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For Income Statement:
Atrill, P., & McLaney, E. (2018). Chapter 3. Accounting and finance for non-specialists (10th ed., pp. 72–112). Pearson Education, Limited.
For Balance Sheet:
Atrill, P., & McLaney, E. (2018). Chapter 2. Accounting and finance for non-specialists (10th ed., pp. 27–71). Pearson Education, Limited.
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Sales revenue 232,000
Cost of sales:
Opening inventories 40,000
Purchases (goods bought) 189,000
Closing inventories (75,000) 154,000)

Gross profit 78,000
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Activity 3.3

The following information relates to the activities of H&S Retailers for the year ended
30 April 2018:

‘o)
Motor vehicle running expenses 1,200
Closing inventories 3,000
Rent payable 5,000
Motor vans - cost less depreciation 6,300
Annual depreciation - motor vans 1,500
Heat and light 900
Telephone and postage 450
Sales revenue 97,400
Inventories purchased 68,350
Insurance 750
Loan interest payable 620
Balance at bank 4,780
Salaries and wages 10,400
Opening inventories 4,000

Prepare an income statement for the year ended 30 April 2018. (Hint: Not all items listed
should appear on this statement).
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‘Your answer should be as follows:

H&S Retailers
Income statement for the year ended 30 April 2018

o £

Sales revenue 97,400
Cost of sales:

Opening inventories 4,000

Purchases 68,350

Closing inventories (3,000) (69,350)
Gross profit 28,050
Salaries and wages (10,400)
Rent payable (5,000)
Heat and light (900)
Telephone and postage (450)
Insurance (750)
Motor vehicle running expenses (1,200)
Depreciation — motor vans (1,500)
Operating profit 7,850
Loan interest (620)
Profit for the period 7,230

Note that neither the motor vans nor the bank balance are included in this statement. This
is because they are both assets and so are neither revenues nor expenses.
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Jerry and Company is a new business that was created by depositing £20,000 in a bank
account on 1 March. This amount was raised partly from the owner (£6,000) and partly
from borrowing (£14,000). Raising funds in this way will give rise to a claim on the busi-
ness by both the owner (equity) and the lender (liability). If a statement of financial position
of Jerry and Company is prepared following these transactions, it will appear as follows:

Jerry and Company
Statement of financial position as at 1 March

=z

ASSETS

Cash at bank 20,000
Total assets 20,000
EQUITY AND LIABILITIES

Equity 6,000
Liabilities — borrowing 14,000
Total equity and liabilities 20,000

We can see from the statement of financial position that the total claims (equity and
liabilities) are the same as the total assets. Thus:

Assets = Equity + Liabilities
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This equation — which we shall refer to as the accounting equation — will always hold
true. Whatever changes may occur to the assets of the business or the claims against
it, there will be compensating changes elsewhere that will ensure that the statement
of financial position always ‘balances’. By way of illustration, consider the following
transactions for Jerry and Company:

2 March Bought a motor van for £5,000, paying by cheque.

3 March Bought inventories (that is, goods to be sold) on one month’s credit
for £3,000. (This means that the inventories were bought on 3 March,
but payment will not be due to be made to the supplier until 3 April.)

4 March Repaid £2,000 of the amount borrowed, to the lender, by cheque.

6 March Owner introduced another £4,000 into the business bank account.

A statement of financial position may be drawn up after each day in which transactions
have taken place. In this way, we can see the effect of each transaction on the assets
and claims of the business. The statement of financial position as at 2 March will be:
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Jerry and Company
Statement of financial position as at 2 March

A

ASSETS

Cash at bank (20,000 — 5,000) 15,000
Motor van 5,000
Total assets 20,000
EQUITY AND LIABILITIES

Equity 6,000
Liabilities — borrowing 14,000
Total equity and liabilities 20,000

As we can see, the effect of buying the motor van is to decrease the balance at the
bank by £5,000 and to introduce a new asset — a motor van - to the statement of finan-
cial position. The total assets remain unchanged. It is only the ‘mix’ of assets that has
changed. The claims against the business remain the same because there has been
no change in the way in which the business has been funded.

The statement of financial position as at 3 March, following the purchase of inven-
tories, will be:
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Jerry and Company
Statement of financial position as at 3 March

ASSETS
Cash at bank
Motor van
Inventories
Total assets

15,000
5,000
3,000

23,000
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£
EQUITY AND LIABILITIES

Equity 6,000
Liabilities — borrowing 14,000
Liabilities — trade payable 3,000
Total equity and liabilities 23,000

The effect of buying inventories has been to introduce another new asset (inventories)
to the statement of financial position. Furthermore, the fact that the goods have not
yet been paid for means that the claims against the business will be increased by the
£3,000 owed to the supplier, who is referred to as a trade payable (or trade creditor)
on the statement of financial position.
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Activity 2.6

Try drawing up a statement of financial position for Jerry and Company as at 4 March.

