ELEMENTS OF FINANCIAL STATEMENTS

Role of Accounting as an Information System 
The accounting system seeks to provide useful information to economic agents.  This system might differ from a company to another due to their respective size of economic activities. In addition different economic circumstances defect different accounting systems adopted.  Nevertheless the output must provide for comparability between different companies in different sectors or countries. 

Basic models of accounting 

The first objective in any accounting system is to identify the economic event that can be expressed in financial/terms of the economic system. An economic event is any event that directly affects the financial position of the business. It may either be external or internal. 

An external event involves an exchange between the company and a separate economic entity e.g. purchasing plant and machinery for cash for credit, obtaining a loan from a bank etc. 

Internal event directly affect financial position of the firm but do not involve an exchange transaction with another entity e.g. charging depreciation on assets, use of supplies, providing for doubtful debts etc. 

Accounting equation 

Assets = Liabilities + Owner’s Equity 

The accounting equation underlies the process used to capture the effect of economic event. It is expressed as   A = L + OE . It portrays the equality between the total economic resources of an entity that is it [assets] and the total claims for those resources [liabilities and equities]. 

The equation also implies that each economic event affecting this equation will have a dual effect because resources always must equal claims to this resources.  Owners of a corporation are referred to as shareholders. Therefore owners’ equity for a corporation is referred to as Shareholders equity. 
i) The paid in capital i.e. amount invested by shareholders in the company of corporation 

ii) Retained earnings Is the amount earned by the corporation on behalf of its shareholders but not distributed to the shareholders. 

Accounts relationships 

All transactions are recorded in a columnar version as increases or decreased to elements of the accounting equation. However, this is a cumbersome activity and therefore most companies use a process called the double entry system. The term double entry system refers to the dual effect that each transaction has on the accounting equation. Elements of the accounting transaction are represented by accounts which are contained in a general ledger which records increases and decreases of these accounts. 
A separate account is maintained for individual assets and liabilities, retained earnings and paid in capital. To accumulate information needed for the income statement a separate account is used to keep track of the changes in retained earnings caused by revenues expenses gains and losses. 

A system of debits and credits is used to increase and decrease accounting balances in the ledger. Each general ledger account can be classified as either permanent or temporary. Permanent accounts – Represents the basic financial position elements of the accounting equation. They include assets, liabilities and share holders’ equity.  Temporary accounts-Represents changes in the retained earnings components of shareholders equity for a corporation. These changes are caused by revenues, expenses, gains and losses. 

Accounting cycle 

Steps 

1. Obtaining information about external transactions from source documents. Source documents include sales, invoices, cash, roster tapes/receipts, cheque counterfoils, debit and credit notes etc. 

2. Transaction analysis 

It is the process of reviewing the source document to determine the dual effect of the accounting equation and the specific elements involved. 

3. Record the transaction in a journal (Journalise)
The journal provides a chronological record of all economic events affecting a firm. Each entry is expressed in terms of equal debts and credits to the accounts affected by the transaction being recorded. 

Special journals record repetitive types of transactions e.g. sale, purchase while the General journal  is used to record all transactions regardless of types 

4. Posting from journal to general ledger accounts 

A ledger is a collection of all the various accounts and provides a summary of the effect of all events and transactions of that individual account. 

5. Prepare an unadjusted trial balance 

A trial balance is a list of the general ledger account and their balance at a particular date. Its purpose is to check for completeness and to prove that the sum of the accounts with debit balances equals the sum of accounts with credit balances. However equality does not necessarily mean correctness. 

6. Record adjusting entries and post to general ledger account 

Adjusting entries are to ensure that revenues earned in a period are recognized in that period regardless of when the cash payment is received. The same applies to expenses. Adjustments relate to accruals, prepayments. 

7. Prepare the adjusted trial balance 

8. Prepare the final statements. They include income statement, balance sheet, statement of cash flows, and statement of shareholders equity. 
ADJUSTING ENTRIES 
Journalizing external transactions 

Illustration 

The following information relates to ABC Limited from the commencement of business in the month of August 2015. 

