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Introduction

ENT 222 is a semester coursework of two-credit sioavailable to all
students the B. Sc. Entrepreneurial and Small BgsinManagement
programme in the School of Business and Human Ressu
Management.

Financial Accounting provides solution to the netd have ready

information to take appropriate financial decisiam$usiness and non-
business organisations. It speaks to the prodessllecting, recording,

presenting, and analysing/interpreting financidbimation. It reports,

in aggregate financial terms and during w@ewyi period, the overall
results of the operations of the organisation, liggking especially, the

financial strengths and weaknesses. A good agan should be
equipped with the knowledge and tools requiredres@nt and analyse
financial reports.

What You will Learn in this Course

The course contents include introducing finance@loainting — meaning,
purpose/focus, comparison betweenfinancial acoogint and

management accounting; financial statements anlysasiaaccounts of
sole proprietorships; companies, partnershi@d non-profit

organisations; manufacturing and control accoumis; funds flow
statement.

Course Aims

This course aims at equipping you with tkeowledge and tools
required to prepare periodic, historical accountregorts as well as
their analysis which are necessary in taking fimgndecisions in
business and non-business organisations. Thidbevidichieved by:

Explaining the meaning and purpose of financiabaating;
Describing and demonstrating financial stateseand their
analysis;

Treating, with you, the accounts of sole proprightqrs,
companies, partnerships and non-profit organisation
Treating, with you also, manufacturing and conactounts;
Describing and demonstrating funds flow statement.
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Course Objectives
On the successful completion of this course, ydubeiable to:

Define financial accounting and distinguishtvesen it and
management accounting;

Explain the purpose/focus of financial accounting;

Discuss the objectives and structure of finan@gpbrts;

Discuss the components, and demonstrate dhmafs of the
trading and profit and loss accounts as well ab#iance sheet;
Distinguish between the “capital and revenus” veell as the
“debtors and creditors” items, of the financiakstaents;

Discuss the usefulness of financial analysis, amahstrate the
use of trend, percentages and ratios in the asabfsiinancial
statements;

Discuss the characteristics, and prepare atmounts of sole
proprietorships;

Discuss and demonstrate company accounts;

Distinguish between companies and partnerships;

Discuss goodwill in partnerships;

Explain the accounting treatments relative to teiasion of a
new partner, partnership dissolution as well ashdavawal and
death of a partner;

Prepare the accounts of non-profit organisationsd an
manufacturers;

Explain the meaning and advantages of control adspuand
discuss / demonstrate how they are written-up;

Prepare funds flow statement.

Course Materials

Course Guide
Study Units
Textbooks
Assignment Guide
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Study Units

There are fifteen (15) units in this coumsbich should be studied
carefully:

Module 1

Unit 1 Introducing Financial Accounting
Unit 2 Financial Statements

Unit 3 Accounts of Sole Proprietorships
Unit 4 Introducing Company Accounts

Unit 5 Company Accounts Il

Module 2

Unit 1 Company Accounts Il Unit

2 Accounts of Partnerships |

Unit 3 Accounts of Partnerships Il

Unit 4 Accounts of Partnerships IlI

Unit 5 Accounts of Non-Profit Organisations
Module 3

Unit 1 Manufacturing Accounts

Unit 2 Control Accounts

Unit 3 Funds Flow Statement

Unit 4 Introducing Analysis of Financial Statements
Unit 5 Analysis of Financial Statements |l

Each study unit, made up of the introduction, dibjes, main content
including exercises (for self-assessment), conafyssummary, tutor-
marked assignment questions, and referencdls,take at least two
hours. You are expected to study the materialsfulireand assess
yourself with the exercises. Also, you are expectedconsult the
textbooks under reference for additional informtio

Assessment
The assessment for this course will be in two parts
(@) Continuous assessment using the tutor-markesgraments

(TMAS)
(b)  Written examination of three (3) hours’ duratio
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Tutor-Marked Assignment

The University will direct further on the number ®MAs you are to
answer, when to do them and when to turn them yoto facilitator for
grading. However, you are expected to utilizeitlfermation gathered
from the study material and the texts under refs¥enn doing the
assignments. Continuous assessment counts foroi@8é total course
mark.

Final Examination and Grading

This will be scheduled for three hours and willratt the remaining
60% of the total course grade. You are to exgedtdll the areas of this
course will be tested during the examination.

Summary

Managers require information to take appropriat@ricial decisions in
business and non-business organisations. On toessful completion
of this course, you would have been equipped wWith knowledge and
tools necessary to present and analyse finanqualrte as well as take
decisions in the interest of the organisation.
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MODULE 1

Unit 1
Unit 2
Unit 3
Unit 4
Unit 5

UNIT

Introducing Financial Accounting
Financial Statements

Accounts of Sole Proprietorships
Introducing Company Accounts
Company Accounts Il

1 INTRODUCING FINANCIAL ACCOUNTING

CONTENTS

1.0
2.0
3.0

4.0
5.0
6.0
7.0

1.0

Introduction

Objectives

Main Content

3.1 Introducing Financial Accounting
3.1.1 Definition of Financial Accounting
3.1.2 Purpose of Financial Accounting
3.1.3 Focus of Financial Accounting
3.1.4 Financial Accounting and Management Accougntin
Compared

Conclusion

Summary

Tutor-Marked Assignment

Reference/Further Readings

INTRODUCTION

There are two major branches of accounting, nameéiyancial
Accounting and Management Accounting. This usitdesigned to
define these branches, and emphasize the purpdseaurs of financial
accounting. In addition, there will be a companisif these branches,

which

2.0

will dwell greatly on their focus.

OBJECTIVES

At the end of this unit, you will be able to:

define Financial accounting

explain the purpose and focus of financial accownti

make a comparison between financial accounting madagement
accounting.
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3.0 MAIN CONTENT
3.1 Introducing Financial Accounting

3.1.1 Definition of Financial Accounting

Financial accounting can be defined as the proadsgollecting,

recording, presenting, and analysing/interpretingaricial information
for the users of financial statements. These usefsde: the creditors,
investors and government. Financial accountingasly historical and
reports the overall results of the firm’s operasi@uring a given period
and its financial conditions.

SELF ASSESSMENT EXERCISE 1
What do you mean by Financial Accounting?
3.1.2 Purpose of Financial Accounting

The purpose of financial accounting is to repartaggregate financial
terms, and during a given period, the overall itssoil the organisation’s
operations. More importantly, the financial stréregand weaknesses
feature prominently in the report since factorsdpagters such as profit
or loss and net worth are stressed. The repatsade available to the
army of external users to make the necessary aaisai

SELF ASSESSMENT EXERCISE 2

Explain the purpose of Financial Accounting.

3.1.3 Focus of Financial Accounting

Financial Accounting focuses on users externah&firm such as the
investors (both existing and potential), goweent, lenders, tax
authorities, credit suppliers.

For example, government uses the reports to olstaia required for
compiling aggregate statistics of economic actjvégonomic growth,
capital formation, etc. On the other hand, the bafi&nders) would
need the information to appraise the credit wodbksof the borrowing
firm as well as keep track of its financial sounsmall through the
period of indebtedness.



ENT 222 FINANCIAL ACCOUNTING

SELF ASSESSMENT EXERCISE 3

Explain the focus of Financial Accounting relatite the users of
accounting information.

3.1.4 Financial Accounting and Management Accoumng
Compared

The comparison will be considered from therspective of the
following areas:

Focus

While financial accounting focuses on the usersermal to the
organisation, management accounting attends to ihernal

organisation requirement for planning and control.

Scope of Report

Financial accounting reports on the overabuits of the firm’'s
operation within a given period whereas managemartounting
generates detailed financial and/or gquantitatiermation relative to
the different aspects of the organisations perfageaduring a given
period highlighting areas of concern to managemi@nt decision-
making.

Considered Factors

Financial accounting is interested in showingfipror loss whereas
management accounting considers batch/unit or psooest.

Description of Report

While financial accounting reports historically, magement accounting
produces more current and forward-looking inforo@tineeded for
decision making.

SELF ASSESSMENT EXERCISE 4

Compare Financial Accounting and Management Acaognt

4.0 CONCLUSION

Financial Accounting addresses the needs of extes®s of financial
information. Comparatively, Management Accounfo&ys attention to
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the internal organisation’'s requirement forcamting information
necessary for planning and control purposes.

5.0 SUMMARY
We have been able to define financial accountingl discussed its
purpose and focus. A comparative analysis of irdraccounting and

management accounting was made using such badesuss scope of
report, considered factors and description of repor

6.0 TUTOR-MARKED ASSIGNMENT

1. Define financial accounting, highlighting itsrpose and focus.
2. Compare Financial accounting with Managemenb@aating.
7.0 REFERENCES/FURTHER READINGS

Anao, A.R. (1989)An Introduction to Financial Accountingbadan:
Longman Nigeria Limited.

Igben, R.O. (2004)Financial Accounting Made Simpl@/olume 1)
Lagos: ROI Publishers.
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UNIT 2 FINANCIAL STATEMENTS
CONTENTS

1.0 Introduction
2.0 Objectives
3.0 Main Content
3.1 Financial Statements
3.1.1 Objectives and Structure of Financial Reports
3.1.2 Trading and Profit and Loss Account
3.1.3 Balance Sheet
3.1.4 Capital and Revenue Items
3.1.5 Treatment of Accounts Receivable and Payable
4.0 Conclusion
5.0 Summary
6.0 Tutor-Marked Assignment
7.0 References/Further Readings

1.0 INTRODUCTION

Accounting is a service function which is designém inform
management and other interested parties (like kiestors, analysts,
creditors, shareholders) about the financial ingians and their effects
on the organisation. Therefore, the generated aticmu information
are presented to various interested parties far ibgpective decisions.

How is accounting information presented?

This will be the focus of Unit 2. We shall find othat accounting
information is presented through the medium of quBd financial

statements or financial reports, done in consonanith specified

accounting and legal standards relating to theestid content of
presentation. We shall look at the objectives stndcture of financial
reports, and discuss the Trading and Profit ands LAscount, and the
Balance Sheet, under the structure. Alsapital and revenue
components of the structure will be explainedinally, we shall

consider the treatment of account receivable anglpa items of the
reports.

2.0 OBJECTIVES
At the end of this unit, you will be able to:
discuss the objectives and structure of finan&pbrts

discuss the components, and demonstrate the fooh#te Trading
and Profit and Loss Account and the Balance Sheet
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distinguish between the capital and revenue itefmthe financial
statements; and
discuss the difference between accounts receiatulgoayable.

3.0 MAIN CONTENT
3.1 Financial Statements

3.1.1 Objectives and Structure of Financial Repog

The periodic financial reports comprise two majdatesments — the
Trading and Profit and Loss Account, and the BaaBheet. While the
Trading and Profit and Loss account measures theno@me or surplus

arising from the operations during the period undstew, in order to

know how actual profits compared with the expectad, balance sheet
discloses the financial position of the enterpfisdating to the assets,
liabilities and capital) as at a particular datsyally the last day of the
accounting period.

The Trading and Profit and Loss account provides yardstick for
measuring the extent to which an enterprise hasesged in attaining
its profit-making objective. It also shows theat@nship between costs
and revenues which serve as basis for decigiored at improving
future performance.

SELF ASSESSMENT EXERCISE1

Discuss the objectives and structure of finan@gpbrts.

3.1.2 Trading and Profit and Loss Account

The Trading and Profit and Loss account matchesregis revenues
with the costs associated with generatingsehagevenues. Two

components of the trading and profit and loss actate:

- Trading account which discloses gross profit;
- Profit and Loss account which discloses the nefitpro

However, for a manufacturer, it is also useful tegare “Manufacturing
Account” which we shall consider later.

Gross profit is the difference between sales prsemnd the cost of
goods sold in a trading account while net profithe gross profit less
the expenses of the business in the profit anddossunt.
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The trading and profit and loss account of a s@der (concerned with
buying and selling) using the vertical format woalgpear as follows:

Trading and Profit and Loss account for the periodended 30/6/xx

N N
Sales X
Orpening Stock
Add: Purchases
Available Stock
Less: Closing Stock
Cost of Sales
Gross Profit

[} XX X

X [X

Less: Wages
Rent
Sundry expenses
Total Expenses
Net Profit

[>X< X X

[>< [X

3.1.3 The Balance Sheet

The balance sheet, which is often prepared on isterttal cost basis,

can be seen as a collection of the residual valtiassets, liabilities and

capital carried over from one accounting periodhi next, to continue

the running of the enterprise as a going concé@&tius, the balance sheet
lists a business’s assets, liabilities and camtah particular point in

time.

Assetsare stated at book value, which may be historicgaimarket
value, but not at realisable value; (Book valu¢hs amount of money
that was paid to acquire a particular asset whiertet realisable value
of an asset is the money that might be possiblgetoby selling the
asset).

Fixed Assetis any asset, tangible or intangible, acquiredré&iention
by an entity for the purpose of providing a servicghe business, and
not held for resale in the normal course of trading

The balance sheet of a sole trader using the aéfocmat would appear
as follows:
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Balance Sheet as at 30/6/x

Fixed Assets:
Vehicles X

Current Assets:
Stock X
Debtors X
Cash at bank X
Cash in hand X
X

Less: Current Liabilities:

Creditors X
Net current assets (CA less CL) _ X
Total Assets

[><

Capital Account:
Balance at beginning of period X

Add: Net Profit for period X
X
Less: Drawings for period X
Retained profit X
Balance at end of period _ X

Let us look at an example:

The following trial balance was extractednfrahe books of Alaba
Enterprises on 31st December, 2004:

Dr. Cr.

N N
Purchases 368,400
Sales 517,90C
Drawings 14,10C
Returns inwnards 7,30C
Returns outvards 6,20C
Discount allowed 1C,20C
Discount received 8,40C
Debtars 45,00C
Creditors 57,10C
Stock 34,30C
Freehold Premises at cost 46,00C
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Motor Vehicles at cost 12,000

Provision for depreciation on motor vehicles 4,500
Provision for depreciation on furniture 1,000
Cash at bank 5,000

Cash in hand 1,900

Salaries 40,600

Carriage inwards 22,200

Carriage outwards 10,300

Printing Stationery 3,600

Electricity and water 14,900

Insurance 6,800

General Expenses 34,800

Provision for bad debt 200
Bad debt written off 400

Capital 70,000
Rent received 3,800
Commission received . 11,200

8,300 68,300
The following information should be taken into agnt

(1) Stock 31st December, 2004 was valued at N31,800

(i)  Accrued expenses at 31/12/04 were salarieS00.,,and
electricity N8O

(i)  Prepaid expenses at 31/12/04 were insurand@0Nand general
expenses N500

(iv)  Adjust provision for bad debt to 2% dlebtors and create
provision for discount allowable at 1% of debtors.

(v) Commission due but yet to be received on 304 Zmounted to

N800
(vi) Charge depreciation on fixed assets as follows
Furniture 20% on cost
Motor vehicles 10% on cost

(vi) Rentreceived in advance at 31/12/04 amoutded200
(viii) Goods costing N1,200 were taken by ownergarate use. This
was yet to be recorded in the cash book.

Using the vertical formats, you are required toppre the Trading and
Profit and Loss Account for the year ended 31stebdmer, 2004 and
Balance Sheet as at that date.
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Using the vertical formats

Alaba Enterprises — Trading and Profit and Loss Acount for the
year ended 31st December 2004

N N
Sales 517,900
Less: Returns inwards (7,300)
Net Sales 510,600
Less:Costofgoodssold
Opening stock (Note 1) 34,300
Purchases (368,400 — 1,200) 367,200
Returns outwards (6,200)
Carriage inwards 22,200
Cost of goods available for sale 417,500
Closing stock (31,800) 385,700
Gross Profit 124,900
Add:Otherincomes
Discount received 8,400
Rent received (3,800 — 200) 3,600
Commission (11,200 + 800) 12,000
24,000
148,900
Less:Expenses
Discount allowed 10,200
Salaries (40,600 + 1,800) 42,400
Printing and stationery 3,600
Carriage outwards 10,300
Electricity and water (14,900 + 80) 14,980
Insurance (6,800 — 400) 6,400
General expenses (34,800 — 500) 34,300
Bad debt 400
Increase in provision for bad debt 700
Provision for discount allowable
[1% x (45,000 — 900)] 441

Depreciation:
Motor vehicles (10% x 12,000) 1,200

Furniture (20% x 2,500) 500 (125,421)
Net Profit 23,489

1C
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Alaba Enterprises

Balance Sheet as at 31st December 2004

N
Cost
FixedAssets
Freehold premises 46,000
Motor vehicles 12,000
Furniture 2,500
60,500
CurrentAssets
Stock
Debtors 45,000
Provision for bad debt ( 900)
Provision for discount all 441
Prepayments (400 + 500)
Accrued Income
Cash at bank
Cash in hand
CurrentLiabilities
Creditors 57,100

Accruals (1,800 + 80)
Interest received in advance
WORKING CAPITAL

Net Assets

1,880
200

FinancedBy

Owner’'sEquity
Capital at 1/1/04
Add: Net Profit

Less: Drawings (14,100 +1,200)

FINANCIAL ACCOUNTING

N N
Acc. Depn. NBV
- 46,000
5,700 6,300
1,500 1,000
7,200 53,300
31,800
43,659
900
800
5,000
1,900
84,059
59,180
24,879
78,179
70,000
23,479
93,479
15,300
78,179

The following points should be noted regardinggbkition above:

1. Unless otherwise stated, the stock shown ortriebalance is
the opening stock while the closing stock dsclosed as
additional information to the trial balance.

2. The adjustments required per the additionalrmédion to the

trial balance are as follows:

11
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AdditionalinformationNo Natureofadjustment

(1) Closing stock

(i) Accrued expenses (or accruals)

(i) Prepaid expenses (or
prepayments)

(iv) Provision for bad debt and
provision for discount on
debtors

(v) Accrued income

(vi) Depreciation on fixed assets

(vii) Income received in advance

(viii) Drawings

SELF ASSESSMENT EXERCISE2

The following is the trial balance of Bamijoko Ermgdases as at 31st
December 2002:

Dr. Cr.
N N
Capital 5,000
Loan 1,00C
Bank overdraft 1,00C
Plant and mechinery 4,00C
Furniture and fittings 1,00C
Sales 30,00C
Purchases 17,50C
Cerriage invards 50C
Stock in trade (opening balance) 1,00C
Returns inwnards (séles returns) 40C
Returns outvards (purchases returns) 30C
Discourts allowed 80C
Discourts received 60C
Rent 25(
Telephone 12C
Wages and salaries 6,00C
Lighting and power 10C
Insurance premium 36C
Suncry expenses 50
Cash at bank 3,00C
Cash on hand 38C
Provision for kad and doubful debts 30C
Suncry creditors 2,88(

12
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Provision for depreciation:

Plant and machinery 800
Furniture and fittings - 120
2,000 42,000

Additional information

(1) Stock in trade as at 31 December 2002 was NI.,30

(i)  Rent outstanding as at December 2002 was N50

(i)  Insurance premium relating to 2003 was N120

(iv)  Write off bad debts amounting to N400 and ease provision
for doubtful debts to N500.

(v)  Provide 10 per cent for depreciation on plami anachinery for
the current year.

(vi) Provide 5 per cent for depreciation on furngwand fittings for
the current year.

You are required

(@) Prepare a Trading and Profit and Loss accaurthe year 2002
(b) Extract a Balance Sheet for Bamijoko [Emises as at 31
December 2002

3.1.4 Capital and Revenue Items

The ability to measure capital and revenue as wsll the inter-
relationship between them, is very important inoagcting practice
because capital generates revenue and ihiss ability to generate
revenue that gives value to capital. There aré&alagnd revenue items
of receipts as well as capital and revenue expergditems. It is very
important to distinguish between these items ais treatment differs in
the books of account. It is also necessary ind#termination of profit
made by the enterprises and in explaining why terftams go to the
Trading and Profit and Loss account and otherodbe Balance Sheet.

CapitalandRevenueReceipts

Capital receipts comprise the initial capital phydthe owner(s) of the
business as well as loans and proceeds of saleyaifdhe assets.

On the other hand, revenue receipts are the casliveel from sales of
goods, discounts received, commission, interestngastment and all
such monies arising from rendering services ohertormal course of
business transactions in the current period.

13
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CapitalandRevenueExpenditure

“Capital expenditure consists of expenditure, thadiit of which is not
fully consumed in one period, but spread over sdveeriods”. These
are fixed assets like land and buildings and neetofg which are
acquired for the purpose of earning income or msirgg the earning
capacity of the business.

Revenue expenditures are those incurred in on@gefi account and
whose full benefit is consumed within themsaperiod. Examples
include travelling and fuelling expenses, repapsstages, interest on
loan and salaries and wages. Usually, it is thremee expenditure that
iIs charged against revenue receipts to determiaeptbfit made by a
business in a given accounting year.

SELF ASSESSMENT EXERCISES3

1. What do you understand by capital receipts?e &iwo examples.
2. Distinguish between capital and revenue experelitand give
three examples of each.

3.1.5 Treatment of Accounts Receivable and Payable

Accounts receivable, also known as “Debtors”, igegi rise to when
allowance is made for payments to be effected Somelater after the
sales transactions have been concluded and thesgobdnged
ownership for the reasons that buyers need goadisenvices that they
cannot pay for immediately, and sellers sell mémeugh credit sales.
Credit sales are recorded in the sales journalamgunts receivables
are current assets to the organisation.

Accounts payable, on the other hand, are normaiiyeat liabilities to
the enterprise. They are also known as “Creditevkich arise as a
result of credit purchase transactions. Aceuregcord of accounts
payable is important to avoid omissions that widad to an
overstatement of profit. Credit purchase transactiare recorded in the
purchase journal.

SELF ASSESSMENT EXERCISE4

Discuss the difference between accounts receivand accounts
payable.

14
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4.0 CONCLUSION

Financial reports — basically, the Trading and ®Prafd Loss account
and the Balance Sheet — are necessary to infornageament and other
interested outside parties about the performanceedisas the financial

position of the enterprise which form the basis tbeir respective

decisions. Capital and revenue items would nedzktdistinguished or
categorised properly to enable the financial repgite a true reflection
of the financial affairs. Also, due care shouldtdken in deciding on,

and recording matters, relating to accounts payadid accounts

receivable in order to have a good relationshipvbeh current assets,
current liabilities and profit.

