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Introduction

The financial records of a business are called its accounts.  They should be kept up to date and with great accuracy.

In most businesses, there are so many transactions each year that it would be very time consuming to record them all by hand in accounting ledgers (books).  This is one reason why such a large number of organisations now use computers.  Computer files store records of all the sales, purchases and other financial transactions made by a firm and the information can be retrieved or printed out when required.  At the end of each financial year, the accountant will produce the final accounts of the business.  These will record the main financial results over the year and the current worth or value of the business.

Who uses accounting records?

The following groups are called stakeholders and they will be interested in the financial accounts of a business.  Complete the table:

	Stakeholder
	Reason for interest



	Shareholders
	

	Creditors
	

	Government
	

	Other companies
	


What do final accounts contain?

When we use the term FINAL ACCOUNTS we are generally referring to the following:

1)
Trading Account

2)
Profit and loss account

3)
Balance sheet

These three accounts show different aspects of the financial performance of the business.  However, when examined together, we get an overview of how the business has performed over the previous year.

The Trading Account

This is the first of the final accounts that will be prepared by a business.  It shows the difference between the COST OF GOODS SOLD and what they were sold for (the SALES REVENUE).  The difference between the two is the GROSS PROFIT of the business.  Calculate the gross profit in the examples below.

	COST OF GOODS SOLD
	SALES REVENUE
	GROSS PROFIT



	£50,000
	£75,000
	

	£200,000
	£350,000
	

	£75,000
	£120,000
	

	£60,000
	£45,000
	


Write the formula to calculate gross profit in the box below.
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Clearly, if the cost of goods sold was bigger than the sales revenue gained then we have not made a profit. Instead we have made a gross loss.

Calculating gross profit

The formula used above is a very basic way of calculating gross profit.  Unfortunately, it gets a little more complicated than that in real life.  We also have to take into account OPENING STOCK and CLOSING STOCK and PURCHASES.

	OPENING STOCK is
	

	
	


	CLOSING STOCK is
	

	
	


	PURCHASES are
	

	
	


Complete the question below.

The City Café Co. buys cans of coke from a wholesaler for £2 each.  It then sells them for £3 each.  

City Café Co. started the year with 200 cans in stock (OPENING STOCK).  It bought 1,500 cans (PURCHASES) and at the end of the year it had 300 cans left (CLOSING STOCK).

1)
How many cans did it sell during the year? ………………………………………………….

2)
What was the cost of goods sold?  ……………………………………………………………

3)
What was the gross profit?  ……………………………………………………………………

Here are some more questions just to make sure you have got the hang of calculating gross profit!

	
	Sales (£)
	Cost 

per unit
	Opening stock
	Purchases
	Closing stock
	Cost of 

goods sold


	Gross 

profit

	A
	19500
	£3
	500
	3,000
	200
	
	

	B
	14000
	£2
	1,000
	5,000
	500
	
	

	C
	1250
	£5
	100
	400
	300
	
	

	D
	125000
	£1
	2,000
	60,000
	2,000
	
	


The layout of a trading account

All final accounts have a particular layout that must be used.  Below is an example of a trading account.

	
	
	£
	
	£

	
	
	
	
	

	Sales revenue
	
	
	
	XXXX

	
	
	
	
	

	Less cost of goods sold
	
	
	
	

	
	
	
	
	

	Opening stock
	
	XXXX
	
	

	
	
	
	
	

	Plus purchases
	
	XXXX
	
	

	
	
	XXXX
	
	

	
	
	
	
	

	Less closing stock
	
	XXXX
	
	

	Cost of goods sold equals
	
	XXXX
	
	

	
	
	
	
	

	Gross profit
	
	
	
	XXXX


Below is an example with numbers in so you can see how it works.

	
	
	£
	
	£

	
	
	
	
	

	Sales revenue
	
	
	
	55,000

	
	
	
	
	

	Less cost of goods sold
	
	
	
	

	
	
	
	
	

	Opening stock
	
	10,000
	
	

	
	
	
	
	

	Plus purchases
	
	25,000
	
	

	
	
	35,000
	
	

	
	
	
	
	

	Less closing stock
	
	12,000
	
	

	Cost of goods sold equals
	
	23,000
	
	

	
	
	
	
	

	Gross profit
	
	
	
	32,000


Complete the examples below by filling in the boxes provided

	1)
	
	£
	
	£

	
	
	
	
	

	Sales revenue
	
	
	
	80,000

	
	
	
	
	

	Less cost of goods sold
	
	
	
