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Q# 01) Explain content of statement of Profit & Loss account?

Answer: 
Statement Of Profit & Loss Account:
Definition:

A financial statement that summarizes the revenues, costs and expenses incurred during a particular accounting period. These records provide information that shows the ability of a company to generate profit by increasing revenue and reducing costs.

It begins with an entry for revenue and subtracts from revenue the costs of running the business, including cost of goods sold, operating expenses, tax expense and interest expense.

This financial report may have several different names: profit & loss, P&L, income statement, statement of revenues and expenses, or even the operating statement.

Content of statement of profit & loss account:

Following are some content used in profit and loss account are defined below:

Gross Sale:

Gross sales are the grand total of all sale transactions reported in a period, without any deductions. Cash sales are separated from credit sales.
 
Returns & Allowances:

 A refund granted to customers if they return goods to the company.

Net Sales:

The amount of sales generated by a company after the deduction of returns, allowances for damaged or missing goods and any discounts allowed. The sales number reported on a company's financial statements is a net sales number, reflecting these deductions.

Net Sales= Gross sales-Returns allowances-discounts

Gross Profit:

A company's revenue minus its cost of goods sold. Gross profit is a company's residual profit after selling a product or service and deducting the cost associated with its production and sale.

Gross Profit= Net Sales-Cost of Goods Sold

Revenue:

The amount received from the sale of goods and services is the amount of money that is brought into a company by its business activities. A firm may earn revenue from sources other than sales such as, interest, dividend, securities sales, mineral rights, as well as any sales that are made.

Expenses:

The economic costs that a business incurs through its operations to earn revenue. In order to maximize profits, businesses must attempt to reduce expenses without also cutting into revenues. Because expenses are such an important indicator of a business's operations, 

There are specific accounting principle on cost recognition

1) Principle of cause and effect

It includes cost directly related to revenue. For example, costs incurred in manufacturing goods that are sold.   

2) Principle of systematic and rational allocation:

It includes cost generated revenue but not directly related to revenue. For example, Depreciation etc.

3) Principle of immediate recognition:

It includes cost which incurred on non-productive activities like marketing expenses, salaries, miscellaneous expenses etc.


Cost of Goods Sold:

The direct costs incurred to the production of the goods sold by a company. It is the total cost incurred for manufactured goods that are sold by the firm. It includes cost of raw materials, labor overheads etc.

Interest Payable:

It is the money that a firm pays over and above the borrowed amount. It is a non-operating expense. Interest payable is calculated on the closing date of the accounting period and is shown in the income statement.

Interest Receivable:

Interest receivable (money that is received by the firm over and above the amount that it has lent. interest receivable is calculated on the closing date of the accounting period and are shown in the income statement.

Repairs &  Renewals:

These expenses relate to the repair, maintenance and renewal of the firm’s existing assets such as plant, equipment, machinery, building etc.

Depreciation:

Buildings, machinery, equipment, furniture, fixtures, computers, outdoor lighting, parking lots, cars, and trucks are examples of assets that will last for more than one year, but will not last indefinitely.
During each accounting period a portion of the cost of these assets is being used up. The portion being used up is reported as depreciation Expense on the income statement.

Selling & Distribution Expenses:

Selling & distribution expenses include salaries of employees involved in selling and distributing goods, cost of samples, cost of packaging, advertising, commissions etc.

Insurance:

Amount incurred by the company towards life, fire and medical insurance.

Operating Income:

Operating Income Is the money remaining after subtracting Operating Expenses (including COGS, SG&A expenses, amortization, and depreciation) from net revenue.



Income Tax:

Income tax is calculated after the operating profit determines the taxable income. Profit after tax is the net profit calculated after subtracting income tax from operating profit.



Profit and Loss Account Format

Following is the format of profit and loss account.



                                Income Statement in Report Format  

                                M/S. ABC LLC Profit or Loss A/c 
                               
                               For the year ended on Dec. 31, 2014
                                 
	Sales Revenue
	50,000

	Cost Of Goods Sold
	(20,000)

	Gross Profit
	30,000

	Selling & Distribution 
	(5,000)

	Admin Costs
	10,000

	Profit Before Tax
	15,000

	Income Tax Expense
	(5,000)

	Profit After Income Tax
	10,000




















Q# 02) Explain the following equation in detail                                                                                                      
                      Assets = Liabilities + Capital 
Answer: 

Assets: 

tangible and intangible items that the company owns that have value (e.g. cash, computer systems, Machinery, Land & patents)

Liabilities:

Money that the company owes to others (e.g. mortgages, Creditors, Accounts Payable & vehicle loans)

Equity:

That portion of the total assets that the owners or stockholders of the company fully own or have paid for outright.

