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18.0 OBJECTIVES

After studying thisunit, you should be able to;

explain the meaningand need o profit and lossaccount;
distinguishbetween profit and loss account and bal ancesheset;
classfy variousincomeand expensesaccount; and

prepare profit and lossaccount.

181 INTRODUCTION

TheProfitand LossAccount or IncomeStatement is prepared to ascertain overdl result of

businessactivitiesfor an accountingyear. Thisaccount presentsall the revenuesor incomes
and all expensesfor earning that revenue. The net differencebetween revenuesand expenses
showstheprofitor lossfor that period. InthisUnit, wefamiliarise you with themeaningand

needdf Profit and L ossStatement. Y ouwill learnthemethodsdf preparingd the Profit and

Loss Account. /

182 MEANING OF PROFIT AND LOSS ACCOUNT

The Profitand Loss Account isone d theimportant financia statements. It showsthe net
resultsof thebusinessoperationsduringanaccountingperiod. It summarises a | therevenues
or incomesand d| the expenses for earni ng that revenue. The net difference reflects the
profit or lossfor that period. Thisaccountisoned the mostimportantindicatorsd financial
hedth o thebusiness. Let usfirst learn why do we prepare profit and lossaccount.

Why Profit and L oss Account?

The mgjor aim o the business entity is to earn profit. Hence, profit and loss account is
prepared to calculatethe net profit or net lossof thebusiness. In specifictermit isprepared
for:

i) Knowledged net profit or net loss: Profit and lossaccount providesinformation about
the net profit or net lossearned by the business during a particul ar accounting period.

if) Comparisonwith previousyear's prdfit : The profitfigureascertained by the profit and

lossaccount for a parti cul ar accountingperiod can becompared withthat o theprevious
year's profit. It helpsin ascertainingthe efficiency or goodwill of the business.
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iii) Comtrol over expenses: An andysisof the variousexpensesincluded in the profit and

loss account and their comparison with the expenses d the previous period helpsin
taking concretestepsfor effectivecontrol over the expenses.

183 MEASUREMENT OF INCOME

Profitand LossA ccount measurestheincomegenerated by theentity. Y oumust be knowing
that income is generated from or with the use o assets. The revenue and expensesare
important elementsd profit and lossaccount. Hence, therearisesthequestiond recognition
and measurement o revenue and expenses. L€t us now explain the basic concept of
measurement of income.

D

2)

3)

4)

Realisation Concept: Thisconcept dealswith the determinationdf the point of time of

recognising the revenue. Revenueisconsideredto be earned when goodsare delivered
or servicesare rendered to customer. The customer may pay in cash or promiseto pay

cash in the near future. The revenuerealisation, therefore, does not depend upon the
receipt o cash. For example, if afirm sell goodsto a customer in month & April, but

cashisreceivedin May, then, therevenueisconsideredto berealised in April, whenthe
possession o goodswas transferred to customer. However, there are some exceptions
tothisrule:

e Inlong-term contract work in progress, revenueis recognised before completion
o jobonthebasisd aproportionate or partial completion method.

On cash basi s when debt collection isdoubtful.

Hire purchasetransactionin which revenueis recognised in proportion of instal-
ment over price.

Accrual Concept: Accrual concept evaluatesevery transactionin termsof itsimpact on
the owner's equity. Profitsare measured by changes in owner's equity between the
beginning and end of an accounting period. Anincreasein owner's equity arisingfrom
operationsd a businessiscalled revenue and, a decrease an expense. When revenues
exceed expenses the differenceis known as income, wher eas, when expenses exceed
revenuesthedifferenceiscalled loss.

MatchingConcept: Thisisanimportantconceptin preparingthe profitandlossaccount
d afirm. Thematchingconcept requir esthat expensesfor an accountingperiod should
be matched against related revenues of appropriate accounting period. Therefore,
firstly the revenuesearned should be determined during a particul ar accounting period
and correspondingly, expenses incurred to generate those revenues during that
accounting period are matched. Thi s ensuresthat sales and cost of goodssold in that
incomestatement refer to thesame product. Thereare someexpenseswhichcan not be
traced to any specificitem o revenue, like salary of a head o divison etc. Theseare
charged to the accounting period in which they areincurred. They are called on period
expenses.

