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Skip to content A trading account is a financial statement that shows the revenue, cost of goods sold, and gross profit or loss of a business for a given period of time. It is used to calculate the gross profit or loss of a business that is engaged in buying and selling goods. The trading account is one of the first parts of the financial statements and is
prepared before the profit and loss account. The main objective of trading Account is to ascertain gross profit or gross loss of a business during an accounting period i.e. usually a year. It measures the overall performance of the business during a particular period. In accounting terminology, gross profit means overall profit. It is the difference
between sale proceeds of a particular period and the cost of the goods actually sold. The format of a Trading Account and the usually appearing entries therein are shown below: ParticularsAmount(Rs.)Amount(Rs.)ParticularsAmount(Rs.)Amount(Rs.)To Opening StockTo PurchaseLess: ReturnsOutwardsTo Direct ExpensesFreight & CarriageCustoms
&InsuranceWagesPacking(essential) Gas& Water Fuel &powerBy SalesLess: ReturnsInwardsBy Abnormall.ossesLoss by fireL.oss byAccidentLoss by theftBy ClosingStockBy Gross Lossc/dFactory expensesRoyalty onproduction DockDuesTo Gross Profit c/d(Balancing figure(Balancingfigure)Format of Trading Account The trading account items (Dr.
Side) are: During the beginning of any accounting period, the closing balances of all assets, liabilities and capital of last financial year are brought forward by passing of the opening entry and entering the balance in respective account and stock is one of such account. The amount of stock recorded in the beginning of the accounting period remained
unchanged during the period and appears in the trial balance as stock or opening stock. This account is closed at the end of the period by transferring the same to trading accounts: Trading account Dr. To Opening Stock a/c This denotes the value of goods purchased either for cash or on credit for the purpose of resale. The balance of the purchase
account, which appears in the Trial Balance, shows the total purchases made during a particular accounting period. In respect of purchases the following points must be noted: The purchase of any type capital asset should not be added with the normal purchases of the business. Because the nature of both the purchases are different. If it is already
included in purchases, it should be deducted from there. If any type of personal goods have been purchased should be excluded from the purchases. This type of purchases should be treated as drawings. If some of the goods purchased are still in transit at the year-end i.e. it is not yet received by us then in that case it is always better to debit Stock-in-
transit Account and pass reverse entry. If the purchases include goods which have been received on consignment, or on approval basis or on hire purchase, these should even be excluded from purchases they are not the part of purchases. This account is closed at the end of the period by transferring the same to trading accounts: Trading account Dr.
To Purchases a/c Purchase return is the return of goods or raw material to the supplier for any reason such as damages, goods not as per description, wrong items and not as per order etc. in such case the supplier’s account is debited and the Purchase return account is credited. Thus a purchase return account shows a credit balance and appears on
credit side of trial balance. This Purchase return account appears to the debit side of trading account as a deduction from purchases. Purchase return is often termed as Return Outward. This account is closed at the end of the period by transferring the same to trading account as: Purchase Return A/c Dr. To Trading A/c In case of a trading concerns,
direct expenses consist of all expenses incurred on the purchase of goods and bringing them in saleable condition. Whereas in the case of manufacturing concern this constitutes all expenses incurred on the manufacture of those goods in which the firm deals in. Direct expenses are debited to trading account as: Trading account Dr. To wages a/c To
Carriage inward a/c To factory lighting, heating a/catch. Wages incurred on manufacture or merchandise is called direct wages. These wages are to be recorded on trading account debit side.While indirect wages are to be debited to profit and loss account. When there is no prefix like direct or indirect, wages are to be treated as direct and debited to
trading account. Moreover when the phrase ,,wages and salary? issued and no explanation of the same is given, in such case the account is to be transferred to trading account debit side. Whereas when the term salary and wages? is used the account is to be transferred to profit and loss account. All the wages incurred on installation of machinery or
on construction or repairs of building do not form part of wages. All such expenses which are incurred on machinery to bring it in working condition shall be considered as cost of that very machine and therefore capitalized Thus payments to the workers for manufacture or merchandise only are considered as part of wages and thus debited to trading
account. Carriage inward, freight, insurance, etc. incurred on purchases are also to be debited to trading account. As they are considered as the cost of the purchases hence part of that purchase. It should always be kept in mind that all these expenses such as carriage inward, freight, insurance should be considered as cost of purchase as these have
been incurred to bring the goods to our store are considered as the cost of purchases. However all those expenses which have been incurred on the Carriage outward, freight outward etc., are not debited to trading account because those have been incurred on sales so they will not be considered as direct cost but will be considered as indirect
cost.Trading account contains on direct expenses thus they will not be considered as indirect cost and be taken to P&L account. Thus the transportation expenses incurred on purchase of raw material or merchandise are to be debited to trading account. The phrase inward or in indicates the expenses are related to purchases, whereas the phrase
outward out indicate the expenses are related to sales. Factory lighting, heating, power and fuel etc. are to be debited to trading account as all the expenses that have been done in the factory are treated as direct expenses the reason being that production takes place in factory and all the expenses relating to factory are considered as direct cost of
production. Sometimes separate manufacturing account is opened and all expenses related to manufacturing are transferred to manufacturing account first and then to trading account in the form of cost of production. Custom duty: Whenever the goods or raw is bought from a vendor in abroad, then in that case the tax or duty paid on import of goods
is called custom duty. This is an expense and thus debited to trading account. Royalty: This is the amount paid by a lessee to the owner of an asset for the use of that asset. E.g. royalty paid for extracting coal from a coalmine, royalty paid to the author of a book, etc. Royalty based.on the raw material extracted e.g. coal, iron ore, etc. is charged to
trading account as direct expenses. Whereas the royalty which is based on sale e.g. royalty paid to the author of a book on the basis of number of copies sold is to be charged to profit and loss account. Other expenses: The expenses like repairs of plant, depreciation of plant, factory building, etc. are considered as expenses related to manufacturing
activity and hence debited to trading account. The trading account items (Cr. Side) are: It refers to the sale of goods in which the business deals in and includes both cash and credit sales. It does not include sale of old, obsolete or depreciated assets, which were acquired for use in business. However goods sent to customers on approval basis, free
samples and GST, if any, included in the sales figure should be excluded. GST sometimes included in the total sales revenue, should also be deducted as it is the tax collected and to be deposited with tax authorities. Sales account is a revenue account (nominal account), which denotes income earned from the main business activity or activities. The
income is earned when goods or services are sold to customers. As per the accrual concept, income should be recognized as soon as it is accrued and not necessarily only when the cash is paid for. Revenue should be recognized only when significant risks and rewards (vaguely referred to as ownership in goods) are transferred to the customer. For
example, if an invoice is made for sale of goods and the term of sale is door delivery; then sale can be recognized only on getting the proof of delivery of goods at the door of customer. If such proof is pending at the end of accounting period, then this transaction cannot be taken as sales, but will be treated as unearned income. Sales account in trail
balance constitutes gross sales made during the accounting period and it is to be transferred to trading accounts: Sales A/c Dr. To Trading A/c Whenever goods are returned by the buyers to the sellers for some reasons, in the books of account “Returns Inwards Account or “Sales Returns Account” is debited and that particular buyer is credited. In the
Trial Balance such trial balance appears on the debit side. There are two ways in which such return may be reflected in the trading account. It can be shown as deduction from sales in Trading Account or as sales returns on the debit side of the Trading Account. It is transferred to trading account by passing an entry as: Trading account Dr. To Sales
Return a/c Abnormal Loss Any loss in excess of normal loss is considered as abnormal loss of stock due to fire, theft or accident. Since Trading Account is prepared under normal conditions of the business, abnormal loss if any is credited fully to the Trading Account. This is the value of goods lying unsold at the end of any accounting year. The stock at
the end is valued either at cost or market price whichever is less. As trial balance generally does not include closing stock, the following entry is recorded to incorporate the effect of closing stock in the Trading Account. Closing Stock A/c Dr. To Trading A/c It should be kept in mind that if closing stock form the part of Trial Balance then it will not be
transferred to Trading Account but taken to Balance Sheet only. In case the goods have been sent to customers on approval (Sale/Return) basis, such goods should be included in the value of closing stock. After posting all the above items, on the respective side of the Trading Account, Gross Profit or Gross Loss is found by calculating the balance. If
the credit side shows more than the debit side then it is said to be gross Profit and if the debit side is more than the credit side then it is the gross loss. Later the Gross Profit is transferred to the Profit side of the account and vice versa. With the above statement and the profit and loss account the trader understands which way his business is moving.
And to what percentage is the profit earned or loss incurred. For trading this is the first step i.e. the Profit and Loss account. Next is writing indirect expenses and losses are entered in the P&L account. Then comes the incomes and gains that are credited. Excess in income left after cutting down the losses incurred is the net profit. Anything less than
the figure after cutting down the losses is the Net Loss. The account is closed after transferring the net profit or loss to capital account. The format of Profit and loss account is as follows: ParticularAmountParticularAmountTo Trading A/c**By Trading A/c**To Office andadministrativeExpenses:**By Interestreceived**To Salaries for OfficeStaff**By
DividendReceived**To Office Rent, Rates& Taxes**By RentReceived**To Printing andStationery**By DiscountReceived**To Printing andStationery**By DiscountReceived**To Books andPeriodicals Postage andTelephones**By Profit onsale of fixedassets**To Insurance Premiumfor office**By Profit onsale ofinvestments**To Audit Fees**By
Dividendfrom sharesInsuranceClaims**To Repairs &Maintenance**By DutyDrawbacks**To Audit Fees**ByApprenticeship**To Legal ExpensesBy PremiumTo Office LightingByMiscellaneousReceipts BadDebt recovered**To Depreciation ofOffice Assets**To Other officeexpenses**To Selling andDistribution Expenses:**To Salesmen’s Salaries**To
Selling Commission**To Traveling Expenses**To Brokerage**To Trade Expenses**To Advertisement & Publicity**To Sales Promotion Expenses**To Carriage Outward**To Godown rent**To Bad debts**To Provisionfor Bad debts**To Repairs of Vehicles**To Godown Insurance**To Delivery Van Expenses**To Packing Expenses**To Rebate to
CustomerTo Royalty (based on units sold)**To Financial Expenses:**To Discount AllowedTo Interest on Loan paidTo Interest on CapitalTo Discount on BillsTo Bank ChargesTo Abnormal Losses:To Loss on Sale of machineryTo Loss on sale of InvestmentTo Loss by fireTo Misc. Expenses**To Net Profit transferred toCapitalA/c (Balancing
figure)*****Format of Profit and loss account Let us discuss those items that will appear in the debit side of a Profit and Loss Account: For meeting day to day business expenses these type of expenses are met, they generally include office salaries, office rent and lighting, printing and stationery and telegrams, telephone charges, etc. These are
incurred to meet all the expenses which are incurred in order to make our sales and all the expenses which are incidental to its distribution. Without meeting all these expenses the sales of a trading concern will not take place. These expenses are necessary to effect and continue our sales and distribution into the market. Maintenance Expenses These
expenses are necessary for maintaining the fixed assets of the administrative office in a good and working condition. They include repairs and renewals, etc. These expenses have to be incurred for arranging finance which is necessary for running the business because finance is the most required thing in any business. So this includes all the expenses
which have been incurred in order to arrange finance forth organization. These include interest on loans, discount on bills, brokerage and legal expenses for raising loan, etc. Abnormal Losses Abnormal expenses and losses are those losses which occur over and above the normal loss. In every type of business there are certain losses which are
incidental to the nature of the business. The normal losses generally occurs if such a business is conducted . They are generally pre estimated that these will take place but any loss that arises over and above the normal losses or which was not pre estimated or calculated then it will be treated as abnormal loss. These type of losses may or may not
occur during an accounting year. All types of abnormal losses are treated as extra ordinary expenses and debited to Profit and Loss Account. Examples are stock lost by fire and not covered by insurance, loss on sale of machinery, cash defalcation, etc. Whether salary are paid or unpaid these are considered while preparing the profit and loss account
and in the same way rent, electricity, telephone expenses are to be taken into consideration whether paid or outstanding during the accounting period. To ascertain the amount of expenses to be debited to the Profit and Loss Account, four types of event are needed to be considered and the cash payment made in connection with these events. They
are as under: Expenses incurred and paid out in that year If expenditure has been incurred during a year and also paid in the same year, the same will be debited to the Profit and Loss Account. Expenses incurred but not paid out, partly or fully during the current year There are a few expenses, although which have been incurred in the current
accounting period, but not paid or paid partly or they are fully unpaid, by the end of the period, they are termed as “Outstanding Expenses”. Liabilities are the unpaid expenses, which are calculated at the end of accounting year. In fact, on the date of the final accounts, outstanding expenses, both an expenses and a liability exists without having been
recorded in the books of account. For recording it, the following entry is to be passed: Expenses A/c Dr. (will be shown in the P & L A/c) To Outstanding Expenses A/c (will appear in the liabilities side of Balance Sheet) Expenses paid for during the current year, but not yet incurred, partly or fully Sometimes in business, it happens that few of the
expenses are paid during the current year, but they have not yet been incurred, these are known as “Prepaid Expenses”. Prepaid expense is an asset to the business and will be shown in the Balance Sheet. The journals entry to be passed”. Prepaid Expenses A/c Dr. (to be shown as asset in the Balance Sheet) To Expenses A/c (balance of this account is
to be deducted from Expenses remaining amount is debited to P&L A/c) There may be expenses of the current year which may arise in subsequent period: Sometimes in business an expense or a loss may arise in the future which is the result of with current year’s business. In all the cases, we make a provision of that future anticipated loss and a
charge is created against the profit for the current period. This is called contingent liability. In a balance sheet it is seen as deduction from some other asset such as provision for bad debts. Below mentioned are the items included in the debit side of profit and loss account: It is transferred from trading account and it is the first item of profit and loss
account. They are those income which are income apart from our business activities example of such income are interest received from bank, dividend and interest incomes received from outside investments like share and debenture are known as non-trading incomes. All those incomes are those incomes which arise apart from income from sale of
goods. As for example discounts or commission received. Once the balances of all the accounts have been transferred from trial balance to P&L account, gross profit/loss transferred from trading account and and adjustments are take care of, the next step in preparation of P&L which is balancing of the account. Here the total of debit and credit side
is computed and difference of these totals is either the net profit or net loss. If the total of credit side exceeds that of debit side then it is net profit and vice versa. Net profit is the last item to be entered in the debit side and vice versa. After computing net profit/loss the totals of two sides of P & L match. The balance in the Profit and Loss Account
represents the net profit or net loss. The following entry is made when the Profit and Loss Account shows a net profit: Profit & Loss A/c Dr. To Capital A/cIf the Profit and Loss Account shows a net loss, the entry will be reversed. Trading Account shows the result of trading operation of an enterprise whereas Profit and loss Account shows the overall
result of the business as a whole. Trading Account takes into account only the direct cost involved including direct expenses whereas Profit and Loss Account deals with the remaining costs and expenses, which are of indirect in nature. Trading Account is prepared under normal conditions of the business & hence normal loss if any, is credited to this
account. Profit and Loss Account accounts for all abnormal losses. The balance sheet details out the financial position of the company. It not only lists the items controlled or owned by the company, but also includes the debts owed by the organization. A well evaluated balance sheet should have the value of company assets equaling the total of the
value of the equity held by stock holders and a lost the liability of the company. Balance sheet includes five basic elements. They are current and non current assets, current and non current liabilities and also equity. The word ‘current’ refers to a period which is one year from the date of preparation of balance sheet or lesser. Hence, if we refer to
current assets, it implies hard cash present in the company during the period of one year or the assets that would be turned into cash during this time period. The current assets include accounts receivable and also the inventory. Services companies do not have any inventory and hence it would be a total of cash as well as the accounts receivable.
