
 
 

Accounting – Self Study Guide for Staff of Micro Finance Institutions 
 
 
LESSON 6  

Relationship between Financial Statements 
 
 
OBJECTIVES  The purpose of this session is to introduce the Statement of Changes in 

Financial Position and to explain the relationship between the Balance Sheet 
and the Income Statement.  In particular, the equity component of the 
Balance Sheet and changes to it will be examined. 

 
 You will learn how to create a Statement of Changes in Financial Position 

and how to identify each transaction or event as being a "cash" or a "non-
cash" item.  You will also be able to relate the three financial statements to 
each other and to see how each transaction or event which occurs at the 
organization has an effect on one or all statements.  Topics covered include: 

 

• Statement of Changes in Financial Position 
• Equity Fund Balance 
• Investments by Owners 
• Income (profits) 
• Distributions to Owners 

 

 

 
   

Statement of Changes in Financial Position 

The Statement of Changes in Financial Position summarizes the changes 
that occurred in the financial position of the organization by showing how 
it acquired resources and how it applied or used these resources.  
Organizations can choose to create the Statement of Changes in Financial 
Position on a cash basis or a working capital basis.   

Working capital refers to the excess of current assets over current 
liabilities.  Examples of current assets of a credit organization are cash, 
short-term investments and loan receivables that have become due.  
Current liabilities are short-term loans or credit lines that are repaid as 
current assets are converted to cash.   

For the purposes of this training, the Statement of Changes in Financial 
Position will be created on a cash basis rather than a working capital basis.   

Cash flow management is discussed in detail in the FINANCE study guide but 
it is important to mention at this point that without sufficient cash flow, an 
organization cannot meet its expenses or disburse loans.  By determining the 
expected amount of loan recovery, loan disbursement and expenses, the 
cash requirements for the month can be determined.   
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It is important that this is forecasted accurately for two reasons: 

1. Idle funds do not earn revenue.  For example, if an organization has a 
number of branches and charges its branches for funds it disburses to 
them, then excess cash sitting at the branch will be expensive for the 
branch due to the “cost of funds” charged to the branches by Head 
Office.  In addition, excess funds sitting at one branch may be 
desperately needed at another branch for on lending.  Effective 
management of excess cash results in higher profits for the organization 
as a whole.  

2. If the organization is left without enough cash, bills may go unpaid or 
clients may go without their loan.  Organizations must caution against 
this -- one of the easiest ways to increase delinquency is to seemingly 
“run out of money”.  In addition, unpaid bills often result in higher 
expenses due to late payment charges or poor credit ratings. 

The most common means of determining whether an organization has 
enough cash flow (or working capital) is to determine its cash flow from 
operations and its other sources and uses of cash.  This is achieved by 
creating the Statement of Changes in Financial Position.   

To create a Statement of Changes in Financial Position on a cash basis, it is 
necessary to determine which transactions are cash items and which 
transactions are non-cash items.  Any non-cash items must be included 
among the potential sources and uses of cash.  

The Statement of Changes in Financial Position is created by taking the Net 
Income (Loss) of an organization and adding back any non-cash items and 
other sources of cash, and subtracting any other uses of cash.  This net 
figure equals the change in cash over the period.1

Non-cash items most common in micro-credit organizations are depreciation 
and provision for loan losses. Look at the Accounting Definitions in Lessons 
2 and 3, referring specifically to the definitions of Depreciation and Loan 
Loss Provision.  Because these two expense items do not involve cash 
transactions, they are referred to as non-cash items and are added back to 
the net income (loss) of an organization to determine cash flow. 

Other sources of cash are increases in liabilities and decreases in assets 
(other than cash). 

Examples are: 

• decrease in loans outstanding 
• increase in borrowed funds 
• increase in loan fund capital 
• sale of fixed assets 
• sale of investments 
• decrease in other assets 
• increase in savings deposits 
• increase in other liabilities 

                                                      
1  “Principles and Practices of Financial Management for Microenterprise Lenders and Other Service 
Organizations”; Women’s World Banking. August 1994. 
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Uses of cash are decreases in liabilities and increases in assets (other than 
cash). 