5.0 SUMMARY

We have seen and discussed how accounting infaymegipresented to
all interested parties by focusing on the Tradimg #rofit and Loss
account as well as the Balance Sheet. While d#rig and profit and
loss account ascertains the gross profit on saldglee net profit or loss
for the period, the balance sheet ascertains ttadial position of the
business at the end of the accounting period. Alke, capital and
revenue items of the financial reports haween discussed with
emphasis on their proper distinction, recognitiod aecording. Lastly,
we considered the treatment of account receivaideagcount payment
items.

6.0 TUTOR-MARKED ASSIGNMENT

The following trial balance is drawn from the boaksTukur Mills, a
sole proprietorship.

Dr. Cr.
N N
Capital 21,000
Drawings 7,10C
Sales 86,40C
Purchases 55,50C
Rent (Office) 2,52C
Travelling expenses 94(C
Insurance on purchases 24C
Cerriage invards 13C
Cerriageoutwards 15C
Insurance (Fire, etc.) 12C
Salaries 6,26C

1t
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Wages 920
Bank charges 33
General expenses 108
Creditors 5,300
Motor vehicle 9,800
Furniture and fixtures 3,600
Stock in trade (at the beginning of period) 5,900
Sundry and trade debtors 7,200
Cash at bank 12,084
Cash on hand 95
112,700 112,700

Additional information

(@) The value of closing stock is N6,400

(b)  Accrued salaries of N366 have not been paidt &ecember 31,
1999 and not yet recorded in the books

(c) Sales of N1,200 made on account of Yaro StoneBecember 20
were omitted in the record keeping process.

You are to ignore depreciation on motor gkhi and furniture and
fixtures.

You are required to
(a) Prepare a Trading and Profit and Loss accaurikdikur Mils

(b)  Extract a Balance Sheet for Tukur Mills as ac®Bmber, 1999

7.0 REFERENCES/FURTHER READINGS

ACCA (2003). Preparing Financial Statementdviiddlesex: A. T.
Foulks Lynch Ltd.

Anao, A.R. (1989)An Introduction to Financial Accountingbadan:
Longman Nigeria Limited.

Igben, R.O. (2004)Financial Accounting Made Simpl@&olume 1)
Lagos: ROI Publishers.

Whitehead, Geoffrey (1986)Success in Principles of Accounting.
London: John Murray Publishers.

Wood, Frank (1990)Business Accounting [5th Edition). London:
Longman Company Limited.
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UNIT 3 ACCOUNTS OF SOLE PROPRIETORSHIPS
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INTRODUCTION

The content as well as the form of presentatiofir@ncial statements
vary according to the nature of the organisatiosote proprietorships,
partnerships, limited liability companies, govwaent departments,
clubs, associations, non-governmental organisatiendecause the
different organisations are subject to differewrdaand norms which,
amongst other things, prescribe the minimum infdiromarequired to be
disclosed in the respective financial statements.

Kindly refer to unit 2 and recall that the form#&ts the presentation of
the Trading and Profit and Loss account, and thiari@a Sheet, were
those for a sole trader (sole proprietorship). eLdther profit-oriented
organisations, it is very necessary to keep andhtaiai accounts for sole
proprietorships which enable the operators to #&sicethe profits earned
or losses incurred. Various reasons could be addaseto why the
operators would want to have an idea of profiteedrsuch as:

(i)

(i)
(iif)
(iv)
(V)

To ascertain or assess the capacity to obtand from banks or
private individuals;

To assist them to make future plans;

To know how attractive their venturesreato prospective
investors or would-be buyers;

To know the profit for income tax purposes;

To know whether the concerns are doing wehair

This unit will give attention to the characteristiequity and drawings
of/in sole proprietorships as well as their natiréax.

17
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2.0 OBJECTIVES
At the end of this unit, you will be able to:

discuss the characteristics of one-man business
explain the equity composition of sole proprietgosh
explain “drawings” in relation to sole proprietoigh
discuss the nature of tax in one-man business.

3.0 MAIN CONTENT
3.1 Accounts of Sole Proprietorships

3.1.1 Characteristics of One — man Business

One — man business (or sole proprietorship business the name

implies, is a business concern owned by one pendam often is also

engaged actively in the running of the bessn The sole owner
subscribes to all of the equity capital of the hass which in most cases
are raised from personal savings or soft loansimddafrom relations

and friends. All incomes also accrue to the owner.

Other characteristics of one — man business indleléollowing:

(1) A sole proprietorship has no distinct legalignt Even when it is
registered by the Corporate Affairs Commission undee
Companies and Allied Matters Act, the owner and liisiness
cannot be separated,;

(i)  The owner has freedom to deal with the orgamis’s assets
without any restrictions imposed by law;

(i) Because of the Ilimited amount of assets whieh sole
proprietorship business controls, it is oftemall and can be
recognised easily;

(iv) Its capacity to borrow (especially from banks)limited by the
asset base;

(v) It has very high risk because of the insepditgbof the owner
with the business;

(vi) The business outfit often goes by the namehef owner, and
operates within a confined location, usually, nairenthan two
branches;

(vii) The structure is fairly simplistic in nature.

From the foregoing, it would appear that the compature of the sole

proprietorship business should not present muclicdlfy in its
accounting. However and often times, smallness imagde the ability

18
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of the business to engage capable/competentshandaarry out the
accounting function and ensure good financial @ntiConsequently,
the accounting records kept may be incomplete aok the essential
ingredients. These may impinge on the premarabf acceptable
financial statements.

SELF ASSESSMENT EXERCISE1

Discuss the characteristics of a sole proprietprblsiness.
3.1.2 Equity of a Sole Proprietorship

As mentioned above, the sole owner subscribed td Hie equity of the

business. The equity is made up of capital coutidins in cash or kind
at commencement or at a later date by self thrqueylsonal savings,
relations and friends, and all profits earned im thusiness since its
inception but which have not been withdrawn. Tdas be shown in the
annual balance sheet as follows:

N
Capital b/f XX
Add: Amount introduced during the year X
Profit earned during the year _ X
XX
Less: Drawings during the year _ X
Capital c/f XX

It is very clear, therefore, that the capital afode proprietor is not fixed
but varies from year to year depending on the:

(1) Amount of capital introduced,;

(i)  Amount of profit earned,

(i)  Extent of drawings;

(iv) Degree of disinvestment (where fixed asseteasonable value is
taken out of the business for personal use).

Let us quickly say that there are no legal restmi® on drawings;

prudence is the watchword. Also, the proprietoirég to increase the
capital position at anytime. However, this fleelposition of the sole
proprietor in his unrestricted rights in dealinpsattaffect the equity of
the firm and the absence of legal ties could badiiantageous in terms
of the ability of the business to enter into certiyipes of transactions —
especially, borrowing-where it would appear tha tilghts of the other
party may suffer. With this situation, the soleogmietor would be

constrained in his ability to obtain capital orgi@w.
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SELF ASSESSMENT EXERCISE 2

The capital of a sole proprietor is not fixed baties from year to year.
Explain this statement.

3.1.3 Drawings

The sole proprietor's drawings during the year cfféhe equity.
Drawings speak to the periodic withdrawals madealsole proprietor
(who is actively engaged in the management of theiness) in
anticipation of profits. As we stated earlier, wirags are not regulated
and tend to fluctuate from month to month dependingthe personal
commitments of the proprietor. Drawings can alsotdélen in kind
when the owner takes out some of the goods whielbtlsiness trades
in.

SELF ASSESSMENT EXERCISE3
Explain the features of drawings.
3.1.4 Nature of Tax

A business which has a legal entity normally paysdn its income. In

the case of sole proprietorship, however, sings ot a legal entity, it

is not bound to pay tax. Recall that heseai situation where the
business cannot be separated from the owner, atdoéding the case,
the income of the business is considered to beathtte owner for tax

purposes. The sole proprietor is requireddézlare such income,
amongst others, in the annual tax returns for peisencome tax

assessment and payment.

SELF ASSESSMENT EXERCISE4
What are the tax implications for a sole propri@tor
4.0 CONCLUSION

The sole proprietorship business has no legalyeriith the business
and the owner are inseparable. The owner subsdaball of the equity
of the business and the capital varies from yearetyr. The proprietor
makes periodic withdrawals known as “drawings” anticipation of
profits to attend to his personal commitments. Bhsiness is not liable
to tax because of its legal status. Instead, #Wih@eois taxed as a person
based on the income of the business.
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5.0 SUMMARY

FINANCIAL ACCOUNTING

In this unit, we have looked at some guides necgsta keep the
accounts of sole proprietorships.
characteristics of one — man business, we considéne equity
composition. Furthermore, we explained drawingsrafation to sole
proprietorship, and discussed the nature of tax pitoprietor, and not
the business, is liable to tax.

6.0 TUTOR-MARKED ASSIGNMENT
1.

2.

What do you understand by sole proprietorship?

Apart from disoug the

The following trial balance is extracted frothe booksof
Rephael Enterprises, a <ole proprietarship, <specialised in

mantfactured goocs.
Dr.
Cepital account
Drawings account
Purchases
Sales
Discourts (allowed and received)
Rent of office
Rent of warehcuse
Travelling expenses
Insurance (against fire, etc.)
Transit insurance or gocds purchased
Office (sélaries)
Wages
Cerriage invards
Cerriage outvards
Furniture and Fixtures
Stock at beginninc of period
Suncry debtars
Trade debtars
Suncry and trade creditors
Cash at bank
Cash in hand
Bank charges
General expenses

21
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2,00C

4,20C




ENT 222 FINANCIAL ACCOUNTING

Additional information

(@)

(b)
()

(v)

(b)
(©)

All furniture and fixtures were acquired in th®nth of January,
2004. It was decided that depreciation should bergdd for
2004 at the rate of 10% on cost.

The value of closing stock was N3,000.00

A further examination of the records revealedt tthe following
had not been recorded in the books before extgadtie above
trial balance:

(1) Wages amounting to N120.00 had accrued by Déeem
31,2004 but were not paid.

(i)  Accrued office salaries of N400.00 had not héeaid as at
the end of 2004.

(i)  Purchases of N2,000.00 made on account in420@re
omitted in the records.

(iv) General expenses of N60.00 accruing as at mbee 31,
2004, were not recorded.

Goods amounting to N1,400.00 were taken outhef business
during the year by the proprietor.

Prepaid rent on warehouse amounted to N300.00.

Provision for doubtful debt is to be 5% of teadebt.

You are required to:

(@)
(b)
()

(d)

22

Make relevant adjusting entries to the ledgédarces.

Extract an adjusted trial balance.

Prepare a trading and profit and loss accoontltie year 2004
(skip closing journal entries).

Prepare a balance sheet for Raphael Enterpased December
31, 2004, and show the up-to-date capital position.
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1.0 INTRODUCTION

Company accounts present certain notable featufiesest from those
of sole proprietorships (unit 3.0 and partnersh(ijas be treated later)
because companies (incorporated) are legal pemsbaseas the others
are not. Incorporation refers to the procedssecuring a legal
personality for an enterprise with associated athges/rights and
obligations as provided for by the law.

In this unit, we shall consider the meaning of ampany, its

distinguishing features, and the issues and redempff shares. We
shall also consider the accounts that are pregaresbmpanies.

2.0 OBJECTIVES
At the end of this unit, you will be able to:

define a company

discuss the distinguishing features of a company
demonstrate the issues and redemption of compargsh
discuss the accounts that are prepared for conganie
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3.0 MAIN CONTENT
3.1 Introducing Company Accounts

3.1.1 Definition of a Company

A company may be defined as an artificial creatureisible, intangible
and existing only in contemplation of law. As adégartificial) person,
it is separate from the owners. It can enter atwontract, sue and be
sued in its name, can affiliate with another conypand open
subsidiaries. Examples of big Nigerian companieduste UAC, PZ,
UNILEVER, FIRST BANK, and NESTLE.

A company is legally formed by meeting the conditictipulated in the
Companies and Allied Matters Act (Decree), 199te promoters must
apply for registration at the Corporate Affairs Guission together with
both a Memorandum and Articles of Association. Timemorandum
must contain the following information:

Name of the company, with the term “Limitedt “Public
Limited Company” as the last word of the name;

Objects for which the company is formed,;

Amount of the share capital with which the companyposes to
be registered and the division into shares of edfiamount;

The address of the registered office of the company

A statement to the effect that the “liability” die members or
shareholders is “limited”.

The Articles of Association, on the other handa document setting out
the regulations for internal organisation, and aors provisions relating
to:

proceedings at meetings;
alteration of capital,

appointment of directors;
borrowing powers of directors;
transfer or transmission of shares;
winding-up procedure, etc.

The Memorandum and Articles of Association, dulgngped for stamp
duties and fees and accompanied by certain othersfcare lodged with
the Registrar-General of Companies who, if evenghis in order,
subsequently issues a Certificate of Incorfpmma At that point, a
Limited Liability Company is formed and those whaogred the
memorandum are its “foundation members”.
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SELF ASSESSMENT EXERCISE1
(1) Define a Company.

(2) Discuss the Memorandum and Articles of Assammtelative to
the information they contain.

3.1.2 Distinguishing Features of a Company

The following features of a limited liability compg are to be taken
note of:

Separate legal entity which is not affectsd changes in its
ownership;

Can own assets and incur liabilities in its owrhtjg

Can sue and be sued in its own name;

Has perpetual succession — does not cease toupxistthe death
of any or all of the owners;

Liability of owners/shareholders is limited to tamount paid for
shares allocated;

Has right to borrow on its own account;

Audit is compulsory;

Profits are subject to Company Income Tax;

Statutory books and returns include the registérsembers and
charges; annual return; minute books; register igéctbrs and
secretaries; register of directors’ shareholdintge directors’
report for the statutory meeting; the books of acts.

SELF ASSESSMENT EXERCISE2

Discuss five features of a Limited Liability Compan

3.1.3 Company Shares: Issues and Redemption

A share may be defined as the interest of a shilehm the company,
measured by a sum of money for the purpose oflilalmn one hand,
and of interest on the other. Two main categorieshares are the
ordinary shares and preference shares.

While ordinary shares entitle the holders tte divisible profits
remaining after prior interests have been satisfig@ference shares
entitle the holders to a fixed rate of dividenddsefany dividend is paid
on other classes of shares. Preference sharesh wiiy be either
cumulative or non-cumulative, may also carry tightin the Articles of
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Association to repayment of capital, on a winding- priority to other
types of shares.

When the Directors of a public company decide tsués shares,
application forms (with prospectus) are made aleldao the general
public for subscription. Usually, subscribers agguired to remit the
amount payable on application, direct to the comsalmankers.

A separate bank account should be opened for sade;ithe company
will obtain from the bank the statement of recegsl applications and
these will be entered in the application and allbtsheets.

The accounting requirement for the issue is totdébki cash account and
to credit an appropriately designated share capitgbunt. The par
value of the share determines the amount to baetedetb share capital,
and the paid-in capital in excess of the palue goes to a share
premium account.

Example:

LUNA NIGERIA LTD. has the following specified ingtMemorandum
of Association:

Authorised Share Capital:

Preference shares: 1,000,000 8% shatBgadt value.
Ordinary shares: 400,000 shares: 50k par value

Let us assume that 5,000 preference shares waredissnd sold at
N7.00 per share and 100,000 ordinary shares wewnedsat 75k, the
entry to record the issue is as follows:

Dr. Cr.

N N
Cash 110,000
Preference shares (5,008-5 Hach) 25,000
Premium on preference shares (5,000 x N7 — N5) 000,0
Ordinary shares (100,000 x 50Kk) 50,000

Premium on ordinary shares (100,000 x 75k — 50k) 25,000
110,000 110,000

Note that the premium is usually treated as a gapterve. It is not a
profit as the company cannot make a profit by trgdn its own share.
One share premium account may be used for bothnamdiand
preference shares.
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Shareholders’ section in the Balance Sheelat{ng to the above
transaction) will look like this:

Dr. Cr.

N N

Preference shares:
Authorised; 1 million shares, 8%;-abMach 5,000,000

Issued and fully paid; 5,000 25,000

Ordinary shares:

Authorised; 400,000 shares; at 50k each 200,000

Issued and fully paid; 100,000 50,000

Capital Reserves:

Share premium 35,000
110,000

Shares can also be issued at a discount on tlwsvinty conditions:

The shares must be of a class already issued;

There should be a resolution of the compambya General
Meeting authorising the issue; the resolution nhessanctioned
by the court;

The maximum discount must be stated in the resiuti

The issue cannot be made until after one year efddite on
which the company was entitled to commence busjness

The shares must be issued within one month afeesainction by
the court.

Once these conditions are met, an entry is madedord the issue,
creating a special ‘Discount on Shares Account’.

Example:

If LUNA NIGERIA LTD issued for cash 200,000 of itsdinary shares
at 40k per share, the entry to record would be:

Dr. Cr.
N N
Cash 80,000
Discount on Ordinary shares 20,000
Ordinary share capital 100,000

100,000 100,000
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Note that the discount, like the premium, is nedlected in the profit
and loss account.

SELF ASSESSMENT EXERCISE3
Discuss the conditions under which shares candoedsat a discount.
3.1.4 Accounts that are Prepared for Companies

The law requires that every company must keep pr@weounting
records with respect to:

all sums of money received and expended from dakayoby the
company;

the assets and liabilities of the company;

statements of stock held at the end of each fiahyeiar (where
the company’s business involves dealing in goods).

The accounting records, in addition to being sudfit to show and
explain the company’s transactions, must disclosth weasonable
accuracy, at any time, the financial position & tompany at that time.

3.1.4.1 The Profit and Loss Account

The Profit and Loss Account or Income and Expemeitdiccount (for

non-trading company) must be for the period. In thse of the first
account, since the incorporation of the company; ianany other case,
since the preceding account. Every profit and &sunt must give a
true and fair view of the profit or loss for thedincial year.

The following is a summary of what is required ® disclosed by law
either in the profit and loss account or in a steget annexed thereto:

1. Turnover

This is the total amount receivable by a compantheordinary course
of its business for goods sold or supplied by itaaprincipal or for
services provided by it. What would be regardeduanover and the
method by which it is arrived at must depend ugon éxact nature of
the business activity carried on by the company.

2. Income

From investment and net revenue from rents (if tbhisms a substantial
part of the company’s revenue).
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3. Expenditure

- Amount of interests on loans and overdrafts

- Amount for hire of plant and machinery (if substait

- Audit fees including expenses

- Depreciation provision for renewals or diminutiom value of
fixed assets

- Reserves and provisions (to include the amquovided for
redemption of share capital and loans)

- Amount set aside for company income tax (Taxation)

- Dividends: the aggregate amount of the dividendp@sed and
paid.

4. Miscellaneous

- Salaries and wages
- Any other charge that took place in a precedingufaial year
unless included in a heading relating to other ensit

5. Directors’ remuneration
3.1.4.2 The Balance Sheet

Every balance sheet of a company must give a tndefar view of the
state of affairs of the company as at the endsdinancial year.

The following information must be given imet balance sheet or
statements annexed thereto:

1. Authorised share capital, issued and fully pdidreof, the share
premium account and capital redemption reserve.fund

2. Reserves and provisions (under separate hegding

3. Liabilities — loans and bank overdrafts, divids, arrears of fixed
cumulative dividends, capital expenditure autharibg the directors
which has not been contracted for, etc.

4. Assets — fixed and current assets; goodwitkema and trade marks,

amount of any outstanding loans for the purchasth@ftompany’s

shares by its employees, quoted and unquoted meess.

Information and accounts relating to subsid@mpanies

Preliminary expenses — expenses incurred imesdion with the

issue of share capital or debentures; commissiah iparespect of

shares or debentures; discount allowed ipeesof debentures;

discount allowed on the issue of shares at a digcou

7. Miscellaneous — the basis on which foreign encres have been
converted in Naira must be disclosed by way of rwtestatement
annexed thereto.

o u
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SELF ASSESSMENT EXERCISE 4
What should be disclosed by a company in its pesfit loss accounts?
4.0 CONCLUSION

A company is a juristic person with rights and ghtions as provided
for by the law. Subject to the requirements of @lseount, the amount
of detailed information disclosed in the pab&d accounts must be
carefully considered but it should not injure thmmpany by affording
valuable information to trade rivals.

5.0 SUMMARY

Incorporation speaks to the process of securirggal [personality for an
enterprise. In this unit, we have given meaning tmmpany. Also, we
have discussed the features of a company as wellasiers relating to
company shares. Finally, we considered the acsaiat are prepared
for companies with emphasis on the contents.

6.0 TUTOR-MARKED ASSIGNMENT

1. A company is a juristic person. Discuss.
2. Explain the meaning of the following terms:

(@) authorised capital

(b)  issued capital

(c) called-up capital

(d)  paid-up capital

(e) issue of shares at par

) issue of shares at premium
(g) issue of shares at discount.

3. What are the contents of the Balance sheeigasreel by law?

7.0 REFERENCES/FURTHER READINGS
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1.0 INTRODUCTION
The main sources of funds for the use of a compaay

the owners (who provide equity — share capitalg, an
the creditors (who allow the company to borrow caslacquire
assets on credit).

Cash borrowing and credit transactions cremhRilities. Generally,
liabilities are recognised obligations of an entisgto pay money or to
provide goods and services to another corporatiyent individual.

This unit will discuss the matter of debentures andrtgages with
emphasis on the accounting treatment of thesditiabi

2.0 OBJECTIVES
At the end of this unit, you will be able to:

give meanings to debentures and mortgages
explain the accounting treatment of these liab#iti
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3.0

3.1

MAIN CONTENT

Company Accounts I

3.1.1 Debentures

3111 Definition of Debenture

A debenture is a debt instrument. It is a writteknowledgement of a
debt by a company, usually under seal and generadiytaining
provisions for payment of interest and repagtmof capital. For
example, Cosmos Ltd. can borrow a large sum of mamel will issue
debt papers which can be bought by many creditdiise effect is that
Cosmos Ltd. collects cash from various sources with a firm
undertaking to repay each holder of the “debentthre”loan granted and
the interest on it. Let us note that a “bond”he generic name of this
kind of debt instrument.

The accounting issues with regard to liability uro#:

the determination and recording of the amount shda be paid
in the future;

the computation and accrual of the cost ofisinig credit or
making use of loan over a period,;

record-keeping to know when a payment is due teeditor and
how much the payment will be.