Accounting Equation:

Definition:

“The equation that is the foundation of double entry accounting. The accounting equation displays that all assets are either financed by borrowing money or paying with the money of the company's shareholders.”

If a company keeps accurate records, the accounting equation will always be in balance, meaning the left side should always equal the right side. The balance is maintained because every business transaction affects at least two of a company's accounts. For example, when a company borrows money from a bank, the company's assets will increase and its liabilities will increase by the same amount.

When a company purchases inventory for cash, one asset will increase and one asset will decrease. Because there are two or more accounts affected by every transaction, the accounting system is referred to as double-entry accounting.

A company keeps track of all of its transactions by recording them in accounts in the company's general ledger. Each account in the general ledger is designated as to its type asset, liability, owner's equity, revenue, expense, gain, or loss account.

For more understanding of accounting equation see the following transactions:

Transaction 1:

On January 2, 2014 J. Sarah withdraws $100 of cash from the business for his personal use. The effect of this transaction on accounting equation is:



Assets = Liabilities + Owner’s equity 
-$100   = No Effect +      -$100

Transaction 2:

On January 4, 2014 Ahlan Trading obtains $7,000 by borrowing money from its bank. The effect of this transaction on the accounting equation is:


Assets = Liabilities + Owner’s equity 
+$7000   = +$7000   +      No Effect 

Transaction 3:

On January 5, 2014 Ahlan Trading spends $5,000 of cash to purchase computer equipment for use in the business. The effect of this transaction on the accounting equation is:

Assets = Liabilities + Owner’s equity 
+$5000   = No Effect   +      No Effect 
-$5,000

Transaction 4:

On January 10, 2014, Sarah invests personal funds of $10,000 to start ASC. The effect of this transaction on Ahlan Trading accounting equation is:

Assets = Liabilities + Owner’s equity 
+$10,000   = No Effect +      +$10,000

So the combined effect on the accounting equation from the first four fransaction is like this.

Transaction                Assets = Liabilities + Owner’s equity
1                                 -$100    = No Effect    +      -$100

2                                 +$7000 = +$7000       +      No Effect 

3                                +$5000   = No Effect   +      No Effect 
                                  -$5,000

4                               +$10,000 = No Effect   +      +$10,000

                                 +$16,900 = +$7000     +       +9,900


The accounting equation is balanced after these transactions.



Thus, the accounting equation is:

 1) Assets = Liabilities + Shareholder Equity.

or  

 Assets - Owner's equity = Liabilities  

We may also define owner's equity as

2) Owner's equity = Contributed Capital + Retained Earnings  

In case the owners do not withdraw anything from the business then:  

3) Retained Earnings = Opening Balance R.E - Dividend + Revenue - Expenses   

Elaborating the meaning of owner's equity in (1) we get:  

4) Assets = Liabilities + Contributed Capital  + Retained Earnings

Again we can derive from (3):  

5) Assets = Liabilities + Contributed Capital  +Opening Balance R.E - Dividend+ Revenue - Expenses 

6) Profit = Revenue - Expenses 

Therefore we can conclude that the profit or loss account, which summarizes a firm’s revenues and expenses, is an important part of the statement of financial position. It can be called an expansion of one of the terms used in the balance sheet.



Q3: Discuss the following concepts  
                                                                                                            
 1) Realization concept 
2) Matching concept

Answer:

1) Realizations Concept

Definition

Realization concept in accounting, also known as revenue recognition principle, Revenue is recognized or considered to be ‘earned’ when goods are delivered or services are rendered. Under this principle, revenue is recognized by the seller when it is earned irrespective of whether cash from the transaction has been received or not. 

Explanation:

In case of sale of goods, revenue must be recognized when the seller transfers the risk and rewards associated with the ownership of the goods to the buyer. This is generally deemed to occur when the goods are actually transferred to the buyer. Where goods are sold on credit terms, revenue is recognized along with a corresponding receivable which is subsequently settled upon the receipt of the due amount from the customer.

