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Profit Making Organisation: 
 

 
 
Non-Profit Organisation: 
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Limitation of Income Statement 

 

 

 

Relation between Balance Sheet and Income statement 

 
-​ In the income statement the retained profit will be added to the section of 

reserves under the shareholder funds in the balance sheet.  

-​ If there is a loss in the income statement, this has to be reflected in the 
retained profit in the balance sheet. 

-​ If dividends are declared and not distributed they are put into the income 
statement but are considered as a current liability in the balance sheet, same 
with the Taxes.  

-​ The depreciation in the income statement is shown as a depreciation 
expense. In the balance sheet it is called accumulated depreciation.  

 

The difference between Cash and Profit 

 
It is important for businesses to recognise the difference between cash and profit. At the 
end of a trading year it is unlikely that the value of profit will be the same as the cash 
balance. Differences between cash and profit can arise for a number of reasons: 
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-​ During the trading year a business might sell €200,000 worth of goods with 

total costs of £160,000. Its profit would be £40,000. However, if some goods 
had been sold on credit, payment by certain customers may not yet have 
been réceived. If £12,000 was still owing, the amount of cash the business 
had would be £28,000 (£40,000- £12,000). Thus, profit is greater than cash. 

-​ A business may receive cash at the beginning of the trading year from sales 
made in the previous year. This would increase the cash balance, but not 
affect profit. In addition, the business may buy resources from suppliers and 
not pay for them until the next trading year. As a result its trading costs will not 
be the same as cash paid out. 

-​ Sometimes the owners might introduce more cash into the business. This will 
increase the cash balance, but have no effect on the profit made. This is 
because the introduction of capital is not treated as business revenue in the 
profit and loss account. The effect will be the same if a business borrows 
money from a bank. 

-​ Purchases of fixed assets will reduce cash balances, but have no effect on 
the profit a company makes. This is because the purchase of assets is not 
treated as a business cost in the profit and loss account. 

-​ Sales of fixed assets will increase cash balances but have no effect on profit 
unless a profit or loss is made on disposal. 

-​ It is possible for a business to trade for many years without making a profit. For 
example, British Biotech, a pharmaceuticals company, traded between 
1985-98 without ever making a profit. The company survived because it was 
able to generate cash. Extra cash was introduced by shareholders on several 
occasions since 1985. In 1998 the company lost £44.8 million. However, the 
cash in the bank was £132.8 million. Shareholders may be happy to 
contribute more capital if they think that a company has a lot of potential. 
However, it is possible for a profitable business to collapse if it runs out of cash. 
This is likely to happen if a business has to meet some substantial unexpected 
expenditure or if a bad debt occurs. 
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Case Studies 

 
Case 1: 
At the beginning of the year 2021, Jan 1st, a retail outlet buys carpets to resell them. 
The business has an available stock of $80,000 and during the year 2021 it 
purchased carpets by the amount of $600,000. At the end of the year 2021, Dec 
31st, the company has $180,000 value of stocks in its inventory (stores). The sales 
revenue of the business is $900,000 during the year. 
Calculate the gross profit of the business. 
 
Case 2: 
Suppose a florist sold $200,000 of stocks with a market value of $450,000 during the 
year ended Dec 31,2020. Rent expenses amounted to $80,000, utility bills totaled 
$50,000, and other overhead expenses amounted to $20,000. The florist has $8,000 
interest to pay to the bank and corporate tax charges of 10%. 30% of the profit after 
interest and tax will be distributed as dividends. 
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