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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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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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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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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




