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ABSTRACT

The study aimed at examining the adequacy of the preferred presentation format of the income statement in
providing information to investors. To achieve this, the study set out to identify the information that investors

look for in the income statement and the most preferred income statement presentation format by investors.

The study used 44 University of Nairobi MBA students as surrogate investors. The study adopted a
descriptive research design. Primary data was used to accomplish the stated objectives. The primary data was
collected using questionnaires which were administered by direct interaction with the respondents. Attached
to the questionnaire were the ‘by nature’ and ‘by function’ presentation formats of income statements of a
dummy company developed according to the provisions of IAS 1. The respondents were required to indicate
their preferred presentation format of the income statement. The questionnaire sought the investors’ opinion
on the two alternative presentation formats of the income statement, in meeting the qualitative characteristics
of accounting information of relevance, understandability, comparability and reliability. The study also
sought to identify the information investors look for in the income statement and its relative importance. The
two alternative formats were then analyzed to find out which of the two displays the information considered

to be important to the investors.

The “by nature’ presentation format of the income statement was found to be the most preferred by investors
and was the most adequate in providing information to investors. The study also showed that the income

statement has several limitations.
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CHAPTER ONE

INTRODUCTION

1.1 Background to the Study

At the end of each accounting period, firms prepare a set of financial statements which include
a statement of financial position formerly referred to as the balance sheet, a statement of
comprehensive income, which is an expansion of the income statement, a statement of cash
flows and a statement of changes in equity. The financial statements are used by a variety of
users who include investors, prospective lenders, owners, employees, customers and

governments and their agencies to help them make economic decisions. (IASB 2009)

For the financial statements to be useful to the users, the information must have the qualitative
characteristics of relevance, reliability, understandability and comparability. Information is
relevant if it has the capability of influencing decisions. Relevance is affected by the nature as
well as materiality of information. Information is said to be material if its omission or mis-
statement could influence the decision of the users. For information to be reliable it must be
free from any material error and can be depended upon by users to present faithfully that which

it purports to represent or is expected to reasonably represent (IASC- Framework, 2009).

The income statement, one of the financial statements, is at the heart of financial reporting. It is
the primary focus for companies in announcing their results. It is also the centerpiece of

analysts’ interpretation of those results and the basis for earnings forecasts. In turn, these



forecasts are central to the determination of share prices. The income statement presents the
entity's performance during the current accounting period and is structured to present the
various components of net profit in order to communicate a range of relevant information
(Abarbanell and Lehavy, 2003). The income statement should be informative and should
reflect the facts in accordance with the accepted accounting practice .It must meet the needs

and requirements of the 'non-insider, (Tilly, 1948).

Historically, the format of financial statements has varied from one country to another. Due to
the attractiveness of their capital markets, the strength of their accounting professions and the
influence of their institutional investors, Anglo-American countries have seen a steady increase
in the impact of their accounting practices on other nations, even influencing the actual format
of financial statements (Ding, Jeanjean and stolowy, 2008). There are two types of presentation
formats of the income statement used by companies based on the way expenses are classified
and arranged in the income statement. First, there is the format where the expenses in the
income statement are presented ‘by nature’. Secondly, there is a format where the expenses in
the income statement are classified ‘by function’. The format that will give the fairest
presentation of the entity's performance should be chosen. Where a functional analysis is
followed, however, the entity must also disclose information on the nature of expenses,
including depreciation, amortization, and staff costs (IAS 1). The disclosure is normally done

in the notes to the accounts.

Presentation ‘by nature’ facilitates the comparison between enterprises, which cannot be

readily done with a functional presentation because the basis of allocation of costs to functions



is not standardized. Display ‘by nature' better articulates the changes in the statement of
financial position and provides a more direct link to the activities noted in the statement of cash

flows. (IASB, 2009)

The different presentation formats have the ability of influencing the user’s judgment of past
and future performance of the company. For example, given two different companies with one
excluding depreciation from the cost of sales figure to derive gross profit and showing the
depreciation as a separate line item, while the other includes depreciation of production plant in
the cost of sales figure, it would seem that the former company generates more gross profit.
This may therefore imply that the income statement presentation format will have an impact on

the relevance of the information contained therein.

Previous studies’ results have shown that different presentation formats can be used to create
different impressions about the companies’ performance even where the bottom line profits are
the same. For information to achieve maximum usefulness, the method of presentation must be
such as to facilitate correct interpretation. Users’ expectations must also be considered by the
preparers of the financial statements. For communication to be effective there has to be a
match between the expectations of the users and the format selected by the company to present
the financial statement (Thacker, 1962). This study focuses on examining which format, ‘by
nature’ or ‘by function” format of presentation of the income statement is most preferred by
investors in Kenya and the adequacy of the same in providing investors with the information

they need.



It is quite clear from finance theory that share prices take account of a wide range of
information, and not just the figures in the income statement, and certainly not just the “bottom
line” or “earnings”. If this is the case, it is important to display performance in total, that is
every change in the shareholders’ funds (except transactions with shareholders), and not
disguise the matter by artificial distinctions such as those employed in the traditional approach.
The information contained in the income statement is vital for the investor to make a sound
decision on whether to invest or disinvest from a company (Epstein et al, 1993). Whether the
presentation format of the income statement influences the investor’s decision making in

Kenya is however not clear.

Kenya appears to be the pace setter in the East Africa region in many areas including the
accountancy profession. It follows the international financial reporting standards which are
developed by 1ASB. IASB is dominated by member countries from the developed world. There
is therefore the risk of the standards being skewed towards the needs of the developed
countries. This study is therefore important as it will identify any reporting gap by listed

companies in Kenya.

Ding et al (2008) did a study to identify the preferred presentation format of the financial
statements by listed non financial companies in France. The results showed that the ‘by nature’
format was the most preferred presentation format. These results cannot be generalized to
include Kenya since France is a developed country while Kenya is a developing country. The

environmental setting for the two countries Kenya and France are also different.



1.2 Statement of the problem

The income statement is important to investors because it is the basic measuring stick for
profitability. The income statement provides the investor with much insight on how the
company spends much of its income and the investor can compare that with similar companies.
The information contained in the income statement is vital to make sound decisions on whether
to invest or disinvest in a company (Epstein, 1993). Whether the presentation format of
expenses in the income statement influences the investor’s decision making is however not
clear. Other studies have looked into the impact of information presentation on human
judgment. For example, Maines and McDaniel (2000) used a psychological based framework

to study the effects of comprehensive-income format on non professional investor judgment.

Investors will use the information in the income statement to make predictions about the future
performance of the company. According to 1ASC (2009) the ability to make predictions from
financial statements is enhanced by the manner in which information on past transactions and

events is displayed.

It is commonly assumed that investors’ value financial information presentation in their
investment decision making (Basu and Markov,2004), but the extent to which they value this
factor in income statements in Kenya, across decision contexts requires examining, particularly
since studies conducted locally have not attempted to address this issue. Knowing the
propensity of investors' use of financial statements as a source of information and whether the
format of presentation of expenses in the income statement affects decision making will

contribute to a better understanding of investment decision-making.