	

	
	
	
	
	

	Opening stock
	
	5,000
	
	

	
	
	
	
	

	Plus purchases
	
	90,000
	
	

	
	
	
	
	

	
	
	
	
	

	Less closing stock
	
	40,000
	
	

	Cost of goods sold equals
	
	
	
	

	
	
	
	
	

	Gross profit
	
	
	
	


	2)
	
	£
	
	£

	
	
	
	
	

	Sales revenue
	
	
	
	

	
	
	
	
	

	Less cost of goods sold
	
	
	
	

	
	
	
	
	

	Opening stock
	
	9,000
	
	

	
	
	
	
	

	Plus purchases
	
	30,000
	
	

	
	
	
	
	

	
	
	
	
	

	Less closing stock
	
	3,000
	
	

	Cost of goods sold equals
	
	
	
	

	
	
	
	
	

	Gross profit
	
	
	
	28,000


	3)
	
	£
	
	£

	
	
	
	
	

	Sales revenue
	
	
	
	130,000

	
	
	
	
	

	Less cost of goods sold
	
	
	
	

	
	
	
	
	

	Opening stock
	
	25,000
	
	

	
	
	
	
	

	Plus purchases
	
	
	
	

	
	
	105,000
	
	

	
	
	
	
	

	Less closing stock
	
	
	
	

	Cost of goods sold equals
	
	59,000
	
	

	
	
	
	
	

	Gross profit
	
	
	
	


The profit and loss account

In the trading account we calculated the gross profit.  However, this is not the final profit of the business because there are a lot of other expenses that a business has to pay, and we haven’t deducted these yet.  Cost such as
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· Wages and salaries

· Lighting

· Rent

· Electricity

· Postage

All of these expenses need to be deducted from the gross profit.  This calculation is shown in the profit and loss account.  The answer it gives us is called the NET PROFIT.

Write the formula for NET PROFIT below
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Normally, you will find the profit and loss account is shown directly underneath the trading account.  This is because; in order to work out the NET profit you need to know the GROSS profit.

The layout of a profit and loss account

	
	
	£
	
	£

	
	
	
	
	

	Gross Profit
	
	
	
	XXXX

	
	
	
	
	

	Less expenses
	
	
	
	

	
	
	
	
	

	Wages and salaries
	
	XXXX
	
	

	Lighting
	
	XXXX
	
	

	Rent
	
	XXXX
	
	

	Electricity
	
	XXXX
	
	

	Postage
	
	XXXX
	
	

	
	
	
	
	XXXX

	Net profit
	
	
	
	XXXX


Below is an example with numbers in so you can see how it works.

	
	
	£
	
	£

	
	
	
	
	

	Gross Profit
	
	
	
	32,000

	
	
	
	
	

	Less expenses
	
	
	
	

	
	
	
	
	

	Wages and salaries
	
	2,000
	
	

	Lighting
	
	500
	
	

	Rent
	
	8,000
	
	

	Electricity
	
	3,000
	
	

	Postage
	
	800
	
	

	
	
	
	
	14,300

	Net profit
	
	
	
	17,700


Complete the examples below by filling in the boxes provided

	1)
	
	£
	
	£

	
	
	
	
	

	Gross Profit
	
	
	
	17,000

	
	
	
	
	

	Less expenses
	
	
	
	

	
	
	
	
	

	Transport
	
	1,000
	
	

	Heating
	
	2,300
	
	

	Refreshments
	
	500
	
	

	Printing
	
	1,400
	
	

	Computer accessories
	
	250
	
	

	
	
	
	
	

	Net profit
	
	
	
	


	2)
	
	£
	
	£

	
	
	
	
	

	Gross Profit
	
	
	
	77,000

	
	
	
	
	

	Less expenses
	
	
	
	

	
	
	
	
	

	Wages and salaries
	
	17,000
	
	

	Stationary
	
	1,000
	
	

	Water
	
	2,600
	
	

	Telephone
	
	1,250
	
	

	Postage
	
	3,475
	
	

	
	
	
	
	

	Net profit
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	3)
	
	£
	
	£

	
	
	
	
	

	Gross Profit
	
	
	
	41,600

	
	
	
	
	

	Less expenses
	
	
	
	

	
	
	
	
	

	Wages and salaries
	
	2,800
	
	

	Telephone
	
	900
	
	

	Transport
	
	10,000
	
	

	Postage
	
	480
	
	

	Sundry expenses
	
	275
	
	

	
	
	
	
	

	Net profit
	
	
	
	


Question

The Novelty Food Company makes frozen food for children.  Its best selling product is ‘fishy fishy fingers’ (fish fingers in the shape of fish!).  Below is financial data for the previous year.

