



1. There are three main statements that can be prepared for a sole trader, income statement, balance sheet or statement of financial position and cash flow statement.
2. Preparation of financial statements is done after making end of period adjustments
3. Items that call for adjustment are normally provided in the additional information provided after below the pre adjusted trial balance.
4. Preparation of financial statements is well understood through practice



             WHAT’S NEXT?


In this module you have learned about the types and nature of financial statements prepared for a sole trader. 
In Module 8, you are going to learn about preparation of financial statements for a limited liability company. 















	[bookmark: _Hlk177016227]MODULE 8:  REPORTING FOR LIMITED LIABILITY COMPANIES



INSTRUCTIONAL HOURS: 4 Module Overview
In this module, you will learn about the characteristics of limited liability entities, the process of preparation of financial statements for a limited liability company 
 LEARNING OUTCOMES
At the end of this module, you will be able to:
[image: ]       1. Explain the meaning and nature of a limited liability company
2. Explain the considerations in preparation of statements for a ltd company
3. Highlight the differences between the reporting for a sole trader and reporting for a ltd company
4. Demonstrate the preparation of statements for a ltd liability entity
    LEARNING ACTIVITIES/TASK LIST
1. Watch Lecture Video[image: Shape

Description automatically generated with low confidence]
2. Review power presentation PDF
3. Watch lecture related videos
4. Complete participation assignment:  Quiz 1
5. Complete personal introduction video
6. Review concept assignment: Quiz 2

8.0 Reporting for limited liability entities

Task 1
Review power presentation. In this power point presentation, you are going to learn about the following areas related to preparation of financial statements for a ltd company:
8.1 Meaning and characteristics of limited a liability company
8.2 Identification of the unique items affecting preparation of statements
8.3 Format of presentation of statements for a ltd company
8.4 Preparation of income statement and statement of financial position illustration



Meaning and characteristics of limited liability companies
Introduction
· A Limited liability Company is a company registered under the companies Act of the country 
· It is legally a separate Business entity, generally referred to as a legal being where the directors and the shareholders have limited liability in the business
· When such a company is created, it has an Authorized shareholding which defines the limit of the shareholder liability
· This is the most viable options if the capital is being invested into the business by anyone who does not wish to be involved in running it
Types of companies:
· Private companies – These are companies that cannot invite members of the public to invest in their company
· Public companies – These are companies that can invite the public to invest in their business and most of them are quoted in Security Exchange market

Characteristics of a company
· Separate legal entity from the owners (shareholders)
· Law considers a company to be an artificial person who can sue and can also be sued
· A company must have a common seal which acts as the signature of the company
· Shares of the company is transferable under certain conditions
· Companies are managed by board of directors on behalf of the owners
· The liabilities of the shareholders are limited to the nominal price of the shares subscribed

Types of share capital

Ordinary shares 
· These are shares that represents the ownership of the company
· Voting powers of shareholders is based on the strength of proportions of shares each individual shareholders have in the company
Preference shares 
· These are shares that have the combination of both equity and debt instruments which makes them a hybrid system
· They are preferred over the ordinary share capital
· They have a fixed rate of dividend
Differences between ordinary shares and preference shares
· Preference shares - In the event that a company is insolvent the preference shareholders rank ahead of ordinary shareholders on the claim of the company’s assets
· Preference shareholders do not have voting rights while ordinary shareholders have voting rights because they are the owners of the company
· Preference shareholders earn fixed rate of dividend while ordinary shareholders earn dividends at the discretion of the management of the company.
· Preference shares can be converted to common stock while ordinary shares cannot be converted to preference shares
· Ordinary shareholders can benefit from capital appreciation while preference shares do not
· Preference shares are redeemable while ordinary shares are not redeemable
Issue of shares
· This is the process where a company transfers shares to either the existing shareholders or new shareholders for a price
· Shares can be issued to corporates or individuals
· Companies issue new shares with the intention of raising funds to finance the business operations
· Circumstances where issue of shares may occur in a company:
- When a company is incorporated a number of shares are issued to the public to raise money for the business
- A company can issue shares to raise money to repay some of its borrowings
- The company may require new funding to finance its expansion
- Where a company wants to acquire another company, it may require new funding for that project
- A company can make bonus share to the existing shareholders. This is the where the company uses its own profit to distribute to the existing shareholders free of charge
- Employees of a company can exercise a share option that they have been granted by the company and acquire the shares through allotment to them
	Issue of Debentures
· Debenture is used when a limited company receives money on loan and certificates called debenture certificates are issued to the lender
· They are also called loan stock or loan capital
·  Debenture interest has to be paid whether profits are realised or not
· A debenture may either be redeemable or irredeemable
· Redeemable is payable at or by a particular date and irredeemable is payable when the company is officially terminated
Income Statement and Statement of Financial Position
· The income statement of a company is the same as that of a sole trader, but there are additional expenses that are unique to the company and therefore, they should be included in the income statement. (e.g.)
· Director's fees salaries and other expenses
· Audit fees
· Amortization e.g., goodwill
· Debenture interest
In addition to the normal income statement, an appropriation account which shows the allocation of the net profit for the period is to be prepared


Director's salaries
Salaries, fees and other expenses in relation to the directors are expenses as far as company accounts are concerned
Audit fees
All companies are required to prepare the accounts which should be audited and therefore any fees paid in relation to audit and accountancy is an expense to income statement

Debenture interest
- Loans taken up by companies are called debentures
- The interest paid on these loans is charged as an expense and unpaid amount are shown as current liabilities to the balance sheet
- The debenture principal amount is classified under non-current liability in the balance sheet

Corporation tax
- Companies pay corporation tax on the profits they earn
- This tax is included in the accounts as an appropriation item and the unpaid tax taken to the balance sheet under current liabilities 

Financial statements formats

Income Statement format
XYZ Ltd Company
Income statement for the period ended 31 December 20xx
								Sh.			Sh.
Sales											xx
Less Returns inwards								(xx)
Net sales										xx
Less Cost of Sales
Opening Stock						xx
Purchases							xx
Add Carriage inwards					xx
Less purchase returns					(xx)
Less Closing stock						(xx)			(xx)	
Gross Profit										xx
Add Other incomes
Discount received									xx
Gain on disposal of Assets							xx
Income from investment 								xx
interest received from bank							xx
											xx
Less: Operating Expenses
Directors’ salaries/fees/remuneration			xx
Audit fees							xx
Debenture Interest						xx
Amortization of good will					xx
Salaries and wages					xx
Office expenses						xx			xx
Net Profit before tax								xx
Appropriations
Provision for corporation tax for the year					(xx)
Net Profit after tax									xx
Less transfer to the general reserve						(xx)
Preference dividend –	Interim paid			xx
				Final proposed		xx			(xx)
Ordinary dividend -	Interim paid			xx
Final proposed		xx			(xx)
Retained profit for the year 							xx
Retained profit b/d									xx
Retained profit c/d									xx


Statement of Financial Position Format

XYZ Ltd Company
Statement of financial position as at 31 December 20xx
Assets								Sh.			Sh.
Non-current assets
Land & building									xx
Plant and Machinery								xx
Fixtures, Furniture & Fittings							xx
Motor vehicle									xx
											xx
Intangible Assets
Goodwill							xx					
Copyrights, patents					xx
Long term Investments 					xx			xx

Current Assets
Stock								xx
Debtors 							xx
Prepayments						xx
Short term Investments					xx
Cash at bank						xx
Cash in hand						xx			xx
Total Assets										xx

Capital and Liabilities
Equity Capital
Authorized and issued ordinary shares						xx
Share premium									xx
8% Preference shares								xx 
Asset Revaluation Reserve							xx
Capital Redemption Reserve							xx	
General Reserve									xx
Profit and loss a/c (Retained profit)						xx
Total owner’s equity								xx
Long term liabilities
10% Debentures						xx
6% Loan stock						xx			xx

Current liabilities
Creditors							xx
Accruals							xx
Interest payable (debenture interest)			xx
Tax payable							xx
Dividends payable						xx
Bank overdraft						xx			xx
Total Capital and Liabilities							xx

Task 2

You are required to watch the video on Company accounts by Madam Mumbi, link provided below. You will be introduced to the preparation of financial statements using examples.




https://www.youtube.com/watch?v=fXAcfouqW-E 



[bookmark: _Hlk177337041]
Task 3
[bookmark: _Hlk179060999]After you watch the video above, you are required to watch the next video on Statement of Changes in Equity | Company | Explained with Examples by Counttuts
Click on the link below to access the video





https://www.youtube.com/watch?v=gOh9CzO5t6Q		(0:05 – 26.55)

Task 4

After you watch the two videos above, you should be able to prepare the financial statements for CASE STUDY1 (ABC Ltd) question




[bookmark: _Hlk179101025]CASE STUDY 1 

The trial balance of ABC Ltd as at 31st December 2023 was as follows:
								Sh. 000		Sh. 000
Share capital (100,000 Sh. 20 ordinary shares)					2,000
Purchases and sales						12,200			25,200
Accounts receivables and payables				4,000			1,400
Profit and loss balance 								3,800
Sales returns							400
Building at cost						8,000
Plant at cost							10,000		
Provision for depreciation – 	Plant							4,000
				Building						400
Purchases returns									800
Selling expenses						1,400
Bank								1,600
10% Debenture									6,000
Inventory 1 Jan 2023						3,000
Provision for bad debts								200
Operating expenses						1,800
Administrative expenses					1,400				
								43,800 		43,800

Additional information:
1. Inventory as at 31 December 2023 was valued at Sh 3,600,000
2. A debtor of Shs. 200,000 has been declared bankrupt. A general provision is to be provided on debtors at the rate of 5%.
3. Debenture interest has not been paid.
4. Depreciation is to be provided at the rate of 10% on plant and 2% on building at cost.
5. The directors have proposed a dividend of Shs.2 per share and transfer of Shs. 200,000 to general reserves.
6. Corporation tax at the rate of 30% on profits is estimated to be Shs.900,000
Required:
(a) The Income Statement for the year ended 31 December 2023.		
(b) 	Statement of Financial position as at 31st December 2023.			






Solution to CASE STUDY 1

			

Task 5
You are required to work out the following case study 2 and consequently address Task 6 that follows




CASE STUDY 2

The following list of balances as at 31 December 2023 was extracted from the books of XYZ company ltd.
								Sh.000			Sh.000
Ordinary share capital	(Par Value 1Sh.)						12,000
Share premium account								 2,000
General reserves									 3,000
Profit and loss account balance							 1,500
8% Preference share capital								 3,000
10% debentures									 2,000
Cost of goods sold						35,000
Rates, light and heat						 1,140
Telephone and postages					     560
Salaries							 2,100
Director’s remunerations					 1,200
Motor vehicle expenses					 2,410
Sales											50,000
Debtors							 2,170
Stock in trade at cost						 3,800
Freehold property at cost					14,000
Fixtures and fittings at cost					12,000
Provision for depreciation on fixtures and fittings					 7,200
Motor vehicle at cost						 8,000
Provision for depreciation on motor vehicles						 1,600
Bank balance							     700
Creditors										     780
Total								83,080			83,080
Additional information
1 The authorized share capital is Sh. 20,000,000
2 The company’s property was valued at Sh. 19,000,000 and the figure should be reflected in the books
3 Rates, light and heat charges prepaid as at 31st December 2023 was amounting to sh.230,000
4 Accrued charges as at 31st December 2023 were:
Telephone and postages	sh.90, 000
Motor vehicle expense	sh. 60,000
5 Direct method of depreciation is provided annually as follows:
Fixture and fittings	5%
Motor vehicle		20%
6 The directors recommended a dividend payment of 10% on the ordinary shares for the year ended 31 December 2023 and a transfer of 500,000 shillings to the general reserve account.
Required
(a) Income statement for the year ended 31 December 2023			
(b) Statement of financial position as at 31 December 2023			




			


Post your questions or comments to the discussion forum for any clarification as you address the case study 2 question. 
Respond to question or comments from other participants
Your comments will be analyzed by course facilitator	(10 marks)
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[image: ]

END OF MODULE ASSESSMENT 
Use the following question to do self-assessment of the module
1. Meaning of a company and characteristics of a limited liability company
		2. explain the types capital that a company may have at any given time
		3. How does the company raise capital
4. Explain the differences in items and presentation of accounts for a sole proprietor and accounts for limited company 



1. The concept of preparing accounts for limited company is the same as that of sole proprietor. The only difference is in presentation
2. Apart from the common income and balance sheets statements, we also prepare statement of changes in equity
3. Accompany on registration, acquires human characteristics as opposed to a sole proprietor
4. There are two main sources of capital for a company, equity and debt capital. Equity is owners’ capital while debt is borrowed capital
5. Reserves are part of equity capital


             WHAT’S NEXT?
In this module, you have been taken through the process of preparation of financial statements of a limited liability company. 
In our next module 9, you are going to learn about preparation of cash flow statement for a business entity. 

	[bookmark: _Hlk177054173]MODULE 9: PREPARATION OF CASH FLOW STATEMENT



INSTRUCTIONAL HOURS: 4 Module Overview
In this module, you will learn about the cashflow statement and the procedure involved in preparation of cash flow statement for a business entity 

 LEARNING OUTCOMES
At the end of this module, you will be able to:
[image: ]       1. Explain the meaning and why cash flow statement is prepared for organizations 
2. Describe the basic activities and analyses in a cash flow statement 
3. Explain the differences between cash flow and income statement   
4. Demonstrate the preparation of a cash flow statement 
    LEARNING ACTIVITIES/TASK LIST
1. Watch Lecture Video[image: Shape

Description automatically generated with low confidence]
2. Review power presentation PDF
3. Watch lecture related videos
4. Complete participation assignment:  Quiz 1
5. Complete personal introduction video
6. Review concept assignment: Quiz 2


9.0 Preparation of Cash flow statement
Task 1
Review power presentation. In this power point presentation, you are going to learn about cash flow statement, purpose, characteristics and the activities involved in preparation of cash flow statement under the following headings:
9.1 [bookmark: _Hlk177045529]Meaning and importance of cash flow statement
9.2 [bookmark: _Hlk177046415]Purpose and benefits of a cash flow statement
9.3 [bookmark: _Hlk177046696]Sources of information and activities in a cash flow statement
9.4 Approaches and procedures in preparation of cash flow statement
9.5 Preparation of cash flow statement format and illustrations

Meaning and importance of cash flow statement

· Cash flow statement is a statement that explains the changes in cash and cash equivalent during a given accounting period
· It is a statement that provides aggregate data regarding all cash inflows a company receives from its ongoing operations and external investment sources
· It also includes all cash outflows that are paid for business activities and investments during a given period 

Importance of Cash flow statement
· users of accounting information require more information to enable them assess the ability of a business to meet its obligations as they fall due
· This need is met by the preparation of a Cash flow statement
· The basic purpose of a Cash flow statement is to provide information about sources and application of cash and cash equivalents as well as investing and financing activities of the business entity

Why the difference between cash balance and profit for same period
· Usually, the amount of profit made during an accounting year and the cash balance at the end of the same accounting year would not be the same due to but not limited to the following factors
· Non-Cash items- These are items that do not involve the movement of cash but are included in the determination of profit. Examples include depreciation and amortization
· Transactions that involve credits which are used in the determination of profits Examples include purchases on credit, sales on credit as well as expenses incurred on credit
· Transactions that involve cash but are excluded in the determination of profit in the period that cash was involved. Example include prepaid expenses and prepaid revenue
· Investing and financing activities. These activities affect balance sheet items and not necessarily profit items. Examples include issue of shares, redemption of shares, acquisition of property, plant and equipment and investing in marketable securities