Ding et al (2008) did a study to determine why French listed companies had a preference for
‘by nature’ format of income statement presentation. The results of the study confirmed that
the choice of presentation is influenced by among other factors internationalization. This study
did not address the adequacy of the preferred format in providing information to investors.
Baker et al (2005) conducted a study to determine why firms in the airline industry in the US
have a preference for ‘by nature’ format as opposed to the usual presentation of income
statement in that region that is ‘by function’ format. They found that the preference for ‘by
nature’ reflects the requirement of government agencies that require such information as
presented in the format of presentation. Both of these studies were conducted in developed
countries yet Kenya is a developing country. The results of preferred formats cannot be
therefore generalized to Kenya. It is from this background that the study was conceived
seeking to investigate the adequacy of the preferred presentation format of the income

statement, that is, 'oy nature' and ‘by function’, in providing information to investors.

13 Objectives of the Study

The study was guided by the following objectives:

13.1 Broad Objective
The main objective of the study was to investigate the adequacy of the preferred presentation

format of the income statement in providing information to investors.



13.2 Specific Objectives
i) To determine the most preferred presentation format of the income statement by
Kenyan investors.
ii) To determine the adequacy of the preferred presentation format of the income

statement in providing information to investors.

1.4 Significance of the Study

The proposed study will be of great importance to various stakeholders.

a) Future Scholars
The study will add to the existing body of knowledge on presentation of income statements and
the adequacy of the preferred format in providing information to investors for decision making

purposes. This will be useful for future scholars on the subject.

b) Investors
The study findings will also be of importance to investors in the country. The study will
pinpoint the information that investors look for in the income statement. This will enable them

make better decisions.

c) Listed Companies’ Management
The listed companies' management may use the study findings to adjust their income statement

presentation format to bridge the gap between the expectations of the investors in presentation



of the income statement and their preferred format. This may make it easy for them to raise

capital through the stock market.

d) Accounting Regulatory Bodies

In Kenya, the accounting regulatory bodies include the Institute of Certified Public
Accountants, capital market authorities, Central bank, commissioner of insurance and others
that are specific to given industries. The authorities will benefit from the study as the findings
of the study will include perception and the attitudes of the investors at the Nairobi Stock
Exchange. These findings and the suggestions from the study will enable these bodies come up
with relevant policies concerning presentation of income statement to enable investors make

sound judgments based on the information contained therein.



CHAPTER TWO

LITERATURE REVIEW

2.1 Introduction

This chapter looked at an overview of the accounting conceptual framework specifically
narrowing down to the qualitative characteristics of financial information and users of financial
information. It also looked at the user’s information needs and the provisions of IAS 1 with
regard to presentation of the income statement (statement of comprehensive income). The
chapter also reviews other related researches, which include income statement presentation

format and the value of the income statement in investment decisions.

2.2 Qualitative characteristics of accounting information.
"The role ofthe accounting conceptualframework is to provide a structurefor thinking
about what is ‘better *accounting andfinancial reporting. It is a theoretical endeavor
with practical aim of clarifying the objectives of financial reporting, and how
alternative practices are likely to help achieve those objectives....one cannot make a
rational choice of accounting procedures without some framework of principles”
(Macve 1970).

FASB (1976) has defined the accounting conceptual framework as a constitution, coherent

system of interrelated variables and fundamentals that can lead to consistent standards and that

prescribes the nature, functions and limits of financial statements. The conceptual framework

provides the qualitative characteristics of financial information that makes it useful to readers

who use it to make various economic decisions.



IAS 1 Presentation of financial statements, prescribes the basis for presentation of general
purpose financial statements to ensure comparability both with the entity’s statements of
previous periods and with financial statements of other entities. The standard also sets out the
framework and the overall responsibilities for the presentation of financial statements,
guidelines for their structure and minimum requirements for the content of financial statements

(IASB 2009).

According to the IASC - Framework (2009) qualitative characteristics are the attributes that
make information provided in the financial statements useful to users. There are four primary

qualitative characteristics, namely relevance, comparability, reliability and understandability.

Relevance of financial information

To be useful, information must be relevant to the decision making needs of users. Information
has the quality of relevance when it influences the economic decisions of users by helping
them evaluate the past, present, or future events or confirming, or correcting, their past
performances. The ability to make predictions from Financial statements is enhanced by the
manner in which information on past transactions and events is displayed. For example, the
predictive value is enhanced if unusual abnormal and infrequent items of income or expenses
are separately disclosed. The relevance of information is affected by its nature and materiality.
Information is said to be material if its omission or misstatement could influence the decision

of the users (IASC-Framework. 2009).

10



Comparability of financial information

Financial statements should be prepared to enable users to identify trends of financial position
and performance over time and compare financial statements of enterprises. Comparability
implies that users must be informed of the accounting policies used and any changes in
policies. For comparability to be possible there has to be consistency in treatment of similar
items from year to year. There should also be uniformity; implying firms should prepare
financial statements as per the accounting standards (IASC-Framework, 2009). Presentation
‘by nature’ facilitates the comparison between enterprises, which can not be readily done with

a functional presentation because the basis of allocation is not standardized.

Reliability of financial information

Information has the quality of reliability when it is free from material error and bias and can be
depended upon by users to represent faithfully that which it either purports to represent or
could be reasonably be expected to represent. To be reliable, information must be faithfully
presented. The transactions should also be accounted for and presented in accordance with
their substance and economic reality and not merely their legal form. The preparers of financial
statements should also apply prudence and provide complete information within the bounds of

materiality and cost (IASC-Framework, 2009).

Understandability of financial information
Information should be readily understandable by users. For this purpose, users are assumed to
have a reasonable knowledge of business, economic activities and accounting and are willing

to study the information with reasonable diligence. However information about complex

1

JS * * stty Ofr NARCH
UWE*KABETE library



matters that should be included in the financial statements because of its relevance to the
decision making needs of users should not be excluded merely on the grounds that it may be

too difficult for some users to understand (IASC-Framework, 2009).

Having looked at the qualitative characteristics of financial information, it should be
appreciated that there are various limitations of meeting the characteristics in the provision of
financial information. For example, complex information should not be excluded on the basis
that it will be difficult for users to understand it as this may compromise on the reliability and
relevancy of the financial statements. An inclination towards one characteristic compromises

another hence tradeoffs have to be made between the qualitative characteristics.

2.3 Income statement presentation format

According to IASB and FASB discussion paper (2006), presentation of the income statement
should meet the following objectives; portray a cohesive financial picture of the entity’s
performance, disaggregate information so that it is useful in predicting an entity’s future cash
flows and help users assess the liquidity of and financial flexibility of an enterprise. The
question is whether the financial statements presented by the listed firms in Kenya do meet

these objectives.

According to 1AS 1 (2009) an entity is allowed to present an analysis of expenses recognized
in the profit or loss using a classification based on either nature or their function within the
entity, whichever provides information that is reliable and more relevant. Expenses are sub

classified to highlight components of financial performance that may differ in terms of



frequency potential for gain or loss and predictability. The choice between the function of
expenses method and the nature of expenses depends on historical and industry factors and the
nature of the entity. Because each method of presentation has merits for different types of
entities, the standard requires management to select the presentation that is reliable and more
relevant (IAS 1). According to Beaver, Me Nichols and Rhie (2005) increased discretion

impairs the quality of financial statement data.

