Week Six Lecture Notes
PREPARATION OF FINAL ACCOUNTS (FINANCIAL STAMEMENTS)

Final Accounts of financial Statements are outputs of an accounting system. They are prepared at the end of the financial year, hence the name final accounts. However, interim financial statements can be prepared before the of the financial year ends. Eternal users of accounting information are more interested in final accounts or financial statements than books of account.
Preparation of final accounts can be a complex job both in practice and in examinations and calls for proficiency in preparation methodology, speed and accuracy. These can be achieved through constant practice.

Final accounts are prepared from the trial balance after incorporating end of year adjustments. 
As mentioned above, accountants usually prepare worksheets which are extended trial balances before preparing formal final accounts or financial statements.

The types of final accounts or financial statements prepared vary from one organization to another depending on its nature and size among other factors. However, the major financial statements prepared by profit making organizations for disclosure purposes are the Income Statement (Trading and Profit and Loss Account) and the balance sheet.

AN INCOME STATEMENT
It is also called the trading and profit and loss account or simply the profit and loss account or an operating statement.

It is a financial statement which discloses the operating results of a business during a given period i.e. whether operational resulted into profits or losses. It is therefore a profitability statement. It shows an organization’s revenues or incomes and expenditures or costs for a particular period ended. Tax Authorities are more interested in this statement than any other because they use it as a basis for computing corporation taxes payable. The income statement should be prepared before the balance sheet because the ending figure after subtracting expenditures from incomes (net or retained profits/loss) connects the income statement and balance sheet.
There are two formats of preparing the income statement. 
1. The horizontal or T- account format 

2. Vertical or narrative format.
	Openingstock                                     xxx

Add: purchases                                  xxx

                                                           xxx

Less: Closing stock                           xxx
Gross profit c/d                                 xxx
                                                         xxxx

Operating expenses (Total)                xxx

Net profit                                             xx
                                                          xxxx                                         


	Sales                                        xxxx

                                                 xxxx

Gross Profit b/d                        xxxx

                                                 xxxx





The format is outdated and not preferred. Many examiners will penalise candidates who adopt this format.

THE VERTICAL OR NARRATIVE STYLE OR FORMAT
Sales                                                                                                                       xxxx

Less                                                                                                                          xxx

Loss: Cost of goods sold
        Opening Stock                                       xxx  
          Add: Purchases                                    xxx                                                    xxx
                                                                       xxx                                                 
Less:  Closing stock                                       xxx                                                    xxxx

Cost of goods sold                                                                                                   xxxx
Gross Profit                                                                                                              xxxx
Less:  Operating expenses

         Rent                                                      xxx

         Electricity                                             xxx

         Salaries                                                 xxx

          Etc.                                                      xxx                                         xxxx                                           
The Profit before tax                                                                                    xxxx
Less   Provision for corporation tax                                                             xxxx

Net Profit for the year after tax                                                                   xxxx

Add:      Retained earnings b/f                                                                    xxxx
Less:      Appropriations

              Proposed dividends                      xxx                                                                                        

              Transfers to reserves                     xxx                                                                       
              Etc.                                                xxx                                          xxxx   

Cumulative retained earnings at the end of the year c/f                             xxxx
The income statement has four components: The trading account, which ranges from the sales up to the gross profit, the profit and loss account which starts from the gross profit up to net profits after tax and the profit and loss appropriations account which starts from the net profits after tax upto the cumulative retained earnings at the end of the year. Manufacturing companies have an additional account called the manufacturing account which should come before the trading account. Manufacturing accounts are treated in a separate chapter later.
 The income statements for service sector firms e.g. Banks, insurance companies etc. are simple to write. Their formats are shown below.

Income/revenues                                                                  xxx

Less expenditures                                                                xxx                         xxxx
Less      Provisions for corporation tax                                                               xxxx

Net Profit for the year after tax                                                                          xxxx

Add:     Retained earnings b/f                                                                             xxxx
Less:   Appropriation

           Proposed dividends                                                 xxx

           Transfers to reserves                                                xxx

            Etc.                                                                          xxx                         xxxx

Cumulative retained earnings at the end of the year c/f                                     xxxx

A BALANCE SHEET


It is a financial statement which shows the financial position of an organization at a particular date with regards to its assets, liabilities and owners’ equity. It shows the assets of an organization and claims against those assets. When a balance sheet balances it means that the accounting equation has been satisfied you will remember it is stated as follows;

ASSETS   =   LIABILITIES +   OWNER’S EQUITY.