Purpose and benefits of a cash flow statement

Purpose of A cash Flow Statement
· The basic purpose of cash flow statements is to provide information about receipts and cash payments of a business entity during the accounting period, to help creditors and others in assessing:
· The company’s ability to generate positive cash flows in future periods
· The company’s ability to meet its obligations and to pay dividends
· Reasons for difference between the accounting net income and the related net cash flows from operations
· Both the cash and non-cash aspects of the company’s investment and financing transactions for the period

Benefits of A cash Flow Statement
· A cash flow statement when used in conjunction with the rest of the financial statements provides information that enables users to evaluate the changes in net assets of an enterprise, its financial structure (i.e., liquidity and solvency) and its ability to affect the amounts and timing of cash flows in order to adapt to changing circumstances and opportunities
· Cash flow information is useful in assessing the ability of the enterprise to generate cash and cash equivalents and enables users to develop models to assess and compare the present value of the future cash flows of different enterprises
· It enhances the comparability of the reporting of results by different enterprises because it eliminates the effects of using different accounting treatments for the same transactions and events
· It is useful in checking the accuracy of past assessments of future cash flows and in examining the relationship between profitability and net cash flow and the impact of changing prices
· Historical cash flow is often as an indicator of the amount, timing and certainty of cash flows

Sources of information and activities in a cash flow statement
The following documents may provide source of information in preparation of cash flow statement
· Profit and loss account for the current period
· Two balance sheets- opening and ending
· Cash book summary from which we have cash receipts and cash payments

Specific activities in a cash flow statement
When preparing a cash flow statement, the following activities must be clearly analyzed for sources and applications of funds:
a) [bookmark: _Hlk177047392]Operating Activities
b) [bookmark: _Hlk177047749]Investing Activities and
c) [bookmark: _Hlk177048257][bookmark: _Hlk177048186]Financing Activities

We are going to explain each activity and examples 

a) Operating Activities

· These are the principal revenue generating activities of an organization
· They are the cash effects of the transaction and other events relating to operating or trading activities of the business
· There are two approaches of reflecting cash flow from operating activities in a cash flow statement

i)  Direct method/ approach
This approach shows the operating cash receipts and cash payments in gross form 
	
ii)  Indirect method/ approach

· This approach starts with operating profit before tax and adjusting it for non-cash charges and credits to reconcile the profit to the net cash flow from operating activities before working capital changes 
· Items included in computation of profit yet they are not operating activities are adjusted to arrive at operating profits before working capital changes e.g., interest expense is a financing activity while interest received is an investing activity
· Working capital changes is simply to convert revenue and expenses accrued from accrual to cash basis i.e., cash received and cash paid towards operating activities
· Adjusting for changes in current assets and current liabilities as a general rule involves the following;
-	Increase in current assets implies more cash tied up and therefore reduction in cash balance
-	Decrease in current assets implies cash is released and therefore there is an increase in cash balance 
-	Increase in current liabilities implies less cash was paid and more transactions were made on credit and therefore there was an increase in cash balance
-	Decrease in current liabilities implies cash was paid to reduce them and therefore there was a reduction in cash balance

b) Investing Activities 

· These are receipts resulting from ownership of investments and payments to acquisition of investments by the company e.g., sale and purchase of assets, sale and purchase of investment

c) Financing Activities

· Cash flows under this heading will include receipts from and payments to external providers of finance to the business e.g., proceeds from issue of shares, dividends paid and finance cost 

Cash flow statement Format/Sample
Direct Approach



[image: http://www.accounting-basics-for-students.com/images/Cash_flow_statement1_450.jpg]


Cash flow statement Format/Sample
IN direct Approach
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Task 2

After you go through the slides, you are required to watch the video on the Financial Statements & their Relationship / Connection | Explained with Examples by Counttuts.
Click on the link below to access the video:




https://www.youtube.com/watch?v=Erv9OXdy1qc&t=58s		(9:45 – 16:


Note: The difference in presentation of cash flow statement using direct and indirect approach happens only in the operating activities. The investing and financing activities are not affected by the change in the approach

Task 3
You are required to watch the video on Cash Flow Statement/Direct Method/ Full Example by Counttuts. You are going learn how to prepare a cash flow statement using the direct approach



https://www.youtube.com/watch?v=ivEjypY5Vuo  




Task 4
You are required to watch the video on Cash Flow Statement/Indirect Method/ Full Example by Counttuts. You are going learn how to prepare a cash flow statement using the indirect approach. Click on the link below to access the video



https://www.youtube.com/watch?v=UDFILLOdZuc  

Task 5
After you watch the videos on cash flow statement using both direct and indirect methods, you are now required to work out the case study 1 below



CASE STUDY 1 – Attempt the question one on ABC limited





After you do the case study above, submit your answer to compare your solution with the one provided 



Task 6
Post any comment to the discussion forum from your experience of going the videos and case study 1.
Respond to comments from peers


Task 7
You are required to attempt practice question 2 on Saroyan Company limited attached. 	



CASE STUDY 2


[bookmark: _Hlk177338596]





Task 8



Post your questions or comments to the discussion forum for any clarification as you address the study questions. Also respond to question or comments from other participants									(8 marks)
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END OF MODULE ASSESSMENT 

Use the following questions to do self-assessment of the module
1. What is the meaning and objectives of a cash flow statement?
2. Explain the main activities in a cash flow statement
3. Explain the requirements for preparation of a cash flow statement
4. Discuss the connection in the three statements, income statement, statement of financial position and cash flow statement	




1. Cash flow statement is the summary of cash inflows and outflows.
2. It includes three activities: operating, investing, financing
3. There are two different methods to prepare cash flows from operating activities.
4. Direct method starts with showing separate cash flows and indirect method starts with the net income followed by different adjustments
5. Cash flows from investing activities include cash invested/ disinvested/ making adjustments.
6. Cash flows from financing activities include cash raised/repaid by issuing or repaying loans and paying a dividend.


             WHAT’S NEXT?
In this Module, you have learned about the preparation of cash flow statement for a business entity. 
In the next Module 10, you are going to learn about ratio analysis and interpretation of the financial statements



	MODULE 10:  ANALYSIS AND INTERPRETATION OF FINANCIAL STATEMENTS 


 INSTRUCTIONAL HOURS: 4 Module Overview
In this module, you will learn about the interpretation of the financial statements using accounting ratios, ratio determination and interpretation, advantages and disadvantages of use of ratios will also be explained 
 LEARNING OUTCOMES
At the end of this module, you will be able to:
1. Explain the meanin[image: ]g and categories of ratios analysis
2. Discuss the purpose and sources of information for ratio analysis
3. Explain the merits and demerits of use of ratios
4. Demonstrate on the computation and interpretation of ratios
    LEARNING ACTIVITIES/TASK LIST
1. Watch Lecture Video[image: Shape

Description automatically generated with low confidence]
2. Review power presentation PDF
3. Watch lecture related videos
4. Complete participation assignment:  Quiz 1
5. Complete personal introduction video
6. Review concept assignment: Quiz 2

INSTRUCTIONAL MATERIALS & LEARNING ACTIVITIES 


10.0 Analysis and interpretation of financial statements

Task 1
Review power presentation. In this power point presentation, you are going to learn about the following aspects of ratio analysis and interpretation of financial statements of a business entity:
10.1 [bookmark: _Hlk177056259]Meaning, reason and categories of ratio analysis
10.2 [bookmark: _Hlk177056854]Sources of information for ratios analysis
10.3 [bookmark: _Hlk177057256]Classification of ratios and purpose
10.4 [bookmark: _Hlk177058349]Merits and limitations of use of ratios
10.5 [bookmark: _Hlk177059089]Practice on use of ratio and interpretation thereof
Introduction
Watch the video link below to introduce you to what ratio analysis is and purpose for ratio analysis and interpretation of financial statements of a business entity
 Meaning, reason and categories of ratio analysis
· These are the means of presenting inform of ratios or percentages the information which enables a comparison to be made between one significant figure and another 
· Interpretation of accounts is the analysis of financial statements in order to discover the strength and weakness of a company
· To reveal underlying trends in its activities and to use historical trends to predict future performance and position of the company
Categories of ratio analysis
There are two main categories of ratio analysis:
(a) Cross sectional analysis
· This is where variables are compared across firms using common size statements
· This involves expressing financial statements in percentages rather than in absolute values to eliminate the size difference e.g., figures stated in billions for one firm and in thousands for another firm
· Comparison is normally for same period statements but different organizations
(b) Trend analysis
· This involves expressing comparisons relative to their value in a base year
· This is done within the same organization but different periods
Sources of information for ratios analysis
· The main source of information for ratio computation and analysis are the financial statements, Income statements, Balance sheet and cash flow statement
· Market information about the company activities may also help in understanding the company better in comparison to the market e.g., Price earnings ratios, market price of the company shares
· Information about industry or sector may also be of help in comparison with the industry standards
Classification of ratios and purpose
Ratios may be classified into several classes to care of the needs of different users of the statements
The following are five key classifications of ratios and purpose
1. Profitability ratios
· these ratios measure management’s ability to control expenses and to earn a return on the resources committed to the business
· Examples include; Return on Investment (ROI), Return on Equity (ROE), Gross profit ratio, Net profit ratio, Return on Assets
2. Gearing/Leverage ratios 
· these ratios measure the degree of protection of suppliers of long-term funds and can aid in judging a firm’s ability to raise additional debt and its capacity to pay its liabilities on time. 
· Examples include; Debt to Equity ratio, Interest Coverage ratio, long term debt to total assets ratio
3. Liquidity ratios  
· These ratios measure a firm’s ability to meet its current obligations
· Examples include; Current ratio, Quick/acid/ liquid ratio
4. Efficiency / asset management/ activity ratios 
· these ratios provide information about management’s ability to control expenses and to earn a return to the resources committed to the business
· Example includes Stock turnover ratio, Debtors turnover ratio, Creditors turnover ratio, Assets Turnover
5. Shareholders / Valuation ratios 
· These ratios are used by shareholders in order to assess the worth of a company and their shares
· Examples include; Dividend payout ratio, Dividend per share, Earnings per share (EPS), Price earnings ratio (P/E ratio), Dividend yield, Dividend cover

Merits and limitations of use of ratios
Merits:
· Ratios facilitate conducting of trend analysis which is important for decision making and forecasting
· Ratios provide a basis for both intra- firm as well as inter-firm analysis
· Comparison of actual ratio with base year ratio or standard ratio helps the management analyze the financial performance of a firm
Limitations:
· A ratio in isolation is of little help. It should be compared with base year ratio or standard ratio, the computation of which is difficult, it also involves the selection of a base year and the determination of standards to be compared with
· Inter firm comparisons may not be useful unless the firms being compared are of the same size and of age and employ similar production methods and accounting practices
· Even within a company, comparisons can be distorted by changes in price levels (inflation)
· Ratios provide only quantitative information and not qualitative information
· Ratios are calculated on the basis of past financial statements. They do not indicate future trends and do not consider the prevailing economic conditions
· Ratios are computed from figures in financial statements, any weaknesses in financial statements are captured within the ratios

Task 2
After you read the slides above, you are required to watch the video on financial Analysis: Overview of Ratio Analysis by Prof Alldredge to have an overview of ratio analysis and interpretation of financial statements. Click on the link below to access the video

https://www.youtube.com/watch?v=FT2rOR6CxGE	

Task 3
After you watch the video above, you are required to do the following case study question 1


CASE STUDY QUESTION 1
Practice on use of ratio and interpretation thereof
You are required to download the attached hand out on the various classes of ratios and the formulars and interpretation for the subclass’s ratios are provided 
You will need this information to help you work out the two practice exercise questions
The solution for practice question one is provided
			


			

Task 4

CASE STUDY QUESTION 2
Practice on question 2 Provided below and post question or comments to the discussion forum


Task 5


Post any questions or comments to the discussion forum as you work out the case study provided above. Also, you are required to respond to other participants questions and comments				(6 marks)
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END OF MODULE ASSESSMENT 

Use the following questions to do self-assessment of the module
 1. What is the meaning of ratio analysis and interpretation of financial statements
2. Why should interpretation of statements important and which parties
3. Explain the different types of ratio analyses
4. Explain the different classes of ratios and their objectives
5. Discuss the advantages and disadvantages of use of ratio as tool for interpretation of financial statements of a business entity
 


1. Ratios assist users of financial statements to understand the strength and weaknesses of a company in certain areas
2. Ratios are easy to interpret and take care of size differences between different firms
3. there five key classes of ratios, profitability, liquidity, management/activity, shareholders and leverage.
4. The purpose is meet needs of wide range of users
5. The main shortcoming in use of ratios is that ratios do not detect errors in the financial statements. They make use of financial statements figures as they are.


             WHAT’S NEXT?

In this module, you have learned about the process of computation of ratios and interpretation of the computed ratio in order to make informed decision about the organization.
Recall: This marks the end of our initial accounting process which relates to the application stage of the accounting process, interpretation of accounting the information.
Going Forward:
Since accounting is a bout practice, you are expected to do more practice in application of the different stages of the accounting process. Particularly the reporting stage (Output stage)
Thank You for journeying with me from the beginning to the end of this courses. I wish you well.
Dr. Robert Mukoswa Odunga
Course facilitator
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MCA 803 - ACCOUNTING FOR TAX AND CUSTOMS
1. INTRODUCTION TO ACCOUNTING

Definition

There are various definitions that have been put across to describe what accounting involves. The key
ones are as follows:

Def. [1] The American institute of public accountancy [1961] defines accountancy as the act of
recording, classifying and summarizing in a significant manner and in terms of money transactions
and events which are in part of at least of a financial character and interpreting the result thereof.

Def. [2] The Accounting Standards Board [1991] on the other hand defined accounting as the
provision of information about the financial position, performance and financial adaptability of an
enterprise that is useful to a wide range of potential_users in making economic decisions.

Def. [3] Professor N. D. Nzomo in his book [Manual basic accounting] defines accounting as the art
and science of recording transactions, processing the recorded transaction into a comprehensible form
and communicating the information to interested parties.

From the above definitions, the following can be said about accounting:

[1] Accounting involves recording, classifying and summarizing in a significant manner transactions
and events in an organization.

[2] Accounting provides information about financial position, performance and financial adaptability
of an organization that is useful to a wide range of potential users in making economic decisions.

[3] Accounting is a social science. It therefore leads itself easily to its analysis as information system.
It therefore has the attributes of a system.

I.  Ithas a basic quality which is to provide information.
ii.  Ithas clear and well-defined elements in the form of people and equipment.
iii.  Ithas the typical activities of a system i.e. Input, Process and Output

Purpose/ Objectives of Accounting

There are three main types of business enterprises, Sole proprietor, and Partnership and Limited
liability companies.

Accounting plays a dynamic role in the success of any business. Every business enterprise is treated
as a separate unit from its owners for accounting purposes.

1 (Dr. Odunga R.M. MICA 803, 2024)





Accounting principles are applied by all the business enterprises to achieve their objectives. The main
functions of accounting are:
i) Ascertainment of profit and loss.

Accurate and complete accounting of transaction is essential because this information will be helpful
to determine whether there was profit or loss in any trading period.

i) To facilitate the credit transactions.

If goods are purchased from a supplier on credit basis, then this supplier is known as the creditor.
Similarly, if goods are sold to a customer on credit, then the customer is known as a debtor.
Accounting records facilitate the credit transactions because these records will determine the amount
due to creditors and those from debtors.

i)  Assessment of tax.