3.1.1.2 Classification of Debentures

Debentures can be classified in a number of diffeveays depending
on their characteristics:

On the manner of payment of interest (registered emsupon
bonds);

On the basis of repayment of principal (single pagtnbonds,
serial bonds);

On the basis of the underlying security (unsectiats, secured
bonds);

On the basis of early retirement (callablends, redeemable
bonds, convertible bonds).

3.1.1.3 Accounting for Debenture Issues

Debentures may be sold at par, at a digcaunat a premium.
Debentures are sold at par if the issue price \gasalgo the face value,
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issued at a discount if the price was less tharfabe value, and issued
at a premium if the price was more than the fadeeva

Debentures are traded on the stock exchange arekspare quoted as a
per centage of the face amount. Interest is indume bonds on the
basis of time.

Let us illustrate as follows:

The Board of Directors and shareholders of CASI@. ldpproved a
bond issue with the following characteristics:

- Authorised bonds: =RD0,000 41,000 per bond)

- Date on each bond: 1 July, 2000, maturing inygars on 30
June, 2013.

- Interest: 8% per annum, payable 30 June 3ahd
December.

Casio Ltd. accounting year ends on 31 December.

Bonds issued at Par
The investors who will grant the cash loan to Casewill pay N1,000
for each bond if the 8% interest rate representacaeptable return on
this investment. The entry to record the issuarfade bond assuming
they received cash for them will be:
N N

1 July, 2000 Cash 200,000
Bonds payable 200,000

Being the=A200,000 10 year bond issue, interest at
8% per annum.

The entries to record the interest payment in 20llbe as follows:
N N

31 December, 2000 Bond interest expense 8,000
Cash 8,000

Being half annual interest paid.
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The interest is reported in the Profit and Lospas of the expenses of
the business, deductible from the revenues of 20B0.the Balance
Sheet, the bonds payable is reported at its face s a liability.

In 2001, the bond interest expense will have atdeddance 046,000
which will be reported as follows:

Profit and Loss Account 2001:

Bond Interest Expense =11¢,000
The liability will be reported in the balance shehbts:
Long — term Liabilities:

Bond Payable (8% due June 2010) =208,000

In the above situation where the bond is sold at@ASIO Ltd received

a cash o=400,000. It will pay as interest&D00 for each half year,
and repay the=RD0,000 on 30 June, 2010. The total overall paymen
will be N200,000 +N.60,000 4,000 x 20) =4860,000.

Bonds issued at Discount

The market price of the bond fluctuates constanthhe stated rate of
interest on the face value of the bond remainsstmae over the life of

the bond. As a result, if the current market tenterest is higher than
the stated rate, the buyer of the bond will be Uimgi to pay as much

cash as the principal value on the bond indicatégen a cash figure
lower than the face value is paid, the bosdsaid to be sold at a
discount.

From the example of CASIO Ltd above, assuming thatbond was
issued and sold at 95, the cash received fromstheiwill be=N90,000.
Therefore, the entry to record the above transadiiothe date of issue
IS:

N N
1 July, 2000 Cash 190,000
Discount on Bonds 10,000
Bonds payable 200,000

Being the record o£R00,000 8% bond at 95.
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Let us emphasise that the discount on bonds affieeteffective interest

rate because the total interest payment is rekatdlde cash received at
issue. The cash inflow, cash outflow and cash cbsising the debt in

the above example can be analysed as follows:

N N
INFLOW
Cash received at sale of bord 19C,00C
OUTFLOW
Cash paid back on maturity (principal)200,000
Interest: 8% x 2C0,00C x 10 16C,00C 36(,00C
DIFFERENCE
Amount of interest cost 170,000
MN170,000+10 years = =N7,000 per year

Approximate annual effective rate of interest:
N17,000+-190,000 = 8.9% per annum

From the above analysis, the discount representsi@rase in bond
interest expense. The effective rate of intergstigher than the stated
rate. The bond discount is written-off at onceadserve or it could be
allocated to every interest period from the isseaat the bond to its
maturity date. In that case, it is carried as aitahgxpenditure and
amortised. How is this done?

In the example under consideratieal NOOO, which is the discount, is
allocated equally to each of the periods from tlagée df issue to the
bond’s maturity (10 years). It means that each pears an additional
interest expense of N1,000. The amortised discpenteach interest
period isM600 E@NLO,000+20, since they will be paid bi-annually for 10
years).

The first 6 months will be recorded as follows:

N N
31 December, 2000:
Bond interest expense 8,500
Cash 8,000
Discount on bonds 500
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Being the payment of %2 year interest and the asairtin of discount
for six months.

The bond interest expense is deducted on the Rradit_oss Account of
the period.

The bond discount account will be thus:

Dr. Discount on Bonds Cr.
1 July, 2000 10,000 31 December, 2000 500
31 December, 2000 Balance c/d 9,500
10,000 10,000

The Balance Sheet will be reported as:

Bonds payable 200,000
Less: Unamortised discount 9,500
190,500

Bonds issued at Premium

Bonds are issued at a premium when the markebfategerest is lower
than the nominal rate stated on the bond. Thecteigethat the issuer
collects more cash than the maturity value sinedrtfiestor is willing to
pay higher price to take advantage of the relativ@gher nominal
interest.

In accounting for the bonds sold at a premium,rtfeasurement of the
interest for each period and the net liability loé tbonds payable at the
end of each accounting period has to reflect tleenprm paid. Using
the example of CASIO Ltd above, suppose the boh@200,000 were
bought forM50,000, it follows that cash worte2§0,000 would be
received by CASIO Ltd. The appropriate entry Wwal as follows:

N N
1 July, 2000 Cash 250,000
Bonds payable 200,000
Premium on Bonds 50,000
Being the issue o&200,000, 8% Bond sold at

premium.

Here, the effective interest will be lower than tieminal interest and it
is computed thus:
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N N
INFLOW
Cash received at sale of bond 250,000
OUTFLOW
Cash paid back on maturity (principal) 200,000
Interest: 8% x 200,000 x 10 160,000 360,000
DIFFERENCE (Amount of interest cost) 110,000

Approximate annual effective Rate of Interest:
MN110,000+10 years = =N1,000 per year
N11,000+250,000 = 4.4% per annum

The premium on the bonds is recorded on a sepatateunt and the
periodic amortisation is used to adjust the inteegpense.

At the end of 2000, the first interest period toaml interest expense is
as follows:

N N
31 December, 2000:
Bond interest expense 5,500
Premium on bonds (Amortisation) 2,500
Cash 8,000

Being the payment of %2 year interest and the gitdige amortisation
of premium.

The “Premium on Bond Account” will appear thus:

Dr. Premium on Bonds Cr.
31 December, 2000 2,50(? 1 June, 2000 50,000

The balance on the premium account is added tdanes payable to
measure the realistic liability in each period.

3¢



ENT 222 FINANCIAL ACCOUNTING

The Balance Sheet will include the following erdrie

N
Long-term Liability:
Bonds payable 200,000
Add: Unamortised premium 47,500
247,500

For the year 2001, though the cash interest paMdlL& 000, the interest
expense will be=MN1,000 (that is,=N5,000 — =%,000 premium
amortised). The bond premium has the effect ofedeing the interest
expense; the total premium 60,000 is allocated over the 20 interest
periods.

The 2001 Balance sheet will appear thus:

N
Long-term Liability:
Bonds payable 200,000
Add: Unamortised premium 42,500
242,500

Note that the book value falls continuously fresf239,000 on the issue
date to-M42,500, one and half years later and=®00/000 on the
maturity date. The book value measures the evediability at each

date. The rate of decrease of the bonds liab#itiects the amortisation
pattern.

SELF ASSESSMENT EXERCISE1

1. Define “Debenture”.
2. Explain the following with emphasis on their @gnting
treatments:

(1) Bonds issued at par;
(i)  Bondsissued at a discount;
(i)  Bonds issued at a premium.

3.1.2 Mortgages

The building or purchase of a house or office iemwffinanced with a
mortgage loan. Substantial cash is received nowetrepaid later with
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interest. Essentially, such a loan is a long-taote payable with equal
repayments made at regular intervals (usually mgndver the period.

The note payable incorporates a mortgage, whicla isonditional
conveyance of property to a creditor as securityafoan. If the loan is
not paid, the holder of the note takes over theogny. However, the
intention of both parties is for the loan to beaiepin accordance with
its terms.

Let us consider the following example:

On April 1, 1999, Rahony Ltd purchased a buildiog#1.5 million by
N500,000 cash and assuming a 6% mortgage loan g Equitable
Mortgage Ltd. The mortgage agreement stipulatedoatinty payment
of N12,000.

The entries will be:

N N
Building 1,500,000
Cash 500,000
Mortgage (Loan payable)
1,000,000

TheNL.0 million is the amount of liability. Each monttepayment of
N12,000 has to be made. Atthe end of month omregtitries will be:

N N
30 April, 1999:
Interest expense 5,000
Mortgage Loan 7,000
Cash 12,000
Being the first payment on Mortgage loan.
Note Interest for one month = 6% x 1,000,000 x 1
12
Dr. Mortgage Loan Account Cr.
30 April, 1999 7,000 | 1 April, 1999 1,000,000

01 May, 1999 993,000

The interest for the second month will be basedhenbalance in the
loan account at the beginning of the mon#®9B,000). The entries at
the end of May and June will illustrate the facattlevery subsequent
monthly payment will involve progressively lowerenest amounts and
increasing amounts being applied to the repaymieiedoan.
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N N
31 May, 1999:
Interest expense 4,965
Mortgage Loan 7,035
Cash 12,000

Being the second payment on Mortgage loan.

Interest = 6% x 993,000 x 1
12

30 June, 1999:
Interest expense 4,930
Mortgage Loan 7,070
Cash
12,000

Being monthly payment on the Mortgage loan.

The monthly payment will continue until the mortgagayment reduces
to zero when the loan is fully repaid.

SELF ASSESSMENT EXERCISE2

Differentiate between a “mortgage” and a “mortgéggn”. Is there any
relationship between the two terms?

4.0 CONCLUSION

A debenture is a debt instrument used by compdaibsrrow money to
enable them finance their activities. Mortgafgans also attract
creditors to companies. Both create liabilitiesclhare obligations of
entities to pay money to other entities or indialu The importance of
accounting issues relative to these liabilities dneeot be over-
emphasised.

5.0 SUMMARY
In this unit, we have discussed debentures andgaget (that enable

corporate entities to borrow money) with emphasistite accounting
treatment of these liabilities.
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6.0 TUTOR-MARKED ASSIGNMENT

1. Attempt the classification of “Debenturegi a number of
different ways.

2. On January 1, 2002, LENON Ltd obtained a 10%tlyage loan
of N2 million from TOWER Mortgage Ltd to purchase albing
that cost=8 million. The mortgage agreement stipulated a
monthly repayment ¢£80,000.

You are required to show the repayment account @WER
Mortgage Ltd in the first six months.

7.0 REFERENCES/FURTHER READINGS

Soyede, A. (1983)Financial Accounting (Principles and Practice):
London: Graham Burn F & A Publishers Ltd.

Wood, Frank (1990)Business Accountin@/ol. 2) 5th Edition London:
Longman Company Limited.
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1.0 INTRODUCTION

Business combinations take different forms: twonmre businesses can
merge; one company may take over another; or thegatatructure of
an existing business may be rearranged. We sbaflider all of these
in this unit. Emphasis shall, however, be laid @it accounting
treatments.

2.0

At the

OBJECTIVES

end of this unit, you will be able to:

give meanings to amalgamation, absorption and
reconstruction/reorganisation relative to companies
discuss and demonstrate their accounting treatments
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3.0 MAIN CONTENT
3.1 Company Accounts Il

3.1.1 Amalgamation

In its business sense, amalgamation means the mefrgeo or more
businesses or undertakings. A complete merger nesultr into
consolidation; where two or more companies are wewym and their
businesses transferred to another company formedifgally for that
purpose.

3.1.1.1 Closing the Books of the Old Companies

The terms of the agreement will determine the poce cash and
liabilities may or may not be taken over, but gaflgr the following
accounts should be opened:

Business Realisation Account to which is transtérrthe
variables taken-over. A liability has a creditdrade in the books
of the old company. It is closed by a debit ta thecount and a
credit to the Business Realisation Account. Alidirrely, assets
taken-over are debited to the Business Realisdmrount and
the individual assets are credited to close th&$®.00

The new company is debited and the Business Reafisa
Account is credited with the amount of the purehas
consideration. The balance of the Business Réalis&ccount
is either credit (a gain) or debit (a loss). Inheit case, it is
transferred to a Sundry Shareholders Account.oinescases, the
net assets are taken-over at book values and neithain nor a
loss occurs.

Open a share account, debiting it with the valughef shares
received from the new company. If there are addticassets
received (like cash, debentures), new accountheilbpened for
each.

Close the share Capital Account, Reserve AccoutRaofit and

Loss Account by debiting these individual accouwand crediting
the Sundry Shareholders Account.
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Debit the Sundry Shareholders Account with the eadfi items
distributed to them (cash, shares, etc.) and cteditindividual
share, cash and debenture accounts.

If the agreed terms permit the old company to reits cash
balance, discharge its liabilities and pay its aaxpenses, these
transactions are passed through the cash accbumssence, the
cash is credited and the liability and expense @auisoare debited
for the settlement. Note, however, that the BussnRealisation
Account is debited for the expenses of the trarmmast

3.1.1.2 Opening Books for the New Company

All assets taken-over are individually recorded @ydebit, while all

liabilities taken-over are recorded by a credit. sl share capital is
credited by the nominal value of the shares issudle if there is an

excess of purchase consideration over the netsasskén-over, this
excess is credited to premium on shares. Theefdwe should be as
follows:

46

Debit each asset account including goodwild acredit the
Business Purchase Account with the total.

Credit each separate liability account andbitdéhe Business
Purchase Account with the total.

Debit Business Purchase Account with the agreext @ind credit
the liquidator.

Debit the liquidator with the total value dfie allotment of
shares, debentures and cash paid, if any, in settie of the
purchase price. Share Capital, Debentures or Basbunts are
credited.

Where the new company obtains the benefits of asgrves or
undistributed profits, this should be transferredhe credit of a
capital reserve account; it cannot be used formageourposes.
The need for such a Capital Reserve Account isliysinaicated
by a credit balance in the Business Purchase Adcetaredit”
resulting from the fact that the total value of Hssets transferred
iIs greater than the sum of the purchase price hediabilities
taken-over. Though the reserves taken-over anditeceto the
Capital Reserve Account cannot be used for revgnuposes,
they can be used to meet the expenses of liquidatiomay be
debited to the Preliminary Expenses Account. Aabed in the
Capital Reserve Account may be used to reduce #hee vof
goodwill.
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When the total of the purchase price and the ligdsltaken-over
exceed the total value of the assets, the differeaadebited to
goodwill.

In certain cases, the new company makes a furttat issue to
provide for additional working capital or even fine expansion
of capacity.

SELF ASSESSMENT EXERCISE 1
1. Define Amalgamation of companies.

2. Discuss the main account to be opened whemgdbke books of
a company during the process of amalgamation.

3.2.1 Absorption

Absorption speaks of the take-over of one compangriother. In this
instance, the company to be absorbed will go imiantary liquidation,
and the purchasing company will usually take-ovex whole of the
assets and assume the ordinary trade liabilities.

The entries in the books will be similar to thosgquired for the purpose
of closing the books of a partnership on dissotutfto be considered
later).

The Realisation Account is debited with:

the book values of assets not taken-over by thehasing
company;

any loss on disposal of assets taken-over by thehpsing
company;

any loss on settlement of liabilities not takentougy the
purchasing company and realisation expenses.

Also, the Realisation Account is credited with:

any profit on the disposal of assets not taken-obvegrthe
purchasing company;

any profit on settlement of liabilities dischargbyg the selling
company itself; and

the total purchase consideration.

Individual asset, liability and equity accounts atesed in the normal
way. For instance, since an asset will generalyeha debit balance, it
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is credited to close. Any account having a crédiance (debentures,
trade liabilities, provision and reserves) will blebited to have the
accounts closed.

In opening the books of the purchasing companyasdkts acquired are

debited and the share capital, share premium|itiabiand reserves will
be credited with the agreed values.

Example
NOLLY COMPANY LTD

BALANCE SHEET AS AT DECEMBER 31, 1999

Share Capital: Land and Building 37,500
60,000 ordinary sharest 60,00C | Planiand Machinery 18,22F
N1.00 each

Reserve Fund 30,000 | Stock 22,787
Profit and Loss Account 3,264 | Debtars 19,12¢F
Sundry Payable 10,625 | Cash at Bank 6,19C
Cashin hand 62

103,88¢ 103,88¢

The entire undertaking is acquired on the above gtDEBBIE LTD
with the understanding that:

(@8 NOLLY LTD will wind-up voluntarily;

(b) DEBBIE LTD will agree to offer a purchase considena of
N50,000 cash and the allotment of two of its fubigid N1.00
shares (market valueIN25) in exchange for 3 shares of NOLLY
LTD;

(c)  The liguidation expenses of NOLLY LTD ax€/B;

(d)  The balance of the cash consideration is tdisteibuted pro rata
among the shareholders.

BOOKS OF NOLLY LTD

JournalEntries

(a) Realisation Account —=N03,889
Sundry Assets —MN03,889
Being record for disposal of various assets

(b)  Sundry Payables =10,625
Realisation Account =MND,625

Being liabilities taken-over in the process of asdgion
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(c) DEBBIELTD N100,000
Realisation Account N100,000
Being the agreed purchase price

(d) Realisation Account N5,986
Sundry Shareholders N5,986

Being the transfer of profits on realisation

(e)  Share Account =50,000
Cash Account =N0,000
DEBBIE LTD N100,000

Being the receipt of purchase consideration inclgdhe 40,000
ordinary shares valued a5

) Realisation Account =50
Cash Account N750
Being the payment of liquidation expenses
(g) Share Capital N60,000
Reserve Func AN3(C,00C
Profit and Loss Account N 3,264
Suncry Shareholders NO3,264

Being the transfer of balance in the equatcounts to the
shareholders

(h)  Sundry Shareholders =99,250
Shares N50,000
Cash N49,250

Being the distribution to shareholders at liquidatB2k in the-N
in cash and 83k is-Nhares.

LedgerAccounts

Two principal ledger accounts are presented betollfistration:

Realisation Account

Sundry Assets 103,889 Sundry Payables 10,625
LiquidationExpenses 75C DEBBIELTD 10C,00C
Transfer to Suncry
Shareholders 5,98¢

110,625 110,625
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Sundry Shareholders Account
Shares: Share Capital 60,000
4C,00C N1.0C shares at
N1.25 5C,00C Reserve Func 3C,00C
Cash 48,25(C Profit and Loss
Account 3,264
Redlisation Gain  5,98€
99,250 99,250
BOOKS OF DEBBIE LTD
JournalEntries
(@) Land and Building N37,500
Plant and Machinery N18,225
Stock N22,787
Sundry debtors N19,125
Cash at Bank N 6,190
Cash in hand N 62
Liquidator of NOLLY LTD N103,889
Being the value of all assets acquired
(b)  Liquidator of NOLLY LTD N10,625
Sundry Payables N10,625
Being the liabilities taken-over
(c) Liquidator of NOLLY LTD NO3,264
Shares capital (Allotment of 40,000
N1.00 shares paid cash) =50/000
Premium on share account (Excess of net
Assets over cash paid and nominal value
Of shares allotted) =1B,264
Being the settlement in respect of company takesr-ov
LedgerAccount

Liquidation of NOLLY LTD

Sundry Shareholders Account

Suncry Payable 10,62¢ Suncry Assets
Share capital 40,00C
Cash 50,00C
Premium or shares 3,264

5C

10¢,88¢
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103,889 103,889
SELF ASSESSMENT EXERCISE 2

Appraise the merits for an existing company takivg+r another
company instead of floating a new company for taes purpose.

3.1.2 Reconstruction and Reorganisation

Reorganisation is a re-arrangement of capital strac usually
necessitated by the accumulation of tradiogsés over time or of
existing capital losses. The sale of the emadking of an existing
company to a new company specifically formed that purpose is
known as reconstruction.

These could be necessitated:

- for the purpose of raising fresh capital;

- for amalgamating two or more companies;

- for re-arranging the capital and the rights of merslas between
themselves for effecting a compromise with creditor

Where a company has sustained a considerable fosapdal and is
unable to satisfy its creditors in full, theconstruction scheme
commonly provides for a reduction of the originapital, a compromise
with the creditors either for cash or for the issdidully paid shares or
debentures and the provision of new working cajiyathe issue to the
existing shareholders of partly paid-up sharesxochange for the shares
held in the old company.

SELF ASSESSMENT EXERCISE 3
Why would reconstruction / reorganisation take placa company?
4.0 CONCLUSION

Amalgamation, absorption and reconstruction/reasgdion relative to
companies take place depending on the prevailimgicistances of each
company as well as the purpose for which they argagked upon.

5.0 SUMMARY

In this unit, we have looked at the different forne$ business
combinations; companies can merge, one compeanry take-over
another, or the capital structure of an existingngany may be re-
arranged by way of reorganisation. In all these, the accounting
treatments are essential.
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6.0 TUTOR-MARKED ASSIGNMENT

From the example of NOLLY CO. LTD and DEBBIE LTDssaiming
the liquidation expenses of NOLLY CO. LTD are NXQO/ou are
required to make journal entries and prepk@ger accounts for
NOLLY CO. LTD and DEBBIE LTD.

7.0 REFERENCES/FURTHER READINGS

Beckett, D.W. (1980)Spicer and Peglers’ Book-Keeping and Accounts.
London, Great Britain: HFL Publishers Ltd.
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London: Graham Burn F & A Publishers Ltd.
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1.0 INTRODUCTION

A partnership is generally defined as a legal i@ship between two or
more persons where each person contributes sorgathorder to carry

on a lawful business with a view of profit whichtesbe shared between
the partners in a proportion agreed upon by thenmerdfore, for a

partnership to exist:

1. the association must be engaged in a busink&h way be a trade
or a profession;

2. the trade or the profession must be carriedogether, jointly, for
the benefit of all the partners; and

3. there must be an intention to earn a profit.