Non current Fixed assets refer to the equipment invested that affects your accounting process. Typically, this refers to machinery, building as well as vehicles purchased and used on a daily basis. Net fixed assets refer to the value obtained from actual value of purchase minus the depreciated value. Current liabilities refer to those debts that would be
settled within one year of the preparation of balance sheet. Non current liabilities refer to long-term debts and mortgages of the organization. Equity includes the equity of stock holders, preferred stocks, treasury stock, retained earnings and paid-in capital. The Process of preparation and presentation of Balance Sheet involves two steps: The first
step refers to proper grouping of the various items, which are to be shown in the Balance Sheet as assets and liabilities. For this purpose items of similar nature are grouped under one head so that the Balance Sheet could convey true message to its users. For example, stock, debtors, Bills receivables, Bank, Cash in Hand etc. are ground under the
heading ,Current Assets? and Land and Building, Plant and Machinery, Furniture and Fixtures, Tools and Equipments under “Fixed assets”. Similarly , Sundry creditors? for goods must be shown separately and distinguished from money owing other than due to credit sales of goods. The second step involves marshalling of assets and liabilities. It
means orderly arrangement in which various assets and liabilities are presented or shown in the Balance Sheet. There are two methods of presentation: In the order of liquidity In the order of permanence Under liquidity order, assets are shown on the basis of liquidity or reliability. These are rearranged in an order of most liquid, more liquid, and
liquid, least liquid and not liquid (Fixed) assets. Similarly, liabilities are arranged in the order in which these are to be paid or discharged. Under the “Order of permanence” the assets are arranged on the basis of their useful life. The assets, which are to serve business for the longest period of time, are shown first. In other words, this method puts
the first method in the reserve gear. Similarly, in case of liabilities, after capital, the liabilities are arranged as long term, medium term, short term and current liabilities. New format is given in companies Act, 2013 Following are the respective formats of Balance Sheets to bring out the clarity of concept Liquidity Orderbalance sheet of as on.
LiabilitiesAmt (Rs.)AssetsAmt (Rs.)Current LiabilitiesBank OverdraftOuts trading ExpensesBills PayableSundry Creditorsincome Received inAdvancelLong Term LiabilitiesCurrent AssetsCash in handCash at bankMarketable SecuritiesShort term InvestmentBills ReceivablesSundry DebtorsPrepaid ExpensesMortgaged Loan Loan fromBankCapital Add
Profit Less LossLess DrawingsAccrued Income Long termInvestmentFixed assets Furniture &Fixtures Motor Vehicles Tools& Equipments Plant &Machinery Land & BuildingIntangible Assets PatentsCopyrights TrademarksGoodwillFormats of Balance Sheet Order of Permanence (As per companies Act, 2013)Balance sheet of as on. LiabilitiesAmt
(Rs.)AssetsAmt (Rs.)Capital Add Profitor (Less Loss) LessDrawingsLong Term LiabilitiesMortgage LoanLoan from BankCurrent Liabilitiesincome Received inAdvanceSundry Creditors BillsPayable OutstandingExpenses BankOverdraftNon Current Assets :Fixed assetsGoodwillLand and Building Plant &Machinery Tools &Equipments Motor
VehiclesFurniture & FixturesPatentsTrademarksInvestments (Long Term)Current Assets StockAccrued Income PrepaidExpenses Sundry DebtorsBills ReceivablesShort term InvestmentsMarketable Securities Cashand Bank BalanceFictitious AssetsAdvertisementProfit and Loss AccountMiscellaneous Expenses The following are the points of
distinction/difference between trial balance and balance sheet: Trial BalanceBalance Sheetlt is a list of balance extractedfrom the ledger accountslt is a statement of assets andliabilitiesIt contains the balance of allaccounts - real, nominal andpersonal.It contains the balance of only thoseaccounts which represents assets andliabilities.It is prepared
before thepreparation of trading and profitand loss account.It is prepared after the preparation oftrading and profit and loss account.Generally it does not contain thevalue of the closing stock ofgoods.It contains the value of closingstock, which appears on the assetssideExpenses due but not paid andincomes due but not received donot appear in the
trial balanceExpenses due but not paid appear onthe liability side and income due butnot received appear on the asset sideof the balance sheet.Difference between Trial Balance and Balance Sheet For a better understanding of how various items should be placed, it is important to know the type and nature of assets and liabilities that are to be
classified and arranged in either of two orderly manners discussed earlier. For the purpose of presentation of assets in the Balance Sheet, assets are classified as under: Fixed Assets Intangible Assets Current Assets Fictitious Assets Wasting Assets Contingent Assets Fixed assets are those assets, which are acquired for the purpose of producing
goods or rendering services. These are not held for resale in the normal course of business. Fixed assets are used for the purpose of earning revenue and hence these are held for a longer duration. These are also treated as Gross Block and Net Block (Fixed assets after depreciation). Investment in these assets isknown as Sunk Cost. Examples of fixed
as set share Land & Building, Plant and Machinery, Furniture and Fixtures, Tools and Equipment, Motor vehicles, etc. All fixed assets are tangible by nature. Intangible assets are those capital assets, which do not have any physical existence. Although these assets cannot be seen or touched, they are long lasting and prove to be profitable to owner by
virtue of the right conferred upon them by mere possession. They also help the owner to generate income. Goodwill trademarks, copyrights and patents are the examples of intangible assets. Fixed assets and intangible assets are subheads of non current assets. Current assets include cash and other assets, which are converted or realized into cash
within a normal operating cycle or say, within a year. These are acquired for resale, assisting and helping the process of production, rendering service or supplying of goods. These assets constantly keep on changing their form and contribute to routine transactions and operations of business. Examples are Cash, Bank, Bills Receivables, Debtors,
Stock, Prepaid expenses etc. Current assets are also known as Floating Assets or Circulating Assets. Those current assets, which can be converted into cash at a very short notice or immediately, without incurring much loss or exposure to high risk, are quick assets. Quick assets can be worked out by deducting Stock (raw materials, work-in-progress
or finished goods) and prepaid expenses out of total current assets. These are the non-existent worthless items which represent unwritten-off losses or costs incurred in the past, which cannot be recovered in future or realized in cash. Examples of such assets are preliminary expenses (formation expenses), Advertisement suspense, Underwriting
commission, Discount on issue of shares and debentures, Loss on issue of debentures and Debit balance of Profit & Loss Account. These fictitious assets are written off or wiped out by debiting them to Profit & Loss Account. An asset that has a limited life and therefore dwindles in value over time is a wasting asset. This type of asset has a limited
useful life by nature and depletes over a limited duration. These assets become worthless once their utility is over or exhausts fully. During the life of productive usage, assets of this type produce revenue, but eventually reach a state where the worth of the assets begins to diminish. Such assets are natural resources like timber and coal, oil, mineral
deposits, etc. Contingent assets are probable assets, which may or may not become assets, as that depends upon occurrence or nonoccurrence of a specified event or performance or non-performance of a specified act. For example, a suit is pending in the court of law against ownership title of a disputed property. Subsequently, if the verdict goes in
favor of the business concern, it becomes the asset of the concern. However, if the business firm does not win the lawsuit, it will not have ownership rights of the property; it will be of no use to it. Thus, it remains a contingent asset as long as the judgment is not pronounced by court. Such assets are shown by means of footnotes and hence do not
form part of assets shown in the Balance Sheet. Besides this, hire purchase contract, uncalled share capital, etc. are the other examples of contingent assets. These are the obligations that the business enterprise is expected to meet after a relatively long period. Such liabilities do not become due for payment in the ordinary course of business
operation or within normal operating cycle. Debentures, long-term loans from banks or financial institutions are the examples of long-term liabilities. Current liabilities are those liabilities that are payable within normal operating cycle, i.e. within a given accounting year. These may arise out of realization from current assets or by creating fresh,
current liability (obligation). Trade creditors, Bills payable, Bank overdraft, outstanding expenses, short-term loan (payable within twelve months or within the accounting year) are examples of current liabilities. These liabilities may or may not be sustained by an entity depending on the outcome of a future event such as a court case. These liabilities
are recorded in a company’s accounts and displayed in the Balance Sheet when both probable and reasonably estimable. It is not an actual liability but an anticipated (probable) liability, which May or May not become payable. It depends upon the occurrence of certain events or performance of certain acts. An element of uncertainty is always
attached to a contingent liability; it is a potential liability that may or may not become a sure liability. Contingent liabilities are exemplified in the liability for bills discounted, liability for acting as surety, liability arising on a suit for damages pending in the cour to flaw, liability for calls on partly paid shares etc. If a parent guarantees a daughter’s first
car loan, the parent has a contingent liability. If the daughter makes her car payments and pays off the loan, the parent will have no liability. If the daughter fails to make the payments, the parent will have a liability. Contingent liabilities are shown as footnotes under the Balance Sheet. In accounting, a contingent liability and related contingent loss
are recorded with a journal entry only if the contingency is probable as well as estimable. If a contingent liability is only possible (not probable) or if the amount cannot be estimated, a journal entry is not required. However, a disclosure is required. When a contingent liability is remote (such as a nuisance suit), neither a journal nor a disclosure is
required. Balance Sheet is prepared by company to reveal its financial position. Following are the limitations of balance sheet: Fixed assets are shown in the Balance Sheet at historical cost less depreciation up to date. A conventional Balance Sheet cannot reflect the true value of these assets. Again, Intangible assets are shown in the Balance Sheet at
book values, which may bear no relationship to market values. Sometimes, Balance Sheet contains some assets which command no market value such as preliminary expenses, debenture discount, etc. The inclusion of these fictitious assets unduly inflates the total value of assets. The Balance Sheet cannot reflect the value of certain factors such as
skill and loyalty of staff. A conventional Balance Sheet may mislead untrained readers in inflationary situations. The value of majority number of current assets depends upon some estimates, so it cannot reflect the true financial position of the business. A trading account is a financial statement that shows the revenue, cost of goods sold, and gross
profit or loss of a business for a given period of time. It is used to calculate the gross profit or loss of a business that is engaged in buying and selling goods. The trading account is one of the first parts of the financial statements and is prepared before the profit and loss account. 14 May 2023 20 January 2022 26 January 2022 The trading profit and
loss account is made up of two separate accounts within the general ledger.The trading accountThe profit and loss accountThe purpose of the two accounts is to separately identify the gross profit and net profit of the business. The trading account is the top part of the trading profit and loss account and is used to determine the gross profit. The profit
and loss account is the lower part of the trading profit and loss account and is used to determine the net profit of the business. Both the trading account and the profit and loss account form part of the double entry as they are used to close off the temporary accounts at the end of an accounting period. The trading and profit and loss accounts are
discussed in more detail below.The Trading AccountThe trading account is particularly useful for a merchandising business or trading business involved in the buying and selling of finished products. The account allows the merchandiser to easily determine its overall gross profit and gross profit percentage which are important indicators of how
efficiently a business is buying and selling its products.Trading Account FormulaThe trading account shows the gross profit which is determined by deducting the cost of goods sold from the net sales revenue of the business.The gross profit is calculated using the trading account formula. Gross profit = Net sales - Cost of goods soldIn the formula net
sales is equal to the gross sales of the business less sales returns, allowances, and discounts.It should be noted that carriage outwards is not included in the trading account. Carriage outwards is an expense included in the profit and loss account discussed below.The cost of goods sold used in the formula can be expanded using the following
formula.Cost of goods sold = Net purchases + Beginning inventory - Ending inventoryNet purchases is equal to the gross purchases of the business including carriage inwards less any purchase returns, allowances, and discounts.Preparation of Trading AccountThe trading account is prepared by closing the temporary revenue and purchases accounts
and adjusting the inventory accounts using a closing journal entry as shown in the example below.Trading account closing journal entryAccountDebitCreditSales105,000Sales returns5,000Purchases49,000Purchase returns3,000Beginning inventory8,000Ending inventory9,000Trading Account55,000Total117,000117,000Each account is closed and
transferred to the trading account. The credit entry to the trading account of 55,000 represents the gross profit for the period.Trading Account ExampleAfter the closing journal entry has been posted the trading account would take the format shown in the example below.Trading account after closing journal entryTrading AccountDebitCreditSales
returns5,000Sales105,000Purchases49,000Purchase returns3,000Beginning inventory8,000Ending inventory9,000Balance ¢/d55,000Total117,000Total117,000Balance b/d55,000For clarity, in this example each line item is posted to the general ledger trading account leaving a credit balance brought down of 55,000 which represents the gross profit
of the business.In the example above the trading account has a net credit balance of 55,000 which indicates sales are greater than the cost of goods sold and the business has made a gross profit. If the trading account had a net debit balance brought down it would indicate (unusually) that sales were less than the cost of goods sold and the business
had made a gross loss.Trading Account in Final Accountsln the final accounts the trading account is usually presented in a more readable format. Assuming the figures relate to the month ended 31 December an example of a trading account might appear as follows.Trading account for the month ended December 31 2020Net sales100,000Net
purchases46,000Beginning inventory8,000Ending inventory-9,000Cost of goods so0ld45,000Gross profit55,000Again the trading account shows the gross profit of 55,000 the business made on the products it buys and sells.In addition since the trading account shows the net sales the gross profit percentage can be easily calculated as follows.Gross
profit % = Gross profit / Net sales Gross profit % = 55,000 / 100,000 = 55% The Profit and Loss AccountThe profit and loss account is used to determine the net profit of the business. The starting point for the profit and loss account is the balance carried down from the trading account which is the gross profit of the business.Profit and Loss Account
FormulaThe profit and loss account shows the net profit which is the determined by deducting the expenses of the business from the trading account gross profit and adding other income.The net profit is calculated using the profit and loss account formula.Net profit = Gross profit - Expenses + Other incomeln the above formula expenses refers to all
the costs of the business which are not included in cost of goods sold in the trading account such as wages and salaries, rents, insurance, bank charges etc.Other income refers to any income other than that included in sales revenue such as interest received.Preparation of Profit and Loss AccountThe profit and loss account is prepared by closing the
trading account, expense accounts and other income accounts using a closing journal entry.Profit and loss account closing journal entryAccountDebitCreditTrading Account55,000Expense accounts48,0000ther income5,000Profit and Loss Account12,000Total60,00060,000Each account is closed and transferred to the profit and loss account in the
general ledger. The credit entry to the profit and loss account of 12,000 represents the net profit for the period.Profit and Loss Account ExampleAfter the closing journal entry has been posted the profit and loss account would take the format shown in the example below.Profit and loss account after closing journal entryProfit and loss
accountDebitCreditGross profit b/d55,000Expenses48,0000ther income5,000Balance ¢/d12,000Total60,000Total60,000Balance b/d12,000Again for clarity, in this example each line item is posted to the general ledger profit and loss account leaving a credit balance brought down of 12,000 representing the net profit of the business.In the example
above the profit and loss account has a net credit balance of 12,000 which indicates sales and other income are greater than the cost of goods sold and expenses and the business has made a net profit. If the profit and loss account had a net debit balance brought down it would indicate that sales and other income were less than the cost of goods sold
and expenses and the business had therefore made a net loss for the accounting period.Profit and Loss Account in the Final AccountsThe profit and loss account starting with gross profit is not usually shown as a separate statement and is normally combined with the trading account and shown as a combined trading profit and loss account format
shown later in this post.For the sake of completeness, assuming the figures relate to the month ended 31 December, a separate profit and loss account starting with gross profit might appear as follows.Profit and loss account for month ended December 31 2020Gross profit55,000Expenses48,0000ther income5,000Net profit12,000Again the profit and
loss account shows the net profit of 12,000 the business has made for the accounting period.Using the net sales from the trading account the business can quickly calculate the net profit percentage as follows.Net profit % = Net profit / Net sales Net profit % = 12,000 / 100,000 = 12% Trading Profit and Loss Account FormatThe trading account and
the profit and loss account can be combined into a single summary known as a trading profit and loss account.An example trading profit and loss account format is shown below.Trading profit and loss account format - month ended December 31 2020Net sales100,000Net purchases46,000Beginning inventory8,000Ending inventory-9,000Cost of goods
sold45,000Gross profit55,000Expenses48,0000ther incomeb5,000Net profit12,000By using the trading profit and loss account the merchandising business can clearly see both the gross and net profit of the business and can quickly calculate the gross and net profit percentages based on net sales.Last modified September 29th, 2022 by Michael Brown