Examples are: 

• increase in loans outstanding 
• loan write-offs 
• repayment of borrowed funds 
• purchase of fixed assets 
• purchase of investments 
• increase in other assets 
• decrease in savings deposits 
• decrease in other liabilities 

For example, using the Sample Balance Sheet - Comparative and the Sample 
Income Statement which you can find in a separate downloadable document 
as part of this study guide, the Statement of Changes in Financial Position is 
as follows: 
 

ABC Credit Programme 
STATEMENT OF CHANGES IN FINANCIAL POSITION 

As at December 31, 1995 

 
Sources of Funds: 
  Excess of Revenue over Expenses     1,000 
 Depreciation         400 
 Provision for Loan Losses    2,500 
 Increase in Borrowed Funds  11,000 
 Increase in Loan Fund Capital   7,100 
 Decrease in Other Assets       500
   _______  
Total Sources of Funds 22,500 
 
Uses of Funds:  
 Increase in Loans Outstanding 14,000 
 Increase in Investments   2,500 
 Decrease in Borrowed Funds   3,000 
 Loan Write-Offs      500 
   _______  
Total Uses of Funds 20,000 
    
Net Cash Flow, for the period    2,500 

Cash, beginning of period        2,500 

Cash, end of period     5,000 

 
Note that the difference between sources and uses of cash in a period is 
equal to the change in the cash position shown on the Comparative Balance 
Sheet for that period. 
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Equity Fund Balance 

The main item linking the Balance Sheet and Income Statement is equity. 
The Income Statement provides a detailed explanation of the most 
important change in equity, i.e. the net income/(loss) for the accounting 
period.  At the end of the period this is transferred to the Balance Sheet in 
the form of equity. 

There are three elements which change equity: 

(1) income 
(2) investments by owner(s) 
(3) distribution to owner(s) 

The income at the end of a period is often referred to as “retained 
earnings” or “current surplus”. Refer to Accounting Definitions (Balance 
Sheet): Equity under the Equity section in Lesson 2.   

To illustrate: 
 
 

INCOME STATEMENT BALANCE  SHEET 
REVENUE ASSETS 
– = 
EXPENSES LIABILITIES 
= + 
NET INCOME        →→→→ EQUITY 

 (beginning Equity + Net Income) 

 

Although investments by owners and distributions to the owners, change the 
equity, neither of these is a component of income. Transactions between an 
organization and its owners are rarely recorded on the Income Statement.  
Therefore, investments by owners and distribution to owners are never 
included in income.   

 
 

Transactions and Events that Effect Changes in Equity 
  

Non-Owner Related  Owner-Related 

   
Revenue Expenses   

         
(1) (2) (3) 

Income = Revenue – Expenses Investments Distributions 
 by Owners to Owners 
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Income (Profits) 

Accounting income is defined as the change in equity resulting from greater 
revenue than expenses in an accounting period.  It does not include changes 
in equity resulting from owner investments or distributions of profits to 
them; these two elements represent transactions between an organization 
and its owners only. 

As mentioned, revenue (cash received from operations) increases assets and 
equity.  Expenses (cash spent during operations) decrease assets and equity.  
The net difference between revenues and expenses is the net income (or 
loss). 

Revenue  
Assets Claims 
Assets  

Increase 
Equity  

Increases 

Expenses 
Assets Claims 
Assets  

Decrease 
Equity  

Decreases 

Net 
Assets Claims 

Increase in 
Net Assets = 

Increase in Equity: 
Profit 

Decrease in  
Net Assets = 

Decrease in Equity: 
Loss 

 

Investments by Owners 

Investors obtain ownership rights in an organization by contributing 
something of value; usually cash or other assets or services.  When cash or 
other assets are contributed, both total assets and equity increase. 

 
Assets Claims 
Assets  

Increase 
Equity  

Increases 

Investments are contributions made in exchange for ownership rights in an 
organization. 

To return to the example used in Lesson 2, if Betina invests an additional 
$1,000 in another sewing machine using her own savings, the assets of the 
business increase from $1,500 to $2,500.  Liabilities do not increase (since 
she did not borrow an additional amount) but equity does.  Equity increases 
from $500 to $1,500.  Liabilities remain at $1,000.  Liabilities plus equity 
($1,000 + $ 1,500 = $2,500) equals assets ($2,500). 
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Distributions to Owners 

The owners of an organization may choose to withdraw profits for their own 
personal use.  When cash or other assets are distributed, both total assets 
and equity decrease.   

 
Assets Claims 
Assets  

Decrease 
Equity  

Decreases 
 

Distributions of profits are not included in the Income Statement since they 
involve a transaction between an organization and its owners. 