The above description, therefore, distinguishesagnprship from a
political, religious, social, or philanthropiclub or association. A
partnership agreement, which need not necessagilin bwritten form

(although it is advisable or wiser that any agresiebetween the
partners be put into writing as this will tend &adl to fewer possibilities
of misunderstandings and disagreements betweeneps)it will govern

the relationships between the partners, including:

1. name of organisation, the type of business damdtion;

2. capital to be introduced by partners;

3. division of profits between parties, includisgaries since not all the
partners may be employed by the partnership onlldirhe basis.
Such salaries will be normal operating expenses;

drawings by partners;

arrangements for dissolution, or on theatd or retirement of
partners;

ok
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6. settling of disputes;
7. preparation and audit of accounts.

At this juncture, it is necessary to note thathaligh the partnership
agreement creates a legal relationship between péwners, the
partnership itself is not a legal entity.

With the above background, the unit (being thet foart of the three to
consider Accounts of Partnerships) will attempt thstinguish
companies from partnerships. The unit will also ssder accounting
treatments relative to admission of a new partpeofit ratio after
admission of a new partner as well as goodwillarterships.

2.0 OBJECTIVES

At the end of this unit, you will be able to:
distinguish between companies and partnerships
explain the accounting treatments relative to adioms of a new
partner

work out the profit ratio after admission of a npartner
discuss goodwill in partnerships.

3.0 MAIN CONTENT
3.1 Accounts of Partnerships |
3.1.1 Companies and Partnerships Contrasted

Let us attempt to outline the distinguishing feasicharacteristics of
limited liability companies and partnerships asdak:

S/IN COMPANIES SIN PARTNERSHIPS

1. Separate legal entityl. No separate legal entity — not
which is not affected by a juristic person.
changes in it$
membrship.

2. Shareholders have limite®. The liability of each member
liability for debts — limited for debts of the firm is
to the amount he agreed|to unlimited. Partners are
pay for shares allotted. jointly and severally liable for

debts.

3. Rights of management arg. Every member can partake |in
delegated to the directors. the management of the

business.
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4. Powers and duties of4. The rights of partners
directors are spelt out |n themselves are governed |by
the Articles of Association the partnership agreement
and can be varied by which can be varied.
passing a special
resolution of the company
in a general meeting.

5. The authorised capital 5. Capital is contributed by &
fixed by the Memorandum partners by agreement. The
of Association. amount, which is not fixed,

can be increased by undna
profits or reduced by lossge
and withdrawals.

6. Shares are freely| 6. The share in a partnership
transferable in  publi¢ cannot be transferred except
companies; in private by the consent of all partners.
companies, shares are
transferable subject to
restrictions impose by theg
Articles of Association.

7. Audit is compulsory, and7. Audit is not compulsory
copies of accounts are copies of accounts are not
filed with the Corporate filed with the Corporate
Affairs Commission Affairs Commission.

(CACQC) annially.

8. Profits are distributed in8. Profits are distributed as per

the form of dividend. agreed ratios; drawings may
be made by mutual agreement
for accruing profits.

9. Profits are subject tp9. Profits are subject to Personal
Company Income Tax. Income Tax; partnership |s

nol taxed.

10. | Unlimited life. 10. | Partnerships have limited life.

SELF ASSESSMENT EXERCISE 1

Distinguish between limited liability companies grattnerships.

3.1.2 Admission of a New Partner

Before we look at the different dimensions of adimit a new member
relative to the accounting procedure, let us stayin the point of

establishing the partnership. Each partner cor&twn amount of
capital. A fundamental principle for the accougtineatment is that all
aspects of an individual partner’s contributiornisarges to and charges
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by the partnership must be accounted for separatBlgcall that in the
books of the sole proprietor, two accounts are e@dar the owner:

Capital account;
Drawings account.

However, in the books of the partnership, threeants will be opened
for each of the partners, namely:

a capital account;
a drawings account;
a current account.

Partners’ capital accounts are referred to as dfixapital accounts”
because they are not used to record drawings oestw profits but
rather:

capital introduced or withdrawn by new or retiripgrtners;
revaluation adjustments.

Current accounts are used to deal with the redrdaisactions between
the partners and the firm. Most commonly, theaadactions are share
of profits, interest on capital and partners’ sa&r Drawings are made
against the partners’ share of anticipated profiBrawings account is

debited and cash credited to record drawings. Asr yend, drawings

account is closed off to the individual partnerigrrent account and

crediting drawings account. Let us note that drgaimlo not mean

appropriation of profit.

Now let us look at the accounting procedures inedlin the different
dimensions of introducing or admitting a new partne

(1) A new partner is admitted into the business whe the capital
base of the partnership is not affected:

An existing interest in a partnership (that is,lrepartners’ share of the
total capital and of the profits) can be acquirgdalmew partner through
direct purchase from the existing partners. Theans that the assets
and liabilities (capital base) of the partnershgpain unchanged even
though a new partner is admitted.

Example

Peter, James and John, being partners agree td&&00 interests to
Andrew on equal basis (N20,000 each). The capitabants of the
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partners prior to the purchase reflected the falhgwbalances: Peter —
N50,000; James — N100,000 and John — N150,000.

The journal entries for the above will be:

N N
Dr. Cr.
Peter 20,000
James 20,000
John 20,000
Andrew 60,000

(Being the transfer of partnership capital to a panner)

By the above journal, the capital account of theeehold partners is
reduced by N20,000 each and a new capitabumt is set up for
Andrew (the new partner). Note that the admissibAndrew does not
bring new cash into the partnership; the cash pgidndrew to acquire
the interests goes to the individual oldtpenrs. Total partnership
capital and assets remain the same; what has ahasgiee structure of
the partnership capital — Peter: N30,000; James86,000; John —
N130,000; Andrew — N60,000.

(i) A new partner can be admitted through a additional
investment in the partnership:

This dimension increases total partnershipitab@nd assets. The
underlisted steps should be followed to deterniieeappropriate entries
in the partnership accounts when a new partmvests in the
partnership:

Determine the total amount of the agreed capit&krathe new
investment.

Ascertain the new partners’ share of the capitalrtive at the proper
credit to the new partner’s capital account.

Adjust the capital accounts of the partners if #sset values are
changed or if bonuses are given to old or new pastn

Adjust the book values of the partnership assspe@ally, if thetotal
capital of existing partners plus the capital ineddy the newpartner
does not equal the agreed capital arrived at iteb(l above (The
acquisition of a new partnership interest by inwesit can be
effected at book value. Alternatively, the intérean be purchased
at more or less than the book value).
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An example

Osagie and Haruna are partners with N55,000 andO@8%alances in
the capital accounts respectively (after adjustnanassets to market
value). Profits and losses are divided 60%O®agie and 40% to
Haruna. A new partner, Jumbo acquires % intereptafits and in the
capital by investing additional assets. The pnafttos specified in the
new partnership agreement are 45%, 30% and 25%sdgagie, Haruna
and Jumbo respectively. Effect the appropriatdesnt

With investment at book value, Jumbo pays in N30,68 ¥ interest.
The new total capital and assets is N120,000. disrdhare in the book
value is N30,000 and this is equal to the cashdibin. No further
adjustments are required since the total assetegual to the new
agreed capital.

The journal entries will be:

N N

Dr. Cr.
Cash 30,000
Jumbo 30,000

(Being Jumbo’s admission to a 25% interestai total capital of
N120,000)

(i) A new partner is admitted with a bonus credited to the old
partners

The partners (Osagie and Haruna) agreed that thkedapital and total
assets are to be N125,000, and the new partneba]yrays in N35,000
an amount, greater than the recorded value of &mtad (N31,250).
Jumbo is paying a bonus of N3,750 to the partnpréhiexpectation of
superior profit performance), which is divided beem Osagie and
Haruna in the profit sharing ratio that existednzstn them.

The relevant entries are:

N N

Dr. Cr.
Cash 35,000
Osagie: Capital 2,25C
Haruna: Cepital 1,50C
Jumbo:Capital 31,25C

(Being Jumbo’s admission by investment in a tosglital of N125,000)
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(iv) A new partner is admitted with Goodwill credited to the old
partners

As in (iii) above, Jumbo pays in N35,000 for ¥ net, which payment
exceeds the book value of his proportionate shérearmgible assets.
The partners agreed that Goodwill is to be recqrdeith its value
determined from Jumbo’s contribution.

Let us make the following deductions:

o Jumbo contributed N35,000 for ¥ interest in totgdital. Therefore,

total capital after his contribution is N140,00088Y000 x 4).
o0 The assets of the old partnership were valued &,009. So the

total tangible assets are now:

N
Assets 90,000
Cash (New investment) 35,000
125,000

The difference between the total capital and thal tangible assets
of the partnership is the value of goodwill, thatMN15,000 (140,000
— N125,000) which belongs to the old partnershig isrto be shared
between Osagie and Haruna in the profit ratio. @l will be
treated in details in 3.4).

The following entries are relevant:

Dr. Cr.

N N
Goodwill 15,000
Osagie: Capital 9,000
Haruna: Capital 6,000

(Being Goodwill determined by Jumbo’s admission)

Jumbo’s investment will be recorded in the jourfollows:

Dr. Cr.
N N
Cash 35,000
Jumbo: Capital 35,000

(Being Jumbo’s admission to a 25% interestthe total capital of
N140,000).
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Note: The partners’ profit ratio remains as spedifiin the new
agreement.

SELF ASSESSMENT EXERCISE 2

1. Explain the different scenarios of admittingeavrpartner.

2. What are the steps to be taken in determinimg appropriate
entries in the partnership accounts when a new@anvests in
the partnership?

3.1.3 Profit Ratio after Admission of a New Partne

Here, we shall consider the method for calculatimg profit and loss
sharing ratio for partners after the admission okew partner since the
old sharing ratio would have been overtaksn events. The old
partners, in some cases, may wish to reth&r former relative
positions. Sometimes too, they may prefer changes. Homyeve
whatever is the case, the new profit ratio has be
determined/established and included in the reveggdement.

AnExample

Jerome and Shedrack, being partners in besinghare profits and
losses in the ratio of 60% and 40% respectivelire Ppartners agreed to
admit Lambert to a 25% interest. You are requicedetermine the new
profit sharing ratio for the partners.

The calculation will be as follows:

Total net profits 100%
Less: Lambert’s share _ 25%
Balance for Jerome and Shedrack  75%
Ratio for Jerome (60% of 75%) 45%
Ratio for Shedrack (40% of 75%) 30%

Therefore, the new profits ratio is 45%, 30% ando2fr Jerome,
Shedrack and Lambert.

SELF ASSESSMENT EXERCISE 3
If Kay's and Kez's profits ratio in the partnershijusiness before

admitting Kan to a 15% interest was 70% and 30%eesvely, what
will be the partners’ new sharing ratio after Kaasnadmitted?
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3.1.4 Goodwill in Partnerships

We shall consider the meaning, valuation and treatnof goodwill
relative to the partnerships.

Goodwill refers to the benefit and advantagfe the good name,
reputation and connection of a business which canvalued and
expressed in monetary terms. It is a force thah@h customers; it
makes a new partner to contribute capital over @move the saleable
values of the tangible assets.

The goodwill possessed by a firm may be due to,repmhers, the:

Monopoly enjoyed by the business;

Reputation of the company in terms of gyabf goods and
services;

Management skill and reputation of the partnerd, the value of
the labour force;

Location of the business premises;

Possession of the trade marks, patents, or wellvkrfmusinesses
name over the years.

In the valuation of goodwill, custom plays a greae in many sorts of
business. Let us discuss a few of the methods:

(1) The average profits of a given numberof past years
multiplied by an agreed number:

Thus, it is common to learn of three years’ purehaisthe net profits as
the basis for valuing goodwill. For example, hietaverage net profit
made by XYZ Company for the past five (5) yearsl&000 per annum,
on the basis of three years’ purchase of the rattgrgoodwill will be
valued at N6,000 (N2,000 x 3). Please, note thiatrmethod is purely
arbitrary.

(i)  The average gross income of the business for raumber of
past years multiplied by an agreed number:

Professional firms usually adopt this method.
(i)  The value of the business:

The value of the business is estimated by referd¢acthe expected
earnings and the yield required, and from the ggarived at, the value
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of the net tangible assets is deducted, the driterebeing taken to
represent the value of goodwill.

For example, the estimated future accrued profith® partnership (less
partners’ remuneration of N2,500) is N7,500. Hilgiat 10% per annum
is expected and the value of the tangible assdi6@5000, what is the
value of the goodwill?

Capital value of business (7,500 x 10) N75,000
Less: Value of tangible assets N50,000
Value of goodwill N25,000

Kindly refer to 3.2 for the treatment of goodwill partnership accounts.
SELF ASSESSMENT EXERCISE 4

Define goodwill and discuss the methods of its aan.
4.0 CONCLUSION

Although the partnership agreement or deed creategal relationship
between the partners, the partnership itself isanotistic person. Each
partner, in the partnership books, has aitalamccount, drawings
account and a current account. When a new parthadmitted, the
profit sharing ratio of the old partners changesiesv ratio to include
the new partner has to be established and includethe revised
agreement. Goodwill is an important factor determining a new
partner’s contribution to the partnership.

5.0 SUMMARY

We have been able to define partnership, and disshed between it
and company. In the partnership, we have discugseddmission of a
new partner under different approaches as well hes a@ccounting
procedures. We also looked at the profit ratieraftdmission of a new
partner which has to change and form part of thesee agreement
document. Goodwill — an intangible asset, whictk@saa new partner
contribute to the partnership over and above theabe values of the
tangible assets — was discussed as well.
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6.0 TUTOR-MARKED ASSIGNMENT

1. (@) Define Goodwill.
(b) What are the coniributing factors to the goodwill
passessed by afirm?

2. Alabo and Rotimi have N100,000 and N90,068pectively.
Their profit sharing ratios are 55 and 45% respetti The
profit sharing ratio in the new partnership agreemeAlfa is to
be admitted on the payment of N120,000, which i®&0l/6 of
the total new capital, as his interest, will be 38,and 17% for
Alabo, Rotimi and Alfa respectively.

You are required to show the asset of the old avd partnership
and the goodwill. Also, show the old partheshares of
goodwill since it was agreed that it should be stain their
profit and loss sharing ratio.
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1.0 INTRODUCTION

In continuation of our consideration of Accounts Rdirtnerships, we
shall discuss the methods of dissolution of pastmes when:

1. all assets are realised in full;
2. assets are realised piecemeal.

It will be important to expose you to the order mfority by which
assets are distributed as well as the accountemfnient of non-cash
assets as they are converted into cash beforeszeysaare distributed to
creditors and partners.

2.0 OBJECTIVES
At the end of this unit, you will be able to:

state the order of priority in the distrilmmt of assets during a
partnership dissolution

treat the conversion of non-cash assets into aaisldi$tribution to
creditors and partners

prepare dissolution of partnership accounts wheetasare realised
piecemeal.
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3.0 MAIN CONTENT
3.1 Accounts of Partnerships Il

3.1.1 Retirement and Dissolution of Partnerships

The decision to dissolve and terminate the actisinf a partnership is
known as liquidation or dissolution or winding-up affairs. While
contemplating dissolution, there should belear perception of the
order of distribution of partnership assets as aglh determination and
distribution of gains and losses arising during phecess of realisation.
Fortunately, the Partnership Act provides for tlodofving order of
distribution of partnership assets in the event t@fmination and
liquidation of the company, which should be respdct

- Creditors of the company;

- Creditors of the individual partners;
- Partners’ loan to the company;

- Partners’ capital.

At this juncture, it is important to note that dwgithe period of

liquidation, some of the company’s non-cash ass&yg be converted

into cash by realisation (and this segment deails thie situation when

all assets are realised in full), liabilities aedtled to the extent possible,
and each partner’s residual interests are settleédet limit permitted by

the remaining cash. Gains and losses arising glutive realisation

period are given the same treatment as gains asdddrom operations,
thus, they are distributed to the partners’ camtadounts in the profit

and loss ratio.

Example

On 30th June, 2001, the partners of Oluwole, Osn@ Bamidele

Company decided to dissolve the partnership andilmise all assets to
the creditors and to the partners. After appropréajustments to reflect
events since the close of the financial year, tilewing balance sheet
was prepared:

Oluwole, Osuji and Bamidele Balance Sheet

N N
Fixed Asset (at cost less depreciation):
Land 8,000
Buildings (cost N80,000; Depreciation N38,000) aD.0
Equipment (cost N140,000; Depreciation N50,000) ,000
140,000
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Current Assets:

Cash 20,000
Debtors 18,000
Stock 30,000
Prepaid Insurance 600 68,600
208,600
Represented by:
Partners’ Capital:
Oluwole 84,000
Osuji 38,20C
Bamidele 68,40C 191,60C
Current Liabilities:
Creditors 6,000
Notes jayable 1C,000
Accrued interest 20C
Tax payable 80C 17,00C
20€,60C

The partnership agreement provides for a profit lasd ratio of 50, 20
and 30% for Oluwole, Osuji and Bamidele respecyivefs part of the
efforts to wind-up the partnership business, théwong transactions
took place in July and August:

The equipment was sold for N72,000;

The land and buildings were sold to Zaki Ltat. N60,000;

All stocks were sold for N24,800;

The insurance were surrendered for the preriuk#00;

All creditors and taxes payable were paid;

N16,600 was collected from debtors and thercalavritten-off;
N10,400 representing the face value of the aotd interest due to
maturity was deposited in a special account withr@&red Bank;

I. All remaining assets were distributed to thetpers.

Se@meoo0T

We are required to give accounting treatment tordwrding of the
dissolution.

Solution:
Let us adopt a procedure where we treat each assatsub-realisation
account, thus, the amount realised from the sabnadsset is debited to

such an account and the loss or gain creditedr@nddcount is closed to
the realisation account. The cash book is deligdthe proceeds.
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We journalise the individual accounts as they aadised which brings
out the essence of dissolution clearly. Thereftire,journal entries for
the July and August transactions will be as follows

(i)

(ii)

(iii)

(vi)

(v)

(vi)

(vii)

N N
Cash 72,000
Accummuatec deprecation (Equipment 5C,00C
Realisation Accourts 18,00C
Equipment 140,000
(Being the sale of Equipment at a loss)
Cash 60,000
Accummuatec depreciation (Building)  38,00C
Building 80,000
Land 8,00C
Realisation Accourts 1C,00C

(Being the sale of land and building at a gain)

Cash 24,800

Realisation Accourts 5,20C

Stock 30,000
(Being the disposal of stock at a loss)

Cash 400

Realisation Accourts 20C

Prepaid insurance 600

(Being the cancellation of insurance and
collection of unexpired premium)

Creditors 6,000

Tax payable 80C

Cash 6,800
(Being the liquidation of creditors and taxes pagab

Cash 16,600

Realisation Accounts 1,400

Debtors 18,000
(Being the collection of debtors and the writind-off bad debts)
Special Fund (Chartered Bank) 10,400

Realisation Accourts 20C

Accrued interest 20C
Cash 1C,40C

(Being the additional interest due to maturity aften and the
deposit of fund in Chartered Bank)
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(viii) Capital: Oluwole 7,500
Cepital: Osuji 3,00C
Cepital: Bamidele 4,50C
Loss or Reélisation 15,00C

(Being the distribution of loss on realisation &rtpers)

Please, notethat the loss of N15,000 is the debitabhaé on the
realisation account which after the journal enthese been posted, and
appears thus:

Dr. Realisation Account Cr.
Particulars Amount Particulars | Amount
(N) (N)
Equipment 18,000.00 | Building 10,000.00
Stock 5,200.00
Prepaid insurance 200.00
Debtors 1,400.00
Accrued interest 200.00 | Balance c/d | 15,000.00
25,000.00 25,000.00
Balance b/f 15,00C.00

Sequel to the distribution of loss to the partreng consequent credit
entry to the realisation account, this accountdgariosed as well as the
other accounts except the cash and the partngggacaccounts, which
are finally closed by the following entries:

Capital: Oluwole 76,500
Cepital: Osuji 36,20C
Cepital: Bamidele 63,90C
Cash 17¢€,60C

(Being distribution of cash to the partners infinal dissolution)

Note that all assets have been converted into eashpt the funds

deposited in the bank; there remains the noteshbeynd the accrued
interest, the reason for the creation of the funthe bank. The balance
sheet of the partnership would appear as followsediately after the

final asset distribution:

Oluwole, Osuji and Bamidele

Dr. Balance Sheet Cr.
Particulars Amount Particular Amount (N)
(M)

Notes payable | 10,000.00 Fund in Chartered 10,400.00
Accrued interest| _ 400.00| Bank
1C,400.00 10,40C.00
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SELF ASSESSMENT EXERCISE 1

1. What are the issues to consider when contemgldissolution?
2. Outline the order of priority for assets distition at partnership
liquidation.

3.1.2 Piecemeal Dissolution of Partnerships

Here, we shall consider the treatment of partnprsigsolution when
assets are realised piecemeal. The winding-updh@rship may take
place within a short period or it may be over ateesled period. The
case of the extended period is when it is not pésgo liquidate all
obligations at the time it is convenient to end plagtnership. As in the
example of Oluwole, Osuji and Bamidele partnersimp3.1 above,
negotiations for the disposal of assets may takeetime and the
payment for assets so disposed may be delayed.

In this situation, therefore, what is usually dase¢o make payments to
partners in instalments as cash becomes availabldigtribution. It is

necessary, in piecemeal dissolution, to give spexttantion to losses
which may occur. For example, all assets not yatised could be
regarded as potential losses and temporarily dldc#o the partners
before any cash distribution. The reason tfus is to reduce the
possibility of distributing more to a partner thdrat which he will be

entitled to eventually. We can use the method afedBest Possible
Loss’ to treat this.

Example

Using the balance sheet of Oluwole, Osuji and Bairid3.1 above),
the partnership agreement also provides for a tpawid loss ratio of
50%, 20% and 30% respectively. As part of ther&ffeo wind-up the
partnership, we will assume that all available casis first distributed
to the partners on 31 July, 2001, after calirent assets have been
realised and all liabilities settled; but before gale of the fixed assets
and immediately after the creation of the speaialdfin the Chartered
Bank of N10,400.

On this 31st July, 2001, cash of N44,600 is avéldbr distribution;
but before this the partners’ capital balance wa9MN600. Therefore,
the greatest possible loss will be N147,000 (N18Q ;6 N44,600).