September 29, 2022 The trading profit and loss account is made up of two separate accounts within the general ledger.The trading accountThe profit and loss accountThe purpose of the two accounts is to separately identify the gross profit and net profit of the business. The trading account is the top part of the trading profit and loss account and is
used to determine the gross profit. The profit and loss account is the lower part of the trading profit and loss account and is used to determine the net profit of the business. Both the trading account and the profit and loss account form part of the double entry as they are used to close off the temporary accounts at the end of an accounting period. The
trading and profit and loss accounts are discussed in more detail below.The Trading AccountThe trading account is particularly useful for a merchandising business or trading business involved in the buying and selling of finished products. The account allows the merchandiser to easily determine its overall gross profit and gross profit percentage
which are important indicators of how efficiently a business is buying and selling its products.Trading Account FormulaThe trading account shows the gross profit which is determined by deducting the cost of goods sold from the net sales revenue of the business.The gross profit is calculated using the trading account formula. Gross profit = Net sales
- Cost of goods soldIn the formula net sales is equal to the gross sales of the business less sales returns, allowances, and discounts.It should be noted that carriage outwards is not included in the trading account. Carriage outwards is an expense included in the profit and loss account discussed below.The cost of goods sold used in the formula can be
expanded using the following formula.Cost of goods sold = Net purchases + Beginning inventory - Ending inventoryNet purchases is equal to the gross purchases of the business including carriage inwards less any purchase returns, allowances, and discounts.Preparation of Trading AccountThe trading account is prepared by closing the temporary
revenue and purchases accounts and adjusting the inventory accounts using a closing journal entry as shown in the example below.Trading account closing journal entryAccountDebitCreditSales105,000Sales returns5,000Purchases49,000Purchase returns3,000Beginning inventory8,000Ending inventory9,000Trading
Account55,000Total117,000117,000Each account is closed and transferred to the trading account. The credit entry to the trading account of 55,000 represents the gross profit for the period.Trading Account ExampleAfter the closing journal entry has been posted the trading account would take the format shown in the example below.Trading account
after closing journal entryTrading AccountDebitCreditSales returns5,000Sales105,000Purchases49,000Purchase returns3,000Beginning inventory8,000Ending inventory9,000Balance c¢/d55,000Total117,000Total117,000Balance b/d55,000For clarity, in this example each line item is posted to the general ledger trading account leaving a credit balance
brought down of 55,000 which represents the gross profit of the business.In the example above the trading account has a net credit balance of 55,000 which indicates sales are greater than the cost of goods sold and the business has made a gross profit. If the trading account had a net debit balance brought down it would indicate (unusually) that
sales were less than the cost of goods sold and the business had made a gross loss.Trading Account in Final AccountsIn the final accounts the trading account is usually presented in a more readable format. Assuming the figures relate to the month ended 31 December an example of a trading account might appear as follows.Trading account for the
month ended December 31 2020Net sales100,000Net purchases46,000Beginning inventory8,000Ending inventory-9,000Cost of goods sold45,000Gross profit55,000Again the trading account shows the gross profit of 55,000 the business made on the products it buys and sells.In addition since the trading account shows the net sales the gross profit
percentage can be easily calculated as follows.Gross profit % = Gross profit / Net sales Gross profit % = 55,000 / 100,000 = 55% The Profit and Loss AccountThe profit and loss account is used to determine the net profit of the business. The starting point for the profit and loss account is the balance carried down from the trading account which is the
gross profit of the business.Profit and Loss Account FormulaThe profit and loss account shows the net profit which is the determined by deducting the expenses of the business from the trading account gross profit and adding other income.The net profit is calculated using the profit and loss account formula.Net profit = Gross profit - Expenses +
Other incomeln the above formula expenses refers to all the costs of the business which are not included in cost of goods sold in the trading account such as wages and salaries, rents, insurance, bank charges etc.Other income refers to any income other than that included in sales revenue such as interest received.Preparation of Profit and Loss
AccountThe profit and loss account is prepared by closing the trading account, expense accounts and other income accounts using a closing journal entry.Profit and loss account closing journal entryAccountDebitCreditTrading Account55,000Expense accounts48,0000ther income5,000Profit and Loss Account12,000Total60,00060,000Each account is
closed and transferred to the profit and loss account in the general ledger. The credit entry to the profit and loss account of 12,000 represents the net profit for the period.Profit and Loss Account ExampleAfter the closing journal entry has been posted the profit and loss account would take the format shown in the example below.Profit and loss
account after closing journal entryProfit and loss accountDebitCreditGross profit b/d55,000Expenses48,0000ther income5,000Balance ¢/d12,000Total60,000Total60,000Balance b/d12,000Again for clarity, in this example each line item is posted to the general ledger profit and loss account leaving a credit balance brought down of 12,000 representing
the net profit of the business.In the example above the profit and loss account has a net credit balance of 12,000 which indicates sales and other income are greater than the cost of goods sold and expenses and the business has made a net profit. If the profit and loss account had a net debit balance brought down it would indicate that sales and other
income were less than the cost of goods sold and expenses and the business had therefore made a net loss for the accounting period.Profit and Loss Account in the Final AccountsThe profit and loss account starting with gross profit is not usually shown as a separate statement and is normally combined with the trading account and shown as a
combined trading profit and loss account format shown later in this post.For the sake of completeness, assuming the figures relate to the month ended 31 December, a separate profit and loss account starting with gross profit might appear as follows.Profit and loss account for month ended December 31 2020Gross profit55,000Expenses48,0000ther
income5,000Net profit12,000Again the profit and loss account shows the net profit of 12,000 the business has made for the accounting period.Using the net sales from the trading account the business can quickly calculate the net profit percentage as follows.Net profit % = Net profit / Net sales Net profit % = 12,000 / 100,000 = 12% Trading Profit
and Loss Account FormatThe trading account and the profit and loss account can be combined into a single summary known as a trading profit and loss account.An example trading profit and loss account format is shown below.Trading profit and loss account format - month ended December 31 2020Net sales100,000Net purchases46,000Beginning
inventory8,000Ending inventory-9,000Cost of goods so0ld45,000Gross profit55,000Expenses48,0000ther income5,000Net profit12,000By using the trading profit and loss account the merchandising business can clearly see both the gross and net profit of the business and can quickly calculate the gross and net profit percentages based on net
sales.Last modified September 29th, 2022 by Michael Brown September 29, 2022 The trading and profit and loss account set out the trading activities of a trader. It shows the current assets, current liabilities, and capital of an organization. For instance, a trader has cash in a bank account and securities in other accounts (if so, it must be mentioned).
It includes long-term assets and liabilities unrelated to ordinary trading activities. Any extraordinary income or expenditure in the profit and loss account for the year is also shown in this account. When any action or inquiry by the relevant authority is made, it is crucial to ascertain the trading position. Trading and Profit and Loss Account Format -
An Overview Trading means exchanging, buying, and selling goods, services, or securities from one person to another. In business activity, trading is simply buying one product to sell it at a profit. Trade is the most common financial transaction between any two parties. This is usually done utilizing buying and selling goods or services. A profit and
loss account is an accounting record showing a business's financial performance for a specified period. Different types of companies will use another classification system for the P&L account. For instance, manufacturing firms will earmark their costs into production or selling costs. In addition, firms engaged in sales and purchases will include a cost
center called inventory turnover/sales ratio, which measures how quickly they sell a particular item. Difference between Trading Account and Profit and Loss Account A trading account is an account where you record all your trades. You can also call it a trading journal or a trading log. A profit and loss account is an accounting term for the income
statement in which all revenues and expenses are recorded. A trading account is an account with a broker that allows investors to buy and sell securities on the stock exchange without having to open a Demat account. It is also called a margin account because it provides leverage to investors through margin money (borrowed funds). A profit and loss
account shows the total revenue earned during an accounting period and all expenses incurred. It indicates whether the company made a profit or loss during that period. The net result is known as profit before tax (PBT). Types of Trading Account To trade in the stock market, you need a trading account. Trading accounts are of different types, and
several factors influence their kind. Equity trading account: This is the most common type of trading account where you can buy, sell, and trade stocks, derivatives, and commodities. Futures trading account: This type of trading account allows you to trade futures contracts on various commodities like crude oil, gold, etc. Currency futures trading:
This type of trading account allows you to trade currency futures contracts in currencies like EUR/USD etc. Options trading: You do not need much money to start options trading because this investment is based on speculation rather than directly investing in stocks or commodities. You can use the option trading profit calculator to determine the
values. Debt Instrument Trading Accounts: Debt instrument trading accounts are used to buy and sell bonds issued by companies or governments, such as government bonds (gilt). Debt instruments are also traded through derivatives such as futures contracts or options contracts (opt). Types of Profit and Loss Account A profit and loss account is a
financial statement showing the income and expenses of a business or other organization for a period, usually one year. It is also known as a P&L statement, income statement, or statement of earnings. Personal account: This type of profit and loss account is maintained by individuals or sole proprietorships. It records all the transactions about an
individual's assets and liabilities and his business assets and liabilities. Real account: The actual accounts are maintained by companies whose balances are not included in their balance sheet because they do not carry on any business activity. Nominal account: The nominal accounts are maintained by companies who carry on business activities but
do not have any sales transactions during the accounting period. Trading and Profit and Loss Account Example A Trading and Profit and Loss Account is a statement showing a company's or individual's trading activity. The companies maintain this account to record their sales, purchases, and profits. Any business or organization needs to keep this
account to be used for analysis purposes. Illustration of an Example of a Trading Account Trading accounts are also maintained by individuals who buy and sell goods or services. Traders who sell goods or services on credit hold a trading account in which they record the amount due from their customers and the amount payable to suppliers. The total
balance in this account represents the net profit made or loss incurred during the period. It should be noted that trading accounts do not show any distinction between capital and income. For example, if a trader purchases goods for INR 1 lakh and sells them for INR 1.5 lakh, he would show the INR 1 lakh paid for the purchase of goods as an expense
and would show INR 1.5 lakh received from the sale of goods as income from business activities. Thus, there is no distinction between capital expenditure and revenue expenditure when maintaining a trading account. Illustration of an Example of a Profit and Loss Account Profit and loss accounts can be set up in different formats depending on the
type of business and the level of complexity involved. For example, an accountant preparing a P&L for a small company might use a single-column format to keep things simple. A more complex business, however, might require more detailed analysis and multiple columns to track different revenue and expense categories. In addition to showing the
income earned from sales, the profit and loss account also shows how much money was spent on production costs such as raw materials, labor, and other expenses. The difference between these two figures is known as gross profit. Gross Profit = Sales - Cost of Goods Sold (COGS) The result of this calculation is called net profit/loss. The net
profit/loss can also be calculated using the formula: Net Profit/Loss = Sales Revenue - Expenses Profit and Loss Account consists of two parts: Income Statement - Each income category's sales revenue, cost, and gross profit. Expenses Statement - It shows all costs incurred by the company during that period. The net profit (or loss) will be calculated
by subtracting total expenses from total revenue. Wrapping Up Learning trading and accounting is essential in specific industries, especially finance. It will give you enormous insight into your business and help you get through the tough times. Knowing about the trading and profit and loss account allows you to explore additional ways of making
your money work for you. Frequently Asked Questions (FAQs) What is a trading account? A retail investor or trader uses a trading account to execute orders through a broker. The broker then executes the order on behalf of the client for a commission fee. The trading accounts can be either margin accounts or cash accounts. In a margin account, you
have to provide collateral to your broker in case you go into losses. On the other hand, in cash accounts, you don't have to provide collateral at all, as these are risk-free. What is a profit and loss account? This is the most common type of profit and loss account used today, especially by small businesses. It includes all revenues and costs incurred
during an accounting period. The P&L statement is one of the three financial statements that must be prepared for each business entity (the other two being the balance sheet and cash flow statement). It shows how much money was earned or lost during a specific period, usually one year or less. The P&L statement is also known as an income
statement or statement of earnings because it summarizes all revenues and expenses for the year and calculates net income (or net loss). The P&L consists of two parts: income statement and balance sheet. What are the types of trading accounts? There are two main types of trading accounts: cash and margin accounts. A cash account is where funds
are deposited directly into it without leverage or borrowing from the broker. A margin account is an account that uses borrowed money from the broker to buy securities, and these securities must be paid for using interest payments sent back to the broker at periodic intervals until maturity. What are the types of profit and loss accounts? The profit
and Loss account is an important financial statement that summarises all the revenues and expenses incurred by a business. It helps to determine whether the business is profitable or not. A profit and loss account is also known as the P&L statement, income statement, trading statement, or statement of financial performance. A profit and loss
account is a financial statement showing a business's income, expenses, and net profit for a certain period. It can also be referred to as an income statement or a statement of financial performance. The profit and loss account shows the net result of all transactions during a given period. It helps you determine how well your business is doing
financially. It shows how much money has been earned or lost and how much has been spent on operating expenses such as salaries and wages. Download the Testbook APP & Get Pass Pro Max FREE for 7 Days10,000+ Study NotesRealtime Doubt Support71000+ Mock TestsRankers Test Series+ more benefitsDownload App Now A business needs to
prepare a trading and profit and loss account first before moving on to the balance sheet. Trading and profit and loss accounts are useful in identifying the gross profit and net profits that a business earns. The motive of preparing trading and profit and loss account is to determine the revenue earned or the losses incurred during the accounting
period. The trading and profit and loss account are two different accounts that are formed within the general ledger. The two parts of the account are: 1. Trading Account 2. Profit and Loss Account Trading account is the first part of this account, and it is used to determine the gross profit that is earned by the business while the profit and loss
account is the second part of the account, which is used to determine the net profit of the business. Also see: Balance Sheet vs Profit & Loss Account Let us know more about these accounts in detail 1. Trading Account Trading account is used to determine the gross profit or gross loss of a business which results from trading activities. Trading
activities are mostly related to the buying and selling activities involved in a business. Trading account is useful for businesses that are dealing in the trading business. This account helps them to easily determine the overall gross profit or gross loss of the business. The amount thus determined is an indicator of the efficiency of the business in buying
and selling. The formulae for calculating gross profit is as follows: Gross profit = Net sales - Cost of goods sold Where Net sales = Gross sales of the business minus sales returns, discounts and allowances. The trading account considers only the direct expenses and direct revenues while calculating gross profit. This account is mainly prepared to
understand the profit earned by the business on the purchase of goods. Items that are seen in the debit side include purchases, opening stock and direct expenses while credit side includes closing stock and sales. Closing entries for Gross Loss or Gross Profit The following entries are passed In case of Gross Loss Profit and Loss A/c Dr. To Trading
A/c In case of Gross Profit Trading A/c  Dr. To Profit and Loss A/c Preparing Trading Account Trading account is prepared by closing all the temporary purchases and revenue accounts and making adjustments in the inventory accounts by the use of a closing journal entry For the following question, prepare a trading account Particulars Amount
Particulars Amount Sales 2,05,000 Sales returns 15,000 Purchases 49,000 Purchases returns 3000 Opening inventory 8000 Closing inventory 30,000 Trading Account 1,500 The format of trading account after passing the closing entry is as follows: Dr. Trading Account for the year ended Cr.