1. Owners invested 50,000/= cash in the company in exchange for 5,000 shares of capital stock 

2. Equipment is purchased for 20,000/= cash 

3. On the 1st day of August Kshs.6,000 rent on buildings is paid for the month of ‘August and September 

4. Merchandise inventory costing 38,000 is purchased on account creditors. The company uses the perpetual inventory system

5. 20,000/= is borrowed from a local bank and a note payable is signed. 

6. Credit sales for the month are 40,000/= .The cost of merchandize sold is 22,000/=

7. 15,000/= is collected on account from customers 

8. 20,000/= is paid on account to suppliers of merchandise 

9. Salaries of 7,000 are paid to employees for the month of August 

10. Kshs.20,000 cash was loaned to another company evidenced by a note receivable 

11. The Company paid its  shareholders cash dividend of 1,000/=

Required 

Journalize the above entries 

	Date 
	Particulars/description 
	Folio 
	Debit 
	Credit 

	1. 
	Cash 

Capital 

(Being a record of Shs.50,000 invested by owners )
	
	50,000
	50,000

	2. 
	Equipment 

    Cash 

(To record purchase of equipment of Kshs.20,00 by cash )
	
	20,000
	20,000

	3. 
	Prepaid rent 

     Cash/Bank 

(To record rent Kshs.6,000 on building for month of August and September )
	
	6,000
	6,000

	4. 
	Merchandise Inventory
    Account payable 

(to record merchandize inventory bought on credit)  
	
	38,000
	38,000

	5. 
	Cash 

    Note payable 

(To record 20,000/= loan from a local bank)

	
	20,000
	20,000

	6. a
	Account receivables 

    Sales revenue 

(To record credit sales of Shs.40,00)
	
	40,000
	40,000

	b
	Cost of goods sold 

    Merchandise inventory 

(To record cost of goods sold at shs.22,000 on credit)
	
	22,000
	22,000

	7. 
	Cash/Bank
    Account receivable 

(To record 15,000 received from credit customers)
	
	15,000
	15,000

	8. 
	Account payable 

    Cash/Bank 

(To record 20,000 paid on account for credit suppliers for our merchandise) 
	
	20,000
	20,000

	9. 
	Salaries 

   Cash/Bank
(To record 7,000/= salaries paid to employees for August) 
	
	7,000
	7,000

	10. 
	Note receivable 

        Cash/Bank
(To record note receivable for a loan advanced to another company)
	
	20,000
	20,000

	11. 
	Retained earnings account 

    Cash/Bank 

(To record payment of dividend Kshs.1,000 to shareholders )
	
	1,000
	1,000

	12. 
	Utility Expense

    Accounts payable
	
	2,000
	2,000


ABC LTD

UNADJUSTED TRIAL BALANCE AS AT AUGUST 2015
	
	Dr
	Cr

	Cash 




	11,000

	

	Capital 

	
	50,000

	Equipment 



	20,000
	

	Prepaid rent
	  6,000
	

	Inventory
	16,000
	

	Account payable
	
	20,000

	Note payable
	
	20,000

	Account receivable
	25,000

	

	Sales revenue 

	
	40,000

	Cost of goods sold
	22,000

	

	Salaries
	7,000
	

	Utility expenses
	2,000
	

	Note receivable
	20,000
	

	Retained earnings  
	1,000

	​​​​​_________

	
	130,000
	130,000


Adjusting entries  Prior to preparation of finial statements
After journalizing,  these entries are posted in the respective ledger. At the end of the financial period, the ledger accounts are balance off with the balanced obtained to draw the unadjusted trial balance. This trial balance is less some information as relating to accruals and others estimates that are revealed before the preparation of the final financial statement. Such information relates to accruals, prepayments and other estimates.  All adjusting entries must pass through the journal. 

Illustration: Adjusting Entries

ABC limited requires to prepare its final financial statement and has provided the following additional information. 

1. The company anticipates of 25,000 in account receivable from customers 2,500 will not be collected 

2. The note payable requires the entries 20,000 in principal plus interest at 15% p.a to be paid on July 31st the following year. 