Tax can be classified as income tax, corporate tax, excise tax and custom duty. For accurate
assessment of tax, accounting records must be maintained properly.

iv) Evaluation of assets and liabilities.

Assets are the possessions of the business and liabilities are those debts which are owed to other
persons by the business. A statement of assets and liabilities can be prepared as at any particular date
which is known as a balance sheet date. Balance sheet is normally required when an enterprise is
seeking loan facility. Also, prospective investors or buyers need a balance sheet for the enterprise
before making any decision about the enterprise.

V) A tool for control.

For further expansion of any business, a business enterprise can formulate its plan on the basis of
present and past achievements. Accounting records can provide sufficient data relating to sales,
profits, investments etc. for making decisions about the future programs

Users of Accounting Information

There are different parties with different reasons, who may be interested in financial statements of a
given business enterprise, for example;
1) Present and potential investors e.g. shareholders - Their concern is about the capital gain,
stewardship, management uses of corporate resources under their control.
2) Lenders, suppliers and other creditors - Their concern is the determination of credit
worthiness of the organization.
3) Employees and trade unions - Their concern is to be assured of their job security,
remunerations and bargains for salary increments and pension after employment
[organization’s profitability and stability.]
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4)
5)
6)

7)

8)

The management - Their concern is accounting information to assist in planning and control
aspects of the business.

Government and their agencies - Their concern is to ensure that tax policies and matters are
complied with. Also, compliance with regulatory policies.

Customers - These parties are interested in the continuance of an enterprise, fairness of
pricing policies and long-term contractual obligations of the organization.

Competitors - Enterprises compare their performance with those of others. They asses their
position versus their competitors. Financial statements enable them to know profit margins,
value of assets and resources utilization of their competitors,” etc.

General public - Their concern is the contributions of the firm towards social causes and
contribution of welfare services, social economic structures of the environment.

Different Specializations of Accounting

To meet the required needs of users of accounting information, accounting has developed
specialization and sub-specialization. These can be divided into seven specialized fields each with its
own area of expertise, responsibility as well as educational requirements. These are;

1. Financial accounting. This is the process of recording financial activities of the business
and reporting summarized information to its users. Some accounting standard practices
are established and used by all accounting entities. Within financial accounting,
bookkeeping is normally done and it can be defined as the procedural part of financial
accounting or the day to day recording of financial information. It’s the start of all
accounting activities.

2. Management accounting. The information developed out of managerial accounting is
specifically used by entities management in discharging its managerial functions. It
utilizes both cost and budgeting accounting.

3. Tax accounting. This field deals with the process of establishing of tax liability and tax
returns of an accounting entity.

4. Auditing. This field deals with the process of ensuring that the accounting statements or
reports reflect a true and fair view of the results of operations and financial position of
accounting entity.

5. Fund accounting. This field deals with accounting for non-profit making entities e.g.
public-sector accounting, charitable organizations, and religious entities etc.

6. Accounting systems. This is the field that designs and implements the system of record
keeping e.g. electronic data processing and management advisory services.

7. Social accounting. This field measures the impact of business or governmental agent’s
decisions on the public sector. It measures how funds being spent for the good of the
general public and for the benefit the greatest number of people.

(Dr. Odunga R.M. MICA 803, 2024)






image12.png




image13.png
o




image14.emf
Cost and  Management Accounting_2024.pdf


Cost and Management Accounting_2024.pdf
MCA 803 - MANAGEMENT ACCOUNTING

Introduction

Management accounting is a field of accounting that deals with the development of information to
be used specifically by the entities management in discharging its managerial functions. It utilizes
the techniques of both budgeting and cost accounting.

Budgeting is the process of evaluating what has taken place and preparing plans and goals for the
future. Cost accounting is the process of determining the cost of each product or service of a
business. It also involves evaluating of the profitability of each product or service and making
recommendations for controlling costs.

Management accounting therefore, draws its data from financial and cost accounting systems. It
uses all available information in order to advise management on matters such as cost control,
pricing, investments decisions and planning.

Management accounting information is one used by internal users. It is used to facilitate the
improvement and perfection of the organization’s systems. It is concerned with information that
will aid in the choice of strategy, how to communicate the chosen strategy and how best to
implement that chosen strategy.

Management accounting is useful in aiding the design, production and making of products or
services. It provides information that is required by management for purposes such as; Formulation
of policies, Planning and controlling activities of the enterprise, Decision making on alternative
causes of action, Disclosure to those external to the entity [shareholders and others], Disclosure to
employees and Safeguarding assets of the business.

b) Objectives of Management Accounting

Management accounting process aids in the achievement of the following objectives by
management;

Planning - All organizations should plan ahead in order that they can set objectives and decide
how they should meet them. Planning can be short or long term and it is the role of management
accounting systems to provide information for what to sell, where and at what price. Management
accounting is also central to the budgeting process of any organization.

Controlling - Production of the company’s internal accounts and its management accounts enables
the firm to concentrate on achieving its objectives by identifying which areas are performing and
which ones are not. The use of management by exception reports enables control to be exercised
where it is most useful.

Organization - There is a direct relationship between the organization structure and the
management accounting system. It is difficult to determine which has the greater effect on the
other but it is necessary that the management accounting system should produce the right
information at the right cost and at the right time and the organizational structure should be such
that immediate use is made of it.
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Communicating - The existence of budgetary and management accounting system is an important
part of communication process. Plans are outlined to managers so that they are fully aware of what
is required of them and the management accounts tell them whether or not the desired results are
being achieved. Plans such as budgets make users remain focused in their activities. They therefore
guide the managers to execute their activities.

Motivating - Targets included in any system should be set at such a level that managers and people
who work for them are motivated to achieve them.

c) Difference between Financial Accounting and Management Accounting

a) Legal requirements -Legal provisions of management accounting are not critical and regularity
depends on the user needs.

b) Focus - Financial accounting focuses on the entire organization while management accounting
focuses on a unit or segment in an organization e.g. information on production basis.

c) Role of [GAAP] - General Accepted Accounting Principles in financial accounting is for
comparison, consistence and understandability, verifiability and audibility. Management
accounting values more of relevance than auditability.

d) financial accounting focus is on historical data while management accounting focus is on the
future.

e) Management accounting provides data for internal use while financial accounting provides data
for external use.

f) Management accounting emphasizes the relevance and flexibility of data while financial
accounting emphasizes on objectivity and verifiability. g) Management accounting draws heavily
from other disciplines while financial accounting relies on its conceptual framework and
regulations.

d) Key Management Accounting Guidelines

Three guidelines help management accountants provide the most value to their companies in
strategic and operational decision making: Employ a cost-benefit approach, give full recognition
to behavioral and technical considerations, and use different costs for different purpose

1. Cost-Benefit Approach - Managers continually face resource-allocation decisions, such as
whether to purchase a new software package or hire a new employee. They use a cost-benefit
approach when making these decisions: Resources should be spent if the expected benefits to the
company exceed the expected costs. Managers rely on management accounting information to
quantify expected benefits and expected costs although all benefits and costs are not easy to
quantify. Nevertheless, the cost-benefit approach is a useful guide for making resource-allocation
decisions.
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2. Behavioral and Technical Considerations - The cost-benefit approach is the criterion that
assists managers in deciding whether, say, to install a proposed budgeting system instead of
continuing to use an existing historical system. In making this decision senior managers consider
two simultaneous missions: one technical and one behavioral. The technical considerations help
managers make wise economic decisions by providing them with the desired information (for
example, costs in various value chain categories) in an appropriate format (such as actual results
versus budgeted amounts) and at the preferred frequency. Now consider the human (the
behavioral) side of why budgeting is used. Budgets induce a different set of decisions within an
organization because of Dbetter collaboration, planning, and motivation. The behavioral
considerations encourage managers and other employees to strive for achieving the goals of the
organization. Both managers and management accountants should always remember that
management is not confined exclusively to technical matters. Management is primarily a human
activity that should focus on how to help individuals do their jobs better—for example, by helping
them to understand which of their activities adds value and which does not. Moreover, when
workers underperform, behavioral considerations suggest that management systems and processes
should cause managers to personally discuss with workers ways to improve performance rather
than just sending them a report highlighting their underperformance.

3. Different Costs for Different Purposes - Managers use alternative ways to compute costs in
different decision-making situations, because there are different costs for different purposes. A
cost concept used for the external-reporting purpose of accounting may not be an appropriate
concept for internal, routine reporting to managers. Consider the advertising costs associated with
Microsoft Corporation’s launch of a major product with a useful life of several years. For external
reporting to shareholders, television advertising costs for this product are fully expensed in the
income statement in the year they are incurred. GAAP requires this immediate expensing for
external reporting. For internal purposes of evaluating management performance, however, the
television advertising costs could be capitalized and then amortized or written off as expenses over
several years. Microsoft could capitalize these advertising costs if it believes doing so results in a
more accurate and fairer measure of the performance of the managers that launched the new
product.

e) Organization Structure and the Management Accountant

We focus on broad management functions and how the management accounting function support
managers.

1. Line and Staff Relationships

Organizations distinguish between line management and staff management. Line management,
such as production, marketing, and distribution management, is directly responsible for attaining
the goals of the organization. For example, managers of manufacturing divisions may target
particular levels of budgeted operating income, certain levels of product quality and safety, and
compliance with environmental laws. Similarly, the pediatrics department in a hospital is
responsible for quality of service, costs, and patient billings. Staff management, such as
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management accountants and information technology and human-resources management,
provides advice, support, and assistance to line management. A plant manager (a line function)
may be responsible for investing in new equipment. A management accountant (a staff function)
works as a business partner of the plant manager by preparing detailed operating cost comparisons
of alternative pieces of equipment.

2. The Chief Financial Officer and the Controller

The chief financial officer (CFO)—also called the finance director is the executive responsible for
overseeing the financial operations of an organization. The responsibilities of the CFO vary among
organizations, but they usually include the following areas:

Controllership—includes providing financial information for reports to managers and
shareholders, and overseeing the overall operations of the accounting system

Treasury—includes banking and short- and long-term financing, investments, and cash
management

Risk management—includes managing the financial risk of interest-rate and exchange-rate
changes and derivatives management

Taxation—includes income taxes, sales taxes, and international tax planning

Investor relations—includes communicating with, responding to, and interacting with
shareholders

Internal audit—includes reviewing and analyzing financial and other records to attest to the
integrity of the organization’s financial reports and to adherence to its policies and procedures

The controller (also called the chief accounting officer) is the financial executive primarily
responsible for management accounting and financial accounting. We focus on the controller as
the chief management accounting executive. Modern controllers do not do any controlling in terms
of line authority except over their own departments. Yet the modern concept of controllership
maintains that the controller exercises control in a special sense. By reporting and interpreting
relevant data, the controller influences the behavior of all employees and exerts a force that impels
line managers toward making better-informed decisions as they implement their strategies. The
CFO is a staff manager who reports to and supports the chief executive officer (CEO).

3. Professional Ethics At no time has the focus on ethical conduct been sharper than it is today.
Corporate scandals have seriously eroded the public’s confidence in corporations. All employees
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in a company, whether in line management or staff management, must comply with the
organizations and more broadly, society’s expectations of ethical standards.

4. Institutional Support Accountants have special obligations regarding ethics, given that they
are responsible for the integrity of the financial information provided to internal and external
parties. The focus should be on improving internal control, corporate governance, monitoring of
managers, and disclosure practices of public corporations. These regulations call for tough ethical
standards on managers and accountants and provide a process for employees to report violations
of illegal and unethical acts.
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THE CONCEPTUAL FRAMEWORK UNDERLYING FINANCIAL ACCOUNTING

Conceptual framework is like a constitution of accounting. It is a system of interrelated objectives
and fundamentals that lead to the consistent standards and prescribe the nature and limits of both
financial accounting and financial statements.

A conceptual framework underlying financial accounting can’t be viewed as the description of
fundamental truth and axioms as found in theories regarding the natural sciences which can be
proven by laws of nature, rather it is created and developed on the basis of environmental factors,
intuition, authority and acceptability.

Importance of Conceptual Framework

1. It enables the development and issuance of a coherent set of standards and practices built
upon the same organizations.

2. It increases financial statement user’s understanding of and confidence in financial

reporting.

It enhances compatibility among financial statements of different companies.

4. 1t provides a basis upon which similar transactions and events are similarly accounted for
and reported.

5. It assists in the resolution of new and emerging practical problems by providing a frame of
reference for resolving accounting issues.

6. It defines the bounds of judgment in the preparation of financial statements.

w

Note that there is no single framework that is universally accepted or totally relied upon in practice.
This is due to the following factors;

1. The variety of users that financial statements serve is so wide that no one framework is
likely to meet their needs.

2. The time and resources needed to develop universally agreed conceptual framework
perhaps makes it impossible for professional bodies to continue with their programs.

3. Accounting conventions that underlay financial reporting can’t be proved to be correct.
They depend on conscience without con censors; there can’t be an agreed conceptual
framework and may not be possible to achieve con censors on wide issues.

4. The development of an accounting standard may be influenced by factors other than a
conceptual framework e.g. existing practices and political pressure.

Quialitative Characteristics of Accounting Information

Quialitative characteristics of financial statements are the qualities that make the information
provided in the financial statements useful to users for assessing the financial position,
performance and financial adaptability of an organization. Some qualitative characteristics relate
to the content of the information contained in the financial statements while others relate to how
that information is presented.

The primary qualitative characteristics relating to the content are relevance and reliability.
The primary qualities relating to presentation are comparability and understandability.
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1. Primary Qualities Relating To the Information Content

Relevance of financial reports

Information is relevant only when it can influence decisions of users that is, it is capable of making
a difference in a decision. If certain information is disregarded, because it is perceived to have no
bearing on a decision, then that information is irrelevant to the decision. Information is relevant
when it helps users make predictions about the outcome of past, present and future events i.e.
[Predictive value.] or confirms or corrects prior expectations i.e. [feedback value] Example, when
a company issues an interim report, this information is considered relevant because it provides a
basis for forecasting annual earnings and provides feedback on past performance.

It therefore follows that, for information to be relevant, it must also be available to decision makers
before it loses its capacity to influence their decision i.e. [timeliness] Example, if a company did
not report its interim results until six months after the end of the period, the information would be
much less useful for decision making purposes. Thus for information to be relevant, it should have
ingredients of predictive value, feedback value and timeliness.
Reliability of financial reports
To be useful, financial information must also be reliable. Information has its quality of reliability
if it is free from material error and bias and can be depended upon by users to represent faithfully
that which it either purports to represent or could reasonably be expected to represent.
Information may be relevant but so unreliable in nature of representation that its recognition may
be potentially misleading. Example, if the validity and amount of claim for damages under legal
action are disputed, it may be inappropriate for the enterprise to recognize the full amount of the
claim in the balance sheet although it may be appropriate to disclose the amount and circumstances
of the claim.
The secondary qualities of reliability include;

- Faithful representation of information- no special interest.

- Substance over form- how to record what and where.

- Neutrality- should not be biased.

- Presence and completeness- justifiable information or verifiable so that it can be reliable

2. Primary Qualities Relating To Presentation of Information

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
the business, its economic activities and accounting policies and that they are willing to study the
information with reasonable diligence. 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, merely on the grounds that it may be too difficult for certain
users to understand.

Comparability

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

(Dr. Odunga Robert, MICA 803, 2024)





An important implication of qualitative characteristic of comparability is that users be informed of
accounting policies employed in preparation of the financial statements. Any changes in those
policies and the effects of such changes must be disclosed. Users need to be able to identify
differences between the accounting policies for like transactions and other events used by same
enterprise from period to period and by different enterprises. Compliance with accounting
standards including disclosure of accounting policies used by enterprises helps to achieve
comparability.