Sales returns 15,000 Sales 205,000 Purchases 49,000 Purchase returns 3,000 Beginning inventory 8,000 Ending inventory 9,000 Balance c/d 145,000 Total 217,000 Total 217,000 Balance b/d 145,000 In this example, all accounts are closed and transferred to the trading account. The credit entry of 1,45,000 is the gross profit for the period. 2. Profit
and Loss Account Profit and loss account shows the net profit and net loss of the business for the accounting period. This account is prepared in order to determine the net profit or net loss that occurs during an accounting period for a business concern. Profit and loss account get initiated by entering the gross loss on the debit side or gross profit on
the credit side. This value is obtained from the balance which is carried down from the Trading account. A business will incur many other expenses in addition to the direct expenses. These expenses are deducted from the profit or are added to gross loss and the resulting value thus obtained will be net profit or net loss. The examples of expenses that
can be included in a Profit and Loss Account are: 1. Sales Tax 2. Maintenance 3. Depreciation 4. Administrative Expense 5. Selling and Distribution Expense 6. Provisions 7. Freight and carriage on sales 8. Wages and Salaries These appear in the debit side of Profit and Loss Account while Commission received, Discount received, profit obtained on
sale of assets appear on the credit side. Net profit can be determined by deducting business expenses from the gross profit and adding other incomes obtained Net profit = Gross profit - Expenses + Other income Closing Entries for Net Loss or Net Profit: i. In case of Net Loss Capital A/c - Dr. To Profit and Loss A/c ii. In case of Net Profit Profit and
Loss A/c -Dr. To Capital A/c Trading and Profit and Loss Account Format Trading and Profit and Loss Account format is represented separately as follows: Format for Trading Account Format for Profit and Loss Account Other Important Topics in Accountancy Difference between Trading and Profit and Loss Account The following points of difference
exist between the Trading and Profit and Loss Account Meaning Trading account used to find the gross profit/loss of the business for an accounting period Profit and loss account or Income statement is used to find the net profit/loss of the business for an accounting period Timing Trading Account is prepared first and then profit and loss account is
prepared. Profit/Loss Account is prepared after the trading account is prepared. Purpose For knowing the gross profit or gross loss of a business For knowing the net profit or net loss of a business Stage It is the first stage in the creation of the final account. it is the second stage in the creation of the final account. Dependency It is not dependent on
trial balance It is dependent on trading account Transfer of Balance The balance in the form of Gross loss or Gross Profit of the trading account will be transferred to the Profit and Loss Account The balance in the form of Net loss or Net Profit of the profit and loss account will be transferred to the Balance Sheet This article covers all the aspects of
the Trading and Profit and Loss Account. It will help the students form a clear idea about the Trading and Profit and Loss Account and its use in accounting. For more such interesting concepts of Commerce, stay tuned to BYJU’S. Trading and profit and loss accounts are useful in identifying the gross profit and net profits that a business earns. The
motive of preparing a trading and profit and loss account is to determine the revenue earned or the losses incurred during the accounting period. Gross profit in a trading account can be calculated by subtracting the cost of goods sold from the net sales. Gross profit = Net Sales - Cost of goods sold. Another name given to a trading profit and loss
account is the income statement. To determine accounting profit and loss perform the following steps Add all the income earned during the accounting period. Add all the expenses incurred during the accounting period. Calculate the difference by subtracting total expenses from total income If the value is positive then it is profit, if negative it is loss.
Posted on March 6, 2025 under Basics by Ayush Maurya Every business needs to track its financial performance, but how do they do it? This is where the trading and profit and loss account format comes into play. These statements help determine how much a business earns, spends, and ultimately, how profitable it is. In this blog, we’ll break down
these financial accounts in a simple way. You'll learn what a trading account is, how it works, and how it connects with a profit and loss account to assess a company’s financial health. A trading account is a financial statement used to determine the gross profit or loss of a business for a given period. It records all direct income and expenses related to
buying and selling goods. This account is the first step in preparing the final accounts of a business, and it helps assess how efficiently a company is managing its core trading activities. Key Features of a Trading Account: 1. Tracks direct income (like sales revenue) and direct expenses (like purchase costs)2. Helps in calculating gross profit or gross
loss3. Used by businesses, accountants, and investors to analyze financial performance In accounting, every transaction has two sides - Debit (Dr.) and Credit (Cr.). In a trading account, these terms are used to classify different types of financial activities. Debit (Dr.) Side - Expenses & Costs: This side records all direct expenses that a business incurs



to buy or produce goods. Credit (Cr.) Side - Income & Revenue: This side records all direct income generated from business operations. A trading account format consists of various elements that help businesses calculate their gross profit or loss. It includes details of income from sales and the direct costs associated with those sales. The account is
divided into two sides - Income (Cr.) side and Expenditure (Dr.) side - to track all relevant transactions. 1. Items of Income (Cr. Side) These represent the revenue generated from trading activities. Sales Revenue - The total earnings from selling goods before deducting returns. Less: Sales Returns - The value of goods returned by customers due to
defects or other reasons. Closing Stock - The value of goods (raw materials, semi-finished, and finished goods) left unsold at the end of the financial period. 2. Items of Expenditure (Dr. Side) These are the direct costs incurred to purchase or manufacture goods. Opening Stock - The value of goods in hand at the start of the accounting period.
Purchases - The cost of acquiring goods or raw materials for sale. Less: Purchase Returns - The value of goods returned to suppliers due to defects or other reasons. Direct Expenses - Costs directly related to production or procurement, including: Carriage Inward & Freight Expenses - Charges for transporting goods to the business premises. Rent
for Godown or Factory - Costs incurred for storage space or production facilities. Electricity and Power Expenses - Utility costs associated with manufacturing or storing goods. Wages of Workers and Supervisors - Payments made to laborers directly involved in production. Packing Expenses - The cost of packaging materials used before selling
goods. Important Notes Closing stock is not included in the trial balance. It appears in two places: once on the credit side of the trading account and once under current assets in the balance sheet. The closing stock is valued at either cost price or market price, whichever is lower, following the accounting principle of conservatism. Businesses can
prepare a trading account in a horizontal format (T-shape) or a vertical format, but the components remain the same. Also Check: 14 Best Investment Options in India 2025: Safe Plans Gross Profit is the key figure derived from a trading account. It shows a business's profit from selling goods before deducting indirect expenses. Gross Profit Formula:
Gross Profit=(Sales—Sales Returns)+Closing Stock—(Opening Stock+Purchases—Purchase Returns+Direct Expenses) Step-by-Step Calculation Example: Find Net Sales: Total Sales - Sales Returns Determine Cost of Goods Sold (COGS): Opening Stock + Purchases - Purchase Returns + Direct Expenses Apply the Formula: Gross Profit = Net Sales +
Closing Stock - COGS A trading account is prepared to determine the gross profit or loss of a business by recording all direct expenses and revenues related to the purchase and sale of goods. It is usually presented in a T-format, which consists of two sides: Debit (Dr.) Side: Records all direct expenses, such as opening stock, purchases, and other
direct costs. Credit (Cr.) Side: Includes revenue items, such as total sales and closing stock. Here’s a standard trading account format: Trading Account for the Year Ended YYYY Dr.Cr.ParticularsAmount (I)ParticularsAmount (X¥)Opening StockXXXXSalesXXXXPurchasesXXXXClosing StockXXXXAdd: Freight, Carriage Inwards, etc. XXXXLess: Purchase
Returns(XXXX)Direct WagesXXXXPower and FuelXXXXFactory RentXXXXGross Profit c/d (Balancing Figure)XXXXTotalXXXXTotalXXXX This format helps in analyzing a company's trading performance before moving on to the profit and loss account. Now, let's look at an example for better clarity. Let’s take an example to understand how to prepare a
trading account with actual figures. Example: Financial Data of XYZ Traders (as of December 31, 2024) Opening Stock: 60,000 Purchases: 2,50,000 Purchase Returns: 315,000 Direct Expenses (Wages + Freight, etc.): X35,000 Sales: 33,80,000 Closing Stock: 85,000 Now, we will apply these figures in the trading account format: Trading Account
for the Year Ended 31st December 2024 Dr.Cr.ParticularsAmount (X)ParticularsAmount (X)Opening Stock60,000Sales3,80,000Purchases2,50,000Closing Stock85,000Add: Freight and Wages35,000Less: Purchase Returns(15,000)Gross Profit ¢/d1,30,000Total4,65,000Total4,65,000 Gross Profit Calculation: Gross Profit =(Sales+Closing Stock)—
(Opening Stock+Purchases—Purchase Returns+Direct Expenses)Gross Profit =(X3,80,000+385,000)—(X60,000+%2,50,000—X15,000+%35,000)Gross Profit =34,65,000—-33,35,000Gross Profit =X1,30,000 Thus, XYZ Traders made a Gross Profit of X1,30,000 for the year. A profit and loss account (P&L account) is a financial statement that shows a
business’s net profit or loss over a specific period. It summarises all revenues and expenses, helping businesses understand whether they are making money or running at a loss. This account follows the trading account in the final accounts of a business. While a trading account focuses on gross profit, the profit and loss account takes it further by
deducting operating expenses, taxes, and other costs to determine the net profit. A profit and loss account is divided into two sections: 1. Gross Profit Calculation (Carried from Trading Account) Start with the gross profit figure from the trading account. If there is a gross loss, it will be deducted from income. 2. Deduct Indirect Expenses List all
operating and administrative expenses, including: Salaries & wages Rent, electricity, and office expenses Marketing & advertisement costs Depreciation on assets 3. Add Indirect Income Include any other income such as: Interest received Commission earned Investment Income 4. Calculate Net Profit or Loss Net Profit = (Gross Profit + Other
Income) - (Operating & Indirect Expenses) If income exceeds expenses, the business makes a net profit. If expenses are higher than income, the business incurs a net loss. The net profit is then transferred to the capital account in the balance sheet, which helps in future business planning. A Profit and Loss (P&L) Account summarises a company’s
financial performance by listing revenues, expenses, and net profit or loss over a specific period. Here are some of the key components: Revenue: Revenue refers to the total income generated from selling goods or services before deducting expenses. It includes operating revenue (primary business income) and non-operating income like interest or
rental earnings. Cost of Goods Sold (COGS): COGS includes the direct costs associated with producing or purchasing goods for resale, such as raw materials, labour, and production expenses. It is deducted from revenue to determine the gross profit. Gross Profit: Gross profit is the difference between revenue and COGS. It reflects how efficiently a
business is producing and selling its goods. Operating Expenses: Operating expenses are the day-to-day costs of running a business. These include rent, salaries, utilities, advertising, and office supplies. Keeping these costs low improves profitability. Net Profit (or Net Loss): The final amount left after deducting all expenses and taxes from total
income. A net profit indicates a successful business, while a net loss shows that expenses exceeded earnings. A Profit and Loss (P&L) Account is prepared to determine the net profit or loss of a business over a specific period. It follows a T-format, where: Debit (Dr.) Side records all expenses related to business operations. Credit (Cr.) Side records all
incomes and revenues earned. Profit and Loss Account for the Year Ended YYYY Dr. (Expenses Side)Amount (X)Cr. (Income Side)Amount (X)To Gross Loss b/d (if any)XXXXBy Gross Profit b/d (if any)XXXXTo Salaries & WagesXXXXBy Discount ReceivedXXXXTo Office Rent & UtilitiesXXXXBy Commission EarnedXXXXTo Printing & StationeryXXXXBy
Interest ReceivedXXXXTo Postage & TelephoneXXXXBy Bad Debts RecoveredXXXXTo InsuranceXXXXBy Investment IncomeXXXXTo Advertising & PromotionXXXXBy Other IncomesXXXXTo Bad DebtsXXXXTo Interest on LoansXXXXTo Depreciation & AmortisationXXXXTo Miscellaneous ExpensesXXXXTo Net Profit (Balancing
Figure)XXXXTotalXXXXTotalXXXX To help you better understand a Profit and Loss (P&L) Account, here’s a simplified breakdown of its key components: Sales Revenue - The total earnings from selling goods before any deductions. Less: Excise Duty - A tax applied to goods sold, subtracted to determine net revenue. Net Sales Revenue - The actual
revenue after deducting excise duty, providing a clearer picture of earnings. Revenue from Services - Income generated from services rendered rather than physical goods. Other Operating Revenue - Additional income from core business activities, such as service fees or commissions. Total Operating Revenue - The sum of net sales and other
operating income. Other Income - Earnings from non-core activities, such as investments or asset sales. Total Revenue - The combined figure of all income sources, representing total business earnings. Cost of Goods Sold (COGS) - Direct costs incurred in producing goods, such as raw materials. Purchase of Stock-in-Trade - The total cost of acquiring
goods intended for resale. Inventory Adjustments - Changes in stock levels, which impact the cost of goods sold. Employee Expenses - Costs related to staff wages, benefits, and payroll taxes. Finance Costs - Interest payments on loans and other financial obligations. Depreciation & Amortisation - The gradual reduction in the value of assets over
time. Other Business Expenses - Various operational costs, including marketing and office supplies. Total Expenses - The sum of all business costs, showing the total operational outlay. Profit Before Exceptional Items & Tax - Earnings before accounting for unusual, one-time costs. Less: Exceptional Items - Non-recurring financial impacts, such as
asset sales or large write-offs. Profit Before Tax - The net earnings before deducting taxes. Less: Tax Expenses - Includes: Current Tax - The tax payable for the current year. Deferred Tax - Adjustments for future tax obligations or past overpayments. Tax Adjustments from Previous Years - Corrections for overestimated or underestimated prior tax
provisions. Net Profit for the Year - The final profit after subtracting all expenses, taxes, and exceptional items. Earnings Per Share (EPS) - Represents the profit per share, helping investors gauge financial performance. Let's apply this format with an example. Continuing from the Trading Account example, we will calculate the net profit for the year.