Questions like, is the business liquid or solvent, stable, geared or levered are answered by examining the balance sheet. If an organization used more liabilities than its own funds (Owners’ Equity), to finance assets then, it is not solvent and does not have long run financial stability. 
A strong balance sheet position is one where by the assets of the organization are largely finances by the owners (Owners’ Equity)

Like the income statement, the balance sheet is also written in two formats, the horizontal or T account format and the vertical format. Even for the balance sheet, the vertical format is still referred.

T-account format of the balance sheet

  Assets
Liabilities and Owners Equity

Fixed assets 
                                       Liabilities
Land                                          xxxx                           long term loan             xxxx

Motor Vehicle                            xxxx
current liabilities
Equipment                                  xxxx            xxxx       Trade  Creditors         xxxx                                                                                                                                                                                                                                             
Current Assets                                                              Accruals                      xxxx

Stock                                         xxxx                           Total liabilities                                     xxxx

Debtors                                      xxxx                      

 Cash/Bank                                xxxx                         Owner’s Equity
 Total Assets                                                  xxxx      Capital                        xxx

                                                                                     Add: Net profit          xxx                   xxxx


                                                                                      Less drawings           xxx
                                                                                    Total liabilities and owners equity      xxxx
This format does not show an important figure called Working Capital or Net Current Assets which reveals the liquidity or short run solvency of the business

(Working Capital = Current Assets – Current Liabilities)

Vertical or narrative format
Fixed Assets                         Cost            Accumulated depreciation       Net book value                                                                                                                                                   
Land                                     xxx                                        -                                  xxx

Motor Vehicle                      xxx                                       xx                                xxx

Equipment                           xxx   
       xx                                xxx
Current Assets 
Stock                                                                            xxx

Trade debtors                    xxx                                 

Less: Prov. for bad debts  xxx
  xxx
Prepayments                                                                 xxx

Cash/bank                                                                     xxx

Less: Current Liabilities

         Trade creditors             xxx                                       

          Accruals                      xxx                                  xxx

Working capital (Ne current assets)                                                                                    xxxx

Total Net Assets 
FINANCED BY

Capital and reserves

Capital                                                                                                                                xxxx
Add:  Net profit/ retained earnings                                                                                    xxxx
                                                                                                                                            xxxx

Less: Drawings                                                                                                                   xxxx

Owners’ Equity                                                                                                                   xxxx

Long-term liabilities                                                                                                           xxxx

Creditors in excess of 1 financial year e.g. bank

Loans etc.                                                                                                                           xxxx
Capital employed                                                                                                                xxxx
 After considering formats of formal financial statements, let us now return to the work sheet earlier prepared for TIM Company and extract its financial statements. TIM Company’s financial statements are shown below. ( Refer to TIM company’s work sheet.

TIM COMPANY INCOME STATEMENT FOR THE YEAR ENDED 31 DECEMBER




(sales. 000)       (shs. 000)       (shs. 000)

Sales






200.000

Less: sales returns






 10.000
Net: sales





            190. 000

Less: costs of goods sold

Opening stock
                          1,000

Add purchases
                       110,000

Add carriage inwards
                          6,000


                      116,000

Less: purchase returns
                          5,000

Net purchase




                     111,000

Cost of goods available for sale



                     112,000

Less: closing stock




                       20,000
Cost of goods sold (or cost of sales)




            92,000

Less: closing stock





           98,000

Gross profit

Add: Miscellaneous income

          Discount received



                                        1,000







                99,000

Less: operating expenses (overheads)