At this point, let us note that two kinds of losgeshe greatest possible
method are:

- losses already suffered through realisation angbtlition;
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- possible losses in the future.

In the above example, the past loss was N7,00Q {$hdoss on the
realisation of current assets) and the mammtuture loss was
N140,000 (that is, the book value of assets not gamverted).
Throughout the process of dissolution, the maxinboss will consist of
the two kinds until the process is completed whetual loss and the
greatest possible loss will be identified. The tgstpossible loss is
allocated/distributed to the partners accordinthéoprofit and loss ratio.

Therefore, on 31st July, 2001, the amounts thatbemasafely paid to
each partner are indicated as:

Oluwole, Osuji & Bamidele Partnership
Statement of Capital Balances as at 31st July, 2001

Particulars Total 50% 20% 30%

N Oluwole Osuji  Bamidele
Balances as at 30/6/2001 191,600 84,000 39,200 068.,4
Greatest possible loss 147,000 73,500 29,4001004
Cash to be distributed 44,600 10,500 9,800 24030

On August 31, all the assets have beeniseehlfor N132,000.
Therefore, the greatest possible loss will be NA%,gN147,000 —
N132,000). The statement of capital balances igustuwill be:

Oluwole, Osuji & Bamidele Partnership
Statement of Capital Balances as at 31st August,

Particulars Total 50% 20% 30%

N Oluwole Osuji Bamidele
Balances as at 1/86/2001 147,000 73,500 29,400 0@4,1
Greatest possible loss 15,000 7,500 3,000 4,500

Cash to be distributed 132,000 66,000 26,400 &0

The statement of capital balances is not the samiea statement for
distribution to partners which is prepared when #féirs of the
partnership are terminated. Below speaks:
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Statement of Distribution of Assets to Partners
Oluwole, Osuji & Bamidele from 1st July — 31st Augst, 2001

Particulars Total 50% 20% 30%

N Oluwole Osuji  Bamidele
Cash distributed
31st July, 2001 44,600 10,500 9,800 24,300
31st August, 2001 132,000 66,000 26,400 39,600
Total Distributed 176,600 76,500 36,200 63,900
Loss on Realisation 15,000 7,500 3,000 4,500
Capital Balances as
At 30th June, 2001 191,600 84,000 39,200 68,400

SELF ASSESSMENT EXERCISE 2

1. What is the “Greatest Possible Loss” in relattonpiecemeal
asset sharing at dissolution?
2. Mention the two kinds of the “Greatest Posslliss”.

4.0 CONCLUSION

Dissolution takes place when partners decide teotlise and terminate
the activities of a partnership. Apart from havanglear perception, it is
necessary to respect the order of distributiorhefgartnership assets in
the event of termination and liquidation. Dissadutican take place
when all assets are realised in full or when asmetsealised piecemeal.

5.0 SUMMARY

In this unit, we have discussed thesthods of dissolution of
partnerships when all assets are realised in &lvall as when assets
are realised piecemeal. We have seen the orderiarfty by which
assets are distributed in the course of liquidatamtording to the
Partnership Deed. Also, we dwelt on the accountiagtment of non-
cash assets as they are converted into cash beforeassets are
distributed to creditors and partners.
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6.0 TUTOR-MARKED ASSIGNMENT

The balance sheet of STAR Partnership as at 3l=trbiger, 2002 is as
follows:
STAR PARTNERSHIP
Balance Sheet as at 31st December, 2002

N N N
Fixed Asset (at cost less depreciation) 1,000,000
Current Assets:
Cash 150,000
Debtors 580,000
Receivables 245,000 975,000
1,975,000
Represented by:
Partners’ Capital:
S 240,000
T 380,00C
A 30¢,00C
R 43(,00C 1,350,00C
Current Liabilities:
Account payable 277,000
Accrued interest 14€,00C
Bank Overdraft 20G,00C 62£,00C
1,97£,00C

The following additional informations are given:

(1) The partners share profits and losses in the o0& 15, 25, 20 and
40% for S, T, A and R respectively.

(2)  Desirous of dissolution, STAR Partnership salldhe assets and
settled all liabilities. The remaining cash wasnthdstributed
among the partners on the following assumptions:

(@) All current assets were realised on lshe, the current
liabilities settled and cash of N284,000 made awdd for
distribution.

(b) On 1st July, cash of N870,000 was availabledistribution
as part of the realisation for assets disposal.

(c) On 1st September, the remaining assets haverbabsed for
N385,000.

You are required to:
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(1) Prepare the statement of capital balances.
(i)  Prepare statement of distribution of assetpaotners of
STAR Partnership.
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1.0 INTRODUCTION

We shall conclude our discussion on Accounts otrieéaships in this
unit. Earlier in units 7 and 8, we had explainddatva partnership is,
and distinguished between it and a company. Wechadidered also,
admission of a new partner as well as treatmentga@ddwill in
partnership. In addition, we looked at thdfedent dimensions of
partnerships dissolution. The focus of thisit us the accounting
treatment relative to the withdrawal or death gdaatner. If a partner
withdraws, what are the methods of repayment ofchjstal and other
benefits? And if a partner dies, what are the ptaoes for closing
partnership books? These questions will guided@gussion.

2.0 OBJECTIVES

At the end of this unit, you will be able to:
prepare the books of a partnership when any patveithdrawing
ascertain the amount due to the retiring partndrraw it should be

repaid
close the partnership accounts on the death oftagra

3.0 MAIN CONTENT
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3.1 Accounts of Partnerships Il

3.1.1 Withdrawal of a Partner

A retiring partner, in the absence of any agreemsmntitled to have all
partnership assets (including goodwill) revaluedaoproper basis as at
the retirement date. Any appreciation or depremaso revealed should
be taken into account in calculating the amount w@ukim. The total
amount so ascertained to be due is normally a lghlhe firm to the
retired partner.

An agreement may, however, be made between thegpanvhereby, in
the event of the retirement of a partner, the ramgi partners should
assume, personally, the liabilities for the amadumt. Thus, the debt is
no longer due by the firm but by the partners imlally in the ratio

agreed upon.

Before we go on, let us state that a retired pargmains liable for the
partnership debts at the date of retiremehbwever, when a new
partner is introduced, by a contract of novatiarbituted liability), the

creditor may agree to look to the new partner acelof the old.

The partnership will adopt any of the following eds in settlement of
debts due (value of capital and share of goodtualthe retired partner:

Outright payment (lump sum, once and for all).

By agreed instalments over a period of years, aestebeing

allowed on the diminishing balance of the amourg. du

The amount due may be regarded as a loan to theepsitip to

carry the right of either a fixed rate of interesta share of the
profits of the firm.

An annuity may be paid for life or for an agreedanter of years
or for the life of some of his dependants.

Let us explain and illustrate some of these.

(1) Repayment by Instalments:
Here, the value of the retired partner’s capital ahare of his
goodwill are ascertained and credited to a loamaa; and
repaid by instalments with interest running on éldstanding
balance. Then, the amount due to a retired paigmemoved
from being part of the partnership’s capital.

Example
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Zak, a partner in a firm retired on 31st March, @,98nd his share of
capital and goodwill was ascertained to be N76,060was arranged
that this should be paid out by annual instalments20,000 to include
principal and interest on the outstanding baland&aper annum. The
first payment was made one month after retiremant subsequent
payments were made on the anniversary of the dattieement. Show
the account in the partnership’s books until ligidn. Ignore income

tax.
Dr. ZAK’sAccount Cr.
N N
April '90 Cesh 20,000Mar '90 Cayital a/c 76,00(
Balancec/f 56,317 Apr '90| Interest (1 month) 317
76,31, 76,31,
March 91 Cesh 20,000Apr '90| Balance b/f 56,31"
Balancec/f  38,89¢ Mar "9 Interest (11 months) 2,581
58,89¢ 58,89¢
March '9z  Cesh 20,000Apr '91| Balance b/f 38,89¢
Balancec/f 20,84 Mar '92 Interest (1 year) 1,94¢
40,84: 40,84:
March '9%  Cesh 20,000Mar '92 Balance b/f 20,84:
Balancec/f  _1,88% Mar 93| Interest (1 year) 1,04%
21,88t 21,88t
March '9¢  Cesh 1,979Mar '93 Balance b/f 1,88¢
Balance c/f - Mar’94| Interest (1 year) 94
1,97¢ 1,97¢
(i)  Loan to Partnership:

In this case, the retiring partner’s capital is1gf@rred to a loan account.
Usually, agreement in respect of the interest payabd the conditions
for repayment are entered into at the date ofenatmt.

Where an option was given to the continuing pasrter purchase the
share of the retired partner and the option wascesexl, the retired
partner would not be entitled to further sharehef partnership’s profits.
His capital would be transferred to the capitaloardt of the continuing
partners who must pay him according to the ternte@fgreement.

(i) Repayment by Annuity:

It could be agreed to settle the retiring partngmiay of annuity for a
certain number of years or for life. A method eating with this matter
in the partnership’s books is to transfer the amalue to an annuity
suspense account (which must be credited withasteat a fixed rate
per annum) and profit and loss account is debitesually with the

annuity paid. If the credit balance on the Ann8iyspense Account is
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exhausted during the life time of the annuitanhs&guent instalments
be borne by the partners and debited to divisibdétp

If the annuitant should die before the credit oa fnnuity Suspense
Account exhausts, the balance remaining on theumtcaould be a

profit to the continuing partners and should bedfarred to their capital
accounts in the proportion in which they reharofits. It is not

advisable to transfer such profits to the profill &wss accounts or to the
partners’ current accounts since they do not ndymajpresent liquid

resources.

Revaluation Approaches

Two methods of revaluation approach may be apmliexscertaining the
amount due to a retiring partner:

(1) Payment in excess of book value of assets

Suppose P, Q and R, being partners, with capitahbas of N600,000,
N800,000 and N600,000 respectively, and sharinfjtpro the ratio of
5:3:2. P retires, and after revaluation of asshtspther partners agreed
to pay him N800,000. Therefore, the remainingrag, Q and R, will
be charged with the excess of payment over bookevaf the capital
balance of the retiring partner. Usually, the mpaid to the retiring
partner is allocated to the remaining partnershenbtasis of their profit
and loss ratio, which is 3:2.

The entries will be:

Dr Cr
N N
Capital: P 600,000
Capital: Q 120,000
Capital: R 80,000
Liability to P 800,000

(Being the withdrawal of P from the partnership)

This approach is highly favoured where the recagmibf goodwill is
difficult to be justified.

(i)  Payment less than book value:
A partner may sell his interest in a partnershifabgepting less than the

book value of his interest if he sees a poor prosfoe the firm or needs
working capital for personal reasons.
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Using the example of P Q R partnership,pssp P is willing to
withdraw and accepts to be paid N500,000, a bohil60,000 (which
will be allocated on the basis of their 3:2 praditd loss ratio) will
accrue to the remaining partners.

The entry will be:

Dr Cr

N N
Capital: P 600,000
Capital: Q 60,000
Capital: R 40,000
Liability to P 500,000

(Being the withdrawal of P from the partnership)

However, it will be observed from the above enhgttthe net assets of
the partnership were not revalued.

Example

T, K and O were in partnership, sharing profits &s$es in the ratio of
3:2:1. T retired on 31st December, 1999, and it wgseed that an
annuity of N9,000 per annum should be paid to hyrthe continuing

partners, through the partnership, and he accedpisdundertaking in

full settlement of the balance due to him. Theabeé sheet of the outfit
before revaluation of assets on 31st December wéslaws:

T K O Balance Sheet

N N
Partners’ Capital:
T 90,000
K 50,000
O 40,000 180,000
Net assets (excluding goodwill) 180,000

To ascertain the amount due to T, goodwill was edlat N60,000, and
the net assets were valued at N30,000 in excefe ddmounts at which
they stood in the books. No goodwill account waisad and there was
to be no alteration in the book amounts of theassets.

Prepare the new capital account and the new balaheet after T's
retirement.
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Solution

New Capital Account

T K O
Balance b/f 90,000 50,000 40,000
Revaluation of assets:
Goodwill 60,000
Net assets 30,000
Net assets 90,000 45,000 30,000 15,000
Transfer of T's to K and O - 90,000 45,000

135,000 170,000 100,000

Surplus on revaluation of assets per contra wrbi€énn new profit

sharing ratio 60,000 30,000
‘K’ and ‘O’ — Balance of T’s capital transferred 3,800
Balance c/f _- 110,000 70,000

135,000 170,000 100,000

TheNewBalanceSheetafterT'sRetirement

N N
Partners’ Capital: K 11C,00C
O 7G,00C 18(,00C
Represented by:
Net assets (excluding goodwill) 180,000
SELF ASSESSMENT EXERCISE 1
1. What alternatives may be taken by a partnenshgettiement of
a retiring partner?
2. Discuss the revaluation approaches in detergitie amount

payable to a retiring partner.
3.1.2 Death of a Partner

Usually, a partnership is dissolved at theatd of a partner. The

surviving partners and the executor of the esthtbeodeceased partner
must negotiate a settlement for the partner’s @stem the firm where

there are no specific provisions for settlement.tersatively, and as

provided for in the Partnership Act 1890 di8m 42), where any

member has died and the surviving partners carrgherbusiness of the
firm with its capital without any final settlemeat account between the
firm and the executors of the dead partner, thewres, in the absence
of an agreement, is entitled to 5% interest peuanon the amount of

his share of the partnership assets.
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Example

O, A and U are partners in business, sharing grafitd losses in the
ratio of Ya: 1/8: 5/8. The yearly accounte anade up to 30th
September. O died on 31st March, 1999, and A lW@rmbntinued the
business without paying out O’s share of the pastnp’s assets or
settling accounts with his trustee until 30th Seyder, 1999.

The balance sheet as at 30th September, 1998 shoisezhpital to be
N16,000. The partners’ drawings during the yeaB@h September,
1999 were N1,800, N500 and N3,500 for O, A and Bpeetively.
There was no agreement for interest on capitalbahd A were each to
be credited with a salary of N1,000 per annum. j&iikio this charge,
the profits for the year ended 30th September, 1888 N11,600,
which may be assumed to have accrued evenly thouidghe year.

Youarerequiredto Show the balance of profits and salary due tthea
partner, and the total amount due by A and U to Extate at 30/9/99,
assuming that O’s trustee does not propose to apptiie court for a
share of profits.

O A U Partnership
Profit and Loss Account for the period of six montls ended

31/3/1999
Dr. Cr.
N N
Partners’ Salaries Profit for 6 months to-date
O: 500 (N11,600 + 2) 5,800
A: 500 1,000
Balance c/d 4,800 _
5,800 5,800
Appropriation: Balance b/d 4,800
O: % 1,200
A: 1/8 600
U: 5/8 3,000 L
4,800 4,800
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A & U Partnership
Profit and Loss Account for the period of six montls ended

30/9/1999
Dr. Cr.

N N A’s
salary 500 Profits for 6 months to-date
Interest: O 398 (N11,600 + 2) 5,800

(5% per annum of N15,900 —
Balance of capital account
And current account —

16,000 + 1200 + 500 — 1800)

Balance c/d 4,902 L
5,800 5,800

Appropriation: Balance b/d 4,902

A: 1/6 817

U: 5/6 4,085 L
4,902 4,902

Current Account of O

Dr. Cr.
N
Drawings 1,800 Salary to Mar 31 500
Profit 1,200
_ Balance to Capital account__ 100
1,800 1,800

O’s Capital Account

Dr. Cr.
N N
Current Account 100 Balance c/f
16,000
Balance c/d (total sum due
to O’s estate) 16,298 Interest for 6 months to
30/9/99 398
16,398 16,398

3.1.2.1 Procedure for Closing Partnership Books

Apart from specific occasions, the following oudims relevant when
closing the books of a partnership and when thetasse sold en-bloc:

(1) Open a realisation account, and debit therb® liook value of
the assets, crediting the various Assets Accolims.Realisation
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account will also be debited with any expensesalfisation, and
cash credited.

(i)  Debit cash and credit realisation account with amount realised
on the sale of the assets. Where any of the assttken over at
a valuation by any of the partners, debit suchneast capital
accounts and credit realisation account with threed)price.

(i) Pay-off the liabilities, crediting cash andehiting sundry
creditors. Any discount allowed by creditasa discharging
liabilities should be debited to the creditors aous and credited
to Realisation Account.

(iv) The balance of Realisation Account will be tamount of the
profit or loss on realisation, which will be divdidoetween the
partners in the proportion in which they share igadnd losses,
and transferred to their capital accounts.

(v) Pay-off any partners’ advances as distifroim capital, first
setting-off any debit balance on the capital actamina partner
against his loan account.

(vi) The balance of the cash book will now be elaegual to the
balances on the capital accounts, providezy thre in credit;
credit cash and debit the partners’ capital accownth the
amounts paid to them to close their accounts.

In case the capital account of any partner be bit@dter being debited
with his share of the loss, or credited with hisrghof the profit on

realisation, the cash will be insufficient by then@nt of such debit
balance to pay the other partners the amount dtleeta. If the partner
whose account is in debit pays to the fithe amount of his
indebtedness, the other partners’ capital accatamsthen be closed by
the payment of cash. However, if he is unabledaad, the deficiency
must be borne by the solvent partners, in proportiotheir capitals and
not in the proportion in which they share profitgldosses (Refer to the
case of Garner Versus Murray).

Example
A, B and C with unequal capitals, share profits lms3es equally. They

decided to dissolve the partnership, and the Balditeet after asset
realisation and liabilities discharged is statefoflews:
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Balance Sheet of ABC

Dr. Cr.
N N
Capitals: A 600 Cash 500
B 40C Cepital: C — Overdrawn 20C
Deficiency of assets 30C
1,000 1,000

“C” is insolvent, and is unable to contribute toytimng towards either
his overdraft on capital or his share of the loasrealisation. Close
their books.

Solution

The loss on realisation of N300 should first beiwebin the profit
sharing ratio to the partners’ accounts, thus, cedu A’s capital to
N500 and B’s to N300; and increasing C’s deficilt®00.

A and B would introduce cash of N100 each to makedgtheir shares
of the deficiency, and thus, restore their capitaldN600 respectively.
Then, the balances remaining in the books wouldideshown by the
reconstructed balance sheet below:

Reconstructed Balance Sheet

Dr. Cr.
N N
Capitals: A 60C Cash 70C
B 40C C’'s Cepital overdrawn 30C
1,00C 1,00C

The only true assets which the cash of N700 repteseould be shared
between the solvent partners of A and B in proparto their capitals as
follows:

A - 60% of N700
B - 40% of N70(

N420
N28C

The only balances remaining in the books wouldheedebt balance on
C’'s capital account of N300 and the credit balancasthe capital
accounts of A and B — N180 and N120 respey. As “C” is

insolvent, the debt balance on his Account wilMoé@ten-off against A
and B in the ratio of their respective talgi thus, closing their
accounts.
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SELF ASSESSMENT EXERCISE 2
Outline the procedure for closing partnership books
4.0 CONCLUSION

A retiring partner is entitled to have all partriepsassets revalued on a
proper basis as at the retirement date so as ®alkeppreciation or
depreciation, which should be taken into accountscertaining the
amount due to him. Depending on the arrangemesntile is either a
debt by the firm or by the remaining partners whayraontinue to carry
on the partnership business thereafter.

On the other hand, and in most cases, the deatlpaftner dissolves the
partnership. Where the surviving partners decidecdotinue in the

business after the demise of a partner, the dedgqeséner’s interest in
the partnership must be settled appropriately, thedpartnership books
closed. Itis important to be conversant with ddine of the procedure
for closing partnership books.

5.0 SUMMARY

In this unit, we have been able to deal with theoaating treatment
relative to the withdrawal or death of a partn&le have been able to
answer the gquestion as to the methods of repaymkm@t partner’s
interests when he withdraws as well as the proeedar closing
partnership books at the demise of any of the pestn

6.0 TUTOR-MARKED ASSIGNMENT

1. Explain the contract of substituted lidlilirelative to the
withdrawal of a partner.

2. A, B, C were partners sharing profits and logsethe ratio of
3:2:1. ‘A’ retired from the firm with effect fro81/12/2000, the
determined amount of his share being N10,000. K agreed
that this should be commuted by an annuity of N@,30e first
payment to be made on the following day and sub=qu
payments on 1st January of each year. ‘A’ diedréfie receipt
of the fifth annuity payment.

You are required to show the annuity suspense atdouthe

books of the firm, assuming that the amount outhtan is
deemed to earn interest at the rate of 6% per annum
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1.0 INTRODUCTION

Accounting, as a tool for measurement and commtiaitais relevant
to both business and non-business situations, to faims of
organisations, whether they exist to make profinot. So far in this
course, we have assumed accounting situations wherprimary goal
is profit-making.

A non-profit organisation such as a church assotiatschool, social

club, sports club or charitable institution is owhich is funded by

members’ subscriptions or donations and such fanelsised to achieve
the objectives of the organisations. In its bookgirg, although the

basic principles appear the same, the kind of fatalbunts prepared by
a non-profit organisation tend to differ from thqeepared by a profit-

making outfit.

This unit will attempt to explore into the naturd aon-profit

organisations, their accounting requirements ad a®lthe nature of
final accounts prepared by them.

2.0 OBJECTIVES
At the end of this unit, you will be able to:
explain the characteristics of non-profit organwad
explain the accounting requirements of clubs asd@sations

prepare receipts and payments accounts
prepare income and expenditure accounts.
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3.0 MAIN CONTENT
3.1 Accounts of Non-Profit Organisations

3.1.1 Characteristics of Non-Profit Organisations

It is the nature of non-profit organisations, asitmame implies, to
carry on their activities without the profit motiveThey may trade or
carry on any other type of business but with time af rendering service
at the minimum cost. This suggests that thegy charge for the
services just to recover costs with little or nopdus. The surplus (not
profit) they may make could be regarded as a byhrd

Usually, by way of capital, there is little permahdanvestment by
members. Any permanent fund is usually thécame of periodic
surpluses of receipts over payments or income agoenditure
accumulated over a number of years. Non-profinigations usually
have “Accumulated Fund” (as we shall see lateplate of “Capital”,
and as a result, members have no proprietary mghch they may
withdraw or transfer upon cessation of membership.