Given Data from ABC Traders (as of 31st December 2024) Gross Profit from Trading Account = X1,00,000 Salaries & Wages = 20,000 Office Rent & Utilities = 10,000 Printing & Stationery = X3,000 Postage & Telephone = 2,000 Advertising & Promotion = 5,000 Bad Debts = 4,000 Interest on Loans = 6,000 Depreciation & Amortisation =
8,000 Miscellaneous Expenses = 2,000 Discount Received = X5,000 Commission Earned = 34,000 Interest Received = 3,000 Bad Debts Recovered = 32,000 Profit and Loss Account Example for ABC Traders for the Year Ended 31st December 2024 Dr. (Expenses Side)Amount (I)Cr. (Income Side)Amount (X)To Salaries & Wages20,000By Gross
Profit b/d1,00,000To Office Rent & Utilities10,000By Discount Received5,000To Printing & Stationery3,000By Commission Earned4,000To Postage & Telephone2,000By Interest Received3,000To Advertising & Promotion5,000By Bad Debts Recovered2,000To Bad Debts4,000To Interest on Loans6,000To Depreciation & Amortisation8,000To
Miscellaneous Expenses2,000To Net Profit (Balancing Figure)50,000Total1,10,000Total1l,10,000 Net Profit Calculation Net Profit= Total Income—Total ExpensesNet Profit= 1,00,000+5,000+4,000+3,000+2,000)-(20,000+10,000+3,000+2,000+5,000+4,000+6,000+8,000+2,000)Net Profit= 1,14,000 - 64,000Net Profit= X50,000 A Trading Account
and a Profit and Loss Account serve different purposes in financial reporting. While a Trading Account determines the gross profit or loss from buying and selling goods, the Profit and Loss Account calculates the net profit or loss after deducting operating expenses and other financial costs. BasisTrading AccountProfit and Loss
AccountPurposeDetermines gross profit/lossCalculates net profit/loss after all expensesRecordsDirect expenses (e.g., purchases, wages, freight)Indirect expenses (e.g., salaries, rent, depreciation)ComponentsSales, Purchases, Closing Stock, Direct CostsOperating Expenses, Other Income, Taxes, Net ProfitBalance TransferGross profit/loss is
transferred to P&L AccountNet profit/loss is transferred to Capital AccountPosition in AccountsPrepared before the Profit & Loss AccountPrepared after the Trading AccountFocus AreaCost of goods sold (COGS) & gross profitabilityOverall financial performance & net earnings A Memorandum Trading Account is a non-official internal document
businesses use to determine profitability before preparing formal financial statements. A Balance Sheet is part of financial statements that determine the financial position of a business at the end of an accounting period. It includes assets, liabilities, and equity, showcasing the company’s net worth. A trading and profit and loss account format is an
essential financial tool that helps businesses measure their revenue, expenses, and overall profitability. It plays a vital role in tracking financial performance and making informed business decisions. By maintaining a well-structured P&L account, companies can improve cost management and financial transparency. A strong grasp of profit and loss
accounting leads to smarter financial management and long-term success. The profit and loss account format follows a structured approach where income and expenses are recorded to determine net profit or loss. It consists of revenue, cost of goods sold (COGS), operating expenses, and net profit. This format helps businesses track financial
performance and make informed decisions. To prepare a profit and loss account, start by listing total revenue, then subtract COGS to calculate gross profit. Deduct all operating expenses, taxes, and other costs to determine net profit or loss. A well-prepared P&L statement gives insights into business profitability and financial health. A trading and
profit and loss account format includes two sections: the trading account, which calculates gross profit, and the P&L account, which determines net profit. The trading account records direct incomes and expenses, while the profit and loss account includes operating costs and other indirect expenses. A balance sheet complements the trading account
by showing a company’s financial position at a specific time. While the trading account records income and direct expenses, the balance sheet lists assets, liabilities, and equity, offering a broader financial perspective. A trading account focuses on direct revenues and expenses, helping determine gross profit, while a profit and loss account includes
operating expenses and taxes to calculate net profit. The trading account assesses business efficiency, whereas the P&L account provides a complete financial summary. A balance sheet complements the trading account by showing a company’s financial position at a specific time. While the trading account records income and direct expenses, the
balance sheet lists assets, liabilities, and equity, offering a broader financial perspective. Disclaimer: This article is for educational purposes only and should not be considered financial advice. Always conduct your research and consider consulting with a financial advisor before making any investment decisions. Share on FacebookTweetFollow us The
trading profit and loss account is made up of two separate accounts within the general ledger.The trading accountThe profit and loss accountThe purpose of the two accounts is to separately identify the gross profit and net profit of the business. The trading account is the top part of the trading profit and loss account and is used to determine the
gross profit. The profit and loss account is the lower part of the trading profit and loss account and is used to determine the net profit of the business. Both the trading account and the profit and loss account form part of the double entry as they are used to close off the temporary accounts at the end of an accounting period. The trading and profit and
loss accounts are discussed in more detail below.The Trading AccountThe trading account is particularly useful for a merchandising business or trading business involved in the buying and selling of finished products. The account allows the merchandiser to easily determine its overall gross profit and gross profit percentage which are important
indicators of how efficiently a business is buying and selling its products.Trading Account FormulaThe trading account shows the gross profit which is determined by deducting the cost of goods sold from the net sales revenue of the business.The gross profit is calculated using the trading account formula. Gross profit = Net sales - Cost of goods
soldIn the formula net sales is equal to the gross sales of the business less sales returns, allowances, and discounts.It should be noted that carriage outwards is not included in the trading account. Carriage outwards is an expense included in the profit and loss account discussed below.The cost of goods sold used in the formula can be expanded using
the following formula.Cost of goods sold = Net purchases + Beginning inventory - Ending inventoryNet purchases is equal to the gross purchases of the business including carriage inwards less any purchase returns, allowances, and discounts.Preparation of Trading AccountThe trading account is prepared by closing the temporary revenue and
purchases accounts and adjusting the inventory accounts using a closing journal entry as shown in the example below.Trading account closing journal entryAccountDebitCreditSales105,000Sales returns5,000Purchases49,000Purchase returns3,000Beginning inventory8,000Ending inventory9,000Trading Account55,000Total117,000117,000Each
account is closed and transferred to the trading account. The credit entry to the trading account of 55,000 represents the gross profit for the period.Trading Account ExampleAfter the closing journal entry has been posted the trading account would take the format shown in the example below.Trading account after closing journal entryTrading
AccountDebitCreditSales returns5,000Sales105,000Purchases49,000Purchase returns3,000Beginning inventory8,000Ending inventory9,000Balance ¢/d55,000Total117,000Total117,000Balance b/d55,000For clarity, in this example each line item is posted to the general ledger trading account leaving a credit balance brought down of 55,000 which
represents the gross profit of the business.In the example above the trading account has a net credit balance of 55,000 which indicates sales are greater than the cost of goods sold and the business has made a gross profit. If the trading account had a net debit balance brought down it would indicate (unusually) that sales were less than the cost of
goods sold and the business had made a gross loss.Trading Account in Final AccountsIn the final accounts the trading account is usually presented in a more readable format. Assuming the figures relate to the month ended 31 December an example of a trading account might appear as follows.Trading account for the month ended December 31
2020Net sales100,000Net purchases46,000Beginning inventory8,000Ending inventory-9,000Cost of goods sold45,000Gross profit55,000Again the trading account shows the gross profit of 55,000 the business made on the products it buys and sells.In addition since the trading account shows the net sales the gross profit percentage can be easily
calculated as follows.Gross profit % = Gross profit / Net sales Gross profit % = 55,000 / 100,000 = 55% The Profit and Loss AccountThe profit and loss account is used to determine the net profit of the business. The starting point for the profit and loss account is the balance carried down from the trading account which is the gross profit of the
business.Profit and Loss Account FormulaThe profit and loss account shows the net profit which is the determined by deducting the expenses of the business from the trading account gross profit and adding other income.The net profit is calculated using the profit and loss account formula.Net profit = Gross profit - Expenses + Other incomeln the
above formula expenses refers to all the costs of the business which are not included in cost of goods sold in the trading account such as wages and salaries, rents, insurance, bank charges etc.Other income refers to any income other than that included in sales revenue such as interest received.Preparation of Profit and Loss AccountThe profit and loss
account is prepared by closing the trading account, expense accounts and other income accounts using a closing journal entry.Profit and loss account closing journal entryAccountDebitCreditTrading Account55,000Expense accounts48,0000ther income5,000Profit and Loss Account12,000Total60,00060,000Each account is closed and transferred to
the profit and loss account in the general ledger. The credit entry to the profit and loss account of 12,000 represents the net profit for the period.Profit and Loss Account ExampleAfter the closing journal entry has been posted the profit and loss account would take the format shown in the example below.Profit and loss account after closing journal
entryProfit and loss accountDebitCreditGross profit b/d55,000Expenses48,0000ther income5,000Balance ¢/d12,000Total60,000Total60,000Balance b/d12,000Again for clarity, in this example each line item is posted to the general ledger profit and loss account leaving a credit balance brought down of 12,000 representing the net profit of the
business.In the example above the profit and loss account has a net credit balance of 12,000 which indicates sales and other income are greater than the cost of goods sold and expenses and the business has made a net profit. If the profit and loss account had a net debit balance brought down it would indicate that sales and other income were less
than the cost of goods sold and expenses and the business had therefore made a net loss for the accounting period.Profit and Loss Account in the Final AccountsThe profit and loss account starting with gross profit is not usually shown as a separate statement and is normally combined with the trading account and shown as a combined trading profit
and loss account format shown later in this post.For the sake of completeness, assuming the figures relate to the month ended 31 December, a separate profit and loss account starting with gross profit might appear as follows.Profit and loss account for month ended December 31 2020Gross profit55,000Expenses48,0000ther income5,000Net
profit12,000Again the profit and loss account shows the net profit of 12,000 the business has made for the accounting period.Using the net sales from the trading account the business can quickly calculate the net profit percentage as follows.Net profit % = Net profit / Net sales Net profit % = 12,000 / 100,000 = 12% Trading Profit and Loss Account
FormatThe trading account and the profit and loss account can be combined into a single summary known as a trading profit and loss account.An example trading profit and loss account format is shown below.Trading profit and loss account format - month ended December 31 2020Net sales100,000Net purchases46,000Beginning
inventory8,000Ending inventory-9,000Cost of goods so0ld45,000Gross profit55,000Expenses48,0000ther income5,000Net profit12,000By using the trading profit and loss account the merchandising business can clearly see both the gross and net profit of the business and can quickly calculate the gross and net profit percentages based on net
sales.Last modified September 29th, 2022 by Michael Brown September 29, 2022 Download Trading Profit and Loss Account Sample format belowTrading profit and loss account template (Excel)What is Trading Profit and Loss account?The Trading Profit and loss account also known as income statement is used to access your business performance
and financial performance.In other words, the profit and loss statement reports a company’s revenues, expenses, and most of the gains and losses which occurred during the period of time specified in its heading.Key TermsThe trading profit and loss is divided into to categories:The trading accountThe profit and loss accountTrading account is
prepared to show the gross profit or gross loss for the period. It is prepared to conform to the rules of double entry.Here: Gross profit = Sales revenue - Cost of goods soldTrading account looks at the difference between the sales and the cost of goods sold.Profit and Loss account shows the net profit or net loss of a business. This account follows the
trading account using value of the gross profit to ascertain the net profit or net loss for a period.The profit and loss features All Expenses incurred during the given period (sales and marketing expenses, Administrative expenses etc.).Here: Net Profit = Gross Profit - Total ExpensesNet loss occurs when value of total expenses incurred is greater than
the gross profit. Download trading profit and loss account template here (Excel)A Simple Example of a Trading Profit & Loss Statement:Sample Company, Inc. Sample Trading Profit & Loss Statement for the month/year ended January 1-31, 2017Sales RevenueProduct salesN12,000Service salesN3,000Total Sales RevenueN15,000Less: Cost of goods
soldN7,000Gross ProfitN8,000Less: ExpensesRentN1,500InsuranceN2500ffice suppliesN150FuelingN100Total expensesN2,000Net profit = Gross profit - total expensesN6,000 Final accounts represent both the financial position of a business and also shows the profitability of the concern. The final Account is used by both the external and internal
parties for various purposes. The Trading Account, Profit and Loss Account, and Balance Sheet all together are known as the final accounts.The trading account is the first part of this final account, and this is used to determine the gross profit which is earned by the business. The profit and loss account is the second part of the final account that is
used to determine the net profit of the business concern.What is a Trading and Profit and Loss Account?Trading Account:A trading account can be called an investment account which contains securities and cash. Generally, a trading account refers to a trader’s main account. The investors tend to buy and sell the assets frequently, thus their accounts
are subject to special regulation for this. The assets which are held in a trading account are separated from others which may be part of a long-term buy and hold strategy.Profit and Loss Account:The profit and loss abbreviated as the P&L statement is a financial statement that summarizes the revenues, the costs, and the expenses that are being
incurred during a specified period, usually in a fiscal year. The P&L statement aligns with the income statement, which records information about a company's ability or its inability to generate profit by increasing the sales revenue, by reducing costs, or both. The P&L statement is also referred to as a statement of profit and loss, income statement,
statement of operations, etc.Types of expenses that can be included in a Profit and Loss Account:Sales TaxMaintenanceDepreciationAdministrative ExpensesSelling and Distribution ExpensesProvisionsFreight and Carriage on SalesWages and SalariesTypes of Profit and Loss AccountsThere are mainly two types of Profit and Loss Accounts in
trading:Gross Profit and Loss Account: This part focuses on the direct trading activities of the business, like buying and selling goods. It calculates the profit or loss made after deducting the cost of goods sold from the sales revenue.Net Profit and Loss Account: This includes all other expenses and incomes, such as office expenses, salaries, and other
operational costs. It shows the final profit or loss after considering these additional factors.A balance sheet is the last drawn financial statement which reports a company's assets, liabilities, and the shareholders' equity at a particular year in time, and provides a basis for computing the rates of return and evaluating the capital structure of the
company. The financial statement provides a view of what a company owns and owes to its debtors, as well as the amount that is invested by the shareholders.How to Calculate Gross Profit in a Trading AccountIn order to calculate the gross profit, it is necessary to know the cost of goods which are sold and its sales figures.Gross Profit = Sales -
COGS (Sales + Closing Stock) - (Stock in the beginning + Purchases + Direct Expenses)Items that are included on the debit side and on the credit side give the resultant figure which is either gross profit or the gross loss.Every business wants to know how much money they made and how much money they spent during a certain period, usually at
the end of the year.A Profit & Loss Statement/Account shows how much money a business made or lost over a month or a year.Companies use the Profit & Loss Statement, while other people use the "T Account" for these reasons. There are two main reasons why a Profit & Loss Statement/Account is made.To find out how much money was invested
or incurred by a businessTo follow and maintain the Statutory requirementsTraditionally, determining profit/loss required two steps. It referred to the process of preparing:Trading AccountProfit and Loss Account The trade account reflects the business's gross profit or loss. The Profit & Loss Account displays the company's net profit or loss.Trading
and Profit and Loss Account Format and CalculationsThere is no prescribed structure for profit and loss accounts for sole traders and partnership enterprises. They can create the profit and loss account in any format. However, it should separately display gross and net profit.Typically, these entities prefer a "T-shaped form" for compiling their profit
and loss statements.A T-shape profit and loss account has two sides - debit and credit. Usually, a trading account is created, followed by a profit and loss statement and it has two sides - Debit and Credit.Hence, Calculation of Profit and Loss Account would be:Add up all revenue earned over the accounting period.Add up all expenditures made
throughout the accounting period.Subtract total expenses from total revenue to find the difference.If the value is positive, it represents profit; if it is negative, it represents a loss.ParticularsAmountParticularsAmountTo Opening StockxxxBy SalesxxxTo PurchasesxxxBy Closing StockxxxTo Direct ExpensesxxxTo Gross ProfitxxxxxxxxxTo Operating
ExpensesxxxBy Gross ProfitxxxTo Operating ProfitxxxxxxxxxTo Non-operating expensesxxxBy Operating ProfitxxxTo Exceptional ItemsxxxBy Other IncomexxxTo Finance CostxxxTo DepreciationxxxTo Net Profit Before TaxxxxxxxxxxFormat of P&L Account for CompaniesCompanies are required to submit profit and loss accounts under Schedule III of
the Companies Act, 2013.Balance SheetA balance sheet examination can reveal a wealth of information about a business's performance.It is a critical instrument for investors, creditors, and other stakeholders as it helps in ascertaining an entity's financial health.It enables stakeholders to comprehend the entity's business performance and liquidity
status.It is a report sheet that requires total assets to match total liabilities + shareholder capital.Hence, the Calculation would be:Assets = Liability + CapitalAssets - An asset is a resource that an entity owns and uses to generate positive economic value.Liabilities - This is a list of obligations owed to others by an entity.The money contributed by the
shareholders is referred to as capital or equity.There are various different balance sheet styles to choose from, however the most common of them includes horizontal and vertical. Horizontal FormatCompany NameBalance SheetFor the Period Ended........... LiabilitiesAmountAmountAssetsAmountAmountCapital And ReservesFixed AssetsOpening
Capital BalanceXXXXLandXXXXReserves and SurplusxxxLess: Depreciation(xx)XXXXLess: Drawings(XXXX)Capital BalanceXXXXBuildingXXXXLess: Depreciation(xx)XXXXSecured LoansLong term debt xxxInvestmentsOther long term liabilitiesxxxLong term InvestmentsxxxUnsecured LoansCurrent Assets, Loans and AdvancesCash credit
payablexxxInventoryxxxCash and cash equivalentsxxxCurrent Liabilities Other current assetsxxxTrade PayablesxxxAccrued InterestxxxPrepaid expensesxxOther Current LiabilitiesxxxMiscellaneous expenditurexxTotal LiabilitiesXXXXTotal AssetsXXXXDifference Between Trading Account and Profit and Loss AccountAspectTrading AccountProfit and
Loss AccountPurposeShows gross profit or loss from buying and selling.Shows net profit or loss after all expenses/incomes.IncludesDirect expenses (e.g., cost of goods sold, wages).Indirect expenses (e.g., rent, salaries, advertising).FocusTrading activities of the business.Overall financial performance of the business.Order of PreparationPrepared first
in the final accounts.Prepared after the trading account.ResultGross Profit/Loss.Net Profit/Loss.Examples of ItemsSales, Purchases, Opening Stock, Direct Expenses.Office Expenses, Income from Investments, Salaries.The Trading and Profit and Loss Account is a crucial tool for understanding a business's financial performance. While the trading
account focuses on the gross profit or loss from core trading activities, the profit and loss account provides a complete picture by including all other incomes and expenses. Together, these statements help businesses make informed decisions, track their profitability, and plan for growth. Understanding these accounts is essential for any business
owner. Explore the intricate details of the Trading and Profit and Loss Account format in India, governed by the Companies Act, 2013, and ICAI standards. Delve into components, calculations, and vital insights for comprehensive financial reporting and informed decision-making. In the world of accounting and finance, understanding financial
statements is crucial for evaluating the performance and financial health of a business. One of the key financial statements that provide valuable insights into a company’s operations is the Trading and Profit and Loss Account (commonly known as the Income Statement in some countries). In India, the format and preparation of this financial
statement follow specific guidelines and principles as per the Companies Act, 2013 and the Accounting Standards issued by the Institute of Chartered Accountants of India (ICAI). In this article, we will delve into the Trading and Profit and Loss Account format in India, discussing its components, importance, and key considerations. I. Overview of
Trading and Profit and Loss Account The Trading and Profit and Loss Account is a crucial financial statement used by businesses to summarize their revenue, expenses, and ultimately, their profitability over a specific period. It’s a part of the company’s annual financial statements, along with the Balance Sheet and the Cash Flow Statement. The
primary purpose of the Trading and Profit and Loss Account is to show the stakeholders (investors, creditors, management, etc.) the financial performance of the company during the accounting period. II. Trading and Profit and Loss Account Format in India In India, the format of the Trading and Profit and Loss Account is regulated by the Companies
Act, 2013, and the Accounting Standards issued by the ICAI. The prescribed format ensures consistency and comparability in financial reporting. The Trading and Profit and Loss Account is divided into two sections: the Trading Account and the Profit and Loss Account. Each section serves a distinct purpose. 1. Opening Stock: This is the value of the
goods a business holds in its inventory at the start of the accounting period. It represents the cost of the unsold items from the previous year’s inventory. Opening Stock is a critical component because it influences the cost of goods sold (COGS) and, ultimately, the company’s profitability. It is usually determined through a physical count of inventory
items and their valuation. 2. Purchases: Purchases include the cost of acquiring raw materials, finished goods, or merchandise during the accounting period. This category covers all direct costs related to buying items that will be resold or used in the production process. Accurate recording of purchases is essential for calculating the cost of goods
available for sale. 3. Direct Expenses: Direct expenses are costs directly attributable to the production or procurement of goods. These expenses are incurred in the process of making the items ready for sale. Examples of direct expenses may include manufacturing wages, freight for transporting goods, custom duties, and other expenses directly tied
to production. Adding direct expenses to the cost of purchases provides the total cost of goods available for sale. 4. Closing Stock: The closing stock represents the value of unsold goods remaining in the inventory at the end of the accounting period. This is a crucial figure because it accounts for the portion of goods that has not been sold and still
remains as an asset. To calculate the cost of goods sold (COGS), closing stock’s value is subtracted from the total cost of goods available for sale. Like opening stock, closing stock value is determined through a physical count and valuation of the remaining inventory. Gross Profit Calculation: The formula you’ve provided for calculating Gross Profit is
essential for understanding a company’s profitability concerning its core operational activities. Gross Profit is the amount remaining after subtracting the cost of goods sold (COGS) from the total revenue generated from sales or services. In this case, Gross Profit is calculated as: Gross Profit = (Opening Stock + Purchases + Direct Expenses) - Closing
Stock Gross Profit reflects the profit generated from a company’s primary business activities, without considering operating and non-operating expenses such as administrative costs, interest, and taxes. It is a key indicator of a company’s ability to produce and sell goods or services at a profit. B. Profit and Loss Account 1. Revenue: The revenue
section of the Profit and Loss Account lists all sources of income generated by the business during the accounting period. This includes sales revenue, service income, interest income, and any other forms of income earned through the company’s core operations. Revenue is a crucial component as it represents the top line of a company’s financial
performance, showcasing its ability to generate income. 2. Indirect Expenses: Indirect expenses, also referred to as operating expenses, encompass costs associated with running the day-to-day operations of the business. These expenses are necessary to maintain and manage the business but are not directly tied to the production of goods or services.