Fundamental Concepts, Principles and Conventions Underlying Financial

Statements

These rules are contained in the International Accounting Standards (IAS), Kenyan accounting
standards (KAS), International Financial Reporting Standards (IFRS) and General Accepted
Accounting Principles (GAAP).

Fundamental Accounting Concepts (Assumptions)

These are broad basic assumptions which underlay the period preparation of financial accounts of
a business enterprise, they include the following;

1. The Going concern concept

This means that the enterprise is viewed as continuing in operation for the foreseeable future and
the accounts should be prepared on the assumption that the organization has neither the intention
nor necessity of liquidation or curtailing materially the scale of its operation.

2. Accrual concept

This concept states that costs should be marched against revenues which are produced as a result
of these costs. This means that if an expense has been paid in one financial period but the related
revenue does not arise until a later date, the cost should be carried forward.

Similarly an expense which is incurred in one period should be charged against the profit of that
period whether or not it has been paid for by the accounting date.

3. Consistence concept

The accounting treatment of like items should be consistent within each accounting period and
over successive periods e.g. depreciation — when an enterprise adopts one method of depreciation,
it should apply it whenever the assets are depreciated.

4. Prudence concept

Uncertainties inevitably surround many transactions and revenues and profits should be anticipated
but recognized only when they are realized in the form of cash or other assets which can be treated
as cash. Similarly provisions should be made for all known liabilities at the end of the accounting
period. The prudent concept is based on understatement and not misstatement which would be
misleading and potentially harmful e.g. by creating hidden or secret reserves.

5. Entity concept.

Matters which relate to private affairs of the proprietor should not be accounted for as though they
were the responsibility of the entity. There should be a line between the business and the owners
for accounting purposes.

6. Historical cost concept

The fixed assets should be maintained in the books at their initially recorded costs and not market
value. An allowed alternative treatment is to revalue the assets in accordance with provisions of
the international accounting standards.

(Dr. Odunga Robert, MICA 803, 2024)





Accounting Policies

These are the specific accounting bases selected and consistently followed by a business enterprise
as being appropriate to its circumstances. Three considerations should govern the selection and
application by management of the appropriate accounting policies and the preparation of the
financial statements;

a) Prudence concept- should assist management choose the right policy.

b) Substance over form- transactions and other events should be accounted for and presented in
accordance with their substance and financial reality and not merely with their legal form.

c) Materiality- financial statements should disclose all items which are material enough to affect
evaluations or decisions.

(Dr. Odunga Robert, MICA 803, 2024)
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a) MR. Patel’s Retail Business
Journal entries for the period ended 15" December2023

DATE

PARTICULARS

FOLIO

DEBIT

Sh.

CREDIT

Sh.

Dec

Bank a/c
Cash a/c
Capital a/c

Record of capital introduced by owner

400,000

150,000

550,000

Rentexpense a/c
Cash a/c

Record of rent paid in cash

25,000

25,000

Office furniture a/c
Bank a/c

Record of purchase of office furniture paid by cheque

80,000

80,000

Purchasesa/c
Cash a/c
Trade Creditorsa/c

Record of goods boughtin cash and on credit

128,000

63,000

65,000

Bank a/c
Salesa/c

Record of goods sold and cheque received

150,000

150,000






8 Trade Debtorsa/c 156,000
Salesa/c 156,000
Record of goods sold on credit

9 Electricity expense a/c 15,000
Cash a/c 15,000
Record of electricity paid in cash

10 Generalexpensesa/c 20,000
Bank a/c 20,000
Record of generalexpenses paid by
cheque

11 Drawings 40,000
Bank a/c 40,000
Record of drawings by cheque for
personaluse

12 Trade creditorsa/c 50,000
Bank a/c 50,000
Record of trade creditors paid by
cheque

14 Bank a/c 60,000
Trade Debtorsa/c 60,000
Record of cheque received froma
debtor

15 Wages expense a/c 25,000
Bank a/c 25,000

Record of wages paid by cheque
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Mr. Patel’s Retail Business

b) LEDGER ACCOUNTS

Details
Capital
Sales
Debtors

Balance b/d

Details

Balance ¢/d

Details
Bank

Balance b/d

Details
Bank

Balance ¢/d

Bank account

Dr. Details Ct.

400,000 Office furniture 80,000
150,000 General expenses 20,000
60,000 Drawings 40,000

Creditors 50,000
Wages 25,000
Balance ¢/d 395,000
610,000 610,000

395,000

Capital account
Dr. Details Ct.

Bank 400,000
550,000  Cash 150,000
550,000 550,000

Balance b/d 550,000

Office Futnitute account
Dt. Details  Ct.
80000  Balancec/d 80,000

800 0.0
80,000

Trade Cteditots account
Dt Details  Ct.
50000 Purchase 65,000

100
600 600

Balance b/d 15,000

Cash account

Details Dr. Details Cr.
Capital 150,000 Rent 25000 |
Purchases 63,000
Electricity 15,000
Balance c/d 47,000
150,000 150,000

Balance b/d 47,000

Details
Cash

Balance b/d

Details
Cash
Creditors

Balance b/d

Details
Balance ¢/d

Rent expense account

Dr. Details Ct.
25,000 Balancec/d 25,000
25,000 25,000
25,000

Putchases account

Dt.  Details Ct,
63,000
65,000 Balancec/d 128,000

128000 128,000
128,000
Sales account

Dt.  Details Ct.
306,000 Bank 150,000
____Debtots 156,000
306,000

000 J600

Balance b/d 306,000

(Dr. Odunga Robert MCA 803)





Mr. Patel’s Retail Business

Ttade Debtors account
Details Dr. Details Ct.
Sales 156,000 Bank 60,000
Balance ¢/d 96,000
156,000 156,000
Balance b/d 156,000
General Expenses
Details Dr. Details Ct.
Bank 20000  Balancec/d 20,000
20,000 20,000
Balance b/d 20,000
Wages Expense account
Details Dr. Details Ct.
Bank 25000  Balancec/d 25,000
25,000 25,000
Balance b/d 25,000

Electricity Expense account
Details Dr.  Details

Cash 15,000 Balance ¢/d

15,000
Balance b/d 15,000

Drawings account

Details Dt.  Details

Bank 40000 Balance c/d

40,000
Balance b/d 40,000

Ct.

Ct.

[—
[
(=

[—
—
(—

H

(Dr. Odunga Robert MCA 803)






image21.emf
Accounting cycles  illust 1 c) solution.pdf


Accounting cycles illust 1 c) solution.pdf
C) MR. PATEL’S RETAIL BUSINESS
Trial Balance as at 15 December 2023

PARTICULARS

Bank

Cash

Capital

Rent expense
Office furniture
Purchases

Trade creditors
Sales

Trade Debtots
Electricity expense
General expenses
Drawings

Wages expense

DR.
Sh.

395,000
47,000

25,000
80,000
128,000

96,000
15,000
20,000
40,000
25,000

871,000

CR.
Sh.

550,000

15,000
306,000

871,000

(Dr. Odunga Robert, MCA 803, 2024)
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ACCOUNTING PROCESS- CYCLE

These are the repetitive activities that accountants undertake during every accounting period. There
are nine main activities;

1) Enter the transaction in an appropriate journal i.e. book of original entry. This process is
known as journalization.

i) Post from the journals to the respective ledger accounts.

iii)  Prepare un- adjusted trial balance [not a statement] to show that you are on the right track.
The debit side must be equal to the credit side.

iv)  Prepare adjusting journal entries and post to the respective ledgers accounts [end of period
adjustments]

v)  Prepare an adjusted trial balance.

vi)  Prepare financial statements from the adjusted trial balance.

The Journal

A journal is a day book used to record transactions. A day book is a place where transactions are
classified and recorded according to type before they are posted to the ledger accounts.

There are two types of journals, special journal and general journal. Special journals are books of
original entry that carry information on only one type of transaction. These journals are required
because of the use of simple two column journals and suitable for a small business with few
customers. As the business grows the number of transactions increases simultaneously. The general
journal on the other hand has the essential features as demonstrated below;

Date, Account title, Explanation, Reference no. Debit and Credit

Cash book is a day book and a combined account recording all bank and cash transactions

The act of recording a business transaction in the journal is known as journalizing and the record is
known as a journal entry. To make an entry means to record a transaction.

Advantages of journal entries

They facilitate the classification of transactions which are alike, recording them together and
providing the relevant date of transaction.

They make the posting work easier because the numerous ledgers take the totals.

They make it easier to sub-divide the recording duties and allocate one person or group of people
only one type of journal.

They strengthen internal controls and hence minimize chances of clerical errors or possible
dishonesty.





They make it easier to mechanize the recording process.

The Ledger Account

A ledger account is a space in which transactions affecting one item. E.g. cash are summarized.
Ledger accounts facilitate this summarizing clause.

Once a business goes beyond a certain size it makes sense to divide the ledgers up according to the
type of account in which the transactions are to be entered. It is common practice to have three
distinct ledgers: a sales ledger, a purchases ledger and a general (or nominal) ledger.

Sales ledger contains all the personal accounts of credit customers (debtors), purchases ledger
contains all the personal accounts of credit suppliers (creditors) and general ledger contains all other
accounts not contained in the sales or purchases ledger

Double entry record keeping

This is where every accounting action has a cause and effect relationship. As there is a dual aspect to
every transaction, there is a debit for every credit and vice versa.

A Trial balance

This is a two column statement showing the account balances in the order in which they appear in
the ledger. The ledger contains all the accounts in the system. It serves the purpose of checking the
mechanical and mathematical accuracy of data collection and processing.

Adjustments

At the end of the accounting period, it is necessary to make adjustments in order to update account
balances. Some of the items that necessitate the adjustments are clerical errors that might be
discovered if the trial balance does not balance.






image23.emf
End of Period  Adjustments 2024.pdf


End of Period Adjustments 2024.pdf
MCA 803 - END OF PERIOD ADJUSTMENTS [EPA]

At the end of the accounting period, it is necessary to make adjustments in order to update
account balances. Some of the items that necessitate the adjustments are clerical errors that might
be discovered if the trial balance does not balance.

Financial reporting on a periodic basis requires accountants to summarize transaction of a business
for a specific accounting period in order for revenues to be recorded in the period in which they
are earned and for the expenses to be recognized in the period in which they are incurred.

Adjustments are needed to ensure that revenue recognition and matching principles are followed.
Adjusting entries makes it possible also to report on the balance sheet the appropriate assets,
liabilities and owners’ equity at the date of the statement and to report on the income statement
the proper income or loss for the period. A trial balance may not contain up to date and complete
financial statement data due to the following reasons;

a) Some events such as consumption of supplies and earning of wages are not journalized daily
because it is uneconomical to do so.

b) The expiration of some costs such as buildings and equipment or deterioration of fixed assets
because the cost expires with passage of time rather than as a result of incurring daily
transactions.

c¢) Some items such as cost of utility services may be unrecorded because the bills for the
services have not been received. The starting point for adjusting entries is to analyze each
account in the trial balance to determine whether it is complete and up to date for financial
statement purposes. Preparation of adjusting entries is often an involving process that may
require services of a skilled professional.

Classification of Adjusting Entries

There are three categories of adjusting entries: -

1. Pre- paid items

a) Apportionment of recorded costs

b) Apportionment of recorded revenues [unearned revenues]

2. Accrued items

a) Accrual of unrecorded expenses e.g. unpaid salaries

b) Accrual of unrecorded revenues e.g. interest earned but not yet received.
3. Estimated items [Valuation of certain assets and liabilities]

APPORTIONMENT OF PREPAID ITEMS

1. Prepaid expenses

A payment for expenses or costs that will benefit more than one accounting period should be
apportioned between the periods in a manner that approximates the usefulness derived from the
goods on services in the realization of revenue. Prepaid expense expires either with passage of
time e.g. rent or insurance or through use and consumption e.g. use of fixed assets and supplies.
The expiration of such costs does not require daily recurring entries which are unnecessary and

(DR. Robert Odunga, MCA 803, 2024)





impractical. It is customary to post pone the recognition of such costs until the time the financial
statements are prepared. At this time adjusting entries are made to record expense, which are
applicable in the current accounting period and to show the unexpired cost in the asset account.
To adjust prepaid expenses, we debit the expenses account and credit the relevant asset account.
Example: Adjustments for a three year insurance policy purchased for Shs 1.2 million on 1st
January 2020. Assume accounting period ends 31st December

2. Prepaid income

It involves the Apportionment of recorded revenue that is received in advance. Revenue
received in cash is recorded as liabilities before they are earned. When payment is received for
services to be provided for future accounting period, unearned revenue should be credited to
recognize the obligation to be reached. Unearned revenues are subsequently earned through
rendering services to the customers. An adjusting entry is made at the end of accounting period to
record the revenue that has been earned and to show the liability that remains. This will result into
a debit to the liability account and a credit to the revenue account.

Example: A business rented part of a building for a three year period beginning January 2020, to
a tenant who paid full three years rent of Sh. 60 million. Assume accounting period ends 31st
December

APPORTIONMENT OF ACCRUED ITEMS

1. Accrual of unrecorded expenses

Expenses incurred but not recorded at the statement date are referred to as accrued expenses or
liabilities e.g. interest, rent, salaries, etc. Note that an accrued expense in books of one company
is accrued revenue in the books of another company. Adjustments are necessary to record the
obligation that exists at the balance sheet date and to recognize expenses that are applicable to
the current accounting period.

2. Accrual of unrecorded revenues

Revenues earned but not recorded are known as accrued revenues or accrued receivables.
Accounting for revenues may accumulate with passage of time e.g. interest on rental revenue.
They may also result in services performed but neither billed nor collected e.g. commission and
fees. An adjusting entry is made to show the receivable that exists and to record the revenue that
has been earned during the period. An asset revenue account relationship exists with accrued
revenues. Prior to adjustments, both assets and revenues are under- stated. To make an adjusting
entry, debit the asset account and credit the revenue account.

