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3. Questions in all sections should be answered in answer booklet(s) 
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6. Write on both sides of each leaf and indicate number of each question at the top of each page.
7. Write the answers in a paragraph form unless stated otherwise. 
8. Marks allocated to each question are shown at the end of the question. 
9. All rough work must be done on the answer booklet and crossed through!
10. Use supplementary pages only when you have exhausted those in this book
11. Fasten the supplementary pages to the inside back cover of this booklet
 QUESTION ONE (Compulsory)
Case Study
Financial Reporting Gaps

Willy-Wickey Ltd. is a leading manufacturing company in the country. The enterprise has been grappling with various financial accounting challenges leading to its acquisition of X Company to supplement its financial accounting Department strengths. The firm’s auditors have been issuing qualified opinion reports often besides occasionally issuing Disclaimar of opinion reports. Last year, the Chief Finance Officer (CFO) was dismissed for fabrication of accounting records, misrepresentation of inventory balances and related party transactions. The majority shareholders are contemplating selling off part of their stake as they adopt the wait-and-see attitude. 

The firm has contingent liabilities besides leases which are due for renewal. One of the clients of the company has sued the company for breach of contract and the courts are likely to rule against in favour of the client! The store and supplies motor vehicles are all under Lease though the firm is considering purchase of its own building (to serve as a store) and to purchase a few motor vehicles in order to scale down on leasing motor vehicle. The management of the company considers Leasing to be much cheaper than outright purchase!
The external audit function has been unstable and unreliable. The external auditors have twice ‘backed off’ before issuing their audit reports. In some cases, their valuation of inventory and transport cost has been questioned. Shareholders are not comfortable with the qualified audit opinion report that the auditors expressed last year: this is occasioned by the fact that the CFO was implicated in financial frauds. Financial accounting has been a big problem for the firm: last year, notes to financial statements justified a Debtors balance of sh. 400,000 when the actual balance should have been sh. 40,000!

Required: you are required to answer the following questions in view of the case study:

a) Discuss THREE objectives of financial reporting for the company               (6 marks)
b) Distinguish between finance lease and operating lease and advise the company 
accordingly 







       (6 marks)
c) Discuss the accounting of contingent liabilities in view of the company       (6 marks)
d) Describe THREE key issues that should be captured in the company’s Notes to 
financial statements 






       (6 marks)

e) Discuss how the financial accounting errors could affect the reporting of 
shareholder’s equity in the prevailing circumstances 


       (6 marks)
QUESTION TWO
Presented below are final accounts for Mirosoa Manufacturing Company.
Statement of Income

Mirosoa Manufacturing Company

For the year ending December 31, 2022

Sales



  


         Sh
Cost of goods sold




75,830,200

Gross profit on sales




40,539,750
Operating expenses




35,290,450

Marketing expenses




8,090.750




General and administrative expenses


7,271,800

Depreciation





2,028,200

Total Operating expenses



17,390,750

Operating income (EBIT)  



17,899,700

Interest expense




               2,520,000

Earnings before tax




15,379,700

Income tax





2,717,390

Earnings after tax




12,662,310

Dividends paid





2,015,000

Change in retained earnings



10,647,310
Statement of Financial Position

Mirosoa Manufacturing Company

December 31, 2021 and 2022






 2021

                
     2022

                                                                                Sh



        sh

CURRENT ASSETS

Cash





6,239,000


7,444,000

Accounts receivable



10,070,500


12,678,000

Inventories




15,177,000


18,211,400

Prepaid expenses



4,613,500


3,613,800

Total current assets



36,100,000


41,947,200

Fixed assets:

Gross plant and equipment


70,759,000


72,838,000

Accumulated depreciation


36,355,000


38,383,200
Net plant and equipment


34,404,000


34,454,800

Land





7,070,000


7,070,000
Total fixed assets



41,474,000


41,524,800

Patents





3,230,000


4,655,000
Total assets




80,804,000


88,127,000

LIABILITIES AND EQUITY

CURRENT LIABILITIES

Accounts payable



5,060,810


2,076,110

Income tax payable



2,212,000


2,717,390

Accrued wages and salaries


753,400



   803,900

Interest payable




2,052,000


2,682,500

Total-term notes payable


10,078,210


8,279,900

Long-term notes payable


15,146,000


11,620,000

Total liabilities




25,224,210


19,899,900

Common stock




31,300,000


29,300,000

Retained Earnings



26,279,790


36,927,100

Total stockholder’s equity


55,579,790


68,227,100

Total liabilities and equity


80,804,000


88,127,000
a) In view of the financial statements presented above, you are required to compute the following financial ratios for year 2022 and comment appropriately:
i. Current ratio 








       (3 marks)

ii. Acid-test/quick ratio







       (3 marks)

iii. Inventory/stock turnover ratio 





       (3 marks)

iv. Accounts Receivable/Debtors turnover ratio 




       (3 marks)

   










       
b) Discuss FOUR limitations/challenges associated with financial reporting for corporate entities           










       (8 marks)

QUESTION THREE
a) Discuss materiality in the context of financial, environmental and social dimensions        










      (8 marks)
b) Describe audit risk and what the external auditor could do to mitigate its adverse effects on an audit engagement 






      (6 marks)
c) Discuss the problem of creative accounting (such as ‘window dressing’) in the context of financial reporting  






                  (6 Marks)

 QUESTION FOUR
Blake Ltd is a medium sized manufacturing company that plans to increase capacity by purchasing new machinery at an initial cost of sh. 3,000,000. The following are the most recent financial statements of the company.
Blake Ltd.
Statement of Income

For the years ending 31 December

2022


2021

‘000’


‘000’

Revenue/Turnover





5,000


5,000

Cost of Sales






(3,100)


(3,000)
Gross Profit






1,900


2,000
Administration & Distribution Expenses


(400)


(250)
Profit before Interest & Tax




1,500


1,750

Interest







(400)


(380)
Profit before Tax





1,100


1,370

Tax







(330)


(400)
Profit after Tax





770


970

Dividends






(390)


(390)
Retained Earnings





380


580
Statements of Financial Position as at 31 December

2022


2021

Assets






‘000’
‘000’

‘000’
‘000’

Non-current Assets





6,500


6,400

Current Assets

Inventory





1,170


1,000

Debtors





850


900

Cash






130


100








2,150


2,000








8,650


8,400
Equity and Liabilities

Equity

Ordinary Share Capital – sh.1




3,500


3,500 

Reserves






500


120

Non-current Liabilities

10% Loan Notes





3,500


3,500

Current Liabilities





1,150


1,280









8,650


8,400
Additional Information:

The average data for the business sector in which Blake operates is as follows:

i. Gearing (book value of debt/ book value of equity) is 100%

ii. Interest cover is 4 times

iii. Current ratio is 2:1

iv. Inventory days are 90 days

Required
a) Discuss revenue recognition principle in the context of Blake company     
       (8 marks)

b) Prepare a common-size statement of income for Blake company and advise accordingly

       








       (6 marks)
c) Prepare a common-size statement of financial position for Blake Company and advise accordingly







                   (6 marks)
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