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Marking Criteria:
 We expect the learners to write minimum one well expressed point in three lines against each allocated mark. This means one needs to write 15 lines with 5 well expressed points to get high grades for a 5 marks question.

For high grades use examples and illustrations where appropriate. 
Understanding Profit or Loss Statement
This assignment will investigate the statement of Profit or Loss, equation Assets=Liabilities + Capital, realization concept, matching concept. 
1. The profit & Loss (P&L) statement is one of the three primary financial statements used to assess a company performance and financial position (the other two being the balance sheet and cash flow statement).
The profit and loss statement summarise the revenues and expenses generated by the company over entire reporting period. The profit and loss statement is also known as the income statement, statement of earnings, statement of operations, or statement of income.

The basic equation on which a profit and loss statement is based is:

Revenues – Expenses = Profit.

All companies need to generate revenue to stay in business. Revenues are used to pay expenses, interest payments on debt, and taxes owed to the government. After the cost of doing business are paid, the amount left over is called net income or NET PROFIT.
Profit & Loss statement for companies are all organised the same way, regardless of industry. The basic outline is shown below:

Profit & Loss statement for Company A++++

For the year ended April 2018

Sales of goods







£184000

Total Turnover







£184000

Less cost of sales

Materials purchased






£116000

Total cost of sales







£116000

Gross Profit








£68000

Less expenses

Advertising








£1300

Vehicle insurance







£800

Entertainment







£700

Telephone








£330

Stationery








£335

Professional fees







£281

Liability Insurance







£1300

Wages








£52000

_____________________________________________________________
Total expenses







£57046

Net Profit








£10954

Anyone interested in active investing, picking stocks or investigating the financial health of a company must know how to read financial statements, including the profit and loss statement. The importance of the information contained in the profit and loss statement cannot be overemphasised. 

Profit and loss statement usually cover a reporting period just ended (fiscal quarter of fiscal year). Statement present the periods revenues, expenses and profit. The first three represent expenses from the company’s usual line of business:

· Cost of goods sold

The cost of producing goods or services. Other companies may report this expense category as cost of services or cost of sales.

· Operating Expenses – Selling Expenses

The cost of selling the goods or services.

· Operating Expenses – General and Administrative Expenses.

Overhead, support and management costs from across the company.
Profit and loss statement bottom line – Net Profit is one measure of the company’s financial performance for the period. However, the P&L statement contains other performance metrics as well. The difference between Net sales revenues and Cost of goods sold is called Gross Profit. Net Income from Operations - before taxes, before gains and losses from financial items – is named Operating Profit.
Three of the P&L statement profit figures often appear as percentage of Net Sales Revenues: Gross profit, Operating profit, Net profit. As percentages, these profits are margins.

Margins are useful for comparing business models and profitability between companies of different sizes. Over a long time periods, changes in profit figures show either that profit are rising, holding steady, or shrinking. 

When P&L statement first appears, those with interest in company survival and growth, assess the firm’s resent financial performance. The most direct measure is Income statement (P&L statement). However, note especially that bottom line – Net Profit sometimes give a less than-clear picture of the performance results, this is the most concern to investors and owners. Net profit can reflect contributions from non-cash expenses, taxes, investments and other factors. Following this, investors and owners sometimes prefer to discuss earnings as Operating profit + Income metrics. This method of is called EBITDA – represents earnings before interest, taxes, amortization. EBITDA is used mostly for the large companies who operating in different countries and different tax jurisdictions. 
However, it is still the Net Profit that determines a firm’s legal responsibilities. Every year companies must calculate and pay taxes. Directors must declare dividends and retained earnings. These actions deal with Net Profit not EBITDA. (BANK, n.d.) (Basis, 2018) (ENTERPRISE, 2018) (HUB, 2018) (Jagerson, 2008-2018)  (Loth, 2018) (Schmidt, 2004-2018) (Schmidt, 2004-2018) (center, n.d.) (center, n.d.) (Window., 2012)
2. The three major elements of accounting are: Assets, Liabilities and Capital.
Assets refer to resources owned and controlled by the entity because of past transactions and events, from which future economic benefits are expected to flow. 

Liabilities are economic obligations or payables of the business. 

Capital also known as equity, refers to what is left to the owners after all liabilities are settled.

The accounting equation, also known as the balance sheet equation, is Assets = Liabilities + Capital and underpins the balance sheet foundation. The equation shows that the value of a company’s assets always equals the sum of its liabilities and owner’s capital. 
The equation must balance, because everything the firm owns (assets) has been purchased with something, either some of debt (liabilities) or owner’s capital. 

The accounting formula or balance sheet equation can be expressed in two other ways, but numerical results stay the same:

Liabilities = Assets – Capital

Capital = Assets – Liabilities.

When somebody start up a new company, their accounting formula would look like the following:
Assets = Liabilities + Capital

£0 = £0 + £0

Let’s say the owner deposits is £10000 in the business account. Assume that the business uses double – entry bookkeeping, so the accounting equation would look like this:

£10000 = £0 + £10000

Next, business purchase a £2000 wood on its credit account. The accounting equation reflects this as follows:

£12000 = £2000 + £10000

Because, the assets account for the wood stock was increased by £2000 and the Liability account for the company’s credit card was increased by £2000.