Example: An office space is rented to a tenant at Shs.100, 000 per month. A tenant has paid rent

for 11 months of the year and no rent has been received for December. Prepare an adjusting entry
for December 31st

(DR. Robert Odunga, MCA 803, 2024)





ESTIMATED ITEMS

Bad debts - When a debtor is not able to pay up his/her account, this becomes a bad debt
Bad debts are written off to the income statement as an expense

Doubtful debts - These are debts that the firm may not collect

A firm should provide for such debts by creating a provision for doubtful debts

A provision for doubtful debts can either be for specific or general

Provision for doubtful debts is deducted from the amount/figure for debtors in the balance sheet

Provision for Doubtful debts
We provide for specific debts first before the general provision is done
The accounting treatment of provision for doubtful debts depends on the year of trading
If it is the 1st year of trading (1st year of making provision)
Dr. Income statement
Cr. Provision for doubtful debts (with total amount of provision)

In the subsequent periods, it will depend on whether it is an increase or decrease in the provision
If it an increase,
Dr. Income statement
Cr. Provision for doubtful debts (with increase only)
If a decrease
Dr. Provision for doubtful debts
Cr. Income statement (with the decrease in provision only)

Example

A firm started trading in the year January 2020; the balance on the debtor’s account was 4,000,000
as at December 2020. A specific provision of 50,000 was made to one of the debtors and a general
provision of 5% was made on the balance of the debtors

Determine the debtor’s figure to the balance sheet as at December 2020

Non-Current Assets — Depreciation

IAS 16 — property, plant and equipment defines depreciation as the allocation of a depreciable
amount of a non-current asset over its estimated useful life

Depreciation is an expense to the business and therefore charged to the income statement

There are 2 commonly used methods; Straight-line method and Reducing Balance method

Straight Line Method
Same amount of depreciation is charged every year for particular assets and is based on their cost
Formula
Depreciation = cost of asset
No. useful years
Depreciation = cost of asset — scrap value

(DR. Robert Odunga, MCA 803, 2024)





No. useful years
A firm buys a machine for 10,000,000 which it expects to use in the firm for 5 years. After the 5
years the machine will be sold for 2,000,000.
Annual Depreciation = 10,000,000 — 2,000,000
5 = 1,600,000

Reducing Balance Method

Depreciation charge = Rate x (Cost of asset — total depreciation provided to date)

The method ensures that higher amount of depreciation are charged in the income statement in the
earlier periods of use and lower amounts in the latter periods

Assume a firm buys machine for 10,000,000 and provides depreciation on the machine at 20% p.a.
on reducing balance method. Determine depreciation charged to the income statement for each of
the next 3 years

(DR. Robert Odunga, MCA 803, 2024)
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BANK RECONCILIATION STATEMENT

Practice Question

Draw up a bank reconciliation statement for XYZ Company, after writing the
cashbook up to date, ascertaining the balance on the bank statement, from the
following as on 31 March 2023:

Sh.
Cash at bank as per bank column of the cashbook (Dr) 3,896,000
Banking made but not yet entered on bank statement 606,000
Bank charges on bank statement but not yet in cashbook 28,000
Un presented cheques C Clarke 117,000
Standing order to ABC Ltd entered on bank statement,
but not in cash book 55,000
Credit fransfer from A Wood entered on bank statement
but not yet in cashbook 189,000
Solution
Cashbook — Bank
2023 Sh. 2023 Sh.
31/3 Bal b/d 3,896,000 | Bank charges 28,000
ABC (standing order) 55,000
A Wood (credit transfer) 189,000
31/3 Bal c/d 4,002,000
4,085,000 4,085,000
XYZ Company
Bank Reconciliation as at 31/03/2003
Sh. Sh.
Balance at bank as per cashbook 4,002,000
Add: Unpresented cheques 117,000
4,119,000
Less: Uncredited deposits (606,000)

Balance at bank as per Balance Sheet 3,513,000
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MCA 803 - BANK RECONCILIATION STATEMENT

The cashbook for cash and bank columns records all the transactions taking place at the bank i.e.
the movements in the account held with the bank

The bank will send information relating to this account using a bank statement for the firm to
compare with their records

Ideally, the records as per the bank and the cashbook should be the same and therefore the balance
carried down in the cashbook should be the same as the balance carried down by the bank in the
bank statement.

In practice however, this is not the case and the two (balance as per the bank and firm) are different
A bank reconciliation statement explains the difference between the balance at the bank as per the
cashbook and balance at bank as per the bank statement

Causes of the Differences

There are two main causes

Items Appearing in the Cashbook and Not Reflected in the Bank Statement
Items appearing in the bank statement and not reflected in the cashbook

Items Appearing in Cashbook and Not Bank Statement
Un-presented Cheques: These are cheques issued by the firm for payment to the creditors or to
other suppliers but have not been presented to the firm’s bank for payment

Un-credited deposits/cheques: These are cheques received from customers and other sources for
which the firm has banked but the bank has not yet availed the funds by crediting the firm’s account

Errors made in the cashbook: This may include Payments over/understated, Deposits
over/understated, Deposits and payments miss-posted, Over-casting or under-casting of the
Balance C/D in the cashbook

Items appearing in bank statement and not cashbook

Bank charges, Interest charges on overdrafts, Direct Debits (standing orders), Dishonored cheques,
Stale cheques, Post — dated cheques, insufficient funds, Differences in amounts in words and
figures

Steps in Preparing a Bank Reconciliation Statement

1. Update the cashbook

2. Identify un-presented cheques - Compare the credit side of the cashbook with the debit
column of the bank statement

3. ldentify un-credited deposits/cheques - Compare the debit side of the cashbook with the
credit column of the bank statement

4. Prepare the bank reconciliation statement which will show Un-presented cheques, Un-
credited deposits, Errors on the bank statement and The updated cashbook balance

The format of Bank Reconciliation Statement
Bank Reconciliation Statement as at .........

Balance at bank as per cashbook (updated) X

(Dr. Robert Odunga, MICA 803 2024)





Add: Un-presented cheque
Errors on Bank Statement
Less: Un-credited deposits

Errors on Bank Statement

Balance at bank as per Balance Sheet

Ilustration 1

X

X X

X

X (x)
X

Draw up a bank reconciliation statement, after writing the cashbook up to date, ascertaining the
balance on the bank statement, from the following as on 31 March 2019:

Shs.”000’
Cash at bank as per bank column of the cashbook (Dr) 38,960
Bankings made but not yet entered on bank statement 6,060
Bank charges on bank statement but not yet in cashbook 280
Un-presented cheques C Clarke 1170
Standing order to ABC Ltd entered on bank statement, but not in cash book 550
Credit transfer from A Wood entered on bank statement, but not yet in cashbook | 1,890
Solution
Cashbook — Bank
2000’ 2000’
31/3Balb/d 38960 | Bank charges 280
ABC (standing order) 550
A Wood (credit transfer) 1890 | 31/3 Bal C/D 40,020
40,850 40,850
Bank Reconciliation as at 31/03/2019
’000°
Balance at bank as per cashbook 40,020
Add: Un-presented cheques 1,170
41,190
Less: Un-credited deposits (6,060)
Balance at bank as per Balance Sheet 35,130
Ilustration 2
The following are extracts from the cashbook and the bank statement of Mr. Patel.
Cashbook
2019 Dr. Shs.000 2019 Cr Shs.000
Dec 1 Balance b/d 1,740 .
Dec 7] Ma 33 Dec 8 A Dailey 349
p Dec 15 R Mason 33
Dec 22 ] Cream 73 D
ec 28 G Small 115
Dec 31 K Wood 249 Dec 31 Balance ¢/d 1,831
Dec 31 M Barrett 178 ’
2,328 2,328

(Dr. Robert Odunga, MICA 803 2024)





Bank Statement

2019 Dr
Shs. 000
Dec 1 Balance b/d

Dec 7 Cheque

Dec 11 A Dailey 349
Dec 20 R Mason 33
Dec 22 Cheque

Dec 31 Credit transfer: J Walters
Dec 31 Bank charges 22

You are required to:

Cr
000

88

73
54

Balance
000
1,740
1,828
1,479
1,446
1,519
1,573
1,551

a) Write the cashbook up to date, and state the new balance as on 31 December 2019, and
b) Draw up a bank reconciliation statement as on 31 December 2019

(Dr. Robert Odunga, MICA 803 2024)
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MCA 803 — ACCOUNTS FOR SOLE TRADER
CASE STUDY 1

QUESTION
The following Trial Balance was taken from the ledger of Dr. Roberts, a sole trader, on 31
December 2023:

Sh. Sh.
Capital 4,000,000
Purchases 2,615,400
Sales 3,624,600
Salaries 481,400
Opening stock 430,700
Insurance 82,000
Rent 96,500
Buildings 2,500,000
Furniture 1,450,000
Debtors 614,000
Other expenses 106,000
Creditors 463,800
Commission 94,600

8,279,500 8,279,500
Additional Information
Salaries due, 35,000
Insurance was paid for one year up to 31st March 2024
Rent received for January 2024, 16,500.
Commission accrued but not yet received, 12,000.
Furniture to be depreciated by 10%.
5% of debtors are doubtful.
Stock on 31st December 2023 was valued at 500,800.
repare income statement and balance sheet as at 31 December 2023

INoasrLNE

(Dr. Robert Odunga, MCA 803, 2024)





SOLUTION

Dr. Robert’s
Income statement for the period ended 31 December 2023

Sh. Sh.
Sales 3,624,600
Less Cost of sales
Opening stock 430,700
Purchases 2,615,400
Less closing stock (500,800) 2,545,300
Gross profit 1,079,300
Other Income — Rent 80,000
- Commission 106,600 186,600
1,265,900
Less: Operating Expenses
Salaries 516,400
Insurance 61,500
Depreciation —Furniture 145,000
Provision for doubtful debts 30,700
Other expenses 106,000 (859,600)
Net profit 406,300
Balance sheet as at 31t December 2023
Assets Sh. Sh.
Non —Current
Buildings 2,500,000
Furniture 1,305,000
3,805,000
Current Assets
Stock 500,800
Debtors 583,300
Commission receivable 12,000
Prepaid Insurance 20,500 1,116,600
TOTAL ASSETS 4,921,600
Capital and liabilities
Capital 4,000,000
Add: Net Profit 406,300
4,406,300
Current Liabilities
Creditors 463,800
Salaries due 35,000
Advance rent Income 16,500 515,300
TOTAL CAPITAL & LIABILITIES 4,921,600

(Dr. Robert Odunga, MCA 803, 2024)
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MCA 803 — ACCOUNTS FOR SOLE TRADER

CASE STUDY 2

QUESTION 2

The following trial balance has been drawn up from the accounts of Bingwa traders as at 31 December

2023.

Sales

Purchases

Salaries and wages
Office expenses
Insurance

Electricity

Stationery
Advertising
Telephone

Rates

Discount allowed
Provision for Bad debts
Rent received

Return inwards
Return outwards
Stock at 01 Jan 2023
Premises

Fixtures and fittings
Provision for Fixture & fits.
Debtors and Creditors
Cash in Hand

Bank balance

Capital

Drawings

TOTAL

Additional Information

Dr
Sh.

10,350,000.00

1,870,000.00
250,000.00
110,000.00
60,000.00
240,000.00
350,000.00
80,000.00
300,000.00
10,000.00

150,000.00
4,600,000.00
8,000,000.00

500,000.00

480,000.00

20,000.00

1,400,000.00
2,877,000.00

Cr
Sh.

15,150,000.00

20,000.00
125,000.00

350,000.00

75,000.00
750,000.00

1,200,000.00
11,100,000.00

2,877,000.00

1. Inventory as at 31 December was 2023 was valued at Sh. 4,100,000.00

oo~ wN

Required

Accrued telephone bill was Sh. 20,000.00 as at 31 December 2023

Prepaid Rates were Sh. 50,000.00 as at 31 December 2023

Bad and doubtful debts to be provided for at the rate of 5% of debtors balance
Furniture and fittings to be depreciated at the rate of 10% p.a.

Rent receivable was Sh. 25,000 as at 31 December 2023

a) Income statement for the year ended 31 December 2023

b) Statement of financial position as at that date.

(Dr. Robert Odunga, MCA 803, 2024)
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MCA 803 - CASE STDY 1

Question
The trial balance of ABC Ltd as at 31 December 2023 was as follows:
Sh. 000 Sh. 000

Share capital (100,000 Sh. 20 ordinary shares) 2,000
Purchases and sales 12,200 25,200
Accounts receivables and payables 4,000 1,400
Profit and loss balance 3,800
Sales returns 400
Building at cost 8,000
Plant at cost 10,000
Provision for depreciation — Plant 4,000

Building 400
Purchases returns 800
Selling expenses 1,400
Bank 1,600
10% Debenture 6,000
Inventory 1 Jan 2023 3,000
Provision for bad debts 200
Operating expenses 1,800
Administrative expenses 1,400

43,800 43,800

Additional information:
1. Inventory as at 31 December 2023 was valued at Sh 3,600,000
2. A debtor of Shs. 200,000 has been declared bankrupt. A general provision is to be
provided on debtors at the rate of 5%.
3. Debenture interest has not been paid.
4. Depreciation is to be provided at the rate of 10% on plant and 2% on building at cost.
5. The directors have proposed a dividend of Shs.2 per share and transfer of Shs. 200,000 to
general reserves.
6. Corporation tax at the rate of 30% on profits is estimated to be Shs.900,000
Required:
(a) The Income Statement for the year ended 31 December 2023.
(b) Statement of Financial position as at 31% December 2023.

Solution
ABC Ltd
Income Statement for the Year ended 315t December 2023

Sh. Sh. Sh.
Sales 25,200,000
Less: Sales returns (400,000)
Net sales 24,800,000

(Dr. Odunga Robert. MCA 803, 2024)





Less: cost of sales

Opening stock 3,000,000
Purchases 12,200,000
Less: Purchase returns (800,000) 11,400,000
14,400,000
Less closing stock (3,600,000) (10,800,000)
Gross profit 14,000,000
Add: Decrease in general provision for bad debts 10,000
Less: Operating Expenses
Selling expenses 1,400,000
Operating expenses 1,800,000
Administrative expenses 1,400,000
Depreciation of plant and building 1,160,000
Debenture interest 600,000
Bad debts 200,000
Total Expenses (6,560,000)
Net Profit before tax 7,450,000
Less: Corporation tax (900,000)
Net Profit after tax 6,550,000
Less: transfer to general reserve (200,000)
Less: Ordinary dividend (200,000
Retained Profit for the year 6,150,000
Retained earnings b/f 3,800,000
Retained earnings c/f 9,950,000
Statement of financial position as at 31 December 2023.
Sh Sh Sh
Non —Current assets
Building 8000,000 560,000 7,440,000
Plant 1,000,000 500,000 5,000,000
12,440,000
Current assets
Stock 3,600,000
Account receivable 4,000,000
Less provision for bad debts (390,000) 3,610,000
Cash at bank 1,600,000
8,810,000
Current liabilities
Account payable 1,400,000
Proposed dividends: ordinary 200,000
Debenture interest payable 600,000
Tax payable 900,000 (3,100,000)
Net Current Assets 5,710,000
18,150,000

Financed by:
Authorized share capital issued

(Dr. Odunga Robert. MCA 803, 2024)





100,000 Ordinary share capital of Sh.20 each 2,000,000

General reserve 200,000

Retained earnings 9,950,000

Non currents liabilities

10% Debenture interest 6,000,000
18,150,000

(Dr. Odunga Robert. MCA 803, 2024)
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MCA 803 - COMPANY ACCOUNTS

CASE STUDY 2
Question

The following list of balances as at 31 December 2023 was extracted from the books of XYZ
company ltd.

Sh.000 Sh.000
Ordinary share capital (Par Value 1Sh.) 12,000
Share premium account 2,000
General reserves 3,000
Profit and loss account balance 1,500
8% Preference share capital 3,000
10% debentures 2,000
Cost of goods sold 35,000
Rates, light and heat 1,140
Telephone and postages 560
Salaries 2,100
Director’s remunerations 1,200
Motor vehicle expenses 2,410
Sales 50,000
Debtors 2,170
Stock in trade at cost 3,800
Freehold property at cost 14,000
Fixtures and fittings at cost 12,000
Provision for depreciation on fixtures and fittings 7,200
Motor vehicle at cost 8,000
Provision for depreciation on motor vehicles 1,600
Bank balance 700
Creditors 780
Total 83,080 83,080

Additional information
1 The authorized share capital is Sh. 20,000,000
2 The company’s property was valued at Sh. 19,000,000 and the figure should be
reflected in the books

3 Rates, light and heat charges prepaid as at 31% December 2023 was amounting to
sh.230,000
4 Accrued charges as at 31 December 2023 were:

Telephone and postages sh.90, 000
Motor vehicle expense  sh. 60,000

5 Direct method of depreciation is provided annually as follows:
Fixture and fittings 5%
Motor vehicle 20%
6 The directors recommended a dividend payment of 10% on the ordinary shares for

the year ended 31 December 2023 and a transfer of 500,000 shillings to the general
reserve account.