	Sales revenue
	£155,000
	
	Wages
	£4,000

	Heating
	£580
	
	Rent
	£12,000

	Closing stock
	£15,000
	
	Telephone
	£1,300

	Electricity
	£5,000
	
	Lighting
	£700

	Postage
	£1,400
	
	Opening stock
	£20,000

	Purchases
	£70,000
	
	Water
	£1,100


Use the space below to draw up a Trading, Profit and Loss account and calculate the GROSS and NET profit for the Novelty food Company
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The balance sheet

So far we have shown how a manager can calculate whether the business is making a profit or a loss.  This is clearly very important.  However, this does not tell us how much the business is worth.  Business owners would be very interested to know the VALUE of their business.  This information, together with other details, is shown on the balance sheet.

The balance sheet is very different from the profit and loss account.  The profit and loss account records the income and expenses of a business, and the profit or loss it makes over a period of time – usually one year.

The balance sheet records the VALUE or WORTH of a business at just one moment in time – at the end of the financial year.  It is often said to be a ‘snapshot’ of the state of the business on a particular day.

The balance sheet gives information on all of the ASSETS of a company and its LIABILITIES.

	ASSETS are
	

	
	


	LIABILITIES are
	

	
	


Fixed assets

Some of the assets of a business are kept for a long time (more than a year) and do not change significantly during that time.  These are called fixed assets.  Examples of these are:

· Buildings

· Equipment

· Fixtures

· Vehicles

	FIXED ASSETS

 are
	

	
	


Depreciation – extension activity
Most fixed assets lose value over time.  This is because they become second hand, wear out, become out of date etc.  This loss of value is called depreciation.  If we are to accurately record the value of the fixed assets of a business, we must take an amount off their value on the balance sheet each year, to make sure it is a realistic value we have given the asset.  E.g. if we bought a computer today for £1500, by this time next year it would not be worth £1500, probably only £750.  In two years it may be worth only £500 and so on.  Therefore, we can’t enter it on the balance sheet in two years as being worth £1500.  It is not being realistic!

In addition, to this information, we count depreciation as a cost to the business.  Therefore, it will be shown as one of the expenses along with rent and wages on the profit and loss account.

	DEPRECIATION is
	

	
	


There are two ways we can depreciate the value of an asset.

1)
Straight line method

2)
Reducing balance method

The straight line method

This is the simplest method, as it requires only one calculation.  It removes the same AMOUNT off the value of an asset each year, for a given number of years.

In order to calculate straight-line depreciation we need to know a few bits of information.

1)
The value we bought the asset for

2)
How many years we want to keep the asset (the life span)

3)
How much we think the asset will be worth at the end of its useful life to us.  This is called the residual value.

The formula we need to calculate the straight line method is:

	Straight line depreciation per year
	=
	Cost of asset
	-
	Residual value of asset

	
	
	Life span of asset


The answer you get is the number of £ you will deduct from the value of the asset in a year.  It is called the straight-line method because, if you plotted the value of the asset over time on a graph, you would get a straight line!

Below is an example with numbers in so you can see how it works.

The Novelty Food Company buys a van to deliver its products to customers.  It pays £10,000 for the van and intends to keep it for 4 years.  After that, it will be sold and it is expected to fetch £2,000.  So how much would we depreciate the value each year?

	Straight line depreciation per year
	=
	Cost of asset
	-
	Residual value of asset

	
	
	Life span of asset


	
	=
	£10,000
	-
	£2,000

	
	
	4 years


	
	=
	£8,000

	
	
	4 years


	
	=
	£2,000 per year


Complete the examples below by filling in the spaces provided

1)
The Novelty Food Company now buys a computer to calculate its employee’s wages.  It pays £12,000 for the computer and intends to keep it for 3 years.  After that, it will be sold and it is expected to fetch £3000.  So how much would we depreciate the value each year?

	Straight line depreciation per year
	=
	Cost of asset
	-
	Residual value of asset

	
	
	Life span of asset


	
	=
	
	
	

	
	
	


	
	=
	

	
	
	


	
	=
	


2)
The Novelty Food Company now buys a new machine, as demand for ‘fishy fishy fingers’ has suddenly grown.  It pays £500,000 for the machine and intends to keep it for 5 years.  After that, it will be sold and it is expected to fetch £50,000.  So how much would we depreciate the value each year?