The statement of financial position as at 4 March, following the repayment of part of the
borrowing, wil be:

Jerry and Company
Statement of financial position as at 4 March

£

ASSETS

Cash at bank (15,000 — 2,000) 13,000
Motor van 5,000
Inventories 3,000
Total assets 21,000
EQUITY AND LIABILITIES

Equity 6,000
Liabilities — borrowing (14,000 — 2,000) 12,000
Liabilities - trade payable 3,000
Total equity and liabilities 21.000

The repayment of £2,000 of the borrowing will result in a decrease in the balance at
the bank of £2,000 and a decrease in the lender’s claim against the business by the
‘same amount.
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Activity 2.7

Try drawing up a statement of financial position as at 6 March for Jerry and Company.

The statement of financial position as at 6 March, following the introduction of more funds,
will be:

Jerry and Company.
Statement of financial position as at 6 March

£
ASSETS
Cash at bank (13,000 + 4,000) 17,000
Motor van 5,000
Inventories
Total assets

EQUITY AND LIABILITIES
Equity (6,000 + 4,000) 10,000
Liabilities ~ borrowing 12,000
Liabilities - trade payable

Total equity and liabilities

The introduction of more funds by the owner will result in an increase in the equity of £4,000
and an increase in the cash at bank by the same amount.




image15.tmp
Brie Manufacturing
Statement of financial position as at 31 March 2018
£000

ASSETS,

Non-current assets

Property 45

Plant and equipment 30

Motor vans 19
o

Current assets

Inventories 23

Trade receivables 18

Cash at bank 12
53

Total assets 147

EQUITY AND LIABILITIES

Equity 60

Non-current liabilities

Long-term borrowings 50

Current liabilities

Trade payables a7

Total equity and liabilities 147

The non-current assets have a total of £94,000, which together with the current assets
total of £563,000 gives a total of £147,000 for assets. Similarly, the equity totals £60,000,
which together with the £50,000 for non-current liabilities and £37,000 for current liab
ties gives a total for equity and liabilities of £147,000.
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Example 2.4
Brie Manufacturing

Statement of financial position as at 31 March 2018

ASSETS
Non-current assets
Property

Plant and equipment
Motor vans

Current assets.
Inventories
Trade receivables
Gash at bank

Total assets
LIABILITIES
Non-current liabilities
Long-term borrowings
Gurrent liabilities
Trade payables

Total liabilities

Net assets

EQUITY

£000

lelz

[Blzls 2

(50)
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Refer to the statement of financial position of Brie Manufacturing shown earlier in
Example 2.4 (page 49). What would be the effect of revaluing the property to a figure of
£110,000 in the statement of financial position? Show the revised statement.

The effect on the statement of financial position would be to increase the figure for property
to £110,000 and the gain on revaluation (that is, £110,000 — £45,000 = £65,000) would
be added to equity, as it is the owner(s) who will have benefited from the gain. The revised
statement of financial position would therefore be as follows:

Brie Manufacturing
Statement of financial position as at 31 March 2018
2000
ASSETS
Non-current assets
Property 110
Plant and equipment 30
Motor vans 19
9
Current assets
Inventories 23
Trade receivables 18
Cash at bank 12
53
Total assets 212
EQUITY AND LIABILITIES i
Equity (60 + 65) 125
Non-current liabilities
Long-term borrowings 50
Current liabilities
Trade payables 37

Total equity and liabilities 212
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The following information relates to Simonson Engineering as at 30 September 2018:

e
Plant and equipment 25,000
Trade payables 18,000
Short-term borrowings 26,000
Inventories 45,000
Property 72,000
Long-term borrowings 51,000
Trade receivables 48,000
Equity at 1 October 2017 117,500
Cash in hand 1,500
Motor vehicles 15,000
Fixtures and fittings 9,000
Profit for the year to 30 September 2018 18,000
Drawings (owner's withdrawal of equity) for the

year to 30 September 2018 15,000

Required:

() Prepare a statement of financial position for the business as at 30 September 2018 using
the standard layout illustrated in Example 2.3,

(b) Comment on the financial position of the business based on the statement prepared i (a).

() Show the effect on the statement of financial position shown in (@) of a decision to revalue
the property to £115,000 and to recognise that the net realisable value of inventories at
the year end is £38,000.

