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6.3 INTRODUCTION

The transactions of a business enterprise for the accounting period
are first recorded in the books of original entry, then posted therefrom
into the ledger and lastly tested as to their arithmetical accuracy with the
help of trial balance. After the preparation of the trial balance, every
businessman is interested in knowing about two more facts. They are: (i)
Whether he has earned a profit or suffered a loss during the periodcovered
by the trial balance, and (ii) Where does he stand now? In otherwords,
what is his financial position?
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For the above said purposes, the businessman prepares financial
statements for his business i.e. he prepares the Trading and Profit and Loss
Account and Balance Sheet at the end of the accounting period. These
financial statements are popularly known as final accounts. The preparation
of financial statements depends upon whether the business concern is a
trading concern or manufacturing concern. If the business concern is atrading
concern, it has to prepare the following accounts along with theBalance
Sheet: (i) Trading Account; and (ii) Profit and Loss Account.
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But, if the business concern is a manufacturing concern, it has to
prepare the following accounts along with the Balance Sheet:
(i) Manufacturing Account; (ii) Trading Account; and (iii) Profit

and LossAccount.

Trading Account is prepared to know the Gross Profit or Gross Loss.
Profit and Loss Account discloses net profit or net loss of thebusiness.
Balance sheet shows the financial position of the business on agiven date.
For preparing final accounts, certain accounts representingincomes or
expenses are closed either by transferring to Trading Account
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or Profit and Loss Account. Any Account which cannot find a place in anyof these

two accounts goes to the Balance Sheet.

6.4 TRADING ACCOUNT
After the preparation of trial balance, the next step is to prepare Trading

Account. Trading Account is one of the financial statementswhich shows the
result of buying and selling of goods and/or servicesduring an accounting
period. The main objective of preparing the TradingAccount is to ascertain
gross profit or gross loss during the accountingperiod. Gross Profit is said
to have made when the sale proceeds exceedthe cost of goods sold.
Conversely, when sale proceeds are less than thecost of goods sold, gross
loss is incurred. For the purpose of calculatingcost of goods sold, we have
take into consideration opening stock, purchases, direct expenses on
purchasing or manufacturing the goodsand closing stock. The balance of
this account i.e. gross profit or grossloss is transferred to the Profit and

Loss Account. The specimen of aTrading Account is given below:
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TRADING ACCOUNT
FOR THE YEAR ENDED 315T MARCH, 2006

Particulars

Amount
Rs.

Particulars

Amount
Rs.

To
To

To

Opening Stock(s25« )
Purchases( ¢olua b dow)

Less Purchases Returns( @2_ise sl 1)

Direct Expenses(—_las afiue jaax )
Carriage Inward (43 Jal s jlas ds-' 5) das)

Wages(4352 =)

Fuel, Power and Lighting (st 5 ) ($_mecidsic 5 )
Expenses

Manufacturing Expenses(“—'u\-mM csi-‘bd)
Coal, Water and Gas(J&d 5 IS ¢ 44])
Motive Power(s 3 S~)

Octroi(d sase 5 )l)

Import Duty(<kik)

Custom Duty(J sasa (S S)

Consumable Stores(4)_S alX)

Freight and Insurance(4_S ) 4ax)
Royalty on manufactured (ke L gl 5l (3a)
Goods

Packing charges (< bas (s2b 45w)

By Sales(bas i b sh)
Less Sales Returns € » b 14)

By Closing Stock (25> 5« 53 alX)

By Gross Loss Jpa }‘ Alas a -Q\}U uanal_\)
transferred to

P&LA/c

To

Gross Profit transferred to P & LA/c )
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Important points regarding trading account
1. Stock

The term ‘stock’ includes goods lying unsold on a particular date.
The stock may be of two types:

(@) Opening stock

(b) Closing stock

Opening stock refers to the closing stock of unsold goods at the
end of previous accounting period which has been brought forward in the
current accounting period. This is shown on the debit side of the Trading

Account.

Closing stock refers to the stock of unsold goods at the end of the
current accounting period. Closing stock is valued either at cost price or
at market price whichever is less. Such valuation of stock is based on the
principle of conservatism which lays down that the expected profit should
not be taken into account but all possible losses should be duly provided

for.

Closing stock is an item which is not generally available in the trial
balance. If it is given in Trial Balance, it is not to be shown on the credit
side of Trading Account but appears only in the Balance Sheet as an
asset. But if it is given outside the trial balance, it is to be shown on the
credit side of the Trading Account as well as on the asset side of the

Balance Sheet.
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2. Purchases

Purchases refer to those goods which have been bought for resale.
It includes both cash and credit purchases of goods. The following items

are shown by way of deduction from the amount of purchases:

(@) Purchases Returns or Return Outwards.
(b) Goods withdrawn by proprietor for his personal use.
(c) Goods received on consignment basis or on approval basis or

on hire purchase.
(d) Goods distributed by way of free samples.