Continuing with the sewing machine example, if Betina made a profit of 
$500 during the year and decided to withdraw $150 for herself, both assets 
and equity would decrease. 

 
Assets Claims 

Assets Decrease 
150 

Equity Decreases 
150 

 

 

Study the Relationship between Financial Statements on the next page. 
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RELATIONSHIP BETWEEN FINANCIAL STATEMENTS 
 

ACCOUNT NAME Amount INCOME STATEMENT BALANCE  
SHEET 

  Revenue Expenses Assets Liabilities Equity 
Short-term borrowings 6,000    6,000  
Provision for Loan Losses 5,000  5,000    
Loans outstanding - past due 20,000   20,000   
Administrative expenses 2,300  2,300    
Interest income - current loans 11,000 11,000     
Long-term investments 8,000   8,000   
Loan fees 4,200 4,200     
Loan fund capital 33,000     33,000 
Interest paid on debt 1,200  1,200    
Long-term debt 18,800    18,800  
Property & Equipment 3,000   3,000   
Rent 2,150  2,150    
Loan Loss Reserve 5,000   (5,000)   
Interest income - investments 400 400     
Cash and current accounts 5,000   5,000   
Depreciation 200  200    
Communications 250  250    
Loans outstanding - current 35,000   35,000   
Grant income - credit services 3,500 3,500     
Travel 2,000  2,000    
Interest bearing deposits 2,500   2,500   
Salaries & Benefits 4,000  4,000    
Long-term debt 7,500    7,500  
Accumulated depreciation 200   (200)   
Retained Net Surplus/(Deficit) 
prior 

1,000     1,000 

  19,100 17,100 68,300 32,300 34,000 
Net Surplus/(Deficit) - current 
year 

  2,000   2,000 

TOTALS  19,100 19,100 68,300 32,300 36,000 
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Relationship between Financial Statements 

EXERCISES 
 
 
 
1. What are two examples of non-cash items? 

 

 

 

2.  What is the purpose of creating the Statement of Changes in Financial Position? 

 

 

 

 

 

 

3. What are the elements which change Equity? 

 

 

 

 

 

4.  Choose the right answer: 

 
 Equity Increases Equity Decreases 
Net Surplus - current year   

Donation to Loan Fund Capital   

Dividend payment to shareholders   

Net Loss - current year   
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5. The following information is from a Loan Fund as at December 31, 1994: 

 
PARTICULARS Bs. PARTICULARS Bs. 
Salaries & Benefits 24,000 Interest-bearing Deposits 33,600 
Grant Income - Fund Capital 4,560 Staff Training 9,600 
Cash & Current accounts 16,800 Long-term Investments 52,800 
Communications 3,840 Interest paid on Debt 14,400 
Loans Outstanding - Gross 336,000 Client Savings 9,600 
Provision for Loan Losses 14,400 Depreciation 1,440 
Property & Equipment - Gross 19,200 Loan Loss Reserve 24,000 
Travel 12,000 Interest Income - Current Loans 57,600 
Short-term Borrowings 48,000 Long-term Debt 216,000 
Interest paid on Deposits 2,400 Loan Fees 24,000 
Accumulated Depreciation 1,440 Loan Fund Capital 158,400 
Rent 12,000 Retained Net Surplus/(Deficit) 

prior 
0 

Interest Income - Investments 8,880   
 
 
 On the basis of this information and using the outline provided below, show the relationship 

between financial statements. 
 
 

PARTICULARS BS. INCOME STATEMENT BALANCE SHEET 
  Revenue Expenses Assets Liabilities Equity 

Salaries & Benefits 24,000      
Grant income - fund capital 4,560      
Cash & current accounts 16,800      
Communications 3,840      
Loans outstanding - gross 336,000      
Provision for Loan Losses 14,400      
Property & equipment - gross 19,200      
Travel 12,000      
Short-term borrowings 48,000      
Interest paid on deposits 2,400      
Accumulated depreciation 1,440      
Rent 12,000      
Interest income - investments 8,880      
Interest bearing deposits 33,600      
Staff training 9,600      
Long-term investments 52,800      
Interest paid on debt 14,400      
Client savings 9,600      
Depreciation 1,440      
Loan Loss Reserve 24,000      
Interest income - current loans 57,600      
Long-term debt 216,000      
Loan fees 24,000      
Loan fund capital 158,400      
Net Retained Surplus/(Deficit) prior 0      
       

Net Surplus/(Deficit) - current 
year 

      

TOTALS       
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