The usual sources of revenue for non-profit corceme fees, periodic
subscriptions and donations. At times, some tgadictivities may be
carried out and a little margin made there fronr, dgample, sale of
magazines or journals, sale of food and drinks inlub house, etc.
Also, fund-raising activities like exhibitions anariety nights may be
organised, from time to time, to get money.

The kind of final accounts prepared by noofip organisations are
either ‘Receipts and Payments’ accounts or ‘Inc@nd Expenditure’
accounts.

SELF ASSESSMENT EXERCISE 1

Discuss the features of non-profit organisations.
3.1.2 Clubs and Associations — Accounting Requireants

The final accounts which are presented to membérsom-profit
organisations usually reports to what extent incorfitem all sources
were enough to meet the expenses incurred duripgrtecular period.
Here, “income” can be viewed or adopted either ashcor accrual
basis. When the cash basis is adopted, a re@iptpayments account
is prepared but if situation warrants adaptitne accrual basis, an
income and expenditure account is prepared. Wd shalain these
statements shortly.
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A balance sheet, as in the case of profit-makingcems, is also usually
prepared which shows the summarised values of sadsatilities and
the accumulated fund being carried forward to tkvet period.

SELF ASSESSMENT EXERCISE 2
What are the accounting requirements of non-pasfainisations?
3.1.3 Receipts and Payments Accounts

Receipts and payments accounts are merely a sunoh#drg cash book

for the period. In other words, it is a snary of all the cash

transactions carried out during a period. This rhayadopted when a
very small non-profit concern carries out trangattion cash basis and
does not feel the need for more sophisticated mdébion other than

merely being interested in assessing the entitgytsdity position.

As a measure of success or otherwise of the aeswif the period, the
receipts and payments accounts suffer some drawbatsing mainly

from the exclusive reliance on receipts and paymédsh movements)
as the evidence that the transaction has taker.platus, they do not
adequately disclose the results of the organisatiaativities during a

period because:

they do not take account of credit transactionsebtats and
creditors are not disclosed,;

they fail to make a distinction between capital aexknue items;
they take no account of accruals and prepayments.

Example
Fitness Sports Club was formally established onJasuary, 2004 and
was granted the free use of a clubhouse at Kokofee following are

its financial transactions for the year ended J2setember, 2004 as
recorded in the treasurer’s only financial recone, cash book:
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Dr. Cr.
Date| Particulars Folio | Amount | Date | Particulars | Folio | Amount
(N) (N)
Balance b/d 16,500.00 Wages 1,300.00
Subscriptions 800.00 Equipment 4,000.00
Admission fees 1,500.00 Wages 1,300.00
Proceeds from Wages 1,200.00
journal sales 2,000.00
Subscriptions 4,000.00
Donations 2,300.00 Balance c/d 19,300.00
27,100.00 27,100.00

Balance¢ b/d 19,300.01

You are required to prepare a statement of recaipdspayments for the
year ended 31st December, 2004.

FITNESS SPORTS CLUB STATEMENT OF

RECEIPTS AND PAYMENTS FOR THE YEAR

ENDED 31ST DECEMBER, 2004

Balance b/d (opening balance)

Add:

Less:

Receipts:

Subscriptions
Admission fees
Sales of journals

Donations

Payments:
Wages
Equipmen

Balance c/d (closing balance)

Explanation

N AN
16,500.00

4,800.00

1,500.00

2,000.00

2,300.00 1G,600.0C0
27,100.00

3,800.00

4,000.00 7,800.00
19,300.00

The statement is prepared on a cash flow basigeftetts only
the receipts and payments of cash.
No cognisance is taken of the fact that incomeeqénditure of
a capital nature, such as the purchase of equiprhast taken

place.

No cognisance is taken of items such as subsangptichich may
be in arrears or prepaid.
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SELF ASSESSMENT EXERCISE 3

Discuss the disadvantages inherent in adoptimg receipts and
payments accounts as a measure of the performahg®roprofit
organisations’ activities during a period.

3.1.4 Income and Expenditure Accounts

The limitations of the receipts and payments actourake it necessary
for many non-profit organisations to present reparhich are prepared
on the accrual basis and in accordance with theciptes of double

entry. Income is recognised once it is realise@tivr or not proceeds
have actually been received. In like manner, afit€ would be taken
into account once they have been incurred whethemob they have

actually been paid. In effect, income and expemdiaccounts have to
be prepared on the basis of systematic standarceguoes of book-
keeping. The income concept, as disclosed thy income and
expenditure account, is much more accurate thandisalosed by the
receipts and payments account. Note that iecand expenditure
account, and the profit and loss account are tmesm form and

structure, but differ conceptually, for example:

In the income and expenditure account, revenuasdte fees,
subscriptions, donations received as against “Satethe profit
and loss account.

The difference between revenue and expendituren®vik as
“surplus” or “deficit” as against “profit” or “loss

Example

Assume that in addition to the transactions reabiidethe receipts and
payments of Fitness Sports Club in 3.3 above, alewing information
is made available by the Treasurer:

(1) On 1st January, 2004, the club had the follgnassets:

Bank Balance N16,500.00

Equipment at carrying value 6,000.00
(i)  The register ofclub menbers shows:

Membership at 1st January, 2004

Joinec during the year

Membership at 31st December, 200¢

o &

Club members each pay an annual subscription ofONB0and new
members pay an additional admission fee @&OMDO0. At 31st
December, 2004, one member had already paid hscgpbon for the
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year to 31st December, 2005. It is not the clubractice to treat
admission fees as income but as a contribution rebsvaccumulated
funds.

(i) At the end of each year, 20% of the carrywvejue of equipment
Is to be treated as depreciation.

(iv) The Editor/Marketer of the journal proed documentation
indicating that N6,100.00 had been raised anddkpenses had
totalled N4,100.00.

You are required to:

Prepare a statement of income and expenditurenoyear ended 31st
December, 2004, and a balance sheet as at that date

Solution
FITNESS SPORTS CLUB STATEMENT OF

INCOME AND EXPENDITURE FOR THE YEAR
ENDED 31ST DECEMBER, 2004

N N

Income:

Subscriptions (25 x N300’ 7,50C.00

Sales of journals 6,100.00

Donations 2,300.00 15,900.0C0
Less: Expenses:

Journal expenses 4,100.00

Wages 3,8C0.0C

Depreciation (20% of N10,000, 2,000.00 9,900.00

Surplus of income over expenditure 6,000.00
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FITNESS SPORTS CLUB
BALANCE SHEET AS AT 31ST DECEMBER, 2004

N N
ASSET:
Fixed Assets:
Equipment at cost less depreciation (10,000 — 2,000 8,000.00

Current Assets:

Subscriptions in arreers 3,000.00
Cash at bank 16,300.00 22,300.00
Total Assets 3C,300.00

EQUITY AND LIABILITIES:
Accumulated Funds:
Balance beginning of year (16,500 + 6,000) 22,900.0

Add: Surplus 6,000.00

Admission fees (5 x 300) 1,500.00 30,000.00
Current Liabilities:
Subscriptions in advance 300.00
Total Equity and Liabilities 30,300.00
Explanation

The opening accumulated fund of N22,500.00 is dneklbalance
(16,500) plus the equipment (N6,000) as these wleeeonly
assets on hand on 1st January.

The adjustments for subscriptions (nominal accouat)d
depreciation were made.

SELF ASSESSMENT EXERCISE 4

Distinguish between Receipts and Payments accawhtirrcome and
Expenditure account relative to non-profit orgatises.

4.0 CONCLUSION

May we wish to conclude that non-profit organisasipas the name
suggests, exist not for profit-making but to ackidiie objectives for
which they are established. They could berdies, sports clubs,
charitable organisations, etc. What appears tiptudit’ at the end of
their accounting period is regarded as ‘surplusiciWwhresults from
receipts in excess of payments. Between the prwiking and non-
profit organisations, although they adopt Emibasic principles of
book-keeping, they preparéifferent final accounts. Non-profit
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organisations prepare receipts and payments acamumicome and
expenditure account instead of profit and loss aecto Also, they have
“accumulated fund” in place of “capital” in the batce sheet.

Receipts and payments accounts are not actualuats but summary
statements — summarise all cash transactions daoig¢ during the

period. Their major limitation lies their being peged on cash basis
hence they do not adequately disclose the orgamiéatresults at the

end of the period.

On the other hand, the income and expenditure ats@ue prepared on
accrual basis and according to the principles afbtio entry. Therefore,
cognisance is taken of credit transactionsbt@s and creditors),
accruals and prepayments as well as the distint@ween capital and
revenue items.

5.0 SUMMARY

In this unit, you have been exposed to the naturenan-profit
organisations and their accounting requirementg/e have also
considered the preparation of their final cacds — receipts and
payments accounts, income and expenditure accoandsthe balance
sheet. However, because of the limitations ofrdoeipts and payments
accounts, income and expenditure accounts arerprdfe

6.0 TUTOR-MARKED ASSIGNMENT

The treasurer of the Inland Football Club gives yibe following
summary of his cash book for the year ended 30, 198

N N

Balance at commencement of Year Salaries and wd§e600

At bank 6,000 Rent and rates 3,800

In hand 1,000 Printing and stationeryl,800
Subscriptions: Affiliation fees 1,200
Supporters 15,00@aptain’s and treasurer’s ex@700
Supporters — 1998 season  2,0R6freshments for visiting teams 6,100
Share of gate takings 32,000 Annual social fund 200,
Annual social 13,400 Equipment purchased 2,600

Balances at close of year:
At bank 19,900

In hand 800
69,700 69,700
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The Secretary also gives you the following inforniomat

30 June 1996 30 June 1997

Amounts due to the club: Supporters’
subscriptions 1,400 1,200
Share of gate takings 7,800 5,300
Re: Annual social fund (deficit) 600 -
Amounts owing by the club:

Rent and rates 1,200 1,400

Printing - 300

Treasurer’s expenses 400 800
Refreshments 1,300 1,200

On 30 June, 1996, the club’s equipment appearethenbooks at
N15,000. It is desired that 20 per cent be writtéinthe book value of
the equipment as it appears on 30 June, 1997.

You are required to:
Prepare the income and expenditure account shothiengesult for the
year ended 30 June, 1997, and the balance shattrad date.

7.0 REFERENCES/FURTHER READINGS

Anao, A.R. (1989)An Introduction to Financial Accountindgbadan:
Longman Nigeria Limited.

Flynn, David et. al. (2000). Fundamental Accounting4™ Edition),
Kenwyn: Juta & Co. Limited.

Wood, Frank (1990Business Accounting(Vol. 2) 5th EditionLondon:
Pitman Publishing.
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MODULE 3

UNIT 1 MANUFACTURING ACCOUNTS
CONTENTS
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3.1.4 Ascertainment of Profit/Loss on Manufacture

4.0 Conclusion

5.0 Summary
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1.0 INTRODUCTION

The final accounts prepared in the previous unagehbeen those for
firms that engage in trading activities (buying asedling) or those for
the non-profit organisations and profit-orientedms as well, whose
functions are limited to rendering services. Thedgo (merchandise)
are valued at the actual cost to the firm, usualtyained from the
supplier’s invoice. However, there are firms whosain activity is in

the manufacture of goods for sale. For these coscen addition to the
trading and profit and loss account, a manufacguaiccount is prepared.

The manufacturing firm transforms basic raw matenato marketable
goods, and during the manufacturing process, @stincurred in order
to complete the products. These end products a@ted at cost to the
firm, usually the aggregate of the manufacturingteo Obviously, at
the end of the accounting period, stock or inventor this kind of
concern will be at various stages of completiorcesimanufacturing is a
continuous process. Three stages of completiomeadentified:

Raw materials (unprocessed and uncompleted stock)
Work-in-progress (partly — completed stock)
Finished goods (completed stock)

The main difference between the trading and peofit loss account of a

manufacturing business and a trading firm is tleedainment of cost of
goods manufactured as against the cost of goodsgsed for reselling.

9%
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In this unit therefore, we shall highlight the atijees of a

manufacturing account. We shall also classifyrti@nufacturing costs
and draw a line of division between them and tha-manufacturing
costs. In addition, we shall discuss the valuatibalosing stock/ work-
in-progress in accordance with the basic principlésstly, we shall
look into the matter of ascertaining profit or logs manufacture to
determine the relative advantage of manufactumsgead of buying the
goods for resale.

2.0 OBJECTIVES
At the end of this unit, you will be able to:

explain the objectives of a manufacturing account

discuss the classification of manufacturing costs

distinguish between manufacturing costs ana-manufacturing
costs

explain the valuation of closing stock ratatito manufacturing
concerns

ascertain the profit or loss on manufacture

prepare a manufacturing account.

3.0 MAIN CONTENT
3.1 Manufacturing Accounts

3.1.1 Objectives of a Manufacturing Account

When a firm engages in manufacture, there ariseq\¢fed to ascertain
the cost of manufacture as a basis for fixing theneual selling price.
This need is met by the manufacturing account, whigc prepared in
such situation in addition to the normal tradingd gorofit and loss
accounts. Therefore the aims of the manufactuactgunt are:

- to disclose the total cost of manufacture;

- to enable the firm to determine the relate#iciency of its
manufacturing activity separate from its trading\aites. This is
achieved by computing the profit or loss arisingonir
manufacture on one hand as distinct from its gelliperations.

SELF ASSESSMENT EXERCISE 1

Explain the objectives of a manufacturing account.
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3.1.2 Classification of Manufacturing Costs

There is an obvious link with the costing recordsduse the costs in the
manufacturing account are involved with productiand the concepts
of the manufacturing account are in fact really tiogs concepts.
Therefore, we shall examine the main elements andiahs of cost as
used in costing.

Manufacturing (or production) costs are the costisuired by a
manufacturer in the process of transforming rawenmat into finished
products, which should be distinguished from nomufiacturing costs
such as administrative and selling/distributionenges.

The classification can be done as follows:
Direct or Prime Cost

- Direct materials
- Direct labour
- Direct expenses

Indirect or Factory/Works Overhead Expenses

By “direct” is meant that the materials, labour agenses involved
can be traced to the particular unit of goods pcedu Factory overhead
expenses consist of all those expenses which dreasdy traceable to
the units being manufactured. Examples includeesay cleaners and
crane drivers, rent and rates of the factory, deatien of plant and

machinery used in the factory and factoryw@o To summarise,
therefore, direct costs and factory overhead makéha manufacturing

or production cost.

However, to ascertain the total costs, which gumndéxing the relevant
selling price, the non-manufacturing costs of adstiative and selling/
distribution expenses, are added to the manufaciwosts.

Administrative expenses include such items as nersmgalaries, legal
and accounting charges, the depreciation of acaoggtmachinery and
secretarial salaries.

Selling and distribution expenses are items suchatssmen’s salaries
and commission, carriage outwards, depreciationdelivery vans,
advertising and display expenses.

In the manufacturing account, the manufaty cost of goods
completed during the accounting period is ascegthinThis means that
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all the elements of the production cost — directemals, direct labour,
direct expenses and factory overhead expenses -eharged to the
manufacturing account. All administrative and isglland distribution
expenses are charged to the profit and loss acco(ou are to note that
the manufacturing account is concerned with pheduction cost of
goods completed in the year irrespective of wherkvetarted on them.
Therefore, semi-finished goods (work-in-progress)sinbe taken into
account.

SELF ASSESSMENT EXERCISE 2

1. Attempt a classification of the production cosith examples.
2. Distinguish between manufacturing and non-mastufang costs.

3.1.3 Valuation of Closing Stock

The inventory of a manufacturing concern may cosgraw materials,
work-in-progress and finished goods at ang dime. It is often
necessary to ascertain accurately the cost at whark-in-progress is
carried over from one period to another.

The basic principle followed in valuing stock isredate to each type of
stock a proportion of the total cost incurred upttie level where the
stock accrues. Thus:

raw materials are valued at the cost of purchds@wier than

current market price);

finished goods are valued as a proportion of thal toost of

production;

semi-finished goods (work-in-progress) are valuegrane cost
only (although debate had it that it mighmve been more
accurate to attribute to them a proportion of factoverhead
once they have received some benefits from thebeect costs).

At this juncture, let us illustrate the preparatioh a manufacturing,
trading and profit and loss account.

Example

The following are extracted from the trial balanoke TEKI LTD, a
manufacturing outfit, in respect of the year endéth September, 1993:
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INE
Orpening stock:
Rew material 12,50C
Work-in-progress 8,60C
Finished gocds 14,80C
Purchase of raw materials 68,20C
Cerriage invards 3,41C
Factory wages 18,39C
Rent of factory 4,80C
Factory general expenses 8,36C
Salaries offactory supervisors 8,74C
Salaries ofsalesmer and offiice staff 22,57C
Rent of office 5,40C
Insurance of factory equipmen 2,84C
Bad debts 96(
Office general expenses 12,93C
Depreciation:
Factory equipmen 16,28C
Office and distribution equipmen 14,88C
Sales less returns 215,00C
Power and lighting (factory) 5,61C
Power and lighting (general) 3,20C
Closing stocks were valued at the following amowattgear end:
Raw materials 14,480
Work-in-progress 1C,25C
Finished gocds 18,39C

Work-in-progress is normally valued in this firm @time cost plus a
portion of factory overheads.

You are required to prepare the manufacturing,iiggdand profit and
loss accounts as at end of year.

9¢



ENT 222

Solution

FINANCIAL ACCOUNTING

TEKI LTD.
MANUFACTURING, TRADING AND PROFIT AND LOSS
ACCOUNT FOR THE YEAR ENDED 30TH SEPTEMBER, 1993

Raw materials:
Opening stock
Purchases
Carriage inwards

Less: Closing stock

Cost of materials consumed
Direct Wages

PRIME COST

Add: Factory overheads
Rent on factory
Supervisors’ salaries
Insurance of equipment
Power and lighting
Factory general expenses
Depreciation of equipment

COST OF PRODUCTION

Add: Opening work-in-progress

Less: Closing work-in-progress

COST OF GOODS COMPLETED

Sales
Finished goods:
Opening stock
Cost of goods completed
Less closing stock
Cost of Goods Sold
GROSS PROFIT

Less: Administrative, Selling and Distribution Exgses
Office and salesmen’s salaries 22,570

Rent on office space
Power and lighting
Office general expenses
Bad debts
Depreciation

NET PROFIT

10C

N N
12,500
68,200
3,410
84,110
14,480
69,630
18,390
88,020
4,800
8,740
2,840
5,610
8,360
16,280 46,630
134,650
8,600
10,250
133,000
215,000
14,800
133,000
18,390
129,410
85,590
5,40C
3,20C
12,93C
96C
14,88C 59,940
N25,65C
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SELF ASSESSMENT EXERCISE 3

Explain the basic principle in valuing closing s¢pand how each type
of closing stock in a manufacturing concern shdidd/alued.

3.1.4 Ascertainment of Profit or Loss on Manufactte

In the last example, we disclosed a composite gposst of N85,590,
which represents what was realised from both marwifilag and selling
operations. When we desire to ascertain #lative advantage of
manufacturing instead of buying the goods for esthle manufacturing
account will have to be restructured so as to désckeparately the gross
profit or loss accruing from manufacturing as vadltrading operations.
The profit or loss on manufacture is ascertainedthan basis of the
opportunity cost principle, that is, by referring what the firm would
have spent in purchasing instead of manufactutieggoods. Thus, if
the total purchase value is more than the cost ariufacture, a gross
profit on manufacture has resulted.

On the other hand, a loss will arise if the manufaeg cost exceeds
purchase cost. Therefore, it requires that firdspp@ods are taken out of
the factory at the estimated market value (purcltast) instead of the
actual cost of production. Thus, the estimatedketavalue is credited
to the manufacturing account and debited to thdingaaccount. A
credit balance represents a gross profit on matwiag while a debit
balance represents a loss. The difference istthesferred to the profit
and loss account as appropriate.

Example

Let us assume the same data as in the previouspéxanbet us also
assume that the firm likes to ascertain tékative efficiency of its
manufacturing operations, and estimates that hadt imanufactured the
goods, it would have purchased the totalum& which it finished
during the period at a cost of N150,000.00.

We are required to prepare the manufacturing, iga@ind profit and

loss accounts of TEKI LTD, showing separately, gnefit or loss on
manufacturing as against selling operations.
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Solution

TEKI LTD.
MANUFACTURING, TRADING AND PROFIT AND LOSS
ACCOUNT FOR THE YEAR ENDED 30TH SEPTEMBER, 1993

N N N

Estimatec merket value of finished gocds 15(C,00C
Rew materials:

Opening stock 12,500

Purchases 68,20C

Cerriage invards 3,41C

84,11C

Less: Closing stock 14,480
Cost of meéterials consumec 69,63C

Direct Wages 18,39C
PRIME COST 88,020
Add: Factory overheads

Rent on factory 4,800

Supervisors’ salaries 8,74C

Insurance of equipmen 2,84C

Power and lighting 5,61C

Factory general expenses  8,36(

Depreciation ofequipmen 16,28C 46,63C
COST OFPRODUCTION 134,65C
Add: Opening work-in-progress 8,60C
Less Closing work-in-progress 1G,25C
COST OF GOODS COMPLETED 133,000
Profit on Manufacturing 17,00C
Sales 215,000
Finished goods:

Opening stock 14,800

Market value of finished goodss0,000

Less closing stock 18,390 146,410
GROSS PROFIT 68,59C
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Less: Administrative, Selling and Distribution Exgses
Office and salesmen’s salari@?,570

Rent on office space 5,400

Power and lighting 3,20C

Office general expenses  12,93C

Bad debts 96(

Depreciation 14,88C 59,94C
Net Profit 8,65C
Add Profit on Manufacture 17,00C
NET PROFIT N25,65C

SELF ASSESSMENT EXERCISE 4

1. How do you ascertain the profit or loss on niacuure?
2. On what basis is the profit or loss m@anufacture ascertained?
Explain the basis.

4.0 CONCLUSION

Apart from the trading and profit and loss accoumtmanufacturing
account is prepared for concerns whose main agtiigt in the
manufacture of goods for sale. The goods, beceosts are incurred
during the manufacturing process, are valued dsdosthe firm. The
major distinguishing factor between the tradingyffprand loss accounts
of a manufacturing business and those of a tgadirm lies in the
ascertainment of cost of goods manufacturedagainst the cost of
goods purchased for resale.