According to Money Instructor (2009) the income statement is a direct result of the
information that is recorded in the journals and ledgers, and then transformed into concise,
compiled revenue and expense figures. It is usually prepared directly from the monthly
‘closing of the books’ and provides an accurate picture of the revenue and expense of the
business for a specified period of time; usually a month, quarter or year. The income statement
is not only used by management within the company, but also by investors and creditors
outside the company to evaluate profitability, performance and aid in the assessment of risk for

the investor or creditor.

The income statement is divided into three parts, that is, total revenues, total expenses, and net
income. The first section listed on the income statement is the total revenues reported for the
particular period of time. Other than revenues generated from the normal operations of
business, there are other sources of revenue such as rent and interest incomes that must also be
included in the ‘total revenue’ area. The next section is known as ‘total expenses’. This
section includes all expenses incurred in the direct operation of the business. The most

common forms of expenses include wages, salaries, rents, utilities, insurance and supplies and



other miscellaneous expenses. Finally, the entry known as 'net income’ is a result of the
subtraction of the total expenses from total revenues. The net income reported on the income
statement is then transferred to the statement of owner’s equity, and incorporated further into
the information that is made available through the financial statements (Money instructor,

2009).

2.4 Empirical studies

Riedl and Srinivasan (2008) did a study to investigate whether presentation of special items
within the financial statements reflects the firm's underlying economic performance or
opportunism. They examined the presentation of recognized special items either as a separate
line item on the income statement or aggregated within another line item with disclosure only
in the footnotes. Their study was motivated by standard-setting interest in performance
reporting and financial statement presentation, as well as prior research investigating managers'
presentation choices in other contexts. Using different constructs of persistence to capture the
economics of reported special items, they found evidence consistent across a range of
specifications that special items highlighted on the income statement are more transitory than

those revealed only in the footnotes.

In an experiment Maines and McDaniel (2000) examined whether and how alternative
presentation formats affect nonprofessional investors' processing of comprehensive-income.
Ninety five evening MBA students were used as surrogate investors. The respondents were
asked to analyze an insurance company’s financial statements which presented unrealized

gains on investment either on the statement of comprehensive income or the statement of

14



changes in equity. The results of the experiment showed that the financial-statement format for
presenting comprehensive income did not significantly affect nonprofessional investors'
acquisition and evaluation of that information, but generally did significantly influence their
information weighting and resulting performance judgment to noncore activities. The
experiment found that nonprofessional investors will tend to rely on the financial statements to
signal the importance of information, suggesting that the weight they attach to both core and
noncore information will depend on presentation format. Nonprofessional investors'judgments
will be influenced by information related to noncore activities only when presented in a

statement of comprehensive income.

Hirst and Hopkins (1998) who did a similar study assert that different financial statement
presentation format can influence whether investors read comprehensive income information.
Their study revealed that half of the analysts receiving the statement of stockholders’ equity
did not even recall seeing the term ‘comprehensive-income. This implies that showing
components of the income statement in other locations other than on the face of the income
statements may have an implication on whether the users will actually read them. According to
IAS 1, an entity classifying expenses ‘by function’ is again required to disclose additional
information on the nature of expenses. That being the case, questions arise on whether really
there is a difference between the ‘by nature’ format and ‘by function’ format in terms of
provision of information. The conclusions drawn by Hirst and Hopkins (1998), Maines and
McDaniel (2000) and others scholars may indicate that a difference may really exist from the

readers’ perspective.
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Financial statements provide information that is used by various interested parties to assess the
performance of managers and make economic decisions (Gowthorpe and Amat, 2005). It is
sometimes argued that managers can strategically select accounting methods to misrepresent

the Firm’s performance in attempts to maximize their own expected utility (Suh, 1990).

‘Historically the format of the financial statements has varied from one country to another.
Recently due to their capital market attractiveness, the strength of their accounting professions
and the influence of their institutional investors, Anglo-American countries have seen a steady
increase in the impact of their accounting practices on other nations, even influencing the
actual format of financial statements. French accounting regulations allow a certain degree of
choice in consolidated balance sheet and income statement format, that is, ‘by nature’ or ‘by

function' (Ding et al, 2008).

YU (2000) did a study to investigate whether a company’s choice of income statement format
is associated with the industry-specific and company specific accounting characteristics. Using
8353 US companies’ data the study supported their hypothesis that a company’s choice of
income statement presentation format is associated with the companies’ standard industrial
classification code (SIC) and several other characteristics ascribed to financial ratios. The study
suggested that the flexibility in selecting the financial statement presentation formats allows
companies to better disclose their industry-wide characteristics and thus facilitates better
disclosure. Yu’s study differs from this research because while he focused on examining the
factors associated with the choice of presentation format by firms, this research focuses on

establishing the adequacy of the preferred format in providing information to investors.
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According to Fairfield et al (1996) flexibility of the presentation format of income statement is
negatively associated with the quality of disclosure. McVy (2006) examined the classification
of items within the income statement as an earning management tool. McVy (2006) reported
that managers opportunistically shift expenses between categories to overstate core earnings

while keeping the bottom-line earnings unchanged.

2.4.1 Studies on other presentation formats

Besides the presentation format addressed by this study there are other studies on other
possible income statement presentation formats, such as the matrix format, numeric versus non
numeric format, tabular versus graphical presentation, single-step versus multi-step format and
others. These presentation formats are not the focus of this study but they however serve to
indicate whether or not the presentation format of the income statement does matter to

investors in their decision making processes.

2.4.1.1 Matrix format

Tarca et al (2007) conducted an experiment to investigate the potential benefits of an
alternative format for the income statement, the matrix format. Matrix format presents a three
column statement comprising a total column that includes all items of income and expense for
the period (that is, a single statement of comprehensive income) and two further columns that
provide a line byline desegregations of the items into “re-measurements” and “before re-
measurements” (Barker, 2004).Sophisticated financial statement users (financial analysts and
professional accountants) and less sophisticated financial statement users (MBA students)

were required to extract information from income statement either in the IAS 1 format or in the
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matrix format. They found that the matrix format improves the accuracy with which users
extract financial information. This result is driven by greater accuracy, for all user groups, on
‘below the line’ items. Furthermore, despite lack of familiarity with the matrix format, its use
did not appear to affect the time taken, the ease of extracting financial information, or users’
task completion confidence. Tarca et al (2007), in their study used MBA students as surrogate

users of financial statements. This study also used MBA students as surrogate investors.

2.4.1.2 Numeric versus non numeric forms of presentation

According to Bell (1984), information for management decisions is typically presented in both
numeric and non-numeric forms. He undertook a research to test whether the choice of
presentation form affects the use of such information by decision makers in evaluating
corporate performance. The experiment considered two information forms: numeric and non-
numeric information in evaluating a company. Selected information from corporate annual
reports together with extracts from the presidents’ letter was provided to a group of practicing
financial analysts. They were asked to evaluate two companies. The results of the experiment
suggested that when the link between organizational actions and future performance is not well
established and understood, financial analysts give more weight to non-numeric information.
This study has important implications because it shows that in certain situations managers can

influence financial analysts' use of information by varying presentation form.