(e) Goods given as charity.

Purchases )4 A Ldon 3
Jinnd) 43 0 4y dlda ) (55 5808 L (248 50 (2 S s 40 sulinl 42 5 )l A
GOl A A4 sl XV sy 5l (538 ¢ S 0y i (5L 5o 53 ¢ (SRR
(S e AR Gl
Purchases Returns or Return Outwardsc$- PN S \ DU A e
Goodsngwtswlﬁlq)mw;&dgsgﬁédugm@wu;\m °

withdrawn by proprietor for his personal use
Goods received on xS Jibu S ol ool > linldza o
consignment basis

Goods distributed by way of free xS ddas S bl Fsai o sl 4 @
samples

Goods given as charitygsS ddus Js 4 s (2 plinl 424 @
4. Direct Expenses

Direct expenses are those expenses which are directly attributable to
the purchase of goods or to bring the goods in saleable condition.Some
examples of direct expenses are as under:
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(@) Carriage Inward: Carriage paid for bringing the goods to the

godown is treated as carriage inward and it is debited to TradingAccount.

(b) Freight and insurance: Freight and insurance paid for
acquiring goods or making them saleable is debited to Trading Account. If
it is paid for the sale of goods, then it is to be charged (debited) to Profit

and Loss Account.

(c) Wages: Wages incurred in a business is direct, when it is
incurred on manufacturing or merchandise or on making it saleable.Other
wages are indirect wages. Only direct wages are debited to theTrading
Account. Other wages are debited to the Profit and Loss Account.If it is
not mentioned whether wages are direct or indirect, it should beassumed

as direct and should appear in the Trading Account.



(d) Fuel, Power and Lighting Expenses: Fuel and power expenses
are incurred for running the machines. Being directly related toproduction,
these are considered as direct expenses and debited toTrading Account.
Lighting expenses of factory is also charged to TradingAccount, but
lighting expenses of administrative office or sales office arecharged to Profit

and Loss Account.

(e) Octroi: When goods are purchased within municipality limits,

generally octroi duty has to be paid on it. It is debited to TradingAccount.

5 siie 550 djlas gilBgaa gl (Gl g, L Fuel, Power and Lighting Expenses o
Cilae 35 (55 W5 S altse Bl GVl OV (e (o case e D g 43h i jlan (B
Ara o jae (s« Jasd (S A8 G (S 0l 3 Shase 4y o) oS dl G las adiagn
okl ey Ly G jlas J o 13 (pese G pea (S5 DR A Lol (Gl ) 515 o (50 B las
GopS Jas (S G Guy (el

W Al Oyl a3 Ama A8 agane JLio g d ulinl o AS i puana g gl (g bu L Octroi o

g)ﬁdéyéﬁmquécw)uﬁﬁby»\A‘gégjﬁ‘_é‘})bmjg\dw@—hhd}w

Packing Charges: There are certain types of goods which 1]

cannot be sold without a container or proper packing. These form a part
of the finished product. One example is ink, which cannot be soldwithout
a bottle. These type of packing charges are debited to TradingAccount.
But if the goods are packed for their safe dispatch tocustomers, i.e.
packing meant for transportation or fancy packing meantfor advertisement

will appear in the Profit and Loss Account.
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(g) Manufacturing Expenses: All expenses incurred in



manufacturing the goods in the factory such in factory rent, factory
insurance etc. are debited to Trading Account.
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(h) Royalties: These are the payments made to a patentee, author
or landlord for the right to use his patent, copyright or land. Ifroyalty
is paid on the basis of production, it is debited to Trading Accountand if it
is paid on the basis of sales, it is debited to Profit and LossAccount.
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6. Sales

Sales include both cash and credit sales of those goods which were
purchased for resale purposes. Some customers might return the goods

sold to them (called sales return) which are deducted from the sales in



the inner column and net amount is shown in the outer column. While
ascertaining the amount of sales, the following points need attention:

(@) If a fixed asset such as furniture, machinery etc. is sold, it
should not be included in sales.

(b) Goods sold on consignment or on hire purchase or on sale or
return basis should be recorded separately.

(c) If goods have been sold but not yet despatched, these should
not be shown under sales but are to be included in closing
stock.

(d) Sales of goods on behalf of others and forward sales should

also be excluded from sales.
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6.2.1 Closing entries for trading account

The journal entries necessary to transfer opening stock, purchases,
sales and returns to the Trading Account are called closing entries, as
they serve to close these accounts. These are as follows:
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1. For transfer of opening stock, net purchases and direct
expenses to Trading A/c.
Trading A/c Dr.>
To Stock (Opening) A/c
To Purchases A/c
To Direct Expenses A/c
(Being opening stock, purchases and direct expenses

transferred to Trading Account)

2. For transfer of net sales and closing stock to Trading A/c
Sales A/c Dr.
Stock (Closing) A/c Dr.

To Trading A/c

(Being sales, closing stock transferred to Trading Account)



(@) For Gross Profit Trading
A/c Dr.