The manufacturing account, thus, aims at discloshey total cost of
manufacture as well as enabling the firm to deteemihe relative
efficiency of manufacturing in place of buying afagls for resale.

5.0 SUMMARY

The manufacturing firm transforms raw material® ifihished goods for
sale. Costs are incurred, during the manufactupiogess, in order to
complete the products. A manufacturing accomsniprepared for a
manufacturing company.

In this unit, we have been able to highlight thejeotives of a
manufacturing account. We have also classitieel manufacturing
costs, and distinguished between them (manufagtuwcsts) and the
non-manufacturing costs such as administrativéingeand distribution
costs. We discussed, in addition, the valuatiothefclosing stock of a
manufacturing concern, emphasising the principkg telates to each
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type of inventory, a proportion of the total casturred up to the level
where the stock accrues.

Finally, we discussed the ascertainment of prafibes on manufacture
relative to purchase of finished goods for resatng the principle of
opportunity cost by considering what the firm wouidve spent in
purchasing in place of manufacturing the goods.

6.0 TUTOR-MARKED ASSIGNMENT

The following is the trial balance of DEDE Manufagnhg Ltd. for the
year ended 30th September, 2005:

Dr. Cr.
N N
Bank 31,000
Debtors 79,000
Prepaid expenses 1,000
Inventory at 1/10/2004:
Raw materials 20,000
Work-in-progress 42,00C
Finished gocds 28,00C
Fixed assets 35(,00C
Creditors 35,00
Lonc term loar 10C,00C
Share capital 30(,00C
Accumtlatec profits, 1/10/200:« 55,00C
Sales 90(,00C
Materials pirchases: Direct 24(,00C
Indirect 5,00C
Labour: Direct 19(,00C
Indirect 33,00C
Othermanufacturing overheads  12C,00C
Selling expenses 10C,00C
Adminisirative expenses 90,00C
Interest paid 1C,00C
Income tax expense 5C,00C
Bad debts 1,00C
1,390,000 1,390,000
The closing inventory balances are:
Raw materials 19,000
Work-in-progress 4C,00C
Finished gocds 3C,00C
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You are required to prepare for DEDE Manufacturing for the year
ended 30th September, 2005:

(1) the manufacturing account;

(i)  the trading and profit and loss account; and
(i)  the balance sheet.

7.0 REFERENCES/FURTHER READINGS

Anao, A.R. (1993)An Introduction to Financial Accountingbadan:
Longman Nigeria Limited.

Flynn, David et. al. (2000). Fundamental Accountingith Edition,
Kenwyn: Juta & Co. Limited.
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London: Pitman Publishing.
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1.0 INTRODUCTION

The whole process of book-keeping revolves arolnedidea that the
records “balance”, that is, every transaction hasedit and a debit, and
the total of the debits equals the total of thalitse In other words, if
there are no errors in the records, the trial lwadamill balance.

When a trial balance does not balance, it showsdirars have been
made in the accounting entries which may be diffiand time-

consuming to trace, especially in a large busirmganisation. The
problem of errors can be solved by having a cordamount for each
ledger that shall act as a check on the accuraghefentries in that
ledger. Most notably of control accounts are tebtdrs and creditors
control accounts. These are ledger accounts wduchmarise a large
number of transactions, and should be fr@enferrors if the trial
balance must agree. Sometimes, a ledger that basteol account is
referred to as a self-balancing ledger.

In this unit, therefore, apart from looking at theeaning of control
account, we shall consider how control accountswartten-up. Also,
we shall explain what advantages control accouat® h And lastly, we
shall go into the treatment of certain items in¢batrol account.
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2.0 OBJECTIVES
At the end of this unit, you will be able to:

explain the meaning of control accounts

discuss how control accounts are written-up

explain the advantages of control accounts

give accounting treatment to certain items in thietiol accounts.

3.0 Main Content
3.1 Control Accounts

3.1.1 Meaning of Control Accounts

A control account is an account which containsgmmary of entries
in the individual accounts in each ledger. Puamother way, a control
or total account is a replica, in summarised fooimthe accounts in the
ledger to which it relates. By logic of extensitimerefore, the balance
on this account, all things being equal, will beiaqgto the total of all

individual balances in the ledger. The principtecontrol accounts can
be applied to all ledgers but it is usually restricto sales ledger and
purchases ledger.

SELF ASSESSMENT EXERCISE 1
What do you understand by a control account?
3.1.2 Writing Control Accounts

From the explanation above, we understand that rdradoaccount

contains the summary of entries in individual acdsu However, the
figures posted to the control account ard obtained from the
individual accounts themselves. For example, ifperés posted to the
debtors’ control account are not obtained from itigividual debtors’

accounts while the figures posted to the creditomitrol account are
not obtained from the individual creditors’ accaint

Instead, the total credit sales, total returns fromstomers, and total
discounts allowed figures posted to the debtorsitrmbd account are
obtained from the sales day book, returnwams day book and
discount allowed column of the 3 — column cash boedpectively.
Similarly, the total credit purchases, total retutn suppliers and total
discount received figures posted to the creditomitrol account are
obtained from the purchases day book, returns adsvday book and
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the discounts received day book of the 3celumn cash book
respectively.

It has to be mentioned that the control accourgsnamoranda records
which implies that the entries in them are not madethe basis of

double entry. The double-entries are the ones nmadbe individual

accounts.

At this point, let us summarise the sources ofahwies posted to the

control accounts:
DEBTORS’ CONTROL ACCOUNT

DebitEntries

Total credit sales

Dishonoured cheques from customers
Interest charged to customers

Bill receivable dishonoured

CreditEntries
and cash received from customers
Discount allowed

Bad debt

Bills receivable accepted by customers
Returns inwards

book

Purchases ledger contras (set-off)

CREDITORS’ CONTROL ACCOUNT

DebitEntries
Cheques and cash paid to suppliers
Discount received

Bills payable accepted in favour of suppliers

Returns outwards
book
Sales ledger contras (set-off)

CreditEntries

Total credit purchases
Dishonoured cheques
Interest charged by suppliers
Bills payable dishonoured

10¢

Source
Sales day book
Cash book
Journal book
Journal book

SourceCheques
Cash book
Discount allowed
column of 3 column-
cash book
Journal book
Journal book
Returns inwards day

Journal book

Source
Cash book
Discount received
column of cash book
Jauhook
Returns outwards day

Journal book

Source
Purchases day book
Cash book
Journal book
Journal book
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SELF ASSESSMENT EXERCISE 2

Discuss how control accounts are written-up. Gpecific examples of
entries and sources.

3.1.3 Advantages of Control Accounts

From our discussions so far, let us higtligine merits of control
accounts as follows:

1. A control account serves as a check on theracguof the entries in
the ledger to which it relates. Thus, contemcounts make it
possible to localise errors to specific ledgershsd precious time is
not wasted checking ledgers which have no errors.

2. Because control accounts are usually put utidecharge of a senior
official, they serve as a check against error aadd by the juniors
who keep the ledgers.

3. For management purposes, the balance on the kalger control
account can be taken to be the total amount owedetditors. This
saves the time and efforts of drawing up the debtand creditors’
schedules, thereby, aid the timely preparation wdftdperiodic
accounts.

SELF ASSESSMENT EXERCISE 3

Discuss the advantages of control accounts.

3.1.4 Accounting treatment of certain items in Cotmol
Accounts

4. Debtors’ Control Account

a. Bills receivable — where bills receivable anitslreceivable
accepted are both given, the later should be useduse the
obligation of the debtor on a bill arises only whean accepts
the bill. However, when only bills receivable isven, it
should be interpreted to mean bills receivable jgieck

b. Bills receivable discounted should be disregdrd When a
bill is discounted, no entry goes to the debtorzaaunt, and
invariably, no entry in respect of that would gahe debtors’
control account.

c. Bills receivable honoured should be disregardélhen a
debtor honours a bill receivable, no entsymade to the

10¢
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debtors’ account, and therefore, no entry need daento the
debtors’ control account.

Bad debt recovered should be ignored unlessdt earlier
been credited to the debtors’ control account ality the
other sums collected from debtors. In that casshauld be
debited to the debtors’ control account.

Provision for bad/doubtful debt and discoutavedble should
be disregarded because they do not affect the idlaimcount
at all. Therefore, no entry need be madeh® debtors’
control account in respect of these provisions.

Cash sales should be disregarded. The entrgafsin sale is to
debit the cash book and credit the sales accouintce Sno
entry is made to the customer’s account, it woutd be
necessary to make any entry to the debtors’ coatrobunt in
respect of cash sales.

5. Creditors’ Control Account

a. Where “bills payable” and “bills payable acesfitare both

Example

11C

given, the latter should be used becauserigig of the
creditor on a bill arises only when the debtor ateehe bill.
However, where only “bills payable” is given, itahld be
interpreted to mean “bills payable accepted”.

Bills payable honoured should be ignored bezausen a bill
payable is honoured, no entry is made te tneditors’
account and, of course, no entry need beemt the
creditors’ control account.

Provision for discount receivable shoulé bisregarded
because it does not affect the creditors’ conttobant.

Cash purchases should be disregarded becauseeléted
entries have nothing to do with either the creditaccount or
the creditors’ control account.
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Maduako, a sole trader, keeps his books so thales sedger control
account and a purchases ledger control accourshangn in his general
ledger and balanced at the end of the month. Fnenfiollowing detalils,
show how these two control accounts will appeatha general ledger
for the month of December, 1997.

At December, 1997: N
Dr. Balances in the sales ledger 13,50C
Dr. Balances in the purchases ledger 41F
Cr. Balances in the sales ledger 30C
Cr. Balances in the purchases ledger 12,00C

For the month of December, 1997:

- Total credit purchases 17,500
- Total credit seles 20,00C
- Salesreturnsand allowances 36C
- Purchase returnsand allowances 20C
- Cash received from trade debtars 7,50C
- Chequesreceived from trade cebtars 15,00C
- Discourts received from creditors 12C
- Payments made ' trade creditors 16,40C
- Discourts allowed to trade cebtars 36C
- Bad debts written-off 50
- Provision for doubful debts 20C
- Bill s of exchangeacceptec by trade debtars

of Maduako 4,30C
- Sales leder credit balances fransferred to

Purchases ledger 80
- Cash purchases 3,00C
- Dishonotred bills payable 13C
- Dishonotred bills receivakble 15C
- Cr. Balances in the sales ledger 19t
- Dr. Balances in the purchases ledger 18C

Solution
Sales Ledger Control Account
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Dr. Cr.
N N
Balance b/c 13,50C Balance b/c 30C
Sales 2C,00C Salesreturnsand
allowances 36C
Purchases ledger conirol 8C Cash 7,50C
Bills receivable dishonowred 15C Bank 15,00C
Balance c/d 19& Discourts allowed 36C
Bad debts 5C
Bills receivable 4,30C
Balance c/d 6,05E
33,925 33,925
Balance b/c 6,05E Balance b/c 19t
Purchases Ledger Control Account
Dr. Cr.
N
Balance b/d 415 Balance b/d 12,000
Purchases returns and alls 200 Purchases 17,500
Discount received 120 Sales ledger control 80
Bank 16,400 Bills payable
dishonoured 130
Bills payable 6,600 Balance c/d 180
Balance c/d 6,155
29,890 29,890
Balance b/d 180 Balance b/d 6.155

SELF ASSESSMENT EXERCISE 4

Explain the accounting treatment of the followitgms in the control

accounts:

Bills receivable discounted
Bills receivable honoured
Cash sales

Bills payable accepted

Provision for discount receivable

Cash purchases
Total credit sales
Provision for doubtful debts

Discounts received from creditors
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4.0 CONCLUSION

Having a control account for each ledger that actaacheck on the
accuracy of the entries in that ledger is a surg t@asolve problems
which arise from wrong entries. The notable aalnéiccounts are the
debtors and creditors control accounts. A mdnaccount has the
advantage of serving as a check on the accuradiieoentries in the
ledger to which it relates.

5.0 SUMMARY

We have seen the control (or total) account asvameh contains the
summary of entries in the individual accounts iclekedger. We have
also observed that the figures posted to the cbairoounts are not
obtained from the individual accounts themselves.

Mention was made that the control accounts are mamd@ records
which means that the entries in them are not madthe double-entry
principle. We have also considered the variagwvantages which
control accounts can offer as well as the accogrtieatment given to
certain items in the control accounts.

6.0 TUTOR-MARKED ASSIGNMENT

1. (@) Explain the concept of control account.
(b)  What advantages dc conirol accounts dfer?

2. Enter the following amounts in the purchasegéedontrol and
sales ledger control accounts in the general ledged obtain
balances at the end of the period:

N
1st Jan. Purchases ledger control balances 8,650
Sales leder control balances 12,39C
Summary of transactions during the period:
Purchases journal total 43,270
Salesjournal total 72,68C
Salesreturnsjournal total 1,460
Purchases returns journal total 1,32C
Cash rebate given 24C
Cash and cheques received from debtars 69,35C
Cash and cheques faid to creditors 45,19C
Discourts allowed 15C
Discourts received 17C
Bad debts written-off 49C
Dishonotred cheque received 2,30C
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1.0 INTRODUCTION

In our earlier discussions on the “Financial Staets’, we concluded
that while the Profit and Loss account measuregldue of value in and
out of the business highlighting the net profitlass, the balance sheet
gives a static picture of the supposed financialitpm of the company.
None of these two statements deals with liquiditgat is, the ability of
the firm to meet its maturing obligations.

The Profit and Loss Account cannot measure thisweee it is prepared
on accrual basis. Therefore, the net ‘profit’ lmss’ cannot be equated
with the extent of growth or decline in the cashewen working capital
position. To address this mater of liquidity, thends Flow Statement”
or “The Statement of Sources and Application of d=inis usually
prepared. This will be the focus of this unit — tt@ncept of funds,
relevance of funds flow statement, flow of fundsibusiness, preparing
a funds flow statement.

2.0 OBJECTIVES
At the end of this unit, you will be able to:

explain the concept of funds

discuss the relevance of funds flow statement
explain the flow of funds in a business
prepare a funds flow statement.
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3.0 MAIN CONTENT
3.1 Funds Flow Statement

3.1.1 The Concept of Funds

The term “funds” may be defined as the financiaorgces possessed
by a firm and which flows from transactionsncluded with third

parties. Therefore, “funds” may be identified be total value that is

available to an entity for the pursuit of its olijees.

Funds are represented by cash in the most liquid,fout since all other
forms of assets have the ultimate possibility oingeconverted into
cash, they represent part of the total funds oftbiginess. The total
funds of a business firm are, therefore, the toalle of the assets
employed by the firm.

However, in the measurement of liquidity, interesiuld be in the more
liquid forms of fund like cash or near cash, cutrassets (or working
capital).

3.1.2 Relevance of Funds Flow Statement

The funds flow statement is a requirement of thenGanies and Allied
Matters Decree of 1990. It attempts to show hosvftinds available to
the firm has been managed during the outgoing gevndat new funds
were generated and how these funds were, togetitertie existing
ones, utilised (Sources and Applications).

The statement supplies the users of financial rskatés with useful and
relevant information. For example, answers toftl®wing questions
may be obtained from this statement:

Was sufficient cash generated from operations tp tha interest
charges, dividend and taxation?

How was expansion funded?

Is the company a net generator or user of cash?

Does the company generate sufficient cash fronopsrations to
maintain its present operating capacity?

SELF ASSESSMENT EXERCISE 1

Assess the relevance of the funds flow statement.

11¢
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3.1.3 Flow of Funds in a Business

A business operation comprises a continuous flovuieds in and out of
the firm. At the start, funds are received frome thwners of business
and long-term creditors such as debentures ordtask holders. Funds
flow out when fixed assets are acquired. Subsgfydunds flow in
and out of the firm as it buys and sells its war@e following figure
shows sources and application of business funds:

Capital
Introduced

Acquisition of
/ Fixed Assets

Proceeds from ‘ ' Purchase
of Stock

asset disposal

The
Retained Earnings | ’ E'rmds :
and Provisions unds > Credit

Extended

Loans ——P»
L » f—— P Investments outside

the Business

Trade Credit |

SOURCESANDAPPLICATIONOFBUSINESSFUNDS

3.1.4 Preparing a Funds Flow Statement

Interest in liquidity is because of the impoce of cash for the
continued existence of the business organisatiolvgscy). A certain

minimum amount of cash is required for the contthogperation of the

business and for meeting the normal obligationseltas extraordinary
items as they fall due.

Basically, there are two ways of preparing a fuihgls statement:

- Cash basis (funds in the most liquid state)
- Working capital basis (cash plus all near-liquideds)

Whichever basis is adopted, however, the basictsire of the report is
the same. The approach is to take the balancesshespared as at two
dates and determine, by comparing the individuem# appearing
therein, which items have generated funds wahith have applied
funds. The sources and applications would thesumemed separately,
the difference in the totals would represent thet ‘thange” in the cash
or working capital position.
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The basic principle for determining sources andliegion of funds
from two balance sheets can be stated as follows:

an increase in an asset is an application whilkecaegse is a source;
an increase in a liability is a source whih decrease is an
application.

The usual “sources” and “applications” may be sumed:

SIN Sources SIN Applications
1. | Piofit for the year 1. Acquisition of fixed assets
2. | Depreciation and other2. New investments outside t
write-offs not associated business
with  immediate  cash
outlay
3. Increase in liabiliti es 3. Increase in assets
4, Decrease in fixed assets 4, Decreese in liabiliti es
5. New capital injections 5. Redemption ofcapital
An Example
Boyus Company Ltd.
Balance Sheet as at 31 December, 2006
2005 2006 2005 2006
Equity Fixed Assets
(net)
Issied cepital 200,00( 300,00 Land & Building 60,000 83,00(
Capital reserve - 23,00( Plant & Machinery 160,00( 240,00(
General reserve  50,00( 60,00( Motor Vehicles 40,000 40,00(
Profit and Loss 18,00( 42,00( 268,00( 425,00(
260,00( 363,00(
10% Mortgage loan 100,000 80,000
Current Liabilities Current Assets
Creditors 60,000 45,000 Work-in-progress 46,000 67,000
Bank overdraft ~ 26,00( 52,00( Stock 70,000 90,00(
Dividend payable 20,00( 30,00( Debtars 80,000 110,00(
Taxation 12,00( 18,00( Bank cest 30,00( 20,00(
118,00  145,00( 226,00( 287,00(
486,000  650,00( 486,00( 650,00

11¢
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1. The net profit for the year amounting te820O00 was

appropriated as follows:

Transfer to general reserve
Provision for the year’s taxation
Provision for the year’s dividend

Retained

N
10,000
18,000
30,000
24,000
82,000

2. The taxation and dividend provisions broughiviand from 2005
were paid during the year.
3. Additional capital o&4400,000 was obtained during the year by

the issue of new shares.

4. Land and buildings were revalued during tear and this
resulted in a surplus 6£28,000 which was taken to capital
reserves.

5. The increase in plant and machinery during thar yesulted as
follows — depreciatior=R0,000, additions-N00,000.

6. Motor vehicles amounting te-19,000 at net book value were

sold during the year for the same amount. prBa&ation
amounting teM0,000 was also written off.

Prepare a funds flow statement for 2006 on casis.bas

Solution:

Fixed Assets:
Lands and buildings
Plant anc mactinery
Motor vehicles

Current Assets:
Work in progress
Stock

Deltors

Bank cast

Total Asstets

Equity:

Issued share capital
Carital reserve
General resave
Profit anc los:

10% Mcrtgage loar

11¢

Boyus Company Ltd.
Balance Sheet as at 31 December, 2006

2005 2006
N N
60,00C 83,00C
16€,00C 24(,00(
40,00C 40,00C
46,000 67,000
70,00C 90,00C
80,00C 11€,00C
30,000 20,00C
48€,000 65C,00(
200,000 300,000
- 23,00C
50,00C 60,00C
18,00C 42,00C
10€,00C 80,00C

Sources  Applications
N N

23,00C
8C,00C

21,000

2C,00C

3C,00C
1G,00C

100,000
23,00C
1G,00C
24,00C
2C,00C
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Current Liabilities:

Crecitors 6C,000 45,00C

Bank overdraft 26,00C 52,00C 26,00C

Dividenc payakle 2C,00C 30,00C 10,00C

Total sources/applications 209,000 209,000

Change in cash position:

BOYUS Co. Ltd.
Funds Flow Statement 31 December, 2006

N N

Sources of Funds:
Net profit for the year 82,000
AddDepreciation:

Motor vehicles 10,000

Plant and machinery 20,000 30,000
Sale of fixed assets 10,000
Decrease in working capital;

Bank overdraft (increase) 26,000
Increase in equity:

Issue of shares 100,000

Revaluation surplus on land and

buildings 23,000 123,000

271,000

Application of Funds:
Fixed Assets:
Land and buildings (revaluation) 23,000
Plant and machinery acquired 100,000
Motor vehicles purchased 20,000 143,000

Repayment of mortgage loan
Increase in working capital:
Work in progress (increase) 21,000

Stock (increase) 20,000

Debtors (increase) 30,000

Creditors (decrease) 15,000 86,000
Payments:

Taxation 12,000

Dividend paid 20,000 32,000

281,000

Excess of applications over sources 10,000
Movement in cash

Balance as at 31/12/2005 30,000

Balance as at 31/12/200¢ 20,00C
Net decrease 10,00C

From the above example, while BOYUS earned a nditpf N82,000
during the year, the cash position declinedi@ 00, but the company
would be relieved to learn from the funds flow staént that the profit

12C
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had helped to pay for increase in stock and debtdride additional
funds had been obtained from shareholders to paghéacquisition of
additional fixed assets.

SELF ASSESSMENT EXERCISE 2

What specific purpose is fulfilled by the prepavatiof a funds flow
statement along with the other financial reports?

4.0 CONCLUSION

Funds flow statement addresses the matter of liguid ability of the
firm to meet its maturing obligations — which infeation is hard to find
in the presented Profit and Loss Account and tHariga Sheet. Funds
flow statement could be prepared either on casls lmaon the basis of
working capital. It guards against overtradifg point of acute
illiquidity) or maintaining a high cash balance tthmay threaten the
future profitability of the business.

5.0 SUMMARY

In this unit, we have considered the preparatiofunils flow statement
or the Statement of Source and Application of Fundsrder to address
the liquidity information deficiencies of the Prioéind Loss Account and
the Balance Sheet. The statement assists compangtske a balance
between liquidity and profitability relative to theisiness operations.