Required
(a) Income statement for the year ended 31 December 2023
(b) Statement of financial position as at 31 December 2023
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MCA 803 - COMPANY ACCOUNTS

Introduction
A Limited liability Company is a company registered under the companies Act cap. 486 of Kenya.
It is legally a separate Business entity. Generally referred to as a legal being where the directors
and the shareholders have limited liability in the business. When such a company is created, it has
an Authorized shareholding which defines the limit of the shareholder liability. This is the most
viable options if the capital is being invested into the business by anyone who does not wish to be
involved in running it.
There are two principal types of company:
e Private companies — These are companies that cannot invite members of the public to invest
in their company.
e Public companies — These are companies that can invite the public to invest in their
business and most of them are quoted in the Nairobi Security Exchange
Characteristics of a company
e Separate legal entity from the owners (shareholders)
e Law considers a company to be an artificial person who can sue and can also be sued.
e A company must have a common seal which acts as the signature of the company
e Shares of the company is transferable under certain conditions
o Companies are managed by board of directors on behalf of the owners
o The liabilities of the shareholders is limited to the nominal price of the shares subscribed
Types of share capital
i) Ordinary shares — These are shares that represents the ownership of the company. Voting
powers of shareholders is based on the strength of proportions of shares each individual
shareholders have in the company.
i) Preference shares —These are shares that have the combination of both equity and debt
instruments which makes them a hybrid system.
Differences between ordinary shares and preference shares
e Preference shares - In the event that a company is insolvent the preference shareholders rank ahead
of ordinary shareholders on the claim of the company’s assets.
o Preference shareholders do not have voting rights while ordinary shareholders have voting rights
because they are the owners of the company.
o Preference shareholders earn fixed rate of dividend while ordinary shareholders earn dividends at
the discretion of the management of the company.
o Preference shares can be converted to common stock while ordinary shares cannot be converted to
preference shares.
o Ordinary shareholders can benefit from capital appreciation while preference shares do not
o Preference shares are redeemable while ordinary shares are not redeemable.
Issue of shares
This is the process where a company transfers shares to either the existing shareholders or new shareholders
for a price. Shares can be issued to corporates or individuals. Companies issue new shares with the intention

(Dr. Robert Odunga, MICA 803,2024)





of raising funds to finance the business operations. Circumstances where issue of shares may occur in a
company:
e When a company is incorporated a number of shares are issued to the public to raise money for the
business.
e A company can issue shares to raise money to repay some of its borrowings.
e The company may require new funding to finance its expansion.
¢ \Where a company wants to acquire another company it may require new funding for that project
e A company can make bonus share to the existing shareholders. This is the where the company uses
its own profit to distribute to the existing shareholders free of charge.
o Employees of a company can exercise a share option that they have been granted by the company
and acquire the shares through allotment to them.
Issue of debentures
Debenture is used when a limited company receives money on loan and certificates called
debenture certificates are issued to the lender. They are also called loan stock or loan capital.
Debenture interest has to be paid whether profits are realised or not. A debenture may either be
redeemable or irredeemable. Redeemable is payable at or by a particular date and irredeemable is
payable when the company is officially terminated.

(Dr. Robert Odunga, MICA 803,2024)
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CASH FLOW STATEMENT LTD FOR THE YEAR ENDED
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PREPARATION OF CASH FLOW SATEMENT

PRACTICE QUESTION ONE

The following financial statements have been prepared by ABC Limited for the year ended 31%

December, 2023
Income Statement

Sales

Change in stock
Purchases

Depreciation

Bad debts

Staff costs

Director fees

Audit fees

Rent and rates

Profit from operations
Investment income
Finance costs

Profit before taxation
Income tax expense

Net profit for the period
Appropriations
Ordinary share dividends
Retained profit for the year
Retained profit b/f
Retained profit c/f

BALANCE SHEET AS AT 315T DECEMBER

2023
ASSETS Sh.000
Non-Current Assets
Property, plant and
equipment
Investments
Current Assets
Stock 5,248
Debtors 3,260
Cash at Bank 28
TOTAL ASSETS

CAPITAL &

LIABILITIES

Issued and fully paid:

Ordinary share of Sh.5 each 10,000
Share premium 9,180

Sh.000
31,568

5,528

8,536

Sh. 000

52,696

4,832

(23,186)

(500)
(35)

(16,219)

(81)
(435)
(3,230)

13,842
386
(242)

13,986

(3.034)
10,952

(2,900)
8,052
7,678

15,730

2022
Sh.000

416
1,060
9,768

Sh.000

32,468

11,244

45,632

9,000
7,180

(DR.

43,712

ROBERT ODUNGA, MCA 803, 2024)





Retained earnings 15,730 34,910 7,678 23,858

Non-current liabilities

8% debentures 1000 800

10% unsecured loan 1620 3032

Deferred tax 444 3,064 444 4,276
Current Liabilities

Creditors 3,040 8,528

Taxes Payable 2,618 3,050

Dividends payable 2,000 7,658 4,000 15,578
TOTAL CAPITAL & 45,632 43,712
LIABILITIES

Required: Prepare a cash flow statement for ABC Limited for the period ended 31% December,
2023 using:

a) Direct approach
b) Indirect approach

PRACTICE QUESTION TWO

The following are the comparative Balance Sheets of Saroyan Company Ltd. as on 31st
December, 2022 and 2023

2023 2022

Shs. <000’ Shs. <000’
Cash 75,000 51,000
Receivables 48,000 39,000
Inventory 54,000 60,000
Prepaid expenses 6,000 9,000
Plant and machinery 440,000 350,000
Accumulated depreciation  (145,000) (125,000)
Intangible assets 51,000 58,000
Total assets 529,000 442,000
Accounts payable 51,000 56,000
Accrued expenses 18,000 14,000
Long-term notes payable 30,000 0
Mortgage payable 0 150,000
Proffered stock 175,000 0
Common stock 200,000 200,000
Retained earnings 55,000 22,000
Total capital and liabilities 529,000 442,000

(DR. ROBERT ODUNGA, MCA 803, 2024)





Income statement for the year ended December 2023

Shs.000
Sales 660,000
Cost of sales (363,000)
Gross profit 297,000
Operating expenses (183,000)
Depreciation and amortization (35,000)
Gain on sale of asset 5,000
Net income 84,000

Required

Prepare a cash flow statement using the indirect approach

(DR. ROBERT ODUNGA, MCA 803, 2024)
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PRPEPARATION OF CASH FLOW STATEMENT

PRACTICE QUESTION ONE

The following financial statements have been prepared by ABC Limited for the year ended 31%

December, 2023
Income Statement

Sales

Change in stock
Purchases

Depreciation

Bad debts

Staff costs

Director fees

Audit fees

Rent and rates

Profit from operations
Investment income
Finance costs

Profit before taxation
Income tax expense

Net profit for the period
Appropriations
Ordinary share dividends

Retained profit for the year

Retained profit b/f
Retained profit c/f

BALANCE SHEET AS AT 315T DECEMBER
2023

ASSETS
Non-Current Assets
Property, plant and
equipment
Investments
Current Assets
Stock

Debtors

Cash at Bank
TOTAL ASSETS

CAPITAL &
LIABILITIES

Issued and fully paid:
Ordinary share of Sh.5 each
Share premium

Sh.000

5,248
3,260
28

10,000
9,180

Sh.000
31,568

5,528

8,536

Sh. 000

52,696
4,832
(23,186)

(500)
(39)
(16,219)
(81)
(435)
(3,230)

13,842
386
(242)

13,986

(3.034)
10,952

(2,900)
8,052
7,678

15,730

2022
Sh.000  Sh.000

32,468

416
1,060
9,768 11,244

45,632

43,712

9,000
7,180

(Dr. ROBERT ODUNGA - MCA 803, 2024)





Retained earnings 15,730 34,910 7,678 23,858

Non-current liabilities

8% debentures 1000 800

10% unsecured loan 1620 3032

Deferred tax 444 3,064 444 4,276
Current Liabilities

Creditors 3,040 8,528

Taxes Payable 2,618 3,050

Dividends payable 2,000 7,658 4,000 15,578
TOTAL CAPITAL & 45,632 43,712
LIABILITIES

Required: Prepare a cash flow statement for ABC Limited for the period ended 31% December,
2023 using:

a) Direct approach
b) Indirect approach

(Dr. ROBERT ODUNGA - MCA 803, 2024)





SOLUTION TO PRACTICE QUESTION ONE

ABCLTD

cash flow for the year ended 31 December 2023 (Direct approach)

Operating Activities

Cash received from customers

Cash paid to suppliers and employees
Cash flow before tax

Tax paid

Net cash flow from operating activities
Investing Activities

Gain on disposal of PPE

Investment income

Purchase of investment

Net cash from investing Activities
Financing Activities

Proceed from issue of shares at premium
Proceed for issue of 8% debentures
Repayment of 10% unsecured loan
Dividends paid

Finance costs

Net cash flow from financing activities
Change in cash and cash equivalent
Cash and cash equivalent at beginning
Cash and cash equivalent at end

b) Indirect Approach
ABC Limited

Sh.000

400
386

(5.528)
(4,742)

3000
200
(1,412)
(4,900)

(242)
(3,354)

Sh. 000
50,461
(48,639)
1,822

(3,466)
(1,644)

(4,742)

(3,354)
(9,740)
9,768

53

Cash flow statement for the year ended 31 December 2023 (Indirect approach)

Indirect Approach

Operating Activities

Net profit before tax

Adjustments

Depreciation

Investment Income

Finance cost

Cash flow before working Cap. Changes
Increase in stock

Increase in debtors

Decrease in creditors

Net cash flow before tax

Less taxation paid

Net cash flow from operating activities
Investing Activities

Shs. 000

500
(386)
242

(4,832)
(2,200)
(5,488)

Shs. 000
13,986

356
14,342

(12,520)
1,822

(3.466)
(1,644)

(Dr. ROBERT ODUNGA - MCA 803, 2024)





Gain on disposal of PPE
Investment income

Purchase of investment

Net cash from investing Activities

Financing Activities

Proceed from issue of shares at premium
Proceed for issue of 8% debentures
Repayment of 10% unsecured loan
Dividends paid

Finance costs

Net cash flow from financing activities
Change in cash and cash equivalent
Cash and cash equivalent at beginning
Cash and cash equivalent at end

400
386

(5.528)
(4,742)

3000
200
(1,412)
(4,900)
(242)
(3,354)

(4,742)

(3.354)
(9,740)
9.768
28

(Dr. ROBERT ODUNGA - MCA 803, 2024)
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PREPARATION OF CASH FLOW SATEMENT

PRACTICE QUESTION ONE

The following financial statements have been prepared by ABC Limited for the year ended 31%

December, 2023
Income Statement

Sales

Change in stock
Purchases

Depreciation

Bad debts

Staff costs

Director fees

Audit fees

Rent and rates

Profit from operations
Investment income
Finance costs

Profit before taxation
Income tax expense

Net profit for the period
Appropriations
Ordinary share dividends
Retained profit for the year
Retained profit b/f
Retained profit c/f

BALANCE SHEET AS AT 315T DECEMBER

2023
ASSETS Sh.000
Non-Current Assets
Property, plant and
equipment
Investments
Current Assets
Stock 5,248
Debtors 3,260
Cash at Bank 28
TOTAL ASSETS

CAPITAL &

LIABILITIES

Issued and fully paid:

Ordinary share of Sh.5 each 10,000
Share premium 9,180

Sh.000
31,568

5,528

8,536

Sh. 000

52,696

4,832

(23,186)

(500)
(35)

(16,219)

(81)
(435)
(3,230)

13,842
386
(242)

13,986

(3.034)
10,952

(2,900)
8,052
7,678

15,730

2022
Sh.000

416
1,060
9,768

Sh.000

32,468

11,244

45,632

9,000
7,180

(DR.

43,712

ROBERT ODUNGA, MCA 803, 2024)





Retained earnings 15,730 34,910 7,678 23,858

Non-current liabilities

8% debentures 1000 800

10% unsecured loan 1620 3032

Deferred tax 444 3,064 444 4,276
Current Liabilities

Creditors 3,040 8,528

Taxes Payable 2,618 3,050

Dividends payable 2,000 7,658 4,000 15,578
TOTAL CAPITAL & 45,632 43,712
LIABILITIES

Required: Prepare a cash flow statement for ABC Limited for the period ended 31% December,
2023 using:

a) Direct approach
b) Indirect approach

PRACTICE QUESTION TWO

The following are the comparative Balance Sheets of Saroyan Company Ltd. as on 31st
December, 2022 and 2023

2023 2022

Sh. <000’ Sh. <000’
Cash 75,000 51,000
Receivables 48,000 39,000
Inventory 54,000 60,000
Prepaid expenses 6,000 9,000
Plant and machinery 440,000 350,000
Accumulated depreciation  (145,000) (125,000)
Intangible assets 51,000 58,000
Total assets 529,000 442,000
Accounts payable 51,000 56,000
Accrued expenses 18,000 14,000
Long-term notes payable 30,000 0
Mortgage payable 0 150,000
Proffered stock 175,000 0
Common stock 200,000 200,000
Retained earnings 55,000 22,000
Total capital and liabilities 529,000 442,000

(DR. ROBERT ODUNGA, MCA 803, 2024)





Income statement for the year ended December 2023

Sh.000
Sales 660,000
Cost of sales (363,000)
Gross profit 297,000
Operating expenses (183,000)
Depreciation and amortization (35,000)
Gain on sale of asset 5,000
Net income 84,000

Required

Prepare a cash flow statement using the indirect approach

(DR. ROBERT ODUNGA, MCA 803, 2024)
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MBA 8112 - CASHFLOW STATEMENTS (1AS 7)

Introduction

For any business, it is vital to ensure that sufficient profits are made in the business and that
sufficient funds are available as and when needed. Normally the amount of profit made or earned
is ascertained in the income statements, while assets, liabilities and capital at a given date are
ascertained by drawing up a balance sheet.

Although the balance sheet shows the cash balance at a given date it does not show how cash have
been generated and used during the accounting year.

What is really needed to help shed some light on the cash situation is some form of a statement
which shows exactly where cash has come from during the year and exactly what have been done
with it.

Definition
Cash flow statement is a statement that explains the changes in cash equivalent during a given
accounting period.
Sources of information for cash flow statement
e Profit and loss account for the current period

e Two balance sheets- opening and ending
e Cash book summary from which we have cash receipts and cash payments.

Why Prepare Cash Flow Statements.

The IAS 7 requires that the statement be included as a primary statement within the financial
statements — i.e. it has the same status as income statement and balance sheet because;

a) A cash flow statement, when used in conjunction with the rest of financial statements,
provides information that enables users to evaluate the changes in net assets of an
enterprise, its financial structure including its liquidity and its ability to affect the amount
and the timing of cash flows in order to adapt to changing circumstances and opportunities.

b) Cash flow information helps in assessing the ability of the enterprise to generate cash and
cash equivalents.

c) Cash flow information is often used as an indicator of the amount timing and certainty of
future cash flows and it is because of this statement that the business can convince lenders
of its ability to finance the repayment of loans.

d) By comparing cash flow statement of the enterprise with the cash flow statements of other
/ similar enterprises the status of the enterprise can be assessed and necessary steps to
improve the situation may be adopted.

Difference between Cash flow and Profit
» Cash flow represents the actual cash receipts and payments that occurred during the
financial year regardless of whether the transactions relates to profit or were of capital
nature, such as the purchase or sale of noncurrent assets.
» Profits on the other hand represent the excess of sales over cost of sales and expenses,
regardless of whether the transactions were on a cash or credit basis.