Common examples of indirect expenses include rent, salaries and wages, utilities, office supplies, advertising costs, and depreciation. These expenses are deducted from total revenue to calculate the operating profit (or earnings before interest and taxes). 3. Non-operating Income and Expenses: Non-operating items include income or expenses that
are not part of the company’s core operations. Non-operating income may include gains from the sale of assets, dividends received, or interest income from investments. Non-operating expenses may include interest expenses on loans or other financial obligations. The distinction between non-operating and operating items is important because non-
operating items can significantly affect a company’s net profit and financial position. 4. Taxation: The taxation section reflects the income tax expense incurred by the business during the accounting period. This expense represents the company’s obligations to the government based on its taxable income. Accurate tax reporting is essential for legal
compliance and financial transparency. Net Profit Calculation: The formula you’ve provided for calculating Net Profit is essential for understanding a company’s overall profitability, factoring in both core and non-core income and expenses. Net Profit is the amount remaining after subtracting all expenses, including operating and non-operating
expenses, as well as income tax, from the total revenue. In this case, Net Profit is calculated as: Net Profit = (Total Revenue + Non-operating Income) - (Operating Expenses + Non-operating Expenses + Income Tax) Net Profit is a crucial indicator of a company’s financial health and performance, as it reflects the bottom line, showing how much
profit the business has earned after all costs and taxes have been accounted for. This net profit is transferred to the Balance Sheet as part of retained earnings, influencing the equity section of the company’s financial position. Retained earnings represent the cumulative profits retained within the company over time and are a key indicator of a
company'’s financial strength and stability. III. Importance of the Trading and Profit and Loss Account The Trading and Profit and Loss Account holds great significance for businesses, investors, creditors, and other stakeholders for several reasons: 1. Performance Evaluation: The Trading and Profit and Loss Account serves as a vital tool for evaluating
a company'’s financial performance during a specific period. The significance of this evaluation lies in its ability to provide a clear and concise snapshot of how well the business has fared. By analyzing the statement, stakeholders gain insights into various aspects of the company’s performance, including its profitability, efficiency, and overall financial
health. This information allows for a comprehensive assessment of the company’s success or challenges, making it easier to identify areas for improvement. 2. Decision-Making: Management heavily relies on the Profit and Loss Account to make informed decisions that impact the company’s operations and strategies. It provides detailed information
about the company’s revenue sources, cost structure, and profitability. By understanding these aspects, management can make data-driven decisions about cost control, pricing strategies, and overall business strategies. For example, if the Profit and Loss Account shows rising expenses, management may decide to implement cost-cutting measures to
maintain or improve profitability. 3. Lending and Credit Decisions: For creditors and lenders, the Profit and Loss Account is a fundamental tool for evaluating a company’s creditworthiness. By examining the financial statements, these stakeholders can assess the company’s ability to meet its financial obligations, such as interest payments and loan
repayments. A healthy profit margin is often viewed as a positive indicator by lenders because it suggests that the business is generating sufficient profits to cover its financial commitments. This can make it easier for the company to secure credit or loans at favorable terms. 4. Investment Analysis: Investors and potential shareholders use the Profit
and Loss Account to gauge the attractiveness of a company as an investment opportunity. They closely examine the financial performance over time to assess the company’s potential for growth and the return on their investment. A company with a history of increasing profits is often considered more appealing to investors, as it demonstrates a track
record of success and the potential for future returns. A robust Profit and Loss Account can attract investment and support the company’s growth initiatives. 5. Taxation: The Profit and Loss Account also plays a crucial role in the company’s tax compliance and financial planning. It helps determine the taxable income of the business, which directly
affects the amount of income tax the company owes to the government. Accurate financial reporting, including income and expenses, is essential for ensuring compliance with tax laws. A well-prepared Profit and Loss Account helps the company manage its tax liability efficiently by providing a clear picture of the income that is subject to taxation.
This, in turn, helps the company avoid penalties and adhere to its tax obligations. IV. Key Considerations in Preparing a Trading and Profit and Loss Account When preparing the Trading and Profit and Loss Account in India, there are several important considerations to keep in mind: 1. Accrual Basis of Accounting: Preparing the Trading and Profit
and Loss Account on an accrual basis is fundamental. This means that revenues and expenses should be recognized when they are earned or incurred, regardless of when the cash is received or paid. This method ensures that financial statements reflect the economic reality of transactions, providing a more accurate picture of the company’s financial
performance. 2. Compliance with Accounting Standards: Businesses in India are required to adhere to the Accounting Standards issued by the Institute of Chartered Accountants of India (ICAI). These standards provide clear guidelines on accounting treatments, disclosure requirements, and presentation of financial information. Compliance with
these standards ensures consistency and comparability in financial reporting, making it easier for stakeholders to understand and assess the financial statements. 3. Revenue Recognition: Proper revenue recognition is critical. Revenue should be recognized when it is earned and realizable. This means that revenue should be recognized when goods or
services are delivered, and it is reasonably certain that payment will be received. In some cases, it may be necessary to make estimates for unearned revenue or revenue that is in dispute. This ensures that revenue is reported accurately, reflecting the company’s true financial position. 4. Consistency: Consistency in accounting policies and methods is
vital. Companies should apply the same accounting treatments and methods consistently from one accounting period to the next. This ensures that financial statements are comparable over time, allowing stakeholders to analyze the company’s performance and financial position more effectively. Changes in accounting policies should be disclosed and
explained if they are made. 5. Materiality: Materiality is a fundamental accounting concept that guides what information should be included in the Profit and Loss Account. Items should be presented and disclosed if their omission or misstatement could influence the economic decisions of users. In other words, if an item is significant enough to impact
the assessment of the company’s financial health or performance, it should be disclosed in the financial statements. Materiality helps ensure that only the most relevant and impactful information is included. 6. Disclosure Requirements: Full and clear disclosure is essential for transparency in financial reporting. The Profit and Loss Account should
disclose specific items as required by accounting standards and regulations. This may include information on depreciation methods, contingencies, related party transactions, and exceptional items (such as one-time gains or losses). These disclosures provide stakeholders with a comprehensive understanding of the financial statements and any
potential risks or uncertainties associated with the business. V. Analyzing the Trading and Profit and Loss Account Analyzing the Trading and Profit and Loss Account involves interpreting the numbers presented in the statement. Several financial ratios and metrics can be derived from the Profit and Loss Account to gain deeper insights into a
company'’s financial performance. Some of the key metrics include: 1. Gross Profit Margin: The Gross Profit Margin is a fundamental metric that measures the profitability of a company’s core operations. It is calculated as Gross Profit divided by Total Revenue and is expressed as a percentage. A higher gross profit margin indicates that the company
is efficiently producing or selling its goods or services at a profit. It reflects how well the company manages its production costs and pricing strategies. 2. Operating Profit Margin: The Operating Profit Margin is another critical ratio that assesses the efficiency of a company’s operating activities in generating profit. It is calculated as Operating Profit
(before interest and taxes) divided by Total Revenue and is expressed as a percentage. This metric focuses on the company’s ability to control its operating expenses and is a key indicator of operational efficiency. 3. Net Profit Margin: The Net Profit Margin provides a comprehensive view of a company’s overall profitability. It takes into account all
expenses, including interest and taxes, and is calculated as Net Profit divided by Total Revenue, expressed as a percentage. A higher net profit margin indicates a higher level of profitability after considering all costs, both operating and non-operating. 4. Earnings Before Interest and Taxes (EBIT): EBIT is an essential measure of a company’s
operating performance. It provides insights into the core profitability of the business by excluding the effects of financing and taxes. It is calculated as Total Revenue minus Operating Expenses. EBIT is particularly useful for comparing the operating performance of companies in different financial and tax situations. 5. Earnings Before Interest, Taxes,
Depreciation, and Amortization (EBITDA): EBITDA is a more comprehensive measure that goes beyond EBIT by further excluding depreciation and amortization. This metric provides a clearer picture of a company’s ability to generate cash flow from its operations. It is often used in financial analysis to assess the company’s cash-generating potential.
