Week Seven Lecture Notes 
IMPORTANCE OF FINANCIAL STATEMENTS AND THEIR ADJUSTMENTS

The main reason why people set up businesses is to make profits. Of course, if the business is successful it may well incur losses instead. The calculation of such profits and losses is probably the most important objective of account ting function. The owners will want to know the profitsthey had hoped to make. Knowing what profits are being made helps businesses to do many things including;

· Planning a head

· Obtaining loans from the banks, other businesses or from private individuals

· Telling prospective business partners how successful the business is

· Telling someone who may be interested in buying the business how successful the business is

·  Calculate the tax due on the profits so that the correct amount of a tax can be paid to the tax authorities.

In the case of a trader (someone who is mainly concerned with buying and selling goods), the profits are calculated by drawing up a special account called a trading and profit and loss account. Nowadays this is often called “the profit and Loss accounts”

You will find it easier at this point if you try to remember that the trading and profit and loss accounts is a financial statement.

The Nature of profit or loss 

To an accountant, profit means the amount by which revenue are greater than expenses for a set of transactions. The term reserves means the sales value of goods and services that have been supplied to customers. The term expenses means the cost value of all the assets that have been used up to obtain those reserves.

If, therefore a business supplied goods and services valued for sale at 100,000/= to customers and the expenses incurred in order to supplythose goods and services amounted to 70,000/= the expected profits would 30,000/= as shown below.

Revenue

                                                                                                                        Shs

Goods and services supplied to the customers 100,000

Less: Expenses                                                                                             70,000
30,000
On the other hand it is possible for expenses to exceed revenue for asset of transaction. In this case the result is a loss. For example a loss of 20,000shs would be incurred given the following.

Revenue
                                                                                                                      Shs

Amount charged to customers in respect

of all goods and services supplied                                                              60,000

Less: Expenses                                                                                            (80,000)
Value of all the assets used to supply (20,000)

Goods and services to the customer
The effects of profits and loss on capital
Businesses exist to make profits and so increase their capital.

On 1st January, 2014 the assets and liabilities of a business were:

Assets

Fixtures                           10,000

Stock                                7,000

Cash at hand                     3,000

Liabilities 
Creditors                           2,000

Capital is found from the accounting Eqn.

Capital is Assets –Liabilities

=10,000 +3,000 -2,000

=20,000 -2,000

18,000
During the January the January of stock (7000/=) is sold for 11,000/= cash. On 31st January the assets liabilities have become.

Assets
Fixtures10,000

Stock         Nil

Cash at Bank                            14,000

Liabilities      Creditors            2,000

Capital is now;

Assets 10,000 +14,000 – 2,000

           24,000 -2,000

           22,000
So therefore capital has increased by 4,000/= from 18,000/= to 22,000/=. It has increased by 4,000/= because the 7000/= stock was sold at profit of 4,000/= hence profit increases capital.

         Old capital           +               profit             =                 New profits

          18,000                 +              4,000              =                 22,000

A loss on the other hand, would reduce on the capital

          Old capital           _             Loss                =                new capital

Profit or loss and sales

Profit will be made when goods and services are sold at a more than cost price, while the opposite will mean a loss.

Types of profits
1. Gross profits: one of the most important uses of trading and profit and loss account is that of comparing the results obtained with the results expected. In trading organization a lot of attention is paid to how much profit is made before deducting expenses for every sales revenue so that this can be seen in the profit calculation.  The account in which the profit is calculated is divided into two sections. One in which the gross profit is found (trading account) –part of the statementand the next section in which the net profit is found or calculated (profit and loss) – parts of the statement. Gross profit is the excess of the sales revenue over the cost of the goods sold. Where the cost of the goods sold is greater than the sales revenue, the result is a gross loss. 

Similarly:
Gross profit                     Is the excess of sales revenue over the cost of goods sold in period.

(Calculated in the trading Account)

2. Net profits:Net profit, found in the profit and loss Account consists of the gross profit plus any revenue other that from sales such as rent received or commissioned earned , less the total costs used up during the period other than those already included in the ’’cost of goods sold’’ where the costs used up exceed the gross profit plus other revenue, the result is said to be a net loss. Thus :
Net profit                              = Is what is lost of gross after all other expenses have been deducted           

Calculated in the profit and 

Loss Accounts

Before the trading and profit and loss accounts is drawn one should prepare a trial balance. This contains nearly all the information needed.

Example 1
                              B Swift

Trial balance as at 31/12/2015

Dr (shs)                                           Cr (shs)

Sales  
3850

Purchases                            2900

Rent                                       240

Lighting                                 150

General Expenses                    60

Fixtures and ……                  500

Debtors                                  680

Creditors                                                                                         910

Bank                                     1510

Cash                                          20

Drawings                                 700

Capital                                                                                              200

                                                 6,760                                              6,760                             

Note:    Gross profits      =    Sales  -Cost of goods sold.

It would be easier if all purchases in a period were sold by the end of the same period. In that case cost of goods sold would always be equals purchases. However, this is not normally the case and so we have to calculate the cost of goods sold is follows:

What was bought in the period                                        =              Purchases 

Less: Goods bought but not sold in the period                                closing stock               

                                                                                =             cost of goods sold  
In Swift’s case, there are goods unsold at the end of the period. However, there is no record in the accounting books of the value of this goods unsold. The only way Swift can 

Find this figure is by stocking at the close of business on 31st Dec 2015. To do this he would have to make a list of all the unsold goods and then find out their value paid for then. Let’s assume that this is 300/=

The cost of goods sold figure will be                                     Shs.

Purchases                                                                                 2900

Less: closing stock                                         (300)

Cost of goods sold                                      2600

Based on the sales revenue of 3,850, the gross profit can be calculated:

Sales cost of goods sold                                   =         Gross profit

3,850    -   2,600               =          1,250

We now have the information we can proceed to complete the Trading and Profit and Loss the Account   at the end of the period. To do so we need to create a trading account (this is not the same as Trading and Profit and Loss Account, through it does produce the same gross figure). 

The balance of the sales account is transferred to the trading account by: 

Dr.       Sales accounts (thus closing it)

Cr               The Trading account

The balance of the purchases account is transferred   

Dr.       Trading account

Cr.            Purchases account (thus closing it).

There is no entry for the closing stock in the double entry accounts, this is achieved as follows;

Dr.    Closing stock account with the value of the closing stock

Cr.            Credit the Trading account (thus completing the double entry account). The trading account will look as shown below

Dr.                                                        Trading account                                                        Cr.                                                          

	20X5                                                       Shs 

Dec. 31st Purchases                              2,900

         31st Gross Profits                        1,250 

                                                            4,150
	20X5                                                      Shs

Dec. 31st  Sales                                     3,850

         31st  Closing stock                          300

                                                               4,150





	