The solution to this question can be found at the back on the book on pages 517-518.
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2.1 Simonson Engineering

(a) The statement of financial position should be set out as follows:

Simonson Engineering
Statement of financial position as at 30 September 2018

ASSETS

Non-current assets

Property, plant and equipment
Property

Plant and machinery

Fixtures and fittings

Motor vehicles

Current assets
Inventories

Trade receivables
Cash in hand

Total assets
EQUITY AND LIABILITIES
Equity

Closing balance® 120,500
Non-current liabilities.

Long-term borrowings 51,000
Current liabilities
Trade payables
Short-term borrowings

Total equity and liabilities
“The equity is calculated as follows:
Opening balance

Profit

Drawings (15.000)
Closing balance 120,500
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(b) The statement of financial position shows:
u the biggest investment in assets is property, followed by trade receivables and
inventories. These, combined, account for more than 76 per cent of the value of
assets held;
u the investment in current assets accounts for 44 per cent of the total investment
in assets;
 the total long-term finance is divided 70 per cent equity and 30 per cent long-term
borrowings. There is, therefore, not excessive reliance on long-term borrowings;
m the current assets (which are cash or near cash) cover the current liabilties (which
are maturing obligations) by a ratio of more than 2:1.
(©) The revised statement of position will be as follows:

Simonson Engineering
Statement of financial position as at 30 September 2018

e

ASSETS
Non-current assets
Property, plant and equipment
Property 115,000
Plant and machinery 25,000
Motor vehicles 15,000
Fixtures and fittings 9,000

64,000
Current assets
Inventories 38,000
Trade receivables 48,000
Cash in hand 1,500

87,500

Total assets 251,500
EQUITY AND LIABILITIES
Equity
Closing balance 156,500
Non-current liabilities
Long-term borrowings 51,000
Current liabilities
Trade payables 18,000
Short-term borrowings 26,000

Total equity and liabilities 251,500
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Better-Price Stores

Income statement for the year ended 30 June 2018

o)
Sales revenue 232,000
Cost of sales 154,000)

Gross profit 78,000
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Salaries and wages

Rent

Heat and light

Telephone and postage

Insurance

Motor vehicle running expenses

Depreciation - fixtures and fittings
- motor van

Operating profit

Interest received from investments

Interest on borrowings

Profit for the period

£
(24,500)
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(7,500)
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(1,000)
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Activity 3.2

Look back to Example 3.1 and assume that a trainee accountant had prepared the income
statement. Subsequent checking by the chief financial officer revealed the following errors:

1 Sales performance bonuses payable to staff amounting to £12,500 had been charged
to cost of sales.

2 The depreciation charge for fixtures and fittings should be £10,000 not £1,000.

3 Stationery costing £500 had been treated as interest on borrowings.

What will be the gross profit, operating profit and profit for the period after these errors
have been corrected?

Staff bonuses should be treated as part of the salaries and wages expense of the busi-
ness. This means that cost of sales will decrease by £12,500 and gross profit will increase
by a corresponding amount. The corrected gross profit is therefore £90,500 (that is,
£78,000 + £12,500).

The operating profit and profit for the period, however, will not be affected by this cor-
rection. Although the operating expense salaries and wages will increase, this is offset by a
compensating increase in gross profit.

The increase in the depreciation charge from £1,000 to £10,000 will decrease operat-
ing profit by £9,000. Furthermore, by treating stationery correctly, operating expenses will
increase by £500, thereby decreasing operating profit by a corresponding amount. The
corrected operating profit figure is, therefore, £15,100.

Finally, the corrected profit for the period is calculated by taking the corrected operating
profit £15,100, adding the interest received from investments, £2,000, and deducting the
correct amount of interest on borrowing £600 (that is, £1,100 — £500) = £16,500.
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Better-Price Stores, which we considered in Example 3.1, began the year with unsold
inventories of £40,000 and during that year bought inventories at a cost of £189,000.
At the end of the year, unsold inventories of £75,000 were still held by the business.

The opening (beginning of the year) inventories plus the goods bought during the
year represent the total goods available for resale, as follows:

=
Opening inventories 40,000
Purchases (goods bought) 189,000
Goods available for resale 229,000

The closing inventories represent that portion of the total goods available for resale
that remains unsold at the end of the year. This means that the cost of goods actually
sold during the year must be the total goods available for resale /ess the inventories
remaining at the end of the year. That is:

2
Goods available for resale 229,000
Closing inventories (75,000)

Cost of sales (or cost of goods sold) 154,000