Accounting Period : The income statement or profitand loss account is aflow report.
Hence, in order to know the resultsd business operationsand financial positiond the
firm periodicdly, time is divided into segments referred to as accounting periods.
Incomeis measured for these periodsand thefinancial positionis assesed at theend o
an accounting period. The accounting period used for external reportingisusually one
year. Itisreferred to asfinancia year and is chosen mainly on the basisdf the business
characteristicsof thefirm and tax considerations. 1t may be noted that the accounting
peridd for internal use may be hdf yearly, quarterly, monthly, etc. because managers
need financia information more frequently. The mgority of business unitsadopt the'
year from1st April to 31t March asan accountingyear. The need for explicitly stating
the accounting period arisesbecausethe managementisinterested in thestate of affairs
at frequent intervals.
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1) What do you mean by incomestatement?
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184 RELATION BETWEEN PROFIT AND LOSS
ACCOUNT AND BALANCE SHEET

Profit and Loss Account or Income Statement and Balance Sheet are important financia
statementsof the business entity. They reflect the financial health of the firm.

The BaanceSheet isanimportant document showing thefinancia conditionsof afirm giving
details about the assets, liabilities and owner's equity on a particular day. However the
earning capacity of afirm through the businessoperationsis shownin income statement or
profit and loss account. ThelncomeStatement showsther esultsof oper ationsof abusiness
for anaccounting period. It showswhether afirmismakingor losing money. Intheincome
statementrevenuesof acertain period ar ecomparedwith thecost of ear ningthoser evenues.

In other words, Profit and Loss account summarises the resultsof operationsfor the given
accounting period whereas Balance Sheet representsthefinancia statusdf an enterprise at
aparticular point o time. Therefore, the profit and loss account is a flow report whereas
BalanceSheet isastock report. The Profit and Loss Account and Balarice Sheet are related
toeach other. Thelncome Statement for an accounting period works asalink betweenthe
Balance Sheet at thebeginningd and closing of accounting period. Thisisbecauselncome
Statement representsthe inflow/ outflow of assetsand liabilitiesfor that period.

Inderstanding Profit
nd LOSS Staement
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. The simple accounting equation showsthat total claims i.e., theclamsd the outsidersand

the proprietorsare equal to thetotal assetsof the firm.

Thismeansthat thetotal daimsincludethe owner's capital or equity and theligbilities.

Assets = Equities (total cliams)

or

Assets = Liabilities T Owner's equity (1)
or

Owner'sequity = Assets— Liabilities 2

We may aso define owner's equity as.

Owner’s equity = ContributedCapital + Retained Ear ni ngs

If thereis no withdrawal from the business by the ownersthen:

Retained Earnings = Revenue — Expenses 3

Elaboratingthe meaning of owner's equity in (Dweget :

Assets = Liabilities +.Contributed Capital

+ Retained Earnings O
Againwe can wright from (3):
Assets = Liabilities T Contributed Capital
Revenue — Expenses - (5
TheProfit = Revenue — Expenses 6)

The accounting summarisation of Revenue and Expensesis shown in the Profit and Loss
account. Hence, wecansay that theProfit and L ossaccount isanintegral part of theBalance
Shedt. Infact, it isan expansion of one of thetermsadf the Balance Sheet. Therefore, they

arerelated to each other.

185 SOME IMPORTANT TERMS

In thisSectionwe define someimportant termsd Profit and Loss Acount,

GrossSale

Returnand
Allowances

Net Sale

Gross Profit

Revenues

Thisreferstothetotal selling priced &l merchandiseand services
sold during an accounting period. However, the cash sale and
credit sdle are separated.

Sometimeit happensthat the merchandisesold arereturned back
tothefirm duetovariousreasons. Thereturnd merchandisesold
represents the amount of reduced gross sde. The firmshould
ensurethat return of goodssold should be mininum,

Thedeductiondf return and allowancesfrom grosssalesgivesthe
voluned net sales. Theamount of net salesistheeffectivevolume
o business during an accounting period on which a profit or loss
isworked out.

The gross profit is obtained by deducting the cost of goods sold
from the amount of net sales.