6.0 TUTOR-MARKED ASSIGNMENT
From the example of BOYUS COMPANY LTD above, preparFunds

Flow Statement for the year, 2006 on the basis aking capital, and
comment on the statement.

7.0 REFERENCES/FURTHER READINGS

Anao, A.R. (1989)An Introduction to Financial Accountingbadan:
Longman Nigeria Limited.

Flynn, David, et al. (2000). Fundamental Accountingi4th Edition).
Kenwyn: Juta and Co. Ltd.
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1.0 INTRODUCTION

In Unit 2, we considered the financial statementerg we discussed
the objectives and structure of the basic finanogglorts such as the
Trading and Profit and Loss accounts, and théaie Sheet. We
established that these reports assist the managamemther interested
users like the investors, analysts, creditorsake tappropriate financial
decisions.

Therefore, financial statements are prepared nanand in themselves
but in order that users can make decisions. Todrg useful in this
regard, financial statements need to be analysddra@rpreted, so that
the relationships between different parts of thports will be more
clearly seen.

In the analysis of financial statements, we haveetmognise that the
different users of financial information hawfferent needs, for
example:

1. Management needs information for control oft€and improved
profitability;
2. Lenders need information for borrowing and @rpdrposes;
3. Shareholders and investment analysts requiandial information
to make investment decisions — buying and sellinghares, etc.

Bearing in mind that the relevance of financial lgsis cannot be
overemphasised, this unit will attempt to answee tfollowing
questions:

1. What is the usefulness of financial analysis?
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2. What are the ways in which accounting repaoais loe analysed and
made more meaningful to the users?

As managers and would-be managers, we need to hdequate
information to be guided or aided in taking apprager financial
decisions.

2.0 OBJECTIVES
At the end of this unit, you will be able to:

discuss the usefulness of financial analysis
discuss the various ways of analysing financiakestents.

3.0 MAIN CONTENT
3.1 Introducing Analysis of Financial Statements

3.1.1 Usefulness of Financial Analysis

Financial analysis may be simply defined as knowirlgat to look for
and how to interpret it. The information gathel®dcalculating ratios
will allow comparisons with:

the performance of the business in previous years;
the budgeted or planned performance in the cuyesat
the performance of similar businesses.

More specifically, financial analysis will be usefio the users in the
light of the following:

Since the shareholders and potential sharehold#érbeavinterested
in its profitability, it will aid them in measurinthe returns on their
investment in equity;

It will also aid the shareholders to establish fihancial stability of
the company in order to assess the risk attachéioinvestment;
Financial analysis will aid the suppliers of shiatm credit (bank
overdraft or supply of goods on credit) to assésesability of the
company to pay its debt promptly;

Suppliers of long-term credit (such as mortgage dsorand
debentures) will be better guided in assessingctimpany’s ability
to meet its annual interest obligations as welitasbility to repay
the debt;

12¢
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Management is assisted in taking decisions thatenfak efficient
and effective operations in order to maximise thealih of the
shareholders and ensure continued operations.

Apart from the ratios, it is essential that thddwing factors about the
organisation’s environment should be analysed:

- Markets in which the concern functions;
- General economic conditions;
- Size of business in relation to competitors.

SELF ASSESSMENT EXERCISE 1

How useful is the analysis of financial statements?
3.1.2 Various Ways of Financial Analysis

The various ways of financial analysis are:

Trend analysis
Percentage analysis
Ratio analysis

3.1.2.1 Trend Analysis

One of the easiest ways of making accounting in&tion more
meaningful is to build up a trend with them, whitieans developing a
time series analysis of important accounting facttor a number of
years. It is easy to see whether over time thepemwy has done better
or worse if the major highlights of the financigatements (relative to
funds employed, employment of funds and turnoveffyrare compiled
for three, four or five years.

This type of analysis is a legal requiremédat firms presenting
corporate accounts and is essentially an inteedecomparison of the
results of one firm. Although trend analysss useful, it also has
limitations. Majorly, in concentrating only on ofiem, it fails to meet
the requirement of most users of accounting inféionato be able to
compare their potential well-being as a result mfesting in two or
more alternative companies.

3.1.2.2 Percentage Analysis

The limitations of the trend analysis calls for tmee of other ways of
analysis to supplement them. In percentagelysisa the items
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appearing in the Trading, Profit and Loss Accoumd 8alance Sheet
are expressed as percentage of total sales ahddstds respectively.

If this is done for several years, the changedérelative proportions
of total sales or total assets contributed, or aeted for, by individual
items from your to year can be highlighted. Thuse would not only
see a trend but also even isolate the items onhwdecformance appears
to have improved or deteriorated. This can beulsedl of control since
performance could be optimised if efforts were tloamcentrated on
remedying those items in which things seem to heggarong. The
direction of future changes could also be deteetdy, rationalised or
influenced.

3.2.2 Ratio Analysis

Undoubtedly, ratio analysis is the most popular af analytical
techniques. It may be defined as the selectiotwofline items which
have a meaningful relationship and expressing thkitionship as a
ratio.

In ratio analysis, the principle of factor relatstiip covers a wide range
of items which could be of possible interest to therent users of
accounting information. Thus, ratio analysis yseftercentage or other
coefficients of the relationships between d@mwp accounting factors
once some closeness is exhibited by the two factéos example, profit
may be related to turnover or equity funds or tdtag-term funds
(capital employed);_turnovemay be related to inventory or trade
debtors;_fixed assetsiay be related to long-term funds; current assets
related to current liabilities, etc. This will Ieeated in details in Unit
15.

SELF ASSESSMENT EXERCISE 2

Discuss the Trend Analysis relative to its mearang limitations.

4.0 CONCLUSION

Financial statements need to be analysed and ratetpfor them to be
useful in taking financial decisions. The trendyge@tage and ratio

analyses can be employed although they have trsmfulmess and
limitations.
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5.0 SUMMARY

In this unit, we have been able to introduce thelyamis of financial
statements. So far, we have attempted to igoanswers to the
following questions:

What is the usefulness of financial analysis?
What are the ways in which accounting reports camimalysed and
made more meaningful to the users?

6.0 TUTOR-MARKED ASSIGNMENT

1. How would you develop a percentage anslysi accounting
evaluation?
2. What advantages, if any, would such analysiel@axer a trend

statement compiled on the basis of absolute values?
7.0 REFERENCES/FURTHER READINGS

ACCA (2003). Preparing Financial StatementsMiddlesex: A. T.
Foulks Lynch Ltd.

Anao, A.R. (1993)An Introduction to Financial Accountingbadan:
Longman Nigeria Limited.

Flynn, David et. al. (2000). Fundamental Accountingdth Edition),
Kenwyn: Juta & Co. Limited.
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1.0 INTRODUCTION

In this unit, we shall move further in our consatesn of the analysis of
financial statements by treating “Ratio Analysis”great details since it
appears to be most popular and result yield tecienad analysis.

2.0 OBJECTIVES

At the end of this unit, you will be able to demwate the use of ratios
in the analysis of financial statements.

3.0 MAIN CONTENT
3.1 Analysis of Financial Statements I

3.1.1 Ratio Analysis

Ratio analysis attempts to determine some notionthef standard
relationship which ought to exist between any tvaxtdrs, and to
interpret the specific relationship in anyone famterms of the extent
to which the firm attains to that standardhe attainment of that
standard would be interpreted as good performandealthy financial
condition or otherwise.

The following considerations, therefore, can be enadthe analysis of
ratio:

If a ratio has been computed over a number of perods, does it
show a worsening or an improving situation?

Can the ratio be compared to an objective standard&t is, can it
be compared with an ‘ideal’ ratio?
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Do all the ratios when taken together support theclusions drawn
from each individual ratio?

Ratios can be classified variously, but we shadpadhe following:
Profitability Ratios

I Gross profit and net profit margin

i Returns on assets managed

ii Returns on capital employed (ROCE)

v Returns on equity (ROE)
Liquidity Ratios

I Current ratio
i. Quick (or acid test) ratio

Leverage Ratios

I Debt ratio

il. Capital gearing

lii.  Times interest covered
Activity Ratios

I Total assets turnover

i. Stock turnover

li.  Sales to debtors

iv.  Average collection period
Investment Ratios

I Earnings yield

ii. Dividend vyield

iii.  Price —earning multiple

We shall explain all the ratios with examples:

1. GrossProfitandNetProfitmargin

The grossprofitnargin is the ratio of gross profit to sales whiie net
profit margin is the ratio of net profit to sales. Thenier seeks to
highlight the aggregate impact of the firm’s magk-or pricing policy,
and the latter aims to evaluate the overall efficieof the firm in its
buying and selling operations. They are calculatbllows:
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a. Gross profit margin = Grossprofit

Sales
b. Net profit margin = Netprofit
Sales
2. ReturnonAssetsManaged(ROAM)
ROAM = Netprofitbeforeinterest
Total sales

Here, profit is seen as a function of the sizeotdltassets at the disposal
of management for operating the business. A largeunt of assets is
expected to generate more profits than a smallem of assets.

3. ReturnonCapitalEmployed

ROCE

Netprofit+Interestonlong-termloan
Total long-term funds

Capital employed means all the long-term fundsstee in the business
— equity (share capital, reserves, profit balanpegference capital and
debentures or loan stock.

4. ReturnonEquity = Netprofitaftertax
ROE Total equity funds

The equity funds in a business represent the babkevof the total
investment by the shareholders. The net profitrat®, on the other
hand, represents to the shareholders, the totplusugenerated by their
investment. For equity holders, the efficiency witiich their funds
are employed is reflected by the ratio of net prafier tax to the total
equity funds.

5. CurrentRatip = Currentassets
CR Current liabilities

Current ratio is a relationship between total asaeat total liabilities. It
is also a relationship between funds due and fomdsd. It indicates the
ability of the firm to meet its short-term obligatis as at when due. A
low ratio indicates the inability of a firm to pag bills as at when due.
A high ratio, on the other hand, may indicate anessive amount of
current assets and the inability of managementfextavely utilize the
firm’s resources. Depending on the business ofithe a ratio of 2:1 is
recommended.
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6. Quick(orAcidtest)Ratio= Totalcurrentassets—Inventory
QR Total current liabilities

This is a more stringent measure of a firm’s ligyigosition because
the least liquid current assets (inventory) is edel in the computation.
A lower quick ratio is an indication of the inabjliof the firm to meet

its short-term obligations while a higher ratio negents ineffectiveness
in the management of the firm’s resources. A ratid:1 is normal.

7. DebtRatio = Totaldebts
Debt Retio Total assets

This ratio measures the proportion of the firm'&tassets that are paid
for by debt. Long-term lenders use this ratio tseas the extent to
which their funds are exposed to risk. A debtorati 50% would imply
that creditors have financed half of the assew, this can be the limit to
which lenders would be prepared to lend money ® fttm without
charging a risk premium.

8. CapitalGearingRatie- Long term loan: Total Equity funds
CGR

This ratio helps to measure the degree of financigk, Generally,
equity holders gear their investment in the busindkat is, employ
long-term loans to support their own funds.

A gearing of 1:1 means that long-term lenders haevided one naira
for every one naira equity funds.

9. TimeslinterestCovered Netprofit+Interest
TIC Interest

This means the number of times that the total @steburden is covered
by the total net profit before interest and taxd@sis ratio measures the
likelihood of default in interest payment. A higdttio is an evidence of
financial strength and is preferred.

10. TotalAssetsTurnover = Sales
TAT Total assets

This is a ratio of sales to total assets. The brmof times that total
sales are turned over is a measure of the effesissin the use of the
firm’s assets. A high turnover is a measure otess.

11. StockTurnover = CostofSales
ST Average stock
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This is the ratio of cost of sales to average stock

12. SalestoDebtors = Sales
Sales tc Debtors Debtors

This ratio measures the extent to which the cremlgs policy may have
contributed to the total sales of the firm. A Hhigale-to-debtors ratio
suggests an effective credit control policy.

13. AverageCollectionPeriod = Debtors
ACP days Average sales per day

Here, average sales per day are the year’s turmvieled by 360 days.
This ratio measures the effectiveness of fine's credit control
function. A preferred ratio should represent alEmaumber of days’
sales.

14. EarningsYield = Earningspersharex 100
EY Market price of share 1
Where EPS = Netprofitaftertax
Number of shares

outstanding

This ratio iIs a measure of the companyBciehcy in the use of
shareholders’ capital.

15 DividendYield = Dividendpershare
DY Market price of share
Where DPS = Dividendfortheyear

No. of shares outstanding

Dividend is significant to shareholders becausds the portion of total
earnings which they actually receive, the aimer being retained
within the business. It is believed that DYfRovides a realistic
alternative to Earnings Yield as basis for comgatime potential return
from alternative investments.

16. Price—EarningsMultiple Marketpricepershare
P—-EM Earnings per share

This ratio is the mechanism through which a certaieasure of
standardisation or equilibrium is introduced amding prices of shares
of similar risk-return characteristics.
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Example
Below are the financial statements of UJAH Trad@gnpany Limited.

You are required to compute the financial ratiabutate and compare
them. Assume that the shares in question have anabmalue of

N1.00 each and that the shares are currently quotdte stock market
at a price of N1.50. The same share was soldpaica of N1.45 just
after the accounts were published the previous. year

UJAH Trading Company Limited
Trading and Profit and Loss Account for the Year Erded 31
December, 1996

1996 1995
NOOC NOOC NOOC NOOC
Sales 1,84C 1,444
Less cost of sales:
Opening stock 11€ 9C
Purchases 1,38¢ 1,061
Warehoisesexps _ 64 _ 48
1,56¢ 1,19¢
Closing stock 157 _11€
1411 1,08¢
Gross profit 429
361
Less expenses:
Salaries and
Expenses on selling 78 72
Salariesand wages 56 5C
Rent and rates 25 24
B & D debts 6 8
Depreciation 44 32
Interest on Mortgage
Loan 8 1C
Power and lighting 17 15
General expenses 72 61
Directors’ fees 34 24
Audit fees 4 347 7 30z
Net profit 82 58
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Appropriations
Provision for taxation 18 12
Transfer to general reserves 1C 8
Dividenc payable 3C 20
58 40
Retained in the profit and loss account 24 18
Balance Sheet as at 31 December, 1996
Fixed Assets (less depreciation)
Land and buildings 83 60
Plant and mechinery 24C 16C
Motor vehicles 40 40
Total fixed assets 362 26C
Current Assets
Work in progress 67 46
Stock (finished goocs) aC 70
Debtars (less doubful debts) 11C 80
Bank cash 20 3C
281 22¢€
Less:
Current Liabilities
Creditors 45 60
Bank overdraft 52 26
Dividenc payable 3C 20
Taxation 18 12
14z 11¢
Net working cepital 142 10¢€
Net assets 50¢& 36¢&
Financed by equity funds:
Issued / paid up capital 300 200
Cepital reserves 23 -
General reserves 60 5C
Profit and loss 42 18
42¢ 26€
1C per cent meortgage loa 80 10C
50¢ 36¢
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(1) ProfitabilityRatios:

(a) Gross profit margin = Grossprofit
Sales
1996 = 429,000 = 23.3%
1,840,00C
1995 = 361,000 = 25.0%
1,444,000
(b) Net profit margin = Netprofit
Sales
1996 = 82,000 = 4.5%
1,840,00C
1995 = 58,000 = 4.0%
1,444,00C

This ratio can also be computed with the net padteer tax figure.

(c) Return on assets managed = Netprofitbeforaaster
Total assets

1996 = 82,000+8,000
363,000 + 287,000

= 90,000 = 13.8%
65(,00C

1995 = 58,000+10,000
260,000 + 226,000

= 68,000 = 14.0%
48¢€,00C

a. In the absence of information about the intecest paid on bank
overdraft, the item is excluded from this compuatati

(d) Return on capital employed=Netprofit+interesboiy-termloan
Total long-term funds

1996

82,000+8,000 = 17.8%
50%,00C
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1995 = 58,000+10,000 = 18.5%
368,000

(e) Return on equity = Netprofitaftertax
Total equity funds

1996 = 82,000-18,000 = 15%
425,000
1995 = 58,000-12,000 = 17.2%
268,000
(2) LiquidityRatios :
(a) Current Ratio = currentassets
current liabilities
1996 = 287,000 = 1.98:1
14£,00C
1995 = 226,000 = 1.91:1
11€,00C

currentassets—stocks
current liabilities

(b) Quick asset ratio

1996 = 287,000-67,000-90,000
145,000

= 130,000 = 09:1
145,00

1995 = 226,000—-46,000—-70,000
118,000

= 110,000 = 0.93:1
118,000

(3) LeverageRatios

(a) Debt Ratio = totaldebts
total assets
or
currentliabilities+long-termloan
total assets

13t
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1996

1995

(b) Capital gearing ratio=

1996

1995

(c) Times interest covered =

1996

1995 =

(4) ActivityRatios:

(a) Total asset turnover

1996

1995

(b) Stock turnover

1996 =

FINANCIAL ACCOUNTING

145,000+80,000 = 34.6%
650,000
118,000+100,000 = 37.2%

586,000

long-term loan : taeglity funds

80,000: 425,000 0.20:1

100,000: 268,000

0.37:1

netprofit+interest
interest

82,000+8000
8,000

90,000 11.25 times

8,00C

58,000+10000
10,000

6.8 times

= sales
total assets

1,840,000
650,00C

2.83 times

1,444,000 2.97 times

486,00C

costofsales
average stock

1,411,000

116,000+157,000

13¢
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1,411,000
13€,50C

1995

FINANCIAL ACCOUNTING

10.3 times

1,083,000

90,000+116,000

2

1,083,000
10¢5,00C

(c) Sales to debtors

1996

1,840,000
110,00C

1995

1,444,000
80,00C

(d) Average collection period

1996

1995

(5) InvestmentRatios

(a) Earnings yield

10.5 times

sales

debtors

16.7 times

18 times

debtors
average sales per day

22 days

21 days

earningspershare 100

where earnings per share (EPS)

1996 EFS

64,00C

market price of share 1

netprofitaftert
number of shares outstanding
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300,000
Earnings yield = 21.3kx 100%
N1.50
= 14.2%

1995: EPS = 40,000 = 20 k
200,000

Earningsyield = _20kx 100%
N1.45

= 13.8%

(b) Dividend vyield = dividendpersharmarket
price of share

where dividend gr share = dividendfortheyear
number of shares

outstanding

1996 Dividend per share = 30,000 10k

300,000

10k x 100%
N1.50

Earnings yield

= 6.7%

1995 Dividend per share = 20,000 10k

200,000

10k x 100%
N1.45

Earnings yield

= 7%

marketpricepershare
earnings per share

(c) Price earnings multiple

1996 = N1.50 = 7 times
21.3k

1995 = N1.45 = 7.25 times
20k

13¢
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Summary of Financial Ratios
Computed from the Accounts of UJAH Trading Company

Limited
1996 1995
1. (@) Gross profit margin 23.3% 25%
(b)  Net profit margin 4.5% 4.0%
(c)  Return on assets managed 13.8% 14%
(d)  Return on capital employed 17.8% 18.5%
(e)  Returnonequity 15% 17%
2. (@) Current ratio 1.98:1 191:1
(b)  Quick asset ratio 09:1 0.93:1
3. (@) Debtratio 34.6% 37.2%
(b)  Capital gearing 0.2:1 0.37: 1
(c) Times interest covered 11.25 times 6.8 times
4. (&) Total assets turnover 2.83 times 2.97 times
(b)  Stock turnover 10.3 times 10.5times
(c) Sales to debtors 16.7 times 18 times

(d)  Average collection period 22 days 21 days

5. (@) Earnings yield 14.2% 13.8%
(b)  Dividenc yield 6.7% 7%
(c) Price earnings multiple 7 times 7.25 times

SELF ASSESSMENT EXERCISE
1. Differentiate between Return on equity and Bgyield ratios.

2. Name two each of the following ratios, stateirttiermula for
computation and explain what they measure:

(@)  Activity ratios

(b)  Leverage ratios

(c)  Profitability ratios

(d)  Liquidity ratios
4.0 CONCLUSION

Since financial statements are prepared in ordatr @lsers can make
decisions, they have to be analysed and interpisieithat they can be

13¢
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useful in this regard. Ratio analysis appearsetdhe most popular of
all analytical tools. It selects two accougtiitems which have a
meaningful relationship and expresses that relshipnas a ratio. Ratio
analysis is used to assess the overall performaifnte firm.

5.0 SUMMARY

In this unit, we have dealt with ratio analysisemdively because of its
relevance.

6.0 TUTOR-MARKED ASSIGNMENT

The balance sheets and income statements of twqgoatues are
presented below. Both companies are in the saduesiry.

BALANCE SHEET AS AT 28 FEBRUARY 2002

KOLA MEDE
LTD. LTD.
N N

ASSETS
Non-current assets
Fixed assets at carrying value 469,200 523,200
Current Assets 234,600 130,800
Cash and cash equivalents 31.730 5.450
Trade and other debtors 62,11C 43,60C
Inventory 14(,76C 81,750
Total Assets 703,800 654,000
EQUITY AND LIABILITIES
Capital and reserves 481,751 390,438
Issued capital 445,740 218,000
Accumulated profit 36,011 172,438
Non-current liabilities
10% debentures 117,300 218,000
Current liabilities 104,749 45,562
Trade and other creditors 67.096 18.748
Income tax payable 37,653 26,814
Total equity and liabilities 703,800 654,000

14C
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INCOME STATEMENTS FOR THE YEAR ENDED 28
FEBRUARY 2002

Revenue 504,390 327,000
Cost of sales 32€,44C 152,60C
Gross frofit 17E£,95C 174,40C
Selling and adminisirative expenses 38,70¢ 63,22C
Net operating pr ofit 137,241 111,18C
Intere<t 11,73C 21,80C
Net profit before taxation 125,511 89,38C
Taxation 37,652 26,814
Net profit for the period 87,858 62,56€

You are required to:
On the basis of the information supplied, which comany is:

(1) More profitable?

(2)  More liquid?

(3) More efficient?

(4) More secure in respect of long-term solvency?

Use financial ratios, as appropriate, in your asigly Assume that the
balances on the asset and equity accounts at Hreeyel approximate

the average balances during the period and thataddks are on credit.
Show your workings.
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