2.4.13 Tabular versus graphical format
Hard and Vanecek (1991) did an experiment to investigate the association between

presentation format and task when subjects used financial statements. The experiment required
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subjects who participated to complete one of four tasks which were ranging from low task
level to high task level. To complete the task the subjects were required to use either graphical
or a tabular presentation format. The results of this experiment suggested that presentation
format, with respect to the task being performed, does have a relationship to the decision-

making process of financial decision makers.

The optimum format (tabular or graphical) for presenting information may depend upon
several factors which include the type and amount of information included in the report and the
process the reader uses. The information set and the method chosen to process the information
have an interactive effect on the quality of decisions. Therefore, an information system should
provide reports that contain the pertinent information set (format) for the process (task) at
hand. Reports should enhance the decision-making task, thus enabling the reader to understand
and use annual reports accurately. Otherwise, the reader may make wrong decisions or be
unable to make timely decisions. The study was significant because accountants and
researchers select report formats which should consider both the nature of information being
presented and the task being performed. The report formats they select affect allocation and
appropriate use of resources as well as the decision-making ability of the readers of the reports.
Accountants and researchers may use the results of the study to determine the appropriate

report format which they should use when presenting financial information (Libby 1981).

So and Smith (2003) did a study to determine the difference in decision making quality when
presenting multivariate data with tables , profiles and schematic faces. The study also sought to

examine the relationship between decision making quality and various data presentation
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methods and individual characteristics (personality, cognitive style, cognitive ability and
demographic variables) of the user. 86 third year accounting undergraduates and 51 part- time
students of masters or doctoral programs in business were used as respondents. They were
asked to perform decision making tasks using different test instruments conveying the same
information. The study concluded that schematic faces and bar graphs produce superior
performance to both financial ratios and trend diagrams in both decision accuracy and
processing time. The study also suggested that more attention need to be devoted to in the
decision making process to matching of data presentation media with attributes of the decision
maker. These conclusions concur with an earlier study by Smith and Taffler (2002) that did an
experiment to determine how communication on financial performance can be improved
through cartoon graphics. These studies indicate that in presenting information in the financial
statements it is very important to consider the user’s ability to synthesize the information

contained therein.

The information investors look for in an income statement has in many cases been addressed in
terms of how the investors use the information in the income statement. According to Epstein
(1993) the information contained in an income statement is vital to make sound decisions on
whether to invest or disinvest in a company. 1ASB (2009), states that the objective of the
financial statements is to provide information about the financial position, performance and
changes in the financial position of an entity that is useful to a wide range of users in making
economic decisions, and to provide the current financial status of the entity to its shareholders

and public in general.
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According to Beaver, McNichols and Rhie (2005) the financial statements which include the
income statement should facilitate prediction of bankruptcy. The income statement used in
conjunction with other financial statement should help users predict the amount and timing of

cash flows.

2.5 Preferred presentation format of the income statement components

Firms in the airline industry have a preference for the ‘by nature’ format rather than ‘by
function’ format of income statement. Preference for ‘by nature’ may reflect the requirement of
government agencies that need such information to prepare national income accounts. ‘By
nature' format allows calculation of value added by an enterprise to the overall economy.
Preference for ‘by function’ presentation reflects an emphasis of the needs of the capital
markets. The ‘by function’ format is the preferred format in North America and is used by

most firms on the New York stock exchange (Baker, Ding, and Stolowy, 2005).

Ding et al (2008) examined a sample of 199 French listed companies in an attempt to
understand why some firms preferred not to use the French traditional ‘by nature’ format and
instead preferred the *by function’ presentation format of the income statement. The results of
the study confirmed that the choice of the format of presentation is related to
internationalization which is influenced by factors such as size, international auditor,
accounting standards, foreign listing and international sales. Out of a sample of 199 listed non
financial companies 131firms used by nature, 36 adopted by function while 32 used a hybrid of

the two formats. The conclusions about the preferred format cannot be generalized to Kenya as



France is a developed country while Kenya is a developing country. The capital market in

France is also more developed than the Kenyan capital market.

1ASB (2009) has indicated that presentation of income statement ‘by function’ provides more
relevant information to users than classification by nature. IASB however also points out that
allocating costs to functions may require arbitrary allocation and involve considerable
judgment. Since each format has its own advantages and disadvantages managers are given the
discretion to select the presentation that is reliable and more relevant. McNichols and Rhie

(2005) assert that increased discretion impairs the quality of financial statements data.

Pandit and Phillips (2004) did a study to investigate the reporting preference of comprehensive
income by listed companies in the (NYSE) New York stock exchange. The study showed that
out of a sample of 100 annual reports of NYSE-listed companies 89 chose the format in which
other operating income were included in the statement of changes in equity, 9 chose the format
in which they presented a separate statement of comprehensive income, 2 chose the format in
which comprehensive income was presented as a component of their income statement. This
study sheds more light into the fact that managers can choose a given presentation format to
distort reality.
According to Pandit and Phillips (2004)
‘the use o fthe 3rdformat of reporting comprehensive income would enable managers
obscure any undesirable impact of negative OCI components by hiding it in the

statement ofchanges in equity ’.

The 3rd format involves showing the OCI in a statement of changes in equity.



Campbell et al (1999) studied 73 US companies and found that majority chose to report
comprehensive income in the statement of stockholders equity. The research also found that
the firms that chose to report comprehensive income in the stockholders equity had a
materially negative amount of OCI. This study concurs with Bhamomsiri and Wiggins (2001)
who did a similar study and found out that a significant number of firms reported
comprehensive income in the statement of stockholders equity. However the firms chose the

format regardless of whether the OCI was positive or negative.

Campbell’s study has a similarity with this proposed study as it was concerned with identifying
the firms’ choice of presentation format in respect to components of income. The study is also

concerned with presentation of income statement components, that is, expenses.

2.6 Conclusion

Various studies have been conducted addressing the presentation format of the information
contained in the financial statements which includes the income statement. Little attention has
been focused on the arrangement and classification of expenses in the income statement. The
formats of the income statement presentation addressed are somewhat different from ‘by
nature’ and ‘by function’. This clearly indicates that there is a research gap requiring to be

addressed by researchers.

The studies that have been done on presentation formats of the income statement have all
indicated that the presentation format of the elements of income statement does have an impact

on the users’ decision making processes. The literature review indicates that it is important for
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preparers of financial statements to consider the requirements of the users in selecting the
presentation format. The researcher is not aware of any study done in Kenya to address the
issue of the income statement presentation in terms of the arrangement of the expenses on the
face of the income statement. 1ASB (2009) has addressed the issue of the income statement
presentation, that is, “by nature’ and ‘by function’. IAS 1 gives the preparers of the financial
statements the discretion to choose between the two alternative formats. It will therefore add a
Jpt qf value to determine the adequacy of the preferred presentation format of the income

by |*pyan firms in providing information to investors.
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CHAPTER THREE

RESEARCH METHODOLOGY

3.1 Introduction
This chapter describes the methodology that was adopted to achieve the research objectives. It
consists of the research design, target population and sampling design, data collection methods,

and data analysis procedures and methods that were used.