3. Depreciation on equipment on the month of August is 500 

4. The note receivable is dated August 16th and requires the entries 20,000 the principal plus interest at 3.75% to be repaid in 120 days. The loan was outstanding 15 days during August   

5.  The pre-paid rent of 6,000 represents rent for the month of August and September 

Required: Prepare the adjusting entries 

	Date 
	Particular/description 
	Debit 
	Credit 

	1. 
	Bad debt expenses 

  Allowance for uncollected debt 

(To record an allowance of uncollected debt of Kshs.2,500)
	2,500
	2,500

	2. 
	Interest expense 

  Interest payable 

(To record accrued interest expenses on note payable 20,000 @ 3.75% p.a)
	250
	250

	3. 
	Depreciation expenses 

  Accumulated dep. Account 

(to record depreciation expense for equipment on August )
	500
	500

	4. 
	Interest receivable 

  Interest revenue 

[To record on note receivable Shs.20,000 & 12% per annum) 
	100
	100

	5. 
	Rent expenses 

  Rent payable 

(to record a prepayment of the rent)
	3,000
	3,000


Preparing final financial statement 

Once the adjusted trial balance has been prepared, the set of final statement can be derived at this point. The trial balance only shows a list of balances as extracted from the general ledger. 

The closing process 

At the end of any interim period of reporting the accounting cycle is now completed. An interim reporting period is any period when financial statements are produced other than at the end of the year. 

At this stage we close the temporary accounts and preparing a post-closing trial balance. Recall the definitions: 
Permanent accounts – Represents the basic financial position elements of the accounting equation. They include assets, liabilities and share holders’ equity. 

Temporary accounts-Represents changes in the retained earnings components of shareholders equity for a cooperation. These changes are caused by revenues, expenses, gains and losses. 

The balances in the temporary account are periodically closed or zeroed out and the net effect is recorded in the permanent earning account. This is to enable measurement of income on an annual basis.
The closing process serves dual purpose 

i. Temporary account are reduced to zero balances 

ii. Temporary account balances are closed or transferred to retained earnings to reflect the changes that have occurred in that account during the period. 

An intermediate step is to close revenue and expenses account to income summary account. Following this is to transfer this balance into the retained earnings. 

To close the revenue account to income summary, relevant journal entities will be 






DR 



CR.

Sales revenue 



40,000


Income summary 


     100



40,000

DR 
SALES
REVENUE A/C CR
 
DR   INTEREST   A/C  
CR 

Inc. Sum 40,000         Cash 40,000 


Inc. Sum 100   
Profit/loss 100

Dr Income & Summary Cr

               Sales Revenues

40,000

               Interest revenue               100

To close the expense account in the income summary we 

DR income summary 
    CR. Expenses Account 




Dr

Cr

Income summary 

37,250

Cost of goods sold 



22,000

Salaries expenses 

 

 7,000

Utilities expenses 

 

 2,000

Rent 



 

 3,000

Depreciation 




     500

Interest expenses 

   

     250

Bad debts 


  

  2,500

INCOME SUMMARY

Expenses 
37,250 

Revenues 
40,000 

Net income       2,850






Journal
 Entry


DR 

CR 

Income summary 

2,850



Retained earnings 



2,850

Preparing the statement of shareholder’s equity 

This statement shows the total claims that the owners of the firm can make on the firms resources at any point in time. It therefore considers capital invested, additional issues of stock, retained earnings, dividends etc. 

Statement of shareholder’s equity 

It discusses the sources of the change of the various permanent shareholders equity accounts that occurred during the financial period of the year. 

It is for this reason that it is termed as a changed statement. 
	ABC LTD

Statement of shareholder’s equity

For the year ended……………

	
	Capital stock
	Retained earnings
	Total equity 

	Bal b/d
	
	
	

	Capital stock issued

5,000 shares @sh10 each
	50,000
	-
	50,000

	Net income
	-
	2850
	2850

	Dividends

      Interim paid
	______
	(1,000)
	(1,000)

	
	50,000
	1,850
	5,185


Prepare a post-closing trial balance. This is to verify that the closing entries were prepared and posted correctly and that the accounts are now ready for next year transactions. 