          Discount allowed



    2,000

          Salaries


               10,000

Rent



        900

Electricity



     70,000

Bad debts



       2,200

Depression expenses

Motor vehicle

                    2,000

 Equipment



        4,000                      28,100
  Net profit





                70,900

TIM COMPANY BALANCE SHEET

AS AT 31ST DECEMBER

FIXED ASSETS
COST
ACCUMULATED

NET BOOK




DEPRECIATION

VALUE


(shs. 000)
(shs. 000)


(shs. 000)

Land
100,000                                       -




                  100,000

Motor vehicle
  10,000


4,000

             6,000

Equipment
  20,000


8,000

            12,000


 130,000


12,000

          118,000

CURRENT ASSETS

Closing stock


            20,000

Trade debtors
     5,000

Less: Prov for bad debts
     3,000


 2,000

Prepaid rent



   900

Cash at bank



 4,000

Cash at hand



 2,000





28,900

Less: Current Liabilities

Trade creditors
                  3,000

           Salaries payable or accrued            17,000


20,000

Working capital (Net current assets)        





8,900
TOTAL NET ASSET






126,900
FINANCED BY

Capital and reserves








Capital





                     26,000

Add: Net profit/retained earnings




                     70,900
Owners Equity





                     96,900

Long-term liabilities

Long term bank loan





                       30,000
CAPITAL EMPLOYED






           126,900





WORKED OUT EXAMPLES

1. The Book-keeper of Mella Enterprises Ltd. Prepared the following trial balances for the financial year ended 31st March 1999

	Cash

Bank

Debtors

Stock 1/4/98

Vehicle, cost

Equipment, cost

Pu

rchase

Wages

Electricity

Rent

Bad debts

Sales returns

Drawings

Creditors

Income taxes payable

Purchases returns

Discounts received

Sales

Provision for bad debts 1/4/96

Capital

Long term Bank Loan
	Dr. (Shs)

800,000

2,500,000

3,000,000

600,000

7,000,000

5,000,000

4,000,000

1,000,000

200,000

700,000

30,000

50,000

60,000

2,060,000

27,000,000
	Cr. (Shs)

2,000,000

3,500,000

500,000

80,000

12,000,000

60,000

6,860,000

2,000,000

27,000,000


Information for adjustments:

(i) Closing stock at the end of the year was valued at 1,500,000/=
(ii) Addition provision of 1% of the debtors has to be made against bad debts on 31/3/99
(iii) Of the rent paid, 100,000/= is for the financial year commencing on April 1st 1999
(iv) Wages of 300,000 accrued
(v) Motor vehicles to be depreciated by 20% and equipment by 10% on cost per annum
REQUIRED

a) Provide journal entries for all the adjustments
b) Prepare Mella’s Income Statement and balance sheet at the end of the financial year
SOLUTION
(a).
Mella enterprises

General journal showing adjusting entries on 31 march 1999

	
	Account titles
	Dr.
	Cr.

	(i)
	Stock 31/3/99

Trading
	1,500,000
	1,500,000

	(ii)
	Bad debts

 Provision for bad debts
	     30,000
	     30,000

	(iii)
	Prepaid rent

       Rent
	   100,000
	   100,000

	(iv)
	Wages

       Accrued wages or wages payable
	   300,000
	   300,000

	(v)
	Depreciation: vehicle

        Accumulated depreciation: vehicle
	1,400,000
	1,400,000

	
	Depreciation: equipment

         Accumulated depreciation: equipment
	   500,000
	   500,000


(b)                
Mella enterprises

Income statement for the year ended 31/3/1999

Sales                                            Shs.                         Shs.                            Shs.

Less: sales returns                                                                                  12,000,000

Net sale                                                                                                          50,000 

Less: cost of goods sold:                                                                        11,950,000

Opening stock (1/4/98)                                           600,000

Add; purchases                            4,000,000

Less: purchases returns                  500,000

Net purchases                                                          3,500,000

Cost of good available for sale                                4,100,000

Less: closing stock (31/3/99)                                    1,500,000

Cost of goods sold                                                                                   2,600,000
Gross profit                                                                                              9,350,000

Add: miscellaneous revenues/ income

           Discount received                                                                              80,000
Less: operating expenses                                                                         9,430,000

Wages (see note 1)                                                     1,300,000

Electricity                                                                      200,000

Rent (see note 2)                                                            600,000

Bad debts (see note 3)                                                     60,000                     
Sales discounts (see note 4)                                             60,000

Depreciation – vehicle (note 5)                                   1,400,000

                   Equipment (note 5)                                     500,000                4,120,000
NOT PROFIT (note 6)                                                                          5,310,000
Mella enterprises

Balance sheet as at 31/3/1999

FIXED ASSETS                                     COST               ACC. DEP.              NBM

                                                                   (Shs.)                     (Shs.)                   (Shs.)