3.2 Research Design

The study adopted a descriptive research design. Descriptive research study is a study
concerned with finding out who, what, where, when, or how much in the problem situation at
hand. Cooper and Schindler (2003) describe such a research design to be descriptive.
Descriptive research design helped in finding out the preferred presentation format of income

statements and its adequacy in providing information to investors.

33 Population and Sampling Design

33.1 Population

“A population is an entire group of individuals, events or objects having common
characteristics that conform to a given specification.” (Mugenda and Mugenda, 2003).
According to Cooper and Schindler (2003), a population element is the subject such as a
person in an organization, customer database, or the amount of quantitative data on which the

measurement is being taken. The population of the study consisted of all University of Nairobi
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MBA students who were undertaking financial accounting course in Nairobi at the time of the

study as surrogate investors.

The list of MBA students was obtained from the records office. The MBA students who were
undertaking financial accounting course at the time of the study were 434. The MBA students
were used as surrogate investors since as prospective or actual investors they are more likely to
make intelligent investment decisions based on relevant information and by studying financial
statements. They also meet the stock exchanges definition of financial literates (McDaniel,
Martin and Maines, 2002). Other studies have successfully used MBA students as surrogate

investors, for example Tarca et al (2007) and Bell (1984).

33.2 Sampling Frame

The process of constructing or designing a sample is called sampling, which begins by defining
the sampling frame. Sampling frame is a complete or partial listing of items comprising the
population. Sampling frame provides a list of elements from which the sample is actually
drawn. Ideally, it is a complete and correct list of population members only. For this research
study, the sampling frame came from the list of MBA students as surrogate investors.
Therefore, the sampling frame was used as a checklist for drawing samples of elements (MBA

students) for sampling purposes.
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3.33 Sampling Technique

Simple random sampling was used to sample the MBA students who were undertaking
financial accounting course at the time of the study. An already compiled list of the students
was obtained from the records office; using random numbers from the tables a sample of forty
four students was selected. The sample size of ten percent of the population was determined
before the selection of the sample units. According to Kothari (2004) random sampling ensures
that the law of statistical regularity which states that if on average the sample chosen is a

random one. the sample had the same composition and characteristics as the universe.

33.4 Sample Size

According to Ramenyi et al (2003), a number of factors need to be taken into consideration in
determining sample size. The factors include variability in relation to time, costs, accuracy,
estimates required, the confidence with which generalization to the population are made and
the homogeneity or heterogeneity of the population. Sommer and Sommer (1997) recommend
that a sample size of any study should be based on what a researcher considers to be

statistically logical and practicable.

This study took a sample size of forty four units of the population, representing ten percent of
434 of MBA students. The factors considered in deciding on this sample size are time and
resources and the fact the questionnaire was administered on a one to one basis to control for

reliability of the research instrument.
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3.4 Data Collection Methods

The study used primary data obtained through administering questionnaire. According to
Chandran (2003), a questionnaire is a series of written questions on a topic about which the
respondents’ opinions are sought. Questionnaires provide a high degree of data standardization
and adoption of generalized information amongst any population. The study adopted the
guestionnaire as a data collection instrument. The questionnaire contained both closed and

open questions.

Closed questions sought to gather demographic information and other statistical data while
open questions sought to establish opinion from the respondents and gather more of the
gualitative data. The questionnaire was administered by the researcher through direct
interaction with the respondents to explain the aim of the study. Attached to the questionnaire
was a copy of an income statement of a fictitious company presented using the two alternative
presentation formats. The income statement has been developed based on IAS 1 The aim of
the questionnaire was to identify the information investors look for in income statements and to

determine the preferred presentation format of income statement by investors.

3.4.1 Reliability and validity of the data collection instrument.

According to Mugenda and Mugenda (2003) reliability is a measure of the degree to which the
research instrument yields consistent results after repeated trials. Validity is the degree to
which results obtained from the analysis actually represents the phenomenon under study. The

reliability of the primary data was obtained through pre testing the questionnaire. The
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guestionnaire was administered on ten of the respondents on a pilot basis. The questionnaire
was administered through direct interaction with the respondents which facilitated probing by
the respondents where a question may not be clear to him. Validity was achieved through

reference to the accounting standards and the accounting conceptual framework.

3.5 Data analysis procedures

The data from the questionnaire was analyzed with the help of statistical package for social
sciences (SPSS). Confirmatory factor analysis was used. According to Obure (2002),
confirmatory factor analysis attempts to test specific research hypothesis about the factors
structure for a set of variables in one or several samples. The researcher also used graphical
analytic technique which involved dividing the data set (observed characteristics) into
categories in order to compare the patterns of data between the resulting subsets. The research

findings were presented in frequency tables, pie and bar charts for ease of reference.
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CHAPTER FOUR

DATA ANALYSIS, PRESENTATION AND INTERPRETATION

4.1 Introduction

In this chapter, the data collected has been analyzed to get a clear picture of the results and to
compare them with the expectations. The chapter captures the background information of the
study population and the responses to the questionnaire. This chapter consists of quantitative

and qualitative analysis.

4.2 Quantitative and qualitative analysis

The data collected from the research was analyzed to filter and interpret findings that came up.
This is due to the fact that data obtained was raw and required processing for it to be of value
to the users of the research findings. Analysis was done to compare the findings from the
different sources and to come up with results; which could lead to the recommendations and
conclusions. Through analysis, the data findings were easy to follow and draw conclusions and
recommendations from these data that is refined and straightforward. The researcher was able
to administer forty (40) questionnaires on a one to one basis. The researcher was unable to

administer four (4) questionnaires as the respondents claimed to have a busy schedule.
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4.2.1 Response Analysis.

Table 4.1 Response rate.

Respondents Percentage (%)
Category
Response 40 91
Non Response 4 9
Total 44 100

Figure 4.1 Distribution of Response rate.

Rate of Response

Response Non Response

Response category

Source: Research data
The response rate was expected to be higher than the above figure. Four out of the forty four

respondents were unwilling to participate due to what they said was their busy schedule.
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4.2.2 Information regarding Respondent’'s Gender

Table 4.2 Respondents Gender.

Gender Category' Frequency Percentage (%)
Male 22 55
Female 18 45
Total 40 100 %

Figure 4.2 Respondents Gender.

Respondents Gender

Female

Gender

Malo

0 10 20 30 40 50 60

Percentage

Source: Research data

The findings revealed that 55% of the respondents were male, while 45% were female.
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4.2J Information regarding Employment Category.

Table 4.3 Employment Category.

Employment sector Frequency Percentage (%)
Private 15 38
Public 18 45
Self Employed 1 2
Other 6 15
Total 40 100

Figure 4.3 Employment Category.

Employment category

Private Public Self Other
Employed

Employment Sector

Source: Research data

Response from the questionnaire regarding employment category indicated that 45% of the
respondents work in the public sector, which form the majority. 38% of the respondents were
employees from the private sector. 2% of the respondents were self employed. While the

remaining 15% of the respondents work in other areas other than those mentioned.
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4.2.4 Information regarding Respondents Age.

Table 4.4 Respondents Age.