In case of the rendering of services, revenue is recognized on the basis of stage of completion of the services specified in the contract. Any receipts from the customer in excess or short of the revenue recognized in accordance with the stage of completion are accounted for as prepaid income or accrued income as appropriate.

Examples:

Advance payment for goods:

A customer pays $2,000 in advance for a customer designed product. The seller does not realize the $2,000 of revenue until its work on the product is complete. Consequently, the $2,000 is initially recorded as a liability in the unearned revenue account, which is then shifted to revenue only after the product has shipped.

Advance payment for services:

A customer pays $6,000 in advance for a full year of software support. The software provider does not realize the $6,000 of revenue until it has performed work on the product. This can be defined as the passage of time. 

So the software provider could initially record the entire $6,000 as a liability in the unearned revenue account and then shift $500 of it per month to revenue.
· Delayed payments:
A seller ships goods to a customer on credit, and bills the customer $2,000 for the goods. The seller has realized the entire $2,000 as soon as the shipment has been completed, since there are no additional earning activities to complete. 

The delayed payment is a financing issue that is unrelated to the realization of revenues.

· Multiple deliveries: 
A seller enters into a sale contract under which it sells an airplane to an airline, plus one year of engine maintenance and initial pilot training, for $30 million. In this case, the seller must allocate the price among the three components of the sale, and realizes revenue as each one is completed. 

Thus, it probably realizes all of the revenue associated with the airplane upon delivery, while realization of the training and maintenance components will be delayed until earned.


Importance:

Application of the realization principle ensures that the reported performance of an entity, as evidenced from the income statement, reflects the true extent of revenue earned during a period rather than the cash inflows generated during a period which can otherwise be gauged from the cash flow statement. 

Recognition of revenue on cash basis may not present a consistent basis for evaluating the performance of a company over several accounting periods due to the potential volatility in cash flows.




2) Matching Concept

Definition

The matching principle requires that revenues and any related expenses be recognized together in the same accounting period. Matching concept helps us in better understanding of handling profit and loss accounts of firms. Under this concept, the revenues calculated in one accounting period are required to be matched with their corresponding expenses made in that accounting period. Expenses are usually made to generate revenues and can be easily matched with their corresponding revenues under this concept.

Explanation:

Prior to the application of the matching principle, expenses were charged to the income statement in the accounting period in which they were paid irrespective of whether they relate to the revenue earned during that period. 

This resulted in non-recognition of expenses incurred but not paid for during an accounting period like accrued expenses. Accrued expenses are charged in the income statement in which they are incurred to match them with the current period's revenue.

Matching principle therefore results in the presentation of a more balanced and consistent view of the financial performance of an organization than would result from the use of cash basis of accounting.

Examples:

Commission:

A salesman earns a 5% commission on sales shipped and recorded in January. The commission of $5,000 is paid in February. You should record the commission expense in January.

Depreciation:

A company acquires production equipment for $100,000 that has a projected useful life of 10 years. It should charge the cost of the equipment to depreciation expense at the rate of $10,000 per year for ten years

Employee bonuses: 

Under a bonus plan, an employee earns a $50,000 bonus based on measurable aspects of her performance within a year. The bonus is paid in the following year. You should record the bonus expense within the year when the employee earned it

Wages:

The pay period for hourly employees ends on March 28, but employees continue to earn wages through March 31, which are paid to them on April 4. The employer should record an expense in March for those wages earned from March 29 to March 31.


Cost of Goods Sold:

The cost incurred in the manufacture or procurement of inventory is charged to the income statement of the accounting period in which the inventory is sold. Therefore, any inventory remaining unsold at the end of an accounting period is excluded from the computation of cost of goods sold.

$200,000 worth of sales is made in 2014. Total purchases of inventory were $100,000 of which $10,000 remained on hand at the end of 2014. The cost of earnings is $200,000 revenue is $90,000 ($100,000 minus $10,000) and this should be recognized in 2014 thereby yielding a gross profit of $110,000.

Sales                      $200,000

Cost Of Goods Sold  $90,000

Gross Profit                $110,000

Importance:

The matching concept thus helps avoid misstating earnings for a period. Reporting revenues for a period without reporting all the expenses that brought them could result in overstated or understated profits.

Matching principle is relevant to the time period assumption, the revenue recognition principle and it is at the heart of accrual basis of accounting.
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