Vehicle                                                    7,000,000             1,400,000             5,600,000
Equipment                                               5,000,000                500,000             4,500,000

                                                               12,000,000             1,900,000          10,100,000

CURRENT ASSETS (see note 7)

Stock 31/3/99                                                                       1,500,000

Debtors                                                   3,000,000

Less: provision for bad debts                      90,000              2,910,000

           (See note 8)

Prepaid rent                                                                             100,000

Bank                                                                                     2,500,000

Cash                                                                                        800,000

                                                                                              7,810,000

Less: CURRENT LIABILITIES

Creditors                                               2,000,000

Income taxes payable                            3,500,000

Accrued wages                                        300,000                  5,800,000
Working capital or net current                                                                          2,010,000
Assets

NET ASSSETS                                                                                              12,110,000

FINANCED BY

Capital                                                                                                        6,860,000

Add: net profit (see note 6)                                                                        5,310,000
                                                                                                                  12,170,000

Less: Drawings                                                                                           2,060,000

Owner’s Equity                                                                                         10,110,000

LONG-TERM LIABILITIES

Long-term Bank loan                                                                                 2,000,000
CAPITAL EMPLOYED                                                                         12,110,000
Note 1:

Wages of 300,000/= accrued. Whenever an expense accrues it must be added to that expense account figure already in the trial balance or created if it did not exist in the trial balance. In this cases:

Wages as per trial balance                                                                                      1,000,000

Add: Accrued wages                                                                                                300,000

Total to profit and loss account (Income statement)                                             1,300,000

Accrued wages or wages payable must also be recorded under current Liabilities in the balance sheet. In this case 300,000/= accrued wages or wages payable appears in the balance sheet as a current liability.

Note 2:

Rent of 100,000/= was prepaid. Because much as that rent was paid for the financial year ended 31/3/1999, it is for the following financial year commencing on 1/4/1999.  This prepaid rent must be subtracted from rent paid. This is necessary to match expenses accurately against revenues and to apportion or charges expenses to the period they relate.

In this case,

Rent as per trial balance                                                                                        700,000/=

Less: prepaid rent                                                                                                  100,000/=

Rent to be charged in the profit and loss account

Or income statement                                                                                              600,000/=

Any expense which is prepaid (paid in advance) must appear as a current asset in the balance sheet. In this example, prepaid rent of shs. 100,000 appears under current assets in the balance sheet.
Note 3:

Additional provision equivalent to 1% of debtors to be made.

Additional provision                                                                                3,000,000 x 1%

                                                                                                                      = 30,000/=

This means that there were additional bad debts expense of 30,000/= which must be added to the existing figure.

Bad debts as per trial balance                                                                  30,000/=Add: additional provision                                                                                       30,000/=Total bad debts figure to be taken to                                                                          

           Profit and loss account or income statement                                                     60,000/=

Note 4:

Sales discount could alternatively be subtracted from sales in arriving at net sales. If it is subtracted from sales, it should not again be charged as an operating expense. Likewise discount received could be subtracted from purchases and not treated as miscellaneous income.

Note 5:

Depreciation is an operating expense though it is not a cash flow item. Depreciation of various years are accumulated and subtracted from the cost of the asset in deriving balance sheet book values.                                                                                                       Calculation of depreciation:

Vehicle                                                                                                        7,000,000 x 20%                

                                                                                                                         1,400,000

Equipment                                                                                                   5,000,000 x 10%        

                                                                                                                          500.000
Note 6:

The net profit figure interphases between the income statement and balance sheet. Net profit which is not distributed as dividends but ploughed back in to business (retained earnings) becomes a source of equity financing and is added to capital or put under shareholder’s reserves in the “financed by” section of the balance sheet.
Note 7:

Current assets are normally arranged in the balance sheet in the order of increasing liquidity or decreasing permanency. Stock is the least liquid or more permanent than other current assets and cash is the most liquid or least permanent. Therefore stock appears first (on top) and cash last (bottom) in the arrangement of current assets.