6. Earnings Per Share (EPS): Earnings Per Share is a critical metric for investors. It represents the earnings attributable to each outstanding share of common stock and is calculated as Net Profit divided by the weighted average number of shares outstanding. EPS is a key indicator of a company’s profitability on a per-share basis and is used to
evaluate the company’s performance and attractiveness to investors. 7. Price-to-Earnings (P/E) Ratio: The P/E ratio is a valuation metric used by investors to assess whether a stock is overvalued or undervalued. It compares the market price of a company’s shares to its earnings per share (EPS). A high P/E ratio may suggest that investors have high
expectations for future growth, while a low P/E ratio may indicate that the stock is undervalued. 8. Return on Investment (ROI): ROI measures the return on assets, indicating how effectively a company is using its assets to generate profits. It is calculated as Net Profit divided by Total Assets. A higher ROI signifies efficient asset utilization and
effective resource management. 9. Return on Equity (ROE): ROE evaluates the return on shareholders’ equity investment. It is calculated as Net Profit divided by Shareholders’ Equity. A high ROE indicates that the company is effectively using shareholder equity to generate profits, making it an attractive investment option. 10. Expense Ratios:
Expense ratios, such as the Expense-to-Revenue Ratio, offer insights into the efficiency of cost control in the business. These ratios compare various expenses to total revenue, providing a clear picture of how effectively the company manages its costs. A lower expense ratio indicates better cost control and higher profitability. VI. 25 frequently asked
questions (FAQs) about the Trading and Profit and Loss Account format 1. What is the primary purpose of the Trading and Profit and Loss Account? The primary purpose of the Trading and Profit and Loss Account in India is to summarize a company’s financial performance during a specific accounting period. It provides a detailed breakdown of
revenue, expenses, and ultimately, profitability. 2. What is the significance of preparing the Trading and Profit and Loss Account on an accrual basis? Preparing the account on an accrual basis in India ensures that revenues and expenses are recognized when they are earned or incurred, regardless of when cash is received or paid. This method
provides a more accurate picture of the company’s financial performance. 3. What is the role of the Companies Act, 2013 in shaping the format of the Trading and Profit and Loss Account? The Companies Act, 2013, prescribes the legal requirements and guidelines for financial reporting in India, including the format and content of the Trading and
Profit and Loss Account. 4. How is Gross Profit calculated in the Trading Account? Gross Profit in the Trading Account is calculated using the formula: Gross Profit = (Opening Stock + Purchases + Direct Expenses) - Closing Stock. 5. Can you explain the importance of Gross Profit in the context of the Trading Account? Gross Profit represents the
profit generated from a company’s core operational activities. It is a crucial indicator of a business’s ability to produce and sell goods at a profit before considering operating and non-operating expenses. 6. What are direct expenses in the context of the Trading Account? Direct expenses are costs directly associated with the production or procurement
of goods, such as manufacturing wages, freight, and custom duties. They are added to the cost of purchases to calculate the total cost of goods available for sale. 7. What are indirect expenses, and where are they recorded in the Profit and Loss Account? Indirect expenses are operating costs not directly tied to the production of goods. These
expenses, including rent, salaries, utilities, and depreciation, are recorded in the Profit and Loss Account under the ‘Indirect Expenses’ section. 8. How is Net Profit calculated in the Profit and Loss Account in? Net Profit in the Profit and Loss Account is calculated using the formula: Net Profit = (Total Revenue + Non-operating Income) - (Operating
Expenses + Non-operating Expenses + Income Tax). 9. Why is Net Profit a key metric for investors and stakeholders? Net Profit reflects the overall profitability of a business after all expenses, including interest and taxes, have been accounted for. It is a critical indicator of a company’s financial performance and attractiveness to investors. 10. What
are non-operating income and expenses in the Profit and Loss Account? Non-operating income includes gains or income that are not part of the company’s core operations, such as the sale of assets. Non-operating expenses are non-recurring expenses or losses, like legal settlements or extraordinary losses. 11. How is Earnings Before Interest and
Taxes (EBIT) calculated, and why is it important? EBIT is calculated as Total Revenue minus Operating Expenses. It is essential as it measures a company’s operating performance, excluding the effects of financing and taxes, providing insight into the core profitability of the business. 12. What is the purpose of disclosing exceptional items in the Profit
and Loss Account? Disclosing exceptional items is necessary for transparency. These are significant, irregular items that can impact a company’s financial performance and help stakeholders understand the reasons behind fluctuations in profits. 13. How is the Taxation section in the Profit and Loss Account used for taxation purposes? The Taxation
section calculates the income tax expense incurred by the company during the accounting period, which affects the company’s tax liability. 14. What is the relationship between the Trading and Profit and Loss Account and the Balance Sheet? The Net Profit calculated in the Profit and Loss Account is transferred to the Balance Sheet as part of
retained earnings, which contributes to the company’s equity section in the Balance Sheet. 15. How is the Closing Stock value determined in the Trading Account? The Closing Stock value is determined based on the physical count and valuation of unsold goods at the end of the accounting period. The cost of these goods is subtracted from the total
cost of goods available for sale. 16. How does the Trading and Profit and Loss Account aid in management decision-making? The statement provides insights into revenue sources, cost structure, and profitability, enabling management to make informed decisions about cost control, pricing, and overall business strategy. 17. Can you explain the
concept of materiality in the context of the Trading and Profit and Loss Account in India? Materiality implies that items should be presented and disclosed in the account if their omission or misstatement could influence the economic decisions of users. It guides the inclusion of important information. 18. What are the primary Accounting Standards
that businesses in India must follow when preparing the Trading and Profit and Loss Account? Businesses in India must adhere to Accounting Standards issued by the Institute of Chartered Accountants of India (ICAI), which provide guidelines on accounting treatments, disclosure requirements, and presentation. 19. How does the Profit and Loss
Account affect a company’s ability to obtain credit from lenders in India? Lenders use the Profit and Loss Account to evaluate a company’s ability to meet its financial obligations. A healthy profit margin is often seen as a positive indicator, making it easier for companies to secure credit. 20. What is the significance of the Price-to-Earnings (P/E) ratio
for investors in India? The P/E ratio is a valuation metric that helps investors assess whether a stock is overvalued or undervalued by comparing the market price of a company’s shares to its earnings per share. It is a key factor in investment decisions. 21. How can businesses improve their profitability based on information from the Profit and Loss
Account in India? The Profit and Loss Account can help identify areas where expenses can be reduced and where revenue can be increased, providing insights for businesses to improve their profitability. 22. How is Earnings Per Share (EPS) calculated in the Profit and Loss Account, and what does it indicate? EPS is calculated as Net Profit divided by
the weighted average number of shares outstanding. It indicates the earnings attributable to each outstanding share of common stock and is an essential metric for investors. 23. What is the importance of Return on Investment (ROI) as derived from the Profit and Loss Account in India? ROI measures how effectively a company is using its assets to
generate profits. It provides insights into the efficiency of asset utilization, which is valuable for investors and management. 24. How can a company’s Return on Equity (ROE) be analyzed using the Profit and Loss Account in India? ROE evaluates the return on shareholders’ equity investment and is calculated as Net Profit divided by Shareholders’
Equity. It assesses how effectively the company is utilizing equity capital to generate profit. 25. What is the primary takeaway for businesses from the Trading and Profit and Loss Account in India? The primary takeaway is that the Trading and Profit and Loss Account is a fundamental tool for financial reporting and analysis. It provides a clear picture
of a company’s financial performance, helps in decision-making, and serves as a basis for various financial ratios that offer insights into the company’s financial health and performance. VII. Conclusion The Trading and Profit and Loss Account format in India is a critical tool for financial reporting and analysis. It provides a comprehensive overview of
a company’s revenue, expenses, and profitability during a specific period. By adhering to the guidelines and principles set forth by the Companies Act, 2013, and the ICAI, businesses can present their financial performance accurately and transparently. Stakeholders, including investors, creditors, and management, rely on the information presented
in the Trading and Profit and Loss Account to make informed decisions. Additionally, the account serves as a basis for various financial ratios and metrics that offer deeper insights into a company’s financial health and performance. As businesses continue to evolve, adapt, and grow, the Trading and Profit and Loss Account remains an invaluable tool
for assessing and communicating financial results. Meaning & OverviewA trading account is used to record the sale and purchase of goods/services. This temporary account closes at the end of each accounting period. The purpose of the trading account is to show the gross profit or gross loss made in a particular time period.The following are some
key points to understand about a trading account:It is a temporary account that records sales and purchases of goods/services.It is used to calculate the gross profit or gross loss on the sale of goods.It is closed at the end of every accounting period.It is usually combined with the income statement.When combined with the profit & loss account, it also
helps to determine the net profit/net loss for a period.In Simple Terms - A trading account keeps track of what a company buys and sells. Every month, the company adds up all the things it bought and sold to determine if it made or lost money. This helps the company know how much money it has from trading activities.During the period-end closing
process of a company, all the financial statements are prepared and finalized. Trading account is the first step in the process of preparing the final accounts of a company.Related Topic - What is the Journal Entry for Closing Stock?Type of AccountA trading account is a nominal account in nature.As per the 3 golden rules of accounting, a trading
account is a nominal account. The golden rules of accounting ensure that a business’s financial position and performance are accurately reflected in its financial statements.With certain accounts such as Trading A/cs, Profit & Loss A/cs, Suspense A/c, etc., it is almost impossible to apply the rules of debit and credit.As per the modern rules of
accounting, the trading account is a type of income statement account that records and reports a business’s trading income & expenses.Related Topic - Process to Prepare Income Statement from Trial BalanceTrading Account - Format with ExampleActivities which generate revenue for the business, such as Sales of Services or Goods, Closing Stock,
are shown on the credit side (Right).In contrast, activities that are part of the cost of goods sold, such as purchasing raw materials, opening stock, direct expenses, etc., are shown on the debit side (Left).Download Excel Version - Trading Account Sample Format Download Excel VersionDownload PDF Version - Trading Account Sample Format
Download PDF VersionRelated Topic - Difference Between Direct and Indirect ExpensesList of items in a Trading AccountOpening Stock - The unsold stock remaining from the previous accounting period is the opening stock of the current accounting period. Depending on the type of industry, it can include raw materials, unfinished products, and
finished goods.It is typically listed on a company’s trial balance and appears on the debit side of a trading account. A new business’s first year of operation does not include opening inventory.Purchase and Purchase Returns - Goods and services bought for resale are collectively termed “purchases” for the business. It is a ledger account that records
the cost of goods and services that a business purchases on credit. It has a debit balance and includes both cash & credit purchases.It is important to note that the purchase account does not include the cost of assets purchased for use in the business, such as machinery or furniture.In the event that the goods are returned for any reason, it is
considered a purchase return or a return outwards. Such accounts have a credit balance.Sales and Sales Return - Goods sold in cash and credit by the business to earn profits are included under the head “Sales”. It has a credit balance and includes both cash and credit sales.In the event that a customer returns goods for any reason, it is considered a
sales return or a return inwards. Such accounts have a debit balance.Direct Expenses - Expenses incurred while purchasing goods till the time they are brought to a saleable condition are called direct expenses. These are expenses related to the core business operations of a company. For example - Wages, Carriage Inwards, Power, Freight,
etc.Closing Stock - The unsold stock in hand at the end of the current accounting period is placed under the head “closing stock”. It is also known as “inventory” and is shown on the credit side of a trading account.It is valued at the end of an accounting period at cost or net realisable value, whichever is lower.Example: If a company records its
closing stock at 10,000 but has a market value of 5,000, its financial records will record the lower market value of 5,000. This is because the value of the closing stock must be recorded at its market value, which is the price it could be sold for on the current market.In this case, the market value is lower than the recorded value, so the lower value
must be used in the company’s financial statements.Gross Profit or Gross Loss - After all items of trading are arranged in the prescribed trading account format. The account must be balanced to determine loss or profit arising from selling activities.If sales are higher than purchases, i.e. Credit side is bigger than the Debit side, then the difference is
termed “Gross Profit”. This is then transferred to the Profit & Loss account.If purchases are higher than sales, i.e. Debit side is bigger than the Credit side, then the difference is termed “Gross Loss“. This is then transferred to the Profit & Loss account.Related Topic - Treatment of Closing Stock in Trading A/cHow to Prepare a Trading A/c?When
preparing a trading account, closing entries are typically recorded in a journal proper.These entries transfer the balances of various temporary accounts, such as revenue and expense accounts, to the appropriate permanent account, such as the owner’s equity account.By doing this, the temporary accounts are reset to zero and can be used to record
transactions in the next period.To create a trading account in accounting, the following steps can be followed:Debit SideStart with the opening balance of stock and place it as the first item on the debit side.Calculate the net purchases of the period (purchases - returns) and record them on the debit side as the next item.Next, record all direct
expenses, such as wages, carriage, freight, fuel, etc.Credit SideEnter the net sales figures on the credit side (Sales - Returns).Record any other direct inflows such as “scrap sales”, etc.Closing stock valued at the end of the period is recorded and shown on the credit side of the trading account.Record the trading account in the company’s financial
records and include it with the income statement for the accounting period.BalancingThe balance of the trading account is calculated by recording the above items on their respective sides, which allows for the determination of gross profit or gross loss.If the Credit side > the Debit side, it is Gross Profit. It is then transferred to the credit side of a
profit & loss account.If the Debit side > the Credit side, it is Gross Loss. It is then transferred to the debit side of a profit & loss account.Related Topic - Debit Balance in Trading AccountPurpose of a Trading A/cThe purpose of creating a trading account in accounting is to:Maintain a record of goods sold and purchased.Establish whether the sale of
goods resulted in a gross profit or gross loss.Provide a basis for the calculation of net profit or loss.Provide information that is useful for management accounting.Comply with accounting standards and regulations.Prepare the basis of the income statement for the accounting period.Overall, the main purpose of a trading account is to provide a clear
and accurate record of the sales and purchases of goods and to calculate the gross profit or loss on these transactions.This information is used in the preparation of the income statement and is also used by management to make decisions about the business.Creating a trading account is an important part of the accounting process and helps to ensure
the accuracy and completeness of the company’s financial records.Related Topic - Credit Balance in Trading AccountTrading Account Vs Profit and Loss A/cBasisTrading A/cProfit & Loss A/cDefinitionlt is a statement that records buying & selling (trading) activities of a business.It is a statement that records all gains and losses incurred by a
business.PurposeA trading account is prepared to calculate gross profit or gross loss.A profit & loss account is prepared to calculate net profit or net loss.Relationlt is part of the profit & loss account itself.It is the main account.IltemsIt consists of direct expenses and gains.It consists of indirect expenses and gains.BalanceBalance of this account is
transferred to the Profit & Loss account.Balance of this account is transferred to the balance sheet.Example of itemsSome examples include - Purchases, Sales, Opening and Closing Stock, Direct Expenses, etc.Some examples include - Salaries, Rent, Depreciation, Bank Charges, etc.Related Topic - How to Prepare Balace Sheet from Trial Balance?