The expanded accounting equation shows the relationship between the income statement and balance sheet. The retaining earnings of owners’ capital in the accounting equation can be broken down into two parts: Revenue and Expenses.

Breaking the capital of the accounting equation into revenue and expenses shows the relationship between the balance sheet and the income statement, since revenue and expenses make up the key components of the firm income statement. 
Revenues is a sales product or service provided to customers. Expenses are the costs the business incur to provide the product or services to the customers. If revenue is greater than expenses, then the business generates a profit. If revenue is less than expenses, then the business sustains a loss. 
The expanded accounting equation, after considering sales revenue and expenses are:

Assets = Liabilities + Capital + Revenue – Expenses.

On a company balance sheet, instead of seeing revenue and expenses, we will see the net profit or loss number under the name “retained earnings”. 
The accounting equation acts as a check – and – balance system to make sure that all relevant accounts have received entries, and each transaction has been recorded in full. Bellow is an illustration of a company A+++ balance sheet, where we can see the following equation: Assets = Liabilities + Capital.

A+++

Balance sheet

As at 12/11/2018

FIXED ASSETS

Code


Name







Total

_________________________________________________________________
Total Fixed Assets








£0.00

_________________________________________________________________
CURRENT ASSETS

Code


Name







Total

_________________________________________________________________
0001


Debtors Control Account




£4351.00

0002 


Current Account




         £50251.00

0003 


Input VAT






£9380.00

0005


Other







£2361.00

__________________________________________________________________

Total Current Assets 





                  £66343.00
__________________________________________________________________

Current Liabilities
Code


Name







Total

_________________________________________________________________
0101


Loan Account




         £15000.00

0102 


Creditors Control Account



          £13680.00

0103 


Output VAT





          £14539.00

0104


Vat Control





          £17441.00

__________________________________________________________________

Total Current Liabilities 





                  £60660.00
__________________________________________________________________

Net Current Assets





                              £5683.00
___________________________________________________________________

Total Assets Less Current Liabilities 




        £5683.00

___________________________________________________________________

CAPITAL & RESERVES

Code


Name







Total

_________________________________________________________________
10001


P&L Account





        £5683.00

_________________________________________________________________
Total Capital & Reserves 






        £5683.00
(Ferdy van Beest, 2009) (Harold Averkamp (CPA, 2004-2018) (Investopedia, 2018)
 (Schmidt, 2004-2018) (accounting, 2018)
3. Accounting both practical and theory based is built on some accounting principles. Accounting principles are built on a few assumptions, and we call them accounting concepts. These accounting concepts find wide acceptance across the world by accounting professionals and auditors. 

We will discuss just two of the accounting concepts:

· Realization concept

· Matching concept.

The basic idea of realization concept is from the recognition revenue. In accounting, the revenue from sale of goods or services is recognised at the time they are delivered or provided to customer. At the time of delivery, revenue is said to be realized. 
Realization concept helps in making the accounting information more objective, it provides that the transactions should be recorded only when goods or services are delivered to the buyer. 
Below is a examples of realization concept:

Advance payment for goods.

A customer pays money in advance for a product. The seller does not realize the revenue until its work on the product is complete. Payment is initially recorded as a liability which is then shifted to revenue only after the product has shipped. 

Advance payment for services.

A customer pays in advance for a full year of software support. The software provider does not realise the payment of revenue until it has performed work on the product. Software provider could initially record the entire payment as liability and then shift part of the payment per month to revenue.
Delayed payments.

A seller ships goods to a customer on credit and bills the customer for the goods. The seller has realised the entire earnings 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 airline, plus one year of engine maintenance and initial pilot training. In this case, the seller must allocate the price among the three components of the sale and realizes revenue as each one is completed. It probably realizes all the revenue associated with the airplane upon delivery, while realization of the training and maintenance components will be delayed until earned. 
Matching concept dictates that an expense must be recorded in the same period as the income to which it is related.

The matching principle is a basic accounting principle that is adhered to ensure consistency in a company’s financial statement: i.e. income statement, balance sheet.
If expenses are recognised at the wrong time, the financial statements maybe greatly distorted, because of providing inaccurate representation of the financial position of the business. 
The matching concept represents the primary difference between accrual accounting and the cash accounting. The concept refers specifically to matching earned revenues with the incurred expenses that brought them. Matched revenues and expenses work together in the Income statement equation to determine the firm’s net profit for the period. Net Profit = Revenues Earned – Expenses Incurred. 

In general, there are two types of costs: product and period costs. Product costs can be tied directly to products and in turn revenues. Period costs, on the other hand, cannot. Period costs do not have corresponding revenues. Administrative salaries cannot be matched to any specific revenues stream. These expenses are recorded in the current period. 

Below is an example of a matching concepts:

Let’s say woodworking company A+++ bought a new machine for £5000 in 2018. This machine has a useful life of 10 years. This means that the machine will produce products for at least 10 years into the future. According to the matching principle, the machine cost should be matched with the revenues it creates. Because the machine is depreciated over its 10 years useful life instead of being fully expensed in 2018.
All the matching concept is saying is recognise all revenues and expenses in the period for which they were earned and incurred respectively. 

The essence of this concept is to avoid misstatement of profit and loss within a particular period.  (2, 2018) (Debitoor, 2018) (Naheel, 2017) (Schmidt, 2004-2018) (accounting, 2018) (tools, 2017) 
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