To Profit & Loss A/c
(Being gross profit transferred to Profit and Loss
Account)

(b) For Gross Loss

Profit & Loss A/c Dr.

To Trading A/c
(Being gross loss transferred to Profit and Loss

Account)

Illustration I: From the following balances extracted from the books

of Mr. Bansi Lal, prepare the Trading Account for the year ending31st

March, 2006.

Purchases 42,500 | Wages 5,000
Mfg. expenses 1,950 | Op. Stock 10,000
Sales 67,500 | Sales returns 50
Carriage inwards 100 | Purchases returns 200
Freight and duty 5,000

Stores consumed 200

Power 300

The value of stock unsold is Rs. 12,000.




Solution

FOR THE YEAR ENDED 315T MARCH, 2006

TRADING ACCOUNT

To Opening stock 10,000 | By Sales 67,500
To Purchases 42,500 Less returns 50 67,450
Less returns 200 | 42,300 | By Closing Stock 12,000
To To Manufacturing 1,950
To exp. Carriage 100
inwards Freight
5,000
and duty ’
To Storesconsumed 200
To Power 300
To Wages 5,000
To Gross Profittransferred 14,600
to Profit & LossA/c
79,450 79,450




6.3 MANUFACTURING ACCOUNT

The concern which are engaged in the conversion of raw materials
into finished goods, are interested to knowing the cost of production of
the goods produced. The cost of the goods produced cannot be obtained
from the Trading Account. So, it is desirable to prepare a Manufacturing
Account prior to be preparation of the Trading account with the object of

ascertaining the cost of goods produced during the accounting period.
The proforma of Manufacturing Account is given as under:

MANUFACTURING ACCOUNT
FOR THE YEAR ENDING...................

Dr.

Cr.

Rs.

Rs.

To Work-in process (Opening)

To Raw Materials consumed:
Opening Stock
Add Purchases of Raw
Materials
Less Closing Stock of Raw
Materials

To Direct or Productive
Wages

To Factory Overheads:
Power & Fuel
Repairs of Plant
Depreciation on Plant

Factory Rent

By Work-in-process (Closing)

By Sale of Scrap

By Cost of Production of
finished goods during the
period transferred to the

Trading Account




The Trading Account in case of manufacturers will appear as follows:

TRADING ACCOUNT

FOR THE YEAR ENDING..............

Dr.

To Opening Stock of Finished
Goods

To Cost of Production of finished
goods transferred from
Manufacturing Account

To Purchases of Finished Goods
less Returns

To Carriage Charges on goods
purchased

To Gross Profit transferred to
Profit and Loss A/c

Rs.

By Sales less Returns

By Closing Stock of
Finished goods

By Gross Loss transferred
to Profit and Loss A/c

Rs.

The gross profit or loss shown by the Trading Account will be taken to the Profit

and Loss Account which will be prepared in the usual way asexplained in the following

pages.

Important Points Regarding Manufacturing Account

1. Raw Materials Consumed

The cost of raw materials consumed to be included in the debit side of the

Manufacturing Account shall be calculated as follows:

Opening Stock of raw materials ...

Add Purchases of raw materials ...,

Rs.



Less Purchase return of raw materials ...
Less Closing stock of raw materials ...

Cost of raw material consumed
2. Direct Expenses

The expenses and wages that are directly incurred in the process of

manufacturing of goods are included under this head..
3. Factory Overheads

The term “overheads” includes indirect material, indirect labour and
indirect expenses. Therefore, the term “factory overheads” stands forall
factory indirect material, indirect labour and indirect expenses.Examples
of factory overheads are: rent for the factory, depreciation ofthe factory

machines and insurance of the factory, etc.
4. Cost of Production

Cost of production is computed by deducting from the total of the
debit side of the Manufacturing Account, the total of the various items

appearing on the credit side of the Manufacturing Account.

Difference between trading account and manufacturing account

Manufacturing Account Trading Account

1. | Manufacturing account is prepared to Trading Account is prepared to

find out the cost of goodsproduced. find out the GrossProfit/Gross
Loss.

2. | The balance of the manufacturing The balance of the Trading
Account is transferred to the Trading account is transferred to the Profit
Account. and Loss Account.

3. | Sale of crap is shown inthe Sale of scrap is not shown in the
Manufacturing Account. Trading Account.

4. | Stocks of raw materials and work-in- Stocks of finished goods are shown




progress are shown in the in the TradingAccount.

Manufacturing Account.

Manufacturing Account is a part of the | Trading Account is a part of the

Tradingaccount. Profit and LossAccount.