(Dr. Odunga Robert. MCA 803, 2024)





> Based on this distinction, it is possible for a business to generate profits but still report net
cash out flows. This may arise if, for example, most of the firm’s sales were on credit basis
thus generating profits without contributing to cash inflow. A business may as well have
incurred significant capital expenditure which contributes to cash out flows, but since these
are capital transactions, profits would not be affected.

> Similarly, a business may report net loss in a financial year but still generate net cash
inflow over the same period. This may arise when; say a noncurrent asset was sold for cash
thus increasing the cash balance without corresponding increase in profit. In addition, a
business may have unpaid expenses which have been charged to the income statement
although no cash outflow has occurred.

Activities in a cash flow statement
When preparing a cash flow statement, the following activities must be clearly analyzed for
sources and applications of funds:
1. Operating activities
These are the principal revenue generating activities of the organization. They are the cash
effects of the transaction and other events relating to operating or trading activities. There are
two methods of showing cash flow from operating activities.
(a) Direct method/ approach.

This approach shows operating cash receipts and payments in gross form (see the format)
(b) Indirect method/ approach.

This starts with operating profit before tax and adjusting it for non-cash charges and credits
to reconcile it to the net cash flow from operating activities before working capital changes
(see the format)

Notes:

e Items included in computation of profit yet they are not operating activities are adjusted to
arrive at operating profits before working capital changes e.g. interest expense is a
financing activity while interest received is an investing activity.

e Working capital changes is simply to convert revenue and expenses accrued from accrual
to cash basis i.e. cash paid towards operating activities.

e Adjusting for changes in current assets and current liabilities as a general rule involves the
following;

- Increase in current assets implies more cash tied up and so reduction in cash balance
- Decrease in current assets implies cash is released and therefore there is an increase in
cash balance
- Increase in current liabilities implies less cash was paid and more transactions were done
on credit and therefore there is an increase in cash balance
- Decrease in current liabilities implies cash was paid to reduce them and therefore there
IS a reduction in cash balance
2. Investment activities

These are receipts resulting from ownership of investments and payments to acquisition of
investments by the company (see the format)
3. Financing activities
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Cash flows under this heading will include receipts from and payments to external providers

of finance to the business (see the format)

Indirect method (format)
Net profit / loss before tax
Adjustments for:

Depreciation XXX
Loss on sale of asserts XXX
Investment income (xxx)
Provision for bad debts XXX
Foreign exchange loss XXX
Gain on sale of assets (xxx)
Interest expense paid (xxx)
Dividend paid (xxx)
Income Tax paid XXX

Profit before working Capital Adjustment;

Decrease in current assets XXX
Increase in current assets (xxx)
Decrease in current liabilities (xxx)
Increase in current liabilities XXX

Cash inflow from operating activities

Cash flow from investing activities;

Sale of equipment XXX
Acquisition of subsidiary (xxx)
Dividends received XXX
Interest received XXX

Cash outflow from investing activities

Cash flow from financing Activities;

Proceeds from issuing of shares XXX
Redemption of loan (xxx)
Proceeds from long term borrowing — xxx
Net cash and cash equivalent

Opening cash balance

Closing cash balance in the balance sheet

ILLUSTRATION 1

XXX

XXX

XXX

XXX
XXX

XXX
XXX

XXX
XXX
XXX
XXX

The following financial statements have been prepared by ABC Limited for the year ended 31%

December, 2023
Income Statement

Sales
Change in inventory
Purchases

Sh. 000

52,696
4,832

(23,186)
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Depreciation (500)
Bad debts (35)
Staff costs (16,219)
Director fees (81)
Audit fees (435)
Rent and rates (3,230)
Profit from operations 13,842
Investment income 386
Finance costs (242)
Net Profit for the year 13,986
Appropriations
Provision for taxation (3,034)
Provision for ordinary dividends (2,900)
Retained profit for the year 8,052
Add: P&L balance B/F 7,678
P&L Balance C/F 15,730
BALANCE SHEET AS AT 315T DECEMBER
2023 2022
ASSETS Sh.000 Sh.000 Sh.000  Sh.000
Non-Current Assets
Property, plant and 31,568 32,468
equipment
Investments 5,528 -
Current Assets
Inventory 5,248 416
Accounts receivable 3,260 1,060
Cash at Bank 28 8,536 9,768 11,244
TOTAL ASSETS 45,632 43,712
CAPITAL AND
LIABILITIES
Issued and fully paid:
Ordinary share of Sh.5 each 10,000 9,000
Share premium 9,180 7,180
Retained earnings 15,730 34,910 7,678 23,858
Non-current liabilities
8% debentures 1000 800
10% unsecured loan 2,064 3,064 3,476 4,276
Current Liabilities
Accounts Payable 3,040 8,528
Taxes Payable 2,618 3,050
Dividends payable 2,000 7,658 4,000 15,578
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TOTAL CAPITAL & 45,632 43,712
LIABILITIES
Required:

Prepare a cash flow statement for ABC Limited for the period 315 December, 2022 using
indirect and direct approach

ILLUSTRATION TWO
The following are the comparative Balance Sheets of Saba Company Ltd. as on 31st December,
2022 and 2023

2023 2022
Shs. ‘000’ Shs. <000’
Cash 75,000 51,000
Receivables 48,000 39,000
Inventory 54,000 60,000
Prepaid expenses 6,000 9,000
Plant and machinery 440,000 350,000
Accumulated depreciation  (145,000) (125,000)
Intangible assets 51,000 58,000
Total assets 529,000 442,000
Accounts payable 51,000 56,000
Accrued expenses 18,000 14,000
Long-term notes payable 30,000 0
Mortgage payable 0 150,000
Proffered stock 175,000 0
Common stock 200,000 200,000
Retained earnings 55,000 22,000
Total capital and liabilities 529,000 442,000
Income statement for the year ended December 2023
Shs.000
Sales 660,000
Cost of sales (363,000)
Gross profit 297,000
Operating expenses (183,000)
Depreciation and amortization (35,000)
Gain on sale of asset 5,000
Net income 84,000

Required
Prepare a cash flow statement using the direct and the indirect approach

(Dr. Odunga Robert. MCA 803, 2024)
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RATIO ANALYSIS AND INTERPRETATION OF FINANCIAL STATEMENTS

INTRODUCTION
These are the means of presenting inform of ratios or percentages the information which enables
a comparison to be made between one significant figure and another.

Interpretation of accounts is the analysis of financial statements in order to discover the strength
and weakness of a company, to reveal underlying trends in its activities and to use historical trends
to predict future performance and position of the company.

Financial statements include a profit and loss #/c (income statement) that tells us the performance
of a company throughout the financial period. It also includes a balance sheet that shows the
financial position or status of a company and lastly a cash flow statement which shows changes in
cash position of the entity,

We analyse financial statements by the use of accounting ratios. There are 5 classes of ratios:

e Liquidity

e Leverage/Gearing ratios
e Activity Ratios

e Profitability

e Equity / Investor ratios.

TYPES OF ANALYSIS
Trend Analysis — Comparing or assessing a company’s performance over time.
Cross Sectional Analysis — Comparing two or more companies in the same industry.

1. LIQUDITY RATIOS
These ratios measure the firm’s ability to meet its short-term maturing obligations.

Current Ratio = Current Assets
Current Liabilities

The higher the ratio then the more liquid the firm is. The standard ratio is 2:1

Quick Ratio/Acid Test Ratio = Current Assets - Inventories
Current Liabilities

This is a more refined ratio that tries to recognize the fact that stocks may not be easily converted
into cash. The higher the ratio, the better for the firm as it means an improved liquidity position.
The standard ratio 1:1

Cash Ratio = Cash + Marketable Securities
Current Liabilities

This ratio assumes that stocks may not be converted into cash easily and the debtors may not pay
up their accounts on time. The higher the ratio, the better for the firm as the Liquidity position is
improved.
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Net Working Capital Ratio. = Net Working Capital
Net Assets
Net Working Capital =CA —CL
The higher the ratio the better for the firm and therefore the improved Liquidity position.

2. GEARING RATIOS

These ratios measure the extent to which a firm has been financed by non-owner supplied funds.
They measure the financial risk of a firm (the probability that a firm will not be able to pay up its
debts). The more debts a business has (hon- owner supplied funds) the higher the financial risk.

Debt Ratio = Total Liabilities

Total Assets
This ratio measures the proportion of total assets financed by non-owner supplied funds. The
higher the ratio, the higher the financial risk.

Debt Equity Ratio = Total Liabilities
Net worth (shareholders’ funds)

This ratio measures how much has been financed by the non-owner supplied funds in relation to
the amount financed by the owners i.e. for every shilling invested in the business by the owners
how much has been financed by the non-owner supplied funds.

Long Term Debt Ratio = Non-Current Liabilities

Net Assets
This measures the proportion of the total net assets financed by the non-owner supplied funds.
The higher the ratio, then the higher the financial risk.

3. ACTIVITY RATIO
These ratios measure the efficiency with which the firm is using various assets to generate sales
revenue or how active has the firm been.

Stock Turnover = Cost of Sales

Average Stocks
Where;
Average Stocks = Opening Stock + Closing Stock

2

This is the number of times stock has been converted to sales in a financial year. The higher the
ratio the more active the firm is.
An alternative formula is

= ___ Sales

Closing Stock

Debtors Turnover = Credit Sales
Average Debtors
Where;
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Average Debtors = Opening debtors + Closing debtors

2
The higher the ratio, the more active the firm has been
Note;
Average Collection Period = 365

Debtors Turnover
This measure the number of days it takes for debtors to pay up. The lesser the period, the better
for the firm as it improves the liquidity position.

Creditors Turnover = Credit Purchases
Average Creditors

The ratio tries to measure how many times we have creditors during a financial period. The lesser
the ratio the better.

Non-Current Assets Turnover (Fixed Assets Turnover) = Sales
Average Fixed Assets
The ratio measures the efficiency with which the firm is using its fixed/ Non-Current Assets to
generate sales.
The higher the ratio the more active the firm.

Total Assets Turnover = Sales
Total Assets
The ratio measures the efficiency with which the firm is using its total assets to generate sales.

4. PROFITABILITY RATIOS
These ratios measure the efficiency with which the firm uses various funds to generate profits or
returns. They also measure the management’s ability to control the various expenses in the firm.

Gross Profit Margin = Gross Profit x100
Sales

The higher the margin, the more profitable the firm is.
Net Profit Margin = Net Profit after tax x100

Sales
The higher the margin, the more profitable the firm is.

Return on Investment = Net Profit after tax x100
Total Assets
Shows how efficient the firm has been in using the total assets to generate returns in the business.

Return on Capital Employed = Net Profit before interest and tax
Net Assets
How efficient the firm has been in using the net assets to generate returns in the business.
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Return on Equity = Earnings after tax
Net worth

Efficiency of the firm in using the owner’s capital to generate returns.

NOTE
The higher the ratio the more efficient is the firm.

5. EQUITY/INVESTOR RATIOS
These ratios measure the relative value of the firm and returns expected by the owners of the firm.
They also try to look at the overall performance of the firm and going concern of the firm.

Earnings per Share (EPS)
EPS = Earnings attributable to ordinary shareholders
No. of ordinary shares outstanding.
This is the return expected by an investor for every share held in the firm.

Earnings Yield = Earnings per Share
Market price per share
This is the return amount expected by a shareholder for every shilling invested in the business.

Dividend per Share = Total Dividend (ordinary shareholders)
Ordinary shares outstanding.
This is the amount expected by an investor for every share held in the firm.

NOTE;
The higher the amounts, the better for the firm.

ADVANTAGES OF RATIOS AS TOOL FOR ANALYSIS

1. Ratios facilitate conducting of trend analysis which is important for decision making and
forecasting

2. Ratios provide a basis for both intra- firm as well as inter-firm analysis

3. Comparison of actual ratio with base year ratio or standard ratio helps the management analyze
the financial performance of a firm

4. Ratios are useful in Simplifying Accounting Figures: Accounting ratios simplify, summarize
and systematize the accounting figures in order to make them more understandable and in lucid
form

5. Ratios are useful in locating the Weak Spots of the Business: Accounting ratios are of great
assistance in locating the weak spots in the business even though the overall performance may be
efficient

LIMITATIONS OF RATIOS AS TOOL FOR ANALYSIS

1. Itis difficult to categorise firms in the various industries due to diversification. This makes inter-
company comparison difficult.

2. It is difficult to compare one company with others in case of monopolist firms.

3. Different, firms use different accounting policies and methods e.g. on depreciation, provisions
and other estimates so this makes comparison of companies difficult.
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4. Ratios are compiled at a point in time and may be affected by short term changes. Therefore

ratios are used for short term planning.

4. Ratios are computed from historical data and therefore are not good indicators of the future.

PRACTICE QUESTION ONE

The balance sheet of ABC Ltd, as at 31 December 2022 and 2023 were as follows:

Tangible fixed assets
Cost of valuation

Current assets
Stock

Debtors

Cash

Current liabilities
Trade creditors
Corporation tax
Proposed dividend

Net current assets

Loans

Called up share capital
Share premium
Revaluation reserve

Profit and loss account

The summarized profit and loss accounts for the company for the years ended 31 December 2022 and

2023 were as follows:

31 December
2022
Sh.000

126,300
(50,000)

12,000
10,500

1,400
23,900

6,800
3,400
4,000
14,200

Sh.000  Sh.000

162,400

76,300 (64,000)

15,000

14,000

2,000

31,000

9,400

5,000

6,000

20,400
9,700
86,000
(60,000)
26,000
6,000
1,000
19,000
26,000

Sh.000

98,400

(60,000)
49,000

10,000
3,000
8,000

28,000

49,000

Sales

Cost of sales

Gross profit
Expenses

Net profit before tax

Year ended 31 December

2022

Sh.000
64,000
40,000
24,000
10,000
14,000

2023
Sh. 000
108,000
75,600
32,400
12,400
20,000

The stock at 31 December 2021 was Shs.10, 000,000.
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Required:
Calculate the following accounting ratios for both years and compare the results
a) The gross profit percentage
b) The current ratio and the quick ratio (or acid test)
c) Debtors’ turnover
d) Trade creditors’ payment period in days

PRACTICE QUESTION TWO
You are given the statements of a firm for the two years ending 30th September:

2023 2022
Sh.”000’ sh.” 000’
Sales 720,000 440,000
Cost of sales (612,000) (352,000)
Gross profit 108,000 88,000
Expenses — depreciation (12,000) (6,000)
- marketing (36,000) (30,000)
- Administration (10,800) (10,800)
- interest (6,000) (6,000)
Profit before tax 43,200 35,200
Taxation (10,800) (10,000)
Profit after tax 32,400 25,200
Dividends (12,000) (8,000)
Retained profit for the year 20,400 17,200
Balance sheets
Noncurrent assets (net) 380,000 220,000
Current assets: stocks 56,000 38,000
Debtors 96,000 40,000
Bank and cash 112,000 78,000
644,000 376,000
Ordinary share capital (sh.20 par) 280,000 150,000
Share premium 80,000 30,000
Retained profit 101,600 81,200
Long term liabilities: debenture loans50, 800 50,800
Current liabilities: trade creditors 63,000 38,000
Other creditors 68,600 26,000
644,000 376,000

Additional information:
Analysis of sales revealed that on average 80% were made on a credit basis in each of the years.
2. abreakdown of cost of sales for each of the years showed the following:

2023 2022

sh. 000 sh. 000
Opening stock 38,000 34,000
Purchases (all on credit) 630,000 356,000
Closing stock (56,000) (38,000)

612,000 352,000
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3. Closing debtors and creditors’ figures may be taken as representative of average for each of the
years in question.