Many fums use this term synonymoudy with sales i.e., amount
realised from sale of goodsor services. A firm may earn revenues
fromother sourceslikeinterest, dividends, securitiesetc. General-
ly the income obtained from the operations of a business are
separated from the incomes obtained from activitiesincidenta to
main operations. .



Expenses

General and
Administrative
Efxpenses

Cost of Goods Sold

Interest

" Repairsand
Renewals

Depreciation

Sellingand
Distribution
Expenses

Insurance

Operating Income

The income gencratcd from main operations is called operating
income, and the income obtained from other sourcesis known us
non-operating income.

The cost of earning revenue 1s called expenses. Expenses occur
when assets decrease or liabilitics are increased in order to
produce revenue. Cost is not synonymouswith expense. Cost is
distinguished as expired cost and unexpired cost. Expired costs
are those which have helped in geneating revenues. The expired
costs are considered asexpensesin income statement. Unexpired
cost are considered as assetsin Balance Sheet. Inrecognisingthe
expenses. the principle of associating cause and effect, principle of
systematic and rational alocation and principle d immediate
recognition are followed.

Asper the principle of causeand effect, certain costs expirein an
accounting period and can be directly associated with specific
revenue recognised during the period. Exampleof such costsare
those related to producing goods that are sold.

The principle of systematic and rational alocation deas with
those costs which expire to generate revenue during a period but
cannot be associated with specific revenuc. Depreciation expense
isan example of such costs.

The principleof immediater ecognition statesall thosecostswhich
will not provide any future benefitsshould be recognised immedi-
ately. The selling and administrative. expenses and losseses are
example of such-cosis.

These are the expenses incurred in support of the firm's non-
productive activitiesand include marketing expenses, salaries of
corporate staff personnel, and other miscellaneousexpenses.

Thisrepresents cost of raw material, labour overheads, and other
expenses that can be matched against the goods sold by the firm.

The fmed charges paid by the firm on the money borrowed arc
called interest. Thisis anon-operating expense. Interest receiv-
able should be shown separately. All interest whether receivable
or payableby firmshould becalculated on date of closed account-
ing period and should be shownin the income statement.

Theamount incurred in repair and renewal of existing assetssuch
as plant and equipment, machinery, building:; etc. are considered
expcnses.

Depreciation is the process d alocating cost to a tangible fixed
asset over itslifein a rational and systematic manner. Deprecia-
tion ischarged to fmed assets like plant and machincry, buildings,
officefurnitures, equipmentsetc. Inorder toarrive at true profits
made in an accounting period, provision made for depreciation
should be charged from profits made during that period.

Theseinclude thesalariesdf thoseengaged in sellingand distribu-
tion of geods, commissionsfor salling, advertising, cost of samples,
packing charges etc.

This incluues premium paid against fire, or other type of risks
involved in carrying out the business. If such payments extend
beyond the accounting period for which income statement is
prepared, then the amount attributable to the accounting period
only is considered.

The before tax profit after al the operating expenses have been
deducted from the gross profit is called operating profit.

Understanding Profit
and Loss Staement
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Income Tax :  Operatingprofit determinesthetaxableincome andincometax is
calculated accordingly. The net profit obtained after deducting
theincometax iscdled the profit after tax.

186 PREPARATION OF PROFIT AND LOSS ACCOUNT

Profit and Loss Account isasummary d al accounts dealingwith transactionsrdating to
revenue and expenses. It is a statement o the profit earned or loss incurred during an
accounting year. This statement is very useful to the end users because the andyssd this
statement enabl esthe evaluation of profitability of the businessoperations.

In the preparationof the Profit and Loss Account dl expenses(indirect expensesand losses
relatiingtonormal activitiesd the busnessare shown on thedebit sded theProfitand Loss
Account. For example, administrativeexpenses, sdllingand distribution expenses, financid
expensss, etc. All incomesand gains (other than sales) such as rent received, interest and
commissionreceived, éc., areshown on the eredit sided the profit and lossaccount. You
should aso know that dl direct expenses (expensesre ating to purchase and manufacturing
d goods) areshown in the debit sided the Trading Account and direct incomesare shown
inthecreditsided theTradingaccount. Thedifferencebetween direct revenuesand direct
expensssare known asgrossprofit or grossloss.