	Straight line depreciation per year
	=
	Cost of asset
	-
	Residual value of asset

	
	
	Life span of asset


	
	=
	
	
	

	
	
	


	
	=
	

	
	
	


	
	=
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3)
Finally, the Novelty Food Company buys a forklift truck to use in its warehouse.  It pays £8,000 for the truck and intends to keep it for 5 years.  After that, it will be sold and it is expected to fetch £1000.  So how much would we depreciate the value each year?

	Straight line depreciation per year
	=
	Cost of asset
	-
	Residual value of asset

	
	
	Life span of asset


	
	=
	
	
	

	
	
	


	
	=
	

	
	
	


	
	=
	


The reducing balance method

This method of depreciation is slightly more complicated to use, but, it has the advantage of being more realistic.  As the whole point of calculating depreciation is to BE realistic, this is the method preferred by larger companies.  It removes the same PERCENTAGE off the value of an asset each year, for a given number of years.

In order to calculate reducing balance depreciation we need to know a few bits of information.

1)
The value we bought the asset for

2)
How many years we want to keep the asset (the life span)

3)
What percentage we think the asset will depreciate each year.  This is the same every year for the same asset.

It is not a formula we need to calculate the reducing balance method, rather a small table of figures.

	Year
	Value of asset

at start of year
	% depreciation
	Value of asset

at end of year



	1
	
	
	

	2
	
	
	


The answer you get in the % depreciation column is the number of £ you will deduct from the value of the asset in that year.  It is called the reducing balance method because you take smaller amounts off the value of the asset as the year’s progress.  This is why it is a more realistic measure of depreciation, as assets do lose more value in the first few years of their life than in the last few.

Below is an example with numbers in so you can see how it works.  We will use the same examples as we did with the straight-line method, so you can see the difference in the techniques.

The Novelty Food Company buys a van to deliver its products to customers.  It pays £10,000 for the van and intends to keep it for 4 years.  It thinks the value of the van will reduce by 15% each year.  So what would the residual value be at the end of its life span?

	Year
	Value of asset

at start of year
	% depreciation
	Value of asset

at end of year



	1
	£10,000
	15/100 * £10,000 = £1500
	£10,000 - £1500 = £8,500

	2
	£8,500
	15/100 * £8,5000 = £1,275
	£8,500 - £1,275 = £7,225

	3
	£7,225
	15/100 * £7,225 = £1084
	£7,225 - £1084 = £6,141

	4
	£6,141
	15/100 * £6,141 = £921
	£6,141 - £921 = £5,220


Complete the examples below by filling in the tables provided

1)
The Novelty Food Company now buys a computer to calculate its employee’s wages.  It pays £12,000 for the computer and intends to keep it for 3 years.  It thinks the value of the computer will reduce by 20% each year.  So what would the residual value be at the end of its life span?

	Year
	Value of asset

at start of year
	% depreciation
	Value of asset

at end of year



	1
	
	
	

	2
	
	
	

	3
	
	
	


2)
The Novelty Food Company now buys a new machine, as demand for ‘fishy fishy fingers’ has suddenly grown.  It pays £500,000 for the machine and intends to keep it for 5 years.  It thinks the value of the machine will reduce by 15% each year.  So what would the residual value be at the end of its life span?

	Year
	Value of asset

at start of year
	% depreciation
	Value of asset

at end of year



	1
	
	
	

	2
	
	
	

	3
	
	
	

	4
	
	
	

	5
	
	
	


Current assets

If fixed assets do not change over the course of a year (apart from depreciating in value of course), current assets change almost daily.  They consist of:

· STOCK

· DEBTORS

· BANK

· CASH

They are written specifically in this order as this is known as the DESCENDING ORDER OF LIQUIDITY.  In other words, the higher up the list a current asset is, the harder it is to turn it into cash – stock being the most difficult asset to convert.

	STOCK is
	

	
	


	DEBTORS are
	

	
	


	BANK is
	

	
	


Debtors are people who owe a business money.  They have been given trade credit.  We count them as an asset because, at some point, they will pay the money they owe (hopefully)!
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Liabilities

A liability is the opposite of an asset.  Therefore, if assets are items we OWN, then liabilities must be what we OWE.  Basically, we need to prove that we have financed all of the purchases of assets with equal amounts of finance within the business, and that value did not just magically appear from somewhere!  That is why it is called a balance sheet – the assets must balance with the liabilities.

Again, there are two main types of liability.