4. The market price of the shares of each of the balance sheet dates was established at sh. 36.40 for
2023 and sh. 26.00 for 2022.
Required

Compute the following ratios for each of the two years and interpret the results.
Q) After tax profit margin
(i) Return on Capital Employed (ROCE)
(iii)  Price/earnings ratio (P/E)
(iv)  Stock holding turnover
(V) Average debt collection period
(vi)  Average debt payment period
(vii)  Current ratio

(Dr. Odunga Robert. MCA 803, 2024)
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INTERPRETATION OF FINANCIAL SATEMENTS
PRACTICE QUESTION ONE

The balance sheet of ABC Ltd, as at 31 December 2022 and 2023 were as follows:
31 December
2022
Sh.000 Sh.000 Sh.000  Sh.000

Tangible fixed assets 126,300 162,400
Cost of valuation (50,000) 76,300 (64,000) 98,400
Current assets
Stock 12,000 15,000
Debtors 10,500 14,000
Cash 1,400 2,000
23,900 31,000
Current liabilities
Trade creditors 6,800 9,400
Corporation tax 3,400 5,000
Proposed dividend 4,000 6,000
14,200 20,400
Net current assets 9,700 10,600
86,000 109,000
Loans (60,000) (60,000)
26,000 49,000
Called up share capital 6,000 10,000
Share premium 1,000 3,000
Revaluation reserve - 8,000
Profit and loss account 19,000 28,000
26,000 49,000

The stock at 31 December 2021 was Shs.10, 000,000.

The summarized profit and loss accounts for the company for the years ended 31 December 2022 and
2023 were:

Year ended 31 December

2022 2023

Shs.000 Shs. 000
Sales 64,000 108,000
Cost of sales 40,000 75,600
Gross profit 24,000 32,400
Expenses 10,000 12,400
Net profit before tax 14,000 20,000

(Dr. Robert Odunga, MCA 803, 2024)





Required:
Calculate the following accounting ratios for both years and compare the results
a) The gross profit percentage
b) The current ratio and the quick ratio (or acid test)
c) Debtors’ collection period in days
d) Trade creditors’ payment period in days (based on purchases figures which are to be calculated)
e) Gearing ratio

SOLUTION TO QUESTION ONE

a) G.P ratio = G.P/Sales x 100
2017: 24000/64000x100 = 37.5%
2018: 32400/108000x100 = 30%

b) Current ratio=C.A/C.L
2017:23900/14200 = 1.683
2018: 31000/20400 = 1.52

€) Quick ratio=C.A — Stock/C. L
2017: 23900-12000/14200 = 0.838
2018: 31000-15000/20400 = 0.784

d) Debtors’ collection period = Ave Debtors/ credit sales x 365
2017: 10500/64000x365 = 59.88 days
2018: 14000/108000x365 = 47.31 days

e) Creditor’s payment period = Ave creditors/ credit purchase x 365
2017: 6800/42000X365 = 59.095 days
2018: 9400/78600x365 = 43.65 days

f) Gearing ratio = Debt capital/ Equity capital

2017: 60000/26000 =2.31
2018: 60000/49000 = 1.224

(Dr. Robert Odunga, MCA 803, 2024)
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MCA 803 - RATIO ANALYSISAND INTERPRETATION OF FINANCIAL

STATEMENTS

PRACTICE QUESTION TWO

You are given the statements of a firm for the two years ending 30th September:

2023 2022
Sh.’000’ sh.” 000’
Sales 720,000 440,000
Cost of sales (612,000) (352,000)
Gross profit 108,000 88,000
Expenses — depreciation (12,000) (6,000)
- marketing (36,000) (30,000)
- Administration (10,800) (10,800)
- interest (6,000) (6,000)
Profit before tax 43,200 35,200
Taxation (10,800) (10,000)
Profit after tax 32,400 25,200
Dividends (12,000) (8,000)
Retained profit for the year 20,400 17,200
Balance sheets
Noncurrent assets (net) 380,000 220,000
Current assets: stocks 56,000 38,000
Debtors 96,000 40,000
Bank and cash 112,000 78,000
644,000 376,000
Ordinary share capital (sh.20 par) 280,000 150,000
Share premium 80,000 30,000
Retained profit 101,600 81,200
Long term liabilities: debenture loans50, 800 50,800
Current liabilities: trade creditors 63,000 38,000
Other creditors 68,600 26,000
644,000 376,000

Additional information:
Analysis of sales revealed that on average 80% were made on a credit basis in each of the years.
2. abreakdown of cost of sales for each of the years showed the following:

2023 2022

sh. 000 sh. 000
Opening stock 38,000 34,000
Purchases (all on credit) 630,000 356,000
Closing stock (56,000) (38,000)

612,000 352,000

Closing debtors and creditors’ figures may be taken as representative of average for each of the
years in question.

The market price of the shares of each of the balance sheet dates was established at sh. 36.40 for
2023 and sh. 26.00 for 2022.

(Dr. Odunga Robert. MCA 803, 2024)





Required

Compute the following ratios for each of the two years and interpret the results.

(i)

(i)
(iii)
(iv)
(v)
(vi)
(vii)

After tax profit margin

Return on Capital Employed (ROCE)
Price/earnings ratio (P/E)

Stock holding turnover

Average debt collection period
Average debt payment period
Current ratio

(Dr. Odunga Robert. MCA 803, 2024)
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RATIO ANALYSIS AND INTERPRETATION OF FINANCIAL STATEMENTS

INTRODUCTION
These are the means of presenting inform of ratios or percentages the information which enables
a comparison to be made between one significant figure and another.

Interpretation of accounts is the analysis of financial statements in order to discover the strength
and weakness of a company, to reveal underlying trends in its activities and to use historical trends
to predict future performance and position of the company.

Financial statements include a profit and loss #/c (income statement) that tells us the performance
of a company throughout the financial period. It also includes a balance sheet that shows the
financial position or status of a company and lastly a cash flow statement which shows changes in
cash position of the entity,

We analyse financial statements by the use of accounting ratios. There are 5 classes of ratios:

e Liquidity

e Leverage/Gearing ratios
e Activity Ratios

e Profitability

e Equity / Investor ratios.

TYPES OF ANALYSIS
Trend Analysis — Comparing or assessing a company’s performance over time.
Cross Sectional Analysis — Comparing two or more companies in the same industry.

1. LIQUDITY RATIOS
These ratios measure the firm’s ability to meet its short-term maturing obligations.

Current Ratio = Current Assets
Current Liabilities

The higher the ratio then the more liquid the firm is. The standard ratio is 2:1

Quick Ratio/Acid Test Ratio = Current Assets - Inventories
Current Liabilities

This is a more refined ratio that tries to recognize the fact that stocks may not be easily converted
into cash. The higher the ratio, the better for the firm as it means an improved liquidity position.
The standard ratio 1:1

Cash Ratio = Cash + Marketable Securities
Current Liabilities

This ratio assumes that stocks may not be converted into cash easily and the debtors may not pay
up their accounts on time. The higher the ratio, the better for the firm as the Liquidity position is
improved.
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Net Working Capital Ratio. = Net Working Capital
Net Assets
Net Working Capital =CA —CL
The higher the ratio the better for the firm and therefore the improved Liquidity position.

2. GEARING RATIOS

These ratios measure the extent to which a firm has been financed by non-owner supplied funds.
They measure the financial risk of a firm (the probability that a firm will not be able to pay up its
debts). The more debts a business has (hon- owner supplied funds) the higher the financial risk.

Debt Ratio = Total Liabilities

Total Assets
This ratio measures the proportion of total assets financed by non-owner supplied funds. The
higher the ratio, the higher the financial risk.

Debt Equity Ratio = Total Liabilities
Net worth (shareholders’ funds)

This ratio measures how much has been financed by the non-owner supplied funds in relation to
the amount financed by the owners i.e. for every shilling invested in the business by the owners
how much has been financed by the non-owner supplied funds.

Long Term Debt Ratio = Non-Current Liabilities

Net Assets
This measures the proportion of the total net assets financed by the non-owner supplied funds.
The higher the ratio, then the higher the financial risk.

3. ACTIVITY RATIO
These ratios measure the efficiency with which the firm is using various assets to generate sales
revenue or how active has the firm been.

Stock Turnover = Cost of Sales

Average Stocks
Where;
Average Stocks = Opening Stock + Closing Stock

2

This is the number of times stock has been converted to sales in a financial year. The higher the
ratio the more active the firm is.
An alternative formula is

= ___ Sales

Closing Stock

Debtors Turnover = Credit Sales
Average Debtors
Where;
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Average Debtors = Opening debtors + Closing debtors

2
The higher the ratio, the more active the firm has been
Note;
Average Collection Period = 365

Debtors Turnover
This measure the number of days it takes for debtors to pay up. The lesser the period, the better
for the firm as it improves the liquidity position.

Creditors Turnover = Credit Purchases
Average Creditors

The ratio tries to measure how many times we have creditors during a financial period. The lesser
the ratio the better.

Non-Current Assets Turnover (Fixed Assets Turnover) = Sales
Average Fixed Assets
The ratio measures the efficiency with which the firm is using its fixed/ Non-Current Assets to
generate sales.
The higher the ratio the more active the firm.

Total Assets Turnover = Sales
Total Assets
The ratio measures the efficiency with which the firm is using its total assets to generate sales.

4. PROFITABILITY RATIOS
These ratios measure the efficiency with which the firm uses various funds to generate profits or
returns. They also measure the management’s ability to control the various expenses in the firm.

Gross Profit Margin = Gross Profit x100
Sales

The higher the margin, the more profitable the firm is.
Net Profit Margin = Net Profit after tax x100

Sales
The higher the margin, the more profitable the firm is.

Return on Investment = Net Profit after tax x100
Total Assets
Shows how efficient the firm has been in using the total assets to generate returns in the business.

Return on Capital Employed = Net Profit before interest and tax
Net Assets
How efficient the firm has been in using the net assets to generate returns in the business.
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Return on Equity = Earnings after tax
Net worth

Efficiency of the firm in using the owner’s capital to generate returns.

NOTE
The higher the ratio the more efficient is the firm.

5. EQUITY/INVESTOR RATIOS
These ratios measure the relative value of the firm and returns expected by the owners of the firm.
They also try to look at the overall performance of the firm and going concern of the firm.

Earnings per Share (EPS)
EPS = Earnings attributable to ordinary shareholders
No. of ordinary shares outstanding.
This is the return expected by an investor for every share held in the firm.

Earnings Yield = Earnings per Share
Market price per share
This is the return amount expected by a shareholder for every shilling invested in the business.

Dividend per Share = Total Dividend (ordinary shareholders)
Ordinary shares outstanding.
This is the amount expected by an investor for every share held in the firm.

NOTE;
The higher the amounts, the better for the firm.

ADVANTAGES OF RATIOS AS TOOL FOR ANALYSIS

1. Ratios facilitate conducting of trend analysis which is important for decision making and
forecasting

2. Ratios provide a basis for both intra- firm as well as inter-firm analysis

3. Comparison of actual ratio with base year ratio or standard ratio helps the management analyze
the financial performance of a firm

4. Ratios are useful in Simplifying Accounting Figures: Accounting ratios simplify, summarize
and systematize the accounting figures in order to make them more understandable and in lucid
form

5. Ratios are useful in locating the Weak Spots of the Business: Accounting ratios are of great
assistance in locating the weak spots in the business even though the overall performance may be
efficient

LIMITATIONS OF RATIOS AS TOOL FOR ANALYSIS

1. Itis difficult to categorise firms in the various industries due to diversification. This makes inter-
company comparison difficult.

2. It is difficult to compare one company with others in case of monopolist firms.

3. Different, firms use different accounting policies and methods e.g. on depreciation, provisions
and other estimates so this makes comparison of companies difficult.
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4. Ratios are compiled at a point in time and may be affected by short term changes. Therefore

ratios are used for short term planning.

4. Ratios are computed from historical data and therefore are not good indicators of the future.

PRACTICE QUESTION ONE

The balance sheet of ABC Ltd, as at 31 December 2022 and 2023 were as follows:

Tangible fixed assets
Cost of valuation

Current assets
Stock

Debtors

Cash

Current liabilities
Trade creditors
Corporation tax
Proposed dividend

Net current assets

Loans

Called up share capital
Share premium
Revaluation reserve

Profit and loss account

The summarized profit and loss accounts for the company for the years ended 31 December 2022 and

2023 were as follows:

31 December
2022
Sh.000

126,300
(50,000)

12,000
10,500

1,400
23,900

6,800
3,400
4,000
14,200

Sh.000  Sh.000

162,400

76,300 (64,000)

15,000

14,000

2,000

31,000

9,400

5,000

6,000

20,400
9,700
86,000
(60,000)
26,000
6,000
1,000
19,000
26,000

Sh.000

98,400

(60,000)
49,000

10,000
3,000
8,000

28,000

49,000

Sales

Cost of sales

Gross profit
Expenses

Net profit before tax

Year ended 31 December

2022

Sh.000
64,000
40,000
24,000
10,000
14,000

2023
Sh. 000
108,000
75,600
32,400
12,400
20,000

The stock at 31 December 2021 was Shs.10, 000,000.
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Required:
Calculate the following accounting ratios for both years and compare the results
a) The gross profit percentage
b) The current ratio and the quick ratio (or acid test)
c) Debtors’ turnover
d) Trade creditors’ payment period in days

PRACTICE QUESTION TWO
You are given the statements of a firm for the two years ending 30th September:

2023 2022
Sh.”000’ sh.” 000’
Sales 720,000 440,000
Cost of sales (612,000) (352,000)
Gross profit 108,000 88,000
Expenses — depreciation (12,000) (6,000)
- marketing (36,000) (30,000)
- Administration (10,800) (10,800)
- interest (6,000) (6,000)
Profit before tax 43,200 35,200
Taxation (10,800) (10,000)
Profit after tax 32,400 25,200
Dividends (12,000) (8,000)
Retained profit for the year 20,400 17,200
Balance sheets
Noncurrent assets (net) 380,000 220,000
Current assets: stocks 56,000 38,000
Debtors 96,000 40,000
Bank and cash 112,000 78,000
644,000 376,000
Ordinary share capital (sh.20 par) 280,000 150,000
Share premium 80,000 30,000
Retained profit 101,600 81,200
Long term liabilities: debenture loans50, 800 50,800
Current liabilities: trade creditors 63,000 38,000
Other creditors 68,600 26,000
644,000 376,000

Additional information:
Analysis of sales revealed that on average 80% were made on a credit basis in each of the years.
2. abreakdown of cost of sales for each of the years showed the following:

2023 2022

sh. 000 sh. 000
Opening stock 38,000 34,000
Purchases (all on credit) 630,000 356,000
Closing stock (56,000) (38,000)

612,000 352,000
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3. Closing debtors and creditors’ figures may be taken as representative of average for each of the
years in question.

4. The market price of the shares of each of the balance sheet dates was established at sh. 36.40 for
2023 and sh. 26.00 for 2022.
Required

Compute the following ratios for each of the two years and interpret the results.
Q) After tax profit margin
(i) Return on Capital Employed (ROCE)
(iii)  Price/earnings ratio (P/E)
(iv)  Stock holding turnover
(V) Average debt collection period
(vi)  Average debt payment period
(vii)  Current ratio

(Dr. Odunga Robert. MCA 803, 2024)
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