On other hand, the difference between indirect revenuesand indirect expenses are termed
as net profit or net loss. In other words, thenet excessof all revenuesover all theexpenses
during the accountingyear is known as net profit. The net excessof all expenses over all
revenuesistermed asnet loss.

Now it must beclear toyou that Profit and L ossAccounti sa summary of all accountsdealing
with transactionsréating to revenue and expenses. You can aso understand about the
preparationd Profit and Loss Account through the help o the followingequetion:

Assets = Owne'scapital or Equity
or
Assets = Liabilitiest Capital

We can further elaboratethisequation as

Assets = Liabilitiest Capital + Revenue — Expenses
or
A=L+C+R-E

In the above equation the withdrawads or dividend have been ignored. If we consider
withdrawd, it meansthat the assatswill be lesser by the amount of the withdrawd. Thenwe
can wright the equation as

A=L+C+R-(E+D)
(Where D = drawingsor dividend) or we can wright the equationin the followingform:
A+E+D=L+C+R

Thisisthe basic accountingequdity. Here, the quantitieson theleft hand sdeare referred
to asdebit or Dr.inshort and quantitieson theright hand sideascredit or Cr. in short. Let
us now learnthe preparationd Profit and Loss Account through the help o an example.

The Profit and Loss Account may be presented either in the accounting format or report
format. Inthefirs case, all the revenuesearned areshown on theright sideand dl expenses
incurred on theleft handside. Thus, profitisacredit balance, whilelossisa debit balance.
The format for thistype isshown bdow:




The Account-Format of Profit and L oss Account

M/s. ABC Company Ltd.

‘Understanding Profit
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Profit and L oss Account for theyear ended on December 31st, 1995

Expenses Revenues
AN
(Rs.) (Rs) \
Cost of goodssold 10,00,000 Sdles 15,00,000
General & Admn. Exp. 1,00,000 Other Income 2,00,000
Selling Expenses 60,000
I nterest 40,000
Depreciation 1,00,000
Non-operating Exp. - 40,000
Provisionfor tax 60,000
Net Profit 3,00,000
17,00,000 17,00,000
Net Profit 3,00,000
Provisionfor Dividend 1,70,000
Reserve and Surplus 1,30,000

The Profit and Loss Account can also be presented in the report form. Inthistype, thereis
amention of operating revenue and non-operating revenues. It aso givesinformation about
gross profit, profit beforetax and after tax.

Income Statement in Report Form

M/s. ABC Limited Profit & L ossA/c
for theyear ended on Dec. 31,1995.

Sales

Less Cost of Goodssold
Gross Profit .
LessOperating expenses:
General and Admn. expenses
Selling Expenses
Depreciations

Operating Profit
LessInterest

Other Income

Less Non-operating Expenses
Profit before tax

Less provisionfor tax

Net Profit (after tax)
Provision for Dividend
Reserve & Surplus

(Rs.)
15,00,000
10,00,000

1,00,000
60,000
1,00,000

2,00,000
40,000

(Rs.)

5,00,000

2,60,000
2,40,000
40,000

1,60,000
3,60,000
60,000
3,00,000
1,70,000 °

1,30,000
.3,00,000

1
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1) Digtinguish between GrossSale and Net Sde.
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.................................................
.................................................

...............................................

18.7 LET US SUM UP

The Profit and Lossstatement isoned theimportant financial statements. It summariesal

the revenuesor incomesand al the expensesfor earning that revenue during an accounting
period. Thestatementis prepared to knowthe net profit or net |oss, to comparewith previous
year's profit and to control over expenses. The important processes of recognition and
measuremnt of revenue and expensesare Realisation, Accrual, Matching and Accounting
Period. Thisaccountisanintegral part o the BalanceSheet. The Profit and Loss Account
may be presented either in the accountingformat or report format.

188 KEY WORDS

OperatingProfit  :  Itisthe difference betweengross profit and operating expenses.

Profit before I Itissum d operationsprofit and non-operating profit.
interestand tax

189 ANSWERSTO CHECK YOUR PROGRESSEXERCISES

Check Your Progress-1

1) ReadSec. 183
2) SeeSec. 184,
3) SeeSec. 182

Check Your Progress - 2

1) ReadSec.185.
12 2) SeeSection185.