1)
Long-term liabilities

2)
Current liabilities

Long term liabilities

These are sources of finance that a business has used, which do not have to be paid back within a year.  Examples may be:

· Long term loans

· Mortgages

· Owners capital

· Shareholders funds

· Retained net profit

	A MORTGAGE is
	

	
	


	OWNERS CAPITAL

 is
	

	
	


	RETAINED PROFIT

 is
	

	
	


Current liabilities

These are amounts owed by the business, which must be repaid with one year.  Examples are

· Bank overdraft

· Creditors

	AN OVERDRAFT is
	

	
	


	CREDITORS are
	

	
	


Obviously, a business can’t have both money in the bank AND an overdraft at the same time!  It either has got money in the bank – or it hasn’t!!! 

The layout of a balance sheet

Now we have looked at all the component parts of the balance sheet, it is time to put it all together and have a go at some examples.  On the next page you will find an example of the layout of a balance sheet.  I have already put some numbers into it so it makes a little more sense.  

As you can see, the balance sheet is made up of columns; we generally use the first column for adding up lists of figures, the second column for placing subtotals and the third for final totals.  This means we don’t have just one big long list of figures and it makes things easier to read.  You will see that the two numbers in the very right hand column are the same.  These have also been double underlined.  This means they are the final totals for that part of the account.

We also come across the term ‘drawings’.  This is the amount of money the owners of a business take out as their reward for investing in the business.  It is like the wages of the owner.  In a PLC it would be shareholders dividends. 


	
	
	£
	
	£
	
	£

	Fixed assets
	
	
	
	
	
	

	Machinery
	
	20,000
	
	
	
	

	Less depreciation
	
	5,000
	
	15,000
	
	

	
	
	
	
	
	
	

	Vehicles
	
	10,000
	
	
	
	

	Less depreciation
	
	2,000
	
	8,000
	
	23,000

	
	
	
	
	
	
	

	Current assets
	
	
	
	
	
	

	Stock  *
	
	10,000
	
	
	
	

	Debtors
	
	3,000
	
	
	
	

	Cash
	
	450
	
	13,450
	
	

	
	
	
	
	
	
	

	Less current liabilities
	
	
	
	
	
	

	Creditors
	
	300
	
	
	
	

	Overdraft
	
	600
	
	900
	
	

	
	
	
	
	
	
	

	Working capital  **
	
	
	
	
	
	12,550

	
	
	
	
	
	
	35,550

	
	
	
	
	
	
	

	Financed by
	
	
	
	
	
	

	
	
	
	
	
	
	

	Capital
	
	32,850
	
	
	
	

	Plus net profit
	
	17,700
	
	
	
	

	
	
	50,550
	
	
	
	

	
	
	
	
	
	
	

	Less drawings
	
	15,000
	
	
	
	

	
	
	
	
	
	
	35,550


*  
The stock figure is the closing stock left at the end of the year.

**
Working capital is the money used on a day-to-day basis in a business.  It is calculated using the following formula:

Working capital = Current assets – current liabilities

Now it is your turn, using the information below, complete the balance sheet by filling in the boxes provided.  Calculate the depreciation using the straight-line method.

	
	
	£
	
	£
	
	£

	Fixed assets
	
	
	
	
	
	

	Machinery
	
	50,000
	
	
	
	

	Less depreciation at 5%
	
	
	
	
	
	

	
	
	
	
	
	
	

	Vehicles
	
	30,000
	
	
	
	

	Less depreciation at 10%
	
	
	
	
	
	

	
	
	
	
	
	
	

	Current assets
	
	
	
	
	
	

	Stock  *
	
	18,000
	
	
	
	

	Debtors
	
	7,000
	
	
	
	

	Cash
	
	1,200
	
	
	
	

	
	
	
	
	
	
	

	Less current liabilities
	
	
	
	
	
	

	Creditors
	
	3,400
	
	
	
	

	Overdraft
	
	3,000
	
	
	
	

	
	
	
	
	
	
	

	Working capital  **
	
	
	
	
	
	

	
	
	
	
	
	
	

	
	
	
	
	
	
	

	Financed by
	
	
	
	
	
	

	
	
	
	
	
	
	

	Capital
	
	89,000
	
	
	
	

	Plus net profit
	
	
	
	
	
	

	
	
	
	
	
	
	

	
	
	
	
	
	
	

	Less drawings
	
	25,000
	
	
	
	

	
	
	
	
	
	
	94,300



CONGRATULATIONS – YOU HAVE FINISHED THE BUSINESS ACCOUNTS WORKBOOK!
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