Points to RememberCarriage inwards is debited to the trading account, whereas Carriage outwards is debited to the profit & loss account.Gross profit can be shown with the help of an equation as well, GP = Net Sales - COGSCOGS = Opening Stock + Net Purchases + Direct Expenses - Closing StockNet Purchases = Total Purchases - Purchase
ReturnsReturn inwards are deducted from “Sales” whereas Return outwards is deducted from “Purchases”.Trading is a part of the overall profit & loss account (income statement).Related Topic - Where are Trading Expenses in Final Accounts?Short Quiz for Self-Evaluation>Read Journal Entry for Bad Debts All BlogsAccounting ResourcesReporting
PeriodFiscal PeriodsFiscal YearFiscal YearFiscal Year in USAFiscal Year vs Calendar YearFiscal QuarterFiscal QuarterFiscal PeriodsBOOT CAMP - Financial Modeling (6 Hrs)Boot Camp: LEARN Financial Modeling in Just 6 Hours!Table Of ContentsA reporting period generally can be prepared for the following periods-For entities with a rapidly
changing environment, preparing a control system that provides regular details of the financial results and financial position is necessary.For industries having a seasonal nature, their market is generally for a specific quarter. Hence, once the quarter is over, it becomes necessary to evaluate the financial position and results. For such an industry, a
quarterly financial statement is prepared to make the financial statements more relevant and understandable to the users.Every industry prepares a yearly financial statement to know the financial results for the whole year and financial positions. Hence, all the companies prepare yearly or annual financial statements regardless of whether they
prepare quarterly or monthly financial statements.Yearly financial statements are prepared for the same period uniformly, from 1st April to 31st march or from 1st January to 31st December. A very famous company in New York called A 1td., listed on the New York stock exchange with an annual sales growth of $150,000,000, the board of directors
had decided to issue financial statements having a monthly reporting period exclusively for its internal purposes. So, in this case, the company has a monthly reporting period. As per the Securities exchange commission(SEC), every company listed and publicly traded on any stock exchange is compulsorily required to issue a quarterly financial
statement within the specified period, non-following of which may lead to huge penalties and fines. This is to ensure that the companies on whom the general public is dependent on generating their income should disclose their quarterly performance to the people to make their investment decisions wisely. As per IFRS 1, preparation of financial
statements states that every company for which IFRS is compulsory must issue their general purpose financial statements with an annual reporting period. The various advantages are as follows: Most of the entities work on a calendar basis. Hence it is required to know its financial results, i.e., Profit or loss for the period, and financial position, i.e.,
assets and liabilities as of that date, for which an annual reporting period is useful. A uniform reporting period is advantageous for the users of the financial statements for the general public (as the case may be) for comparison. The comparison could be made either with the previous period of the same company or with the same period as another
company, with the same reporting of the whole industry. It plays a vital role in determining the profit and loss account amounts, Balance sheet, cash flow statement set. The profit and loss account is prepared for the year ended on the reporting date and balance sheet, and cash flow statements are prepared as on the reporting date. There are two
methods of accounting the financial statement, cash system and mercantile systems. Where financial statements are prepared on a cash basis of accounting, it is taken as a base for determining the amounts of the various ledgers since only the cash received or paid up to the reporting date is taken into consideration. When financial statements are
prepared on an accrual basis, it is taken as the base for determining all the relevant ledgers that have accrued up to the reporting period to be included in financial statements. It has been stated that if there is a change in the period compared to the previous reporting period, specific procedures are to be followed to be shown in the financial
statements to make them understandable to the users of the financial statements. Though it is useful in the ways mentioned above, there are certain disadvantages also. The various disadvantages are as follows: It brings us a sort of rigidity to the financial statements since it is highly arbitrary. Still, the business has to use the reporting period as per



IAS1 on an annual basis. Few countries follow this as per the calendar year, from 1st January to 31st December, while others follow their reporting period starting from 1st April and ending on 31st. Hence the purpose of uniformity of reporting period breaks here. For companies in some countries, this period is not the calendar year. Hence, even
though financial statements are prepared for the reporting period, it doesn’t solve the purpose of finding the results for every calendar year. They need to re-compute their financial results. If there is a change in the reporting period, there are cumbersome and tedious procedures, as mentioned in IFRS1, to be followed, which involve huge time, labor,
and money, which doesn’t make much sense. Any of the following reasons must be fulfilled to change the reporting period. For better preparation and presentation of financial statements; Required by the specific statute or act; Hence if any of the above reasons are fulfilled, along with its update in notes of the financial statements, specific reporting
procedures, as mentioned in relevant IFRS, are to be followed to make the financial statements understandable.Hence, it concludes that even though there are a few disadvantages, it becomes beneficial for the general public to have a common reporting period to give the financial statements of every entity comparable, useful, uniform, and
understandable. Income Statement You will need to open up an income statement for sole-proprietorship, partnership, private/public company, and manufacturing company. Purposes of Income Statement: 1) To calculate the profits or losses of a business; 2) To prepare reports for stakeholders, (stakeholders are people who are interested in your
business, it could be creditors or investors); and 3) To calculate tax required by government policies. Understand Gross Profit Most people doesn’t know what is the meaning of gross profit, they only know it’s a form of profit! This is the same as knowing nothing at all! GROSS PROFIT is profit resulting from your sales over cost of goods sold. Imagine
you yourself selling one DVD movie to one customer at $4. This is your sale, $4. The cost of your empty DVD disc is $0.50. This is your cost of goods sold. * People tend to be confused with the term ‘goods’. Goods is a term used to refer to a lot of things, and in this case, it means lots of empty DVDs. But for illustration purpose. I only used one DVD as
an example. Go back to the definition of Gross Profit, We can rewrite it as Gross Profit = Sales - Cost of Goods Sold = 4 - 0.50 = 3.50 Understand Cost of Goods Sold Now, I wonder if you have realized that the phrase of ‘cost of goods sold’ does seems tricky. Cost of Goods Sold can be further broken down into it’s part, Opening Inventory+ Purchases
- Closing Inventory = Cost of Goods Sold You can skip the explanation if you want, but for some reason, I think learning it can actually reinforce your memory. There are cases where people sometimes couldn’t recall their memory due to last minute revising. And this will be the time you apply your understanding. At the beginning of the year, you have
200 empty DVDs at hand. And during the year, you have purchased 400 empty DVDs. At the end of the year, you are left with 100 empty DVDs. Assume the price of Empty DVDs is $0.50. If you really concentrate on the word Cost Of Goods Sold, you will see that it means the original cost of empty DVDs that have been sold. Now, this 100 empty DVDs
left are ‘unsold’. Therefore, there are not included in the calculation of Cost of Goods Sold. Now, back to Opening Inventory and Purchases. Why do we have to add it up? Imagine your shop is selling DVDs, if you don’t buy empty DVDs, how can you sell your final DVDs to customer? Now if you already have 200 empty DVDs at hand, you need to buy
more in order to sell enough for your customers. This is the reason why Opening Stock needs to add up with Purchases. By combining all of this explanation, therefore we arrived at the same formula given earlier of: Cost Of Goods Sold = Opening Stock + Purchases - Closing Stock Now we are all done, this is how we can start to draw an income
statement. [Please note that Trading & Profit and Loss Account = Income Statement! For the explanation below, I have retained earlier explanation for ease of understanding.] Trading Account Trading Account is simply a calculation of Gross Profit. You will get to see it later. But for now, just know this, Gross Profit = Sales - Cost of Goods Sold Gross
Profit = Sales - (Opening Stock + Purchases - Closing Stock) Points to remember: 1) Mark is awarded to title. 2) Use Net Sales instead of Sales* 3) Use Net Purchase instead of Purchase* *If applicable, I will further explain it later on. Net Sales / Turnover Sales need to be net, i.e. after any deduction on sales. If you had been selling 400 DVDs to
customers, they are bound to be some customers which would come after you claiming bad DVDs. And in this case, say 30 DVDs were returned to you. This is called Sales Return or Return Inward. You need to memorize both of the terms. Assuming the selling price was at $4. Now we try to compute the Net Sales. Net Sales / Turnover = Sales - Sales
Return / Return Inward Net Sales = (400 - 30) x 4 = 370 x 4 In exam, sales return was sometimes used instead of return inward, or otherwise. Therefore, it is important to remember their terms. Net Purchases Just like Net Sales, Net Purchases are any addition or deduction made to the original purchases. In this case, imagine you purchased 600
empty DVDs. The cost of this purchases may include cost of insurance, freight cost or transportation cost or carriage inwards, purchase return or return outwards and etc. As long as anything that you paid in order to get that 600 DVDs into your shop, you will have to add it. Whilst anything you return back to your suppliers, you deduct it from your
original purchases. Net Purchases = Purchases + Any Cost That You Paid* - Return Outward * The reason that I put ‘any cost that you paid’ is because there are too many additions that can be included, students should remember the general rule of ‘anything that you paid to get the DVDs into your shop.’ Profit And Loss Account Inside Profit And Loss
Account, Net Profit = Gross Profit + Revenues/Other Income- Expenses = A positive amount is called Net Profit = A negative amount is called Net Loss In most examination, the answers will always be Net Profit. Unless you are in A Level, then a loss is also possible. Other Income Other Income is any amount of money that profits a business. For
instance, discount received from purchasing the empty DVDs. Position on Vertical format, below Gross Profit, above Expenses. Expenses Expenses are any amounts that will not profit a business but are necessary to keep the business operating. Example of expenses include rent, wages, salaries, electricity, depreciation, discount allowed and etc.
Position on Vertical Format, below Revenues, above Net Profit. Income Statement - Vertical Format Updated on 12/11/2017 Edited grammatical errors. Changed “Trading and Profit & Loss Account’ to ‘Income Statement’. Changed ‘stock’ to ‘inventory’. Revised the format of Income Statement to GCSE ‘O’ Level Examination standard (also the terms
used such as ‘stock’ to ‘inventory’). Removed Horizontal Format style of Income Statement. (Please learn vertical format instead). Financial statements play a vital role in evaluating a business’s profitability and overall financial health. A trading and profit and loss account aids in determining how much a company has earned or lost during a certain
period. As an investor, it’s vital for you to understand a trading profit and loss account and its format to understand where a business stands in terms of finance and whether it has earned profits or losses. A business can’t complete its balance sheet without a proper trading and profit and loss account format. Trading Profit and Loss Account Format
Before getting into the nitty-gritty of a trading profit and loss account format, note that it consists of two parts - the trading account and the profit and loss account. While a trading account determines the gross profit or loss from trading activities of a business, the profit and loss account shows total revenues and expenses over a specific period. The
important components of a trading & P&L account format include: 1. Revenue: It’s one of the important components of trading & profit & loss account format. It includes all the income you earn from your business activities. This income earned has different names, such as sales, gross receipts, and fees, among others. 2. Cost of Goods Sold (COGS): It
refers to the direct cost of the goods sold, including expenses like raw materials and inventory. To find out your gross profit, you can subtract COGS from revenues. For instance, if you sell a product for 5000, but it costs Y2000 to make, your gross profit is ¥3000. 3. Expenses: Expenses are the costs an organisation incurs to run a business. This may
include advertising costs, inventory costs, salaries, professional fees, etc. 4. Net Profit or Loss: It refers to the total earnings after deducting taxes and expenses. It’s this component that tells you whether a business is making profits or incurring losses. Trading & Profit & Loss Account Format Sample for trading and profit and loss account format:
Particulars FY 24 (in INR) Revenue XXX Sale of Products XXX Sale of Services XXX Total Revenue XXX Expenses XXX Cost of Materials Consumed XXX Employee Benefit Expenses XXX Other Expenses XXX Total Expenses XXX Profit or Loss Before Tax XXX Profit or Loss After Tax XXX As you can see, the total revenue and expenses column in a
trading profit and loss account format does have a breakdown, which could include: Sale of products - Income a business generates after selling its goods Sale of services - Income earned from services Other operating revenue - Additional income generated through fees and commission Cost of material consumed - Factors in materials used in
production Employee benefit expenses - Costs incurred on employees’ salaries and other benefits Other expenses - Additional costs incurred on marketing, office supplies, etc. While businesses can make trading & profit & loss accounts manually, today, there are various software such as MS Excel that make the task easy. Making a trading profit and
loss account in excel format is straightforward, allowing automatic calculations, formatting, and easy data manipulation. Benefits of a Trading Profit and Loss Account Format Financial Clarity This account format provides a clear breakdown of a business’s financial activities, making it easier for you, as an investor, to identify which areas are driving
revenues and which ones are increasing costs. While it helps business owners understand the financial health of their business, it allows investors to judge a business’s revenue streams. Evaluate Cost Management The trading & profit & loss account format allows you to find out a business’s direct and indirect expenses. It enables you to evaluate how
well a company manages its costs. For example, an enterprise with a high gross profit but low net profit is a reflection that a business may have issues with managing its indirect expenses. Assess Profitability The main objective of a trading & P&L account format is to find out about a company’s overall financial health. By evaluating profits across
different periods, you can find out whether a company is growing or facing challenges in its growth. Determine Return on Investment Through this all-important statement, you can calculate key financial ratios, which can help you evaluate the profitability of your investments. A higher ROI indicates the company is using its resources to generate
profits, making it more attractive and vice versa. Assess Risk Factors This all-important statement highlights expenses which might affect a company’s profitability. These could include debt, depreciation or unexpected one-time costs. You can use these factors to determine the level of financial risks involved. Compare Companies in the Same Industry
The standard structure in the trading and profit and loss account format allows you to compare companies in the same industry. This helps you identify the most promising companies within the sector and tailor your investment strategy accordingly. Conclusion The trading and profit and loss account format is an invaluable tool for businesses as well
as investors that provides a comprehensive overview of a firm’s financial health, operational efficiency and profitability. Whether you are a pro or just starting, getting a hold of this statement can help you make better investing decisions. If you are looking to invest in the stocks of promising companies on the go, look no further than HDFC SKY. With
its competitive brokerage charges, HDFC SKY can help you invest in the stocks of companies across verticals at a cost-effective price point. Along with stocks, you can also invest in mutual funds, exchange-traded funds (ETFs) and many other financial instruments to build a well-diversified portfolio. Download HDFC Sky App now and start investing
right away. The trading profit and loss account is made up of two separate accounts within the general ledger.The trading accountThe profit and loss accountThe purpose of the two accounts is to separately identify the gross profit and net profit of the business. The trading account is the top part of the trading profit and loss account and is used to
determine the gross profit. The profit and loss account is the lower part of the trading profit and loss account and is used to determine the net profit of the business. Both the trading account and the profit and loss account form part of the double entry as they are used to close off the temporary accounts at the end of an accounting period. The trading
and profit and loss accounts are discussed in more detail below.The Trading AccountThe trading account is particularly useful for a merchandising business or trading business involved in the buying and selling of finished products. The account allows the merchandiser to easily determine its overall gross profit and gross profit percentage which are
important indicators of how efficiently a business is buying and selling its products.Trading Account FormulaThe trading account shows the gross profit which is determined by deducting the cost of goods sold from the net sales revenue of the business.The gross profit is calculated using the trading account formula. Gross profit = Net sales - Cost of
goods soldIn the formula net sales is equal to the gross sales of the business less sales returns, allowances, and discounts.It should be noted that carriage outwards is not included in the trading account. Carriage outwards is an expense included in the profit and loss account discussed below.The cost of goods sold used in the formula can be expanded
using the following formula.Cost of goods sold = Net purchases + Beginning inventory - Ending inventoryNet purchases is equal to the gross purchases of the business including carriage inwards less any purchase returns, allowances, and discounts.Preparation of Trading AccountThe trading account is prepared by closing the temporary revenue and
purchases accounts and adjusting the inventory accounts using a closing journal entry as shown in the example below.Trading account closing journal entryAccountDebitCreditSales105,000Sales returns5,000Purchases49,000Purchase returns3,000Beginning inventory8,000Ending inventory9,000Trading Account55,000Total117,000117,000Each
account is closed and transferred to the trading account. The credit entry to the trading account of 55,000 represents the gross profit for the period.Trading Account ExampleAfter the closing journal entry has been posted the trading account would take the format shown in the example below.Trading account after closing journal entryTrading
AccountDebitCreditSales returns5,000Sales105,000Purchases49,000Purchase returns3,000Beginning inventory8,000Ending inventory9,000Balance ¢/d55,000Total117,000Total117,000Balance b/d55,000For clarity, in this example each line item is posted to the general ledger trading account leaving a credit balance brought down of 55,000 which
represents the gross profit of the business.In the example above the trading account has a net credit balance of 55,000 which indicates sales are greater than the cost of goods sold and the business has made a gross profit. If the trading account had a net debit balance brought down it would indicate (unusually) that sales were less than the cost of
goods sold and the business had made a gross loss.Trading Account in Final AccountsIn the final accounts the trading account is usually presented in a more readable format. Assuming the figures relate to the month ended 31 December an example of a trading account might appear as follows.Trading account for the month ended December 31
2020Net sales100,000Net purchases46,000Beginning inventory8,000Ending inventory-9,000Cost of goods sold45,000Gross profit55,000Again the trading account shows the gross profit of 55,000 the business made on the products it buys and sells.In addition since the trading account shows the net sales the gross profit percentage can be easily
calculated as follows.Gross profit % = Gross profit / Net sales Gross profit % = 55,000 / 100,000 = 55% The Profit and Loss AccountThe profit and loss account is used to determine the net profit of the business. The starting point for the profit and loss account is the balance carried down from the trading account which is the gross profit of the
business.Profit and Loss Account FormulaThe profit and loss account shows the net profit which is the determined by deducting the expenses of the business from the trading account gross profit and adding other income.The net profit is calculated using the profit and loss account formula.Net profit = Gross profit - Expenses + Other incomeln the
above formula expenses refers to all the costs of the business which are not included in cost of goods sold in the trading account such as wages and salaries, rents, insurance, bank charges etc.Other income refers to any income other than that included in sales revenue such as interest received.Preparation of Profit and Loss AccountThe profit and loss
account is prepared by closing the trading account, expense accounts and other income accounts using a closing journal entry.Profit and loss account closing journal entryAccountDebitCreditTrading Account55,000Expense accounts48,0000ther income5,000Profit and Loss Account12,000Total60,00060,000Each account is closed and transferred to
the profit and loss account in the general ledger. The credit entry to the profit and loss account of 12,000 represents the net profit for the period.Profit and Loss Account ExampleAfter the closing journal entry has been posted the profit and loss account would take the format shown in the example below.Profit and loss account after closing journal
entryProfit and loss accountDebitCreditGross profit b/d55,000Expenses48,0000ther income5,000Balance ¢/d12,000Total60,000Total60,000Balance b/d12,000Again for clarity, in this example each line item is posted to the general ledger profit and loss account leaving a credit balance brought down of 12,000 representing the net profit of the
business.In the example above the profit and loss account has a net credit balance of 12,000 which indicates sales and other income are greater than the cost of goods sold and expenses and the business has made a net profit. If the profit and loss account had a net debit balance brought down it would indicate that sales and other income were less
than the cost of goods sold and expenses and the business had therefore made a net loss for the accounting period.Profit and Loss Account in the Final AccountsThe profit and loss account starting with gross profit is not usually shown as a separate statement and is normally combined with the trading account and shown as a combined trading profit
and loss account format shown later in this post.For the sake of completeness, assuming the figures relate to the month ended 31 December, a separate profit and loss account starting with gross profit might appear as follows.Profit and loss account for month ended December 31 2020Gross profit55,000Expenses48,0000ther income5,000Net
profit12,000Again the profit and loss account shows the net profit of 12,000 the business has made for the accounting period.Using the net sales from the trading account the business can quickly calculate the net profit percentage as follows.Net profit % = Net profit / Net sales Net profit % = 12,000 / 100,000 = 12% Trading Profit and Loss Account
FormatThe trading account and the profit and loss account can be combined into a single summary known as a trading profit and loss account.An example trading profit and loss account format is shown below.Trading profit and loss account format - month ended December 31 2020Net sales100,000Net purchases46,000Beginning
inventory8,000Ending inventory-9,000Cost of goods s0ld45,000Gross profit55,000Expenses48,0000ther income5,000Net profit12,000By using the trading profit and loss account the merchandising business can clearly see both the gross and net profit of the business and can quickly calculate the gross and net profit percentages based on net
sales.Last modified September 29th, 2022 by Michael Brown September 29, 2022