Age Category

Frequency Percentage (%)
21 to 30 20 50
31 to 40 18 45
41 to 50 2 5
Above 50 0 0
Total 40 100

Figure 4.4 Respondents Age.

Age of the Respondents

Above 50
0%

21 to 30
50%

Source: Research data

The study findings revealed that 50% of the respondents fall within the age bracket of between

21-30 years, while 45% of the respondents fall within the age bracket of and 31-40 and 5% of

the respondents fall within 41-50 years.
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4.2.5 Consideration of Information contained in the income statement for decision

making purpose.

Table 4.5 Importance of Income Statement Information.

Response Category Frequency Percentage (%)
Yes 40 100

No 0 0

Total 40 100

Figure 4.5 Importance of Income Statement Information.

Importance of Income Statement Information

Yes No

Response Category

Source: Research data

From the above table and bar chart it is evident that all prospective investors highly regard
information from income statements as this is their main decision making tool. This was

supported by 100% of the respondents.
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4.2.6 Information regarding the type of investments.

Table 4.6 Type of Investment.

Investment Type Frequency Percentage (%)
Speculative 4 10

Capital 20 50

Both 16 40

Total 40 100

Figure 4.6 Type of Investment.

Source: Research data

From the above table, 50% of the respondents prefer capital investments, while 40% of the

respondents prefer both capital and speculative types of investments. Only 10% of the

respondents prefer speculative type of investment.
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4.2.7 Information looked for in an income statement (Sales).

Table 4.7 Degree of importance on Sales information.

Response Category Frequency Percentage (%)
Critically Important 25 62

Very Important 10 25
Important 5 13

A little important 0 0

Not Important at all 0 0

Total 40 100

Figure 4.7 Degree of importance of Sales information.

Source: Research data

62% of the respondents felt that a report on sales is critically important in making investment

decisions. 25% of the respondents felt that sales information is very important, while 13 % of

the respondents felt that it is important.
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4.2.8 Information looked for in an income statement (Cost of Sales).

Table 4.8 Degree of importance of Cost of Sales information.

Response Category Frequency Percentage (%)
Critically Important 20 50
Very Important 10 28
Important 8 20
A little important 1 1
Not Important at all 1 1
Total 40 100

Figure 4.8 Degree of importance of Cost of Sales information.

Information on Cost of Sales

Critically Very Important A little Not
Important Important important Important
at all

Response Category

Source Research data

From the above table and bar chart, it is observed that information on cost of sales was
critically important to 50% of the respondents.28% of the respondents indicated it is very
important, and 20% of the respondents claimed that it is an important factor in making
investment decision. Only 2% of the respondents indicated that information on cost of sales is

of little importance if not important at all.
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4.2.9 Information looked for in an income statement (Gross Profit).

Table 4.9 Degree of importance of Gross Profit information.

Response Category Frequency Percentage (%)
Critically Important 20 50

Very Important 8 20
Important 10 25

A little important 2 5

Not Important at all 0 0

Total 40 100

Figure 4.9 Degree of importance of Gross Profit information.

Information on Cross Profit

Critically Very Impoitanr Alittle Not Important
Important Important important atall

Response Category

Source: Research data
From the table and bar chart above it is clear that information on gross profit is critically
important for investment decision making and is supported by 50% of the respondents, 25% of
the respondents felt that it is important while 20% of the respondents felt that it is very
important and should be considered in making decisions. Only 5% of the respondents said it is

a little important
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4.2.10 Information looked for in an income statement (Depreciation Expense).

Table 4.10 Degree of importance of Depreciation Expense information.

Response Category Frequency Percentage (%)
Critically Important 0 0

Very Important 5 12
Important 15 38

A little important 15 38

Not Important at all 5 12

Total 40 100

Figure 4.10 Degree of importance of Depreciation Expense information.

Informatinon Depreciation Expenses

NotImportantatall

N A little important
Important

Very Important

Critically Important

Source: Research data
None of the respondents considered information on depreciation expense to be of critical
importance in making investment decisions. Only 12% of the respondents considered
information on depreciation expense as being very important. 38% of the respondents indicated
that information on depreciation expense is important, another 38% of the respondents
indicated that information on depreciation expense is a little important, while 12% of the
respondents claimed that information on depreciation expense is not important at all.
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4211 Information looked for in an income statement (staff cost).

Table 4.11 Degree of importance of Staff Cost information.

Response Category Frequency Percentage (%)
Critically Important 3 8

Very Important 15 38
Important 18 45

A little important 2 4

Not Important at all 2 4

Total 40 100

Figure 4.11 Degree of Importance of Staff Cost information.

Information on Staff Cost

Not trrportant at all

n A little important
Important

Very Important

Critically Important

0 10 20 30 40 50

Percentage

Source: Research data
From the data above, 8% of the respondents indicated that staff cost information is critically
important for investment decisions. 38% of the respondents indicated that it is very important
while 45% of the respondents indicated it is important. 4% of the respondents indicated that it

isa little important while only 4% of the respondents indicated that it is not important at all.
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4.2.12 Information looked for in an income statement (Administrative Expenses)

Table 4.12 Degree of importance of Administrative Expenses information

Response Category Frequency Percentage (%)
Critically Important 8 20

Very Important 14 35
Important 14 35

A little important 3 8

Not Important at all 1 2

Total 40 100

Figure 4.12 Degree of importance of Administrative Expenses information.

Information on Administrative Expenses
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Percentage 30
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at all

Response Category

Source: Research data
From the above table it is evident that 20% of the respondents regarded administration
expenses information as critically important, while 35% of the respondents indicated that it is a
very important factor and another 35% of the respondents indicated that it is important. 8% of
the respondents indicated that it is a little important while 2% of the respondents indicated that

it not important at all.
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4.2.13 Information looked for in an income statement (Selling and Distribution

Expenses).
Table 4.13 Degree of importance of Selling and Distribution Expenses information.

Response Category Frequency Percentage (%)
Critically Important 4 10

Very Important 19 48
Important 16 40

A little important 1 2

Not Important at all 0 0

Total 40 100

Figure 4.13 Degree of importance of Selling and Distribution Expenses information.

Information on Selling and Distribution Expenses

CrltitaVy Very Import***? Alift!? Not

Important Intportant Important Important at
all

Response Category

Source: Research data

From the above chart it is clear that 10% of the respondents support the fact that information
on selling and distribution expenses is critically important, 48% of the respondents said it is

very important, 40% of the respondents said it is important, 2% of the respondents said it is a

little important. None said it is not important at all.
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4.2.14 Information looked for in an income statement to (Net Profit).

Table 4.14 Degree of importance of Net Profit information.

Response Category Frequency Percentage (%)
Critically Important 32 80

Very Important 8 20
Important 0 0

A little important 0 0

Not Important at all 0 0

Total 40 100

Figure 4.14 Degree of Importance of Net Profit information

Information on Net Profit

CriticAlly Very Important Alittle Not Important
Important Important important atall

Response Category
Source: Research data
The above table clearly indicates that net profit information is critically important to investors
in investment decisions. This is evidenced by the fact that 80% of the respondents indicated
that the net profit information is critically important while 20% of the respondents said that it is

very important.



4.2.15 Preferred presentation format of income statement.

Table 4.15 Preferred Income Statement format.