Note 8:
Provision for bad debts is offset from the debtors figure in the balance sheet. This illustration, additional provision was made.

Provision for bad debts as per trial balance                                                   60,000/=                                       Add: additional provision                                                                                        30,000/=
Total provision for bad debts                                                                                 90,000/=
2. Lolo Co. Ltd deals in assorted merchandise.  On 31st December 1999 the following trial balance was extracted from the company’s ledger.

                                                                                                   Dr.                                                 Cr.                                                              

                                                                                                 (Shs.)                                              (Shs.)

Ordinary share capital                                                                                                           10,000,000

6% preference share capital                                                                                                 50,000,000

Land, cost                                                                               80,000,000

Buildings, cost                                                                       60,000,000

Motor vehicle, cost                                                               30,000,000

Accumulated depreciation 1/1/99

· Buildings                                                                                                                    12,000,000

· Motor vehicle                                                                                                             5,000,000

Trade Debtor and Creditors                                                               7,000,000                                 3,500,000

Cash                                                                                                       4,600,000                                 

Bank                                                                                                                                                          1,280,000

Stock 1/1/99                                                                                           5,200,000

Goodwill                                                                                                1,000,000

Insurance                                                                                               1,400,000

Rent                                                                                                       1,200,000

Bad debts                                                                                                100,000
5.  The Accountant of JEMA Ltd. Prepared the following trial balance for the financial year ended 31/12/199.

  Dr.                             Cr

                                                                                                      (Shs.)                         (Shs.)
 Land, cost                                                                               100,000,000

Motor vehicle, cost                                                                    20,000,000

Accumulated depreciation (motor vehicle)                                                                      8,000,000

Cash                                                                                           10,000,000

Bank                                                                                           25,000,000

Debtors                                                                                         4,000,000

Stock-in-Trade 1/1/1999                                                              2,000,000

Purchases and Sales                                                                    30,000,000                   65,000,000

Sales returns and Purchases returns                                              3,000,000                     5,000,000 

Discounts allowed and discounts received                                     100,000                         200,000

Bad debt                                                                                          300,000    

Provision for bad debts                                                                                                        800,000

Salaries                                                                                          1,500,000

Salaries payable                                                                                                                   500,000

Creditors (within 1 year)                                                                                                   3,500,000

Share capital                                                                                                                    63,300,000

Interim Dividends                                                                       12,000,000

Retained earnings 1/1/1999                                                                                             25,000,000

5 Year UDB Loan                                                                                                           50,000,000

Drawings                                                                                      1,000,000

Rent                                                                                                 400,000

General expenses                                                                          2,400,000

Insurance                                                                                         800,000

Utilities                                                                                         4,500,000

Stationery                                                                                         300,000

                                                                                                   219,300,000                 219,300,000


ADITIONAL INFORMATION

i. Closing stock-in-Trade was valued at 5,000,000/= at the end of the financial year

ii. Salaries of 300,000/= remained outstanding at the end of the year

iii. Provision for bad debts has to be reduced by 200,000/=

iv. At the end of the financial year, stock stationery valued at 100,000/= remained in the stock

v. Interim dividends were paid on 30/9/1999, Directors proposed further final dividend to make total dividends for the year to be 15,000,000/=.

vi. Depreciation on motor vehicle is at the rate of 20% on reducing balance method.

vii. 400,000/= of the general expenses was contribution towards marriage of one of the Director’s son.

viii. 500,000/= was transferred to the general reserve.
REQUIRED

a) Provide journal entries for (i)-(viii) above

b) Prepare JEMA Ltd. Income Statement (including appropriation for the year ended 31/12/1999) and the balance sheet as at that date.
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