Format Category Frequency Percentage (%)
‘By Nature’ 25 63
‘By function’ 15 37
Total 40 100

Figure 4.15 Preferred Income Statement format.

Preferred Income Statement format

‘By Function'
37%

'By Nature'
63%

Source: Research data
From the figures above it is evident that most investors prefer ‘by nature’ format income
statements because it provides more and easy to understand information and is supported by
63% of the respondents. Only 37% of the respondents support ‘by function” format of income
statement. Majority of the respondents gave reasons such as understandability, accountability
and that ‘by nature’ format provides a better link to the other financial statements for their

preference for ‘by nature’ format.



4.2.16 ‘By nature’ income statement format in providing relevant information.

Table 4.16 “By nature’ in Provision of relevant information.

Response Category Frequency Percentage (%)
Strongly Disagree 0 0
Disagree 2 4

Neutral 3 8

Agree 21 53
Strongly Agree 14 35

Total 40 100

Figure 4.16 ‘By nature’ in provision of relevant Information.

Source: Research data
From the above figures it is evident that 88% of respondents agreed that ‘by nature’ income
statement format provides relevant information. This is supported by 53% of the respondents
saying they agree and 35% of the respondents said they strongly agreed while 8% of the

respondents were neutral and only 4% of the respondents disagreed.
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4.2.17 ‘By nature' income statement format in providing understandable information.

Table 4.17 By nature' in provision of understandable information.

Response Category Frequency Percentage (%)
Strongly Disagree 2 5
Disagree 2 5

Neutral 4 10

Agree 12 30
Strongly Agree 20 50

Total 40 100

Figure 4.17 ‘By nature’ in provision of understandable information

By Nature format in provision of understandable information

Response category
Source: Research data

80% of the respondents strongly agreed that ‘by nature’ income statement format provides

understandable information while 10% of the respondents were on the neutral ground and the

remaining 10% of the respondents disagreed.
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4.2.18 ‘By nature' income statement format in providing comparable information.

Table 4.18 ‘By nature' format in providing Comparable information.

Response Category Frequency Percentage (%)
Strongly Disagree 1 2
Disagree 3 8

Neutral 16 40

Agree 14 35
Strongly Agree 6 15

Total 40 100

Figure 4.18 ‘By nature’ format in providing Comparable information.

By Nature format in providing comparable information

Strongly Dtsagre* Neutral Agree Strongly
Disagree Agree

Response Category

Source: Research data

The above table and the bar chart indicate that 15% of the respondents strongly agreed that ‘by
nature’ format provides comparable information to investors while 40% of the respondents

were neutral, 35% of the respondents agreed, 8% of the respondents disagreed and only 2% of

the respondents strongly disagreed.



4.2.19 ‘Bv nature’ income statement format in providing reliable information.

Table 4.19 ‘By nature’ format in provision of reliable information.

Response Category Frequency Percentage (%)
Strongly Disagree 1 2
Disagree 3 8

Neutral 16 40

Agree 14 35
Strongly Agree 6 15

Total 40 100

Figure 4.19 ‘By nature’ format in provision of reliable information.

Source: Research data

In terms of reliability, 15% of the respondents strongly agreed that the ‘by nature’ format
provides reliable information while 35% of the respondents agreed. 40% of the respondents

were neutral while only 8% of the respondents disagreed and 2% of the respondents strongly

disagreed.
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4.2.20 ‘By function’ income statement format in providing relevant information.

Table 4.20 “By function’ format in providing relevant information.

Response Category Frequency Percentage (%)
Strongly Disagree 2 5

Disagree 2 5

Neutral 20 50

Agree 16 40
Strongly Agree 0 0

Total 40 100

Figure 4.20 ‘By function’ format in provision of relevant information.

‘By function’ format in providing relevant information
50

Percentage 40
30
20

10

0
Strongly Disagree Neutral Agree  Strongly

Disagree Agree

Response Category

Source: Research data
From the above figures, 50% of the respondents were neutral on the ability of the ‘by function’
income statements in providing relevant information. 40% of the respondents agreed that it

provides relevant information while only 10% of the respondents disagreed.
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A22\ ‘By function’ income statement format in providing understandable information

Table 4.21 ‘By function’ format in provision of understandable information

Response Category Frequency Percentage (%)
Strongly Disagree 0 0
Disagree 6 15

Neutral 14 35

Agree 20 50
Strongly Agree 0 0

Total 40 100

Figure 4.21 ‘By function’ format in provision of understandable information

‘By function’ format in providing understandable information

Response Category

Source: Research data
50% of the respondents agreed that the ‘by function’ format is understandable, 35% of the
respondents were neutral and 15% of the respondents disagreed that it provides understandable

information.
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4.2.22 ‘By function’ income statement format in providing comparable information.

Table 4.22 ‘By function’ format in providing Comparable information.

Response Category Frequency Percentage (%)
Strongly Disagree 2 5
Disagree 3 8

Neutral 21 52

Agree 14 35
Strongly Agree 0 0

Total 40 100

Figure 4.22 ‘By function’ format in providing comparable information

Source: Research data
The table above indicates that 52% of the respondents were neutral on ‘by function’ format
providing comparable information. 35% of the respondents agreed that the by function format

provides comparable information while 8% of the respondents disagreed and only 5% of the

respondents strongly disagreed.
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4.2.23 ‘By function’ income statement format in providing reliable information.

Table 4.23 *By function’ format in provision of reliable information.

Response Category Frequency Percentage (%)
Strongly Disagree 1 2
Disagree 4 10
Neutral 16 40

Agree 10 25
Strongly Agree 9 23

Total 40 100

Figure 4.23 ‘By function’ format in providing reliable information

‘By function’ format in providing reliable
information

40 m

30
Percentage

20

L1

Strongly Disagree Neutra Agree  Strongly
Disagree Agree

Response category

Source: Research data
40% of the respondents were on the neutral ground about ‘by function” format providing
reliable information, 25% of the respondents agreed, 23% of the respondents strongly agreed,

10% of the respondents disagreed and only 2% of the respondents strongly disagreed.



4.2.24 Other information sought for beyond that provided in financial statements

Table 4.24 Other Information beyond that provided in the financial statements

Response Category Frequency Percentage (%)
Yes 25 63
No 15 37
Total 40 100

Figure 4.24 Other Information beyond that provided in the financial statement

Source: Research data
From the above data it is evident that most investors look for other information beyond that
provided in the financial statements with 63% of the respondents saying they look for other
information and 37% of the respondents saying they do not look for other information.
Respondents cited other sources of information such as prospectus, companies' newsletters and

financial advisors.



4.2.25 Limitations of the income statement

Table 4.25 Income statement Limitations

Response Category Frequency Percentage (%)
Yes 33 83
No 7 17
Total 40 100

Figure 4.25 Income Statement Limitations

Income Statement Limitations

Yes No

Response category

Source: Research data
The data indicated that the income statement has limitations. This is supported by 83% of the
respondents saying that the income statement has limitations, while only 17% of the

respondents said that the income statement does not have any limitations.
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CHAPTER FIVE

SUMMARY, CONCLUSION AND RECOMMENDATIONS

5.1 Introduction

The conclusion made on this chapter is derived from the analyzed research findings.
Recommendations are based on the conclusions. This research offers an insight into the
adequacy of the preferred presentation format of income statement in providing information to

investors.

52 Summary of the major findings

1. “By nature’ presentation format of the income statement was established to be the one
that provides adequate information to investors.

2. The study established that the most preferred income statement presentation format by
investors is the ‘by nature’ format since it is more informative, more understandable
and more comparable.

3. It also emerged from the study that the income statement using both formats had
limitations as it contains some estimates and full of manipulation risks by management.

4. The study also established that the income statement has to be used in conjunction with
other financial statements and other relevant information to enable investors make

sound decision.
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5. The study confirmed that the income statement information in critically important in
facilitating investors decisions. The presentation format therefore should be such as to
meet the users’ needs. The investors use the income statement information to make
different types of investment decisions therefore the information should be presented in

such a way as to meet a variety of users needs.

53 Conclusion

The income statement is at the heart of financial reporting and investors use it to evaluate the
performance of the firm, to predict the nature and timing of future cash flows and this has a
significant impact on the share prices in the stock exchange. A lot of attention should therefore
be focused on the presentation of the elements of the income statement to enable the users

make informed and quality decisions.

It was noted at the beginning of the study that income statement is not only used by
management, but also by investors and creditors outside the company to evaluate profitability,
performance and aid in the assessment of risk for the investor or creditor. Business investors
tend to rely on the financial statements to signal the weight attached to both core and non-core
information depending on presentation format adopted. Income statements information is used
by various interested parties to assess the performance of managers and make economic

decisions.
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Non professional investors tend to rely on the financial statements to signal the weight of
income statements are attached to both core and non-core information depending on
presentation format adopted. The information set and the method chosen to process the
information has an interactive effect on the quality of investor’s decisions. Therefore, an
information system should provide reports that contain timely and relevant information that
enhances decision-making task. The income statement used in conjunction with other financial

statement helped users predict the amount and timing of cash flows.

5.4 Limitations of the study

The study only considered the IAS | income statement format that is ‘by nature’ and ‘by
function” format. While the other formats such at the matrix format, tabular, graphical and

other were not studies due to limed financial resources.

The study only considered financially literate investors.

5.5 Recommendations

The following are the study recommendations that will positively influence information

provided in an income statement

1. The accounting standard setters should reduce the amount of discretion given to

preparers of financial statements in selecting the presentation format to use.



2. The income statement is used by different investors and other users who have different
information needs. The income statement therefore should provide detailed information

in order to meet the different information needs of the users.

5.6 Suggestion for further study

The following points are suggested for further research:

1. The most preferred income statement presentation format by Kenyan firms.

2. Factors influencing the choice of income statement presentation format by Kenyan
firms.

3.

The role of educational institutions in the adoption and use of income statement

presentation format.
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APPENDIX | : QUESTIONAIRE

This questionnaire is intended to elicit information on the preferred format of income statement
presentation and its adequacy in providing information to investors using MBA student’s as

surrogate investors.

You are humbly requested to answer the questions outlined below as accurately as you can.
Please be assured that the information that you provide is purely for academic purposes and

will be treated with strict confidence.
Personal Details

1 Name of the MBA student
(optional)

2. Gender: Male [ ] Female [ ]

3. Employment: Selfemployed [ ] private Sector [ ] Public Sector [ ]

Others
4. Age (years): Please tick (V) as appropriate
21-30 [ ] 3140 [ ] 4150 [ ] above50 [ ]
Information investors look for in income statements

5. Do you or would you consider any information from income statement before making

investment decisions? Please tick (V) as appropriate
Yes [ ] No [ ]
6. Which type of investment do you or would you undertake? Please tick (V) as appropriate

Capital investment [ ] Speculative investment [ ] both [ ]



7. Which information do you look for in an income statement, to facilitate your
investment decision? Please tick as appropriate. (5-Critically important, 4-very

important, 3-important, 2- a little important, 1-not important at all).

Information 5 4 3 2
Sales

Cost of sales

Gross profit

Depreciation expense

Staff cost

Administration expenses

Selling and distribution expenses

Net profit

Other information
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Most favored presentation format by Investors.

8. Which presentation format of the income statement do you prefer? Please tick (V) as

appropriate (See attached income statement presented in the two alternative formats)

‘By nature’ income statement format [ 1]
‘By function’ income statement format [ ]
Why?

i) Provides more information [ ]
o) It is easy to understand [ 1
iii) It enhances accountability [ 1
tv) It is more realistic [ ]
V) (] 1 1 =] TR



The adequacy of both formats in providing information to investors

9. State whether you agree with the following comments on “BY NATURE’ income

statements. Please tick (V) as appropriate.

Strongly

Disagree

Satisfies relevance characteristics
of information

Satisfies understandability

characteristics of information
Satisfies Comparability characteristics
of information

Satisfies reliability characteristics of

information

Disagree

Neutral

Agree

Strongly

agree

10. State whether you agree with the following comments on ‘BY FUNCTION’ income

statements. Please tick (V) as appropriate.

Strongly

Disagree
Satisfies relevance characteristics
of information

Satisfies understandability

characteristics of information
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Disagree

Neutral

Agree

Strongly

agree



Satisfies Comparability characteristics
of information

Satisfies reliability characteristics of

information

12. Do you look for other information beyond that provided in the financial

statement? Please tick (V) as appropriate.
Yes [ ] No [ ]

If yes, please list your sources and the reason (s) why?

i) Financial advisors [ ]
ii) Newspapers [ ]
iii) Friends [ ]
iv)  Companies website [ ]

Vi) Others....ccceovvvvienns
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13. Do you think Information on an income statement might have several limitations,

thereby leading to wrong decision making. Please tick (V) as appropriate.

Yes|[ ] No [ ]

If Yes, state some limitations

i) Provides only historical information [ 1
») Some figures are estimates [ ]
Hi) Risk of deliberate manipulation by managers [ ]
iv) Its over summarized [ 1
V) (@] 4 1Y TR
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APPENDIX II: SAMPLE OF INCOME STATEMENTS

byfunction format

Xyz Limited
Income statement
For year ended 31-December - 2008

2008

51000
Sales 1660
Costs of sales (840)
Gross profit 820
Other operating income 600

1420

Administration costs (240)
Selling and distribution costs (660)
Operating profits 520
Finance cost (120)
Profit before taxation 4 00
Income tax expense (180)
Net profit for the period 220
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2007

1500
(700)

800
500

1300
(500)
(479)

321
(14)
307

(130)

177



'y nature-format

Xyz Limited
Income statement

For year ended 31-December-2008

2008

ShOOO
Sales 1660
Other operating income 600

2260
Changes in inventory 840
Purchases 540
Employee benefit expense 80
Depreciation 40
Rent and rates 90
Discount allowed 50
Bad debts written off 100
Advertising 90
Directors remuneration 10
Interest expense 20
Total expenses 1860
Profit before taxation 400
Less income tax expense (180)
Net profit for the period 220
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2007

shOOO

1500
500

2000

600
600
80
40
87
45
130
87
10
14

1693

307
(130)

177



