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Preparation Of Financial Statements: Example 1: The Following Items Were Taken From The

Accounting Records provides an insightful look into the process of transforming raw accounting data

into comprehensive financial reports. Financial statements are essential tools for

stakeholders—including management, investors, creditors, and regulatory authorities—to assess a

company's financial health and performance. Proper preparation ensures accuracy, compliance with

accounting standards, and meaningful insights. In this article, we will explore the step-by-step process

of preparing financial statements, illustrated through a practical example, along with key concepts and

best practices.

Understanding the Basic Components of Financial Statements

Before diving into the preparation process, it’s important to understand the core financial statements

that organizations produce:

1. Income Statement (Profit and Loss Statement)

- Shows the company’s revenues, expenses, and profit or loss over a specific period.

- Provides insights into operational performance.

2. Balance Sheet (Statement of Financial Position)

- Presents the company’s assets, liabilities, and equity at a specific point in time.

- Reflects the financial stability and liquidity.



3. Cash Flow Statement

- Details cash inflows and outflows from operating, investing, and financing activities.

- Highlights the company's liquidity position.

Step-by-Step Process of Preparing Financial Statements

The process of preparing financial statements generally follows these steps:

1. Collect and Organize Raw Data

- Gather all accounting records, including journal entries, ledgers, and subsidiary books.

- Ensure completeness and accuracy of data.

2. Adjust the Trial Balance

- Prepare an unadjusted trial balance from the ledger accounts.

- Make necessary adjustments for accrued expenses, deferred revenues, depreciation, and other

adjustments.

3. Prepare Adjusted Trial Balance

- Incorporate adjustments into the trial balance.

- Verify the balance to ensure debits equal credits.

4. Draft Financial Statements

- Use the adjusted trial balance as the primary source.

- Compile income statement, balance sheet, and cash flow statement.



Example 1: The Following Items Were Taken From The

Accounting Records

Let's now examine an illustrative example to understand how raw accounting data is converted into

financial statements.

Given Data from Accounting Records

Suppose a company’s accounting records include the following items:

Sales Revenue: $150,000

Cost of Goods Sold: $90,000

Administrative Expenses: $20,000

Salaries Expense: $15,000

Interest Income: $2,000

Interest Expenses: $1,500

Prepaid Insurance (as of period end): $1,200

Accumulated Depreciation: $4,800

Accounts Receivable: $25,000

Accounts Payable: $10,000



Cash: $12,000

Inventory: $30,000

Equipment (cost): $50,000

Accumulated Depreciation - Equipment: $4,800

Owner’s Capital: $55,000

This data provides a foundation to prepare the key financial statements.

Step-by-Step Preparation Using the Example Data

1. Adjustments and Additional Data

- Prepaid Insurance of $1,200 indicates an asset that needs to be adjusted for the period.

- Accumulated Depreciation of $4,800 on equipment suggests depreciation expense needs to be

recorded.

- No mention of accrued expenses or other adjustments, so we proceed with available data.

2. Prepare the Income Statement

The income statement summarizes revenues and expenses:

Sales Revenue: $150,000



Less: Cost of Goods Sold: $90,000

Gross Profit: $60,000

Less: Operating Expenses

Administrative Expenses: $20,000

Salaries Expense: $15,000

Total Operating Expenses: $35,000

Operating Profit: $25,000

Add: Interest Income: $2,000

Less: Interest Expenses: $1,500

Net Income: $25,500

This net income figure will be transferred to the retained earnings section of the balance sheet.

3. Prepare the Balance Sheet

The balance sheet reflects the company’s financial position at the period end:

Assets



Current Assets

Cash: $12,000

Accounts Receivable: $25,000

Inventory: $30,000

Prepaid Insurance: $1,200 (adjusted from the original, assuming fully prepaid)

Total Current Assets: $68,200

Non-Current Assets

Equipment (cost): $50,000

Less: Accumulated Depreciation: $4,800

Net Equipment: $45,200

Total Assets: $113,400

Liabilities and Equity

Liabilities

Accounts Payable: $10,000



Total Liabilities: $10,000

Owner’s Equity

Owner’s Capital: $55,000

Add: Net Income: $25,500

Total Owner’s Equity: $80,500

Total Liabilities and Equity: $90,500

(Note: There is a discrepancy in total assets and liabilities + equity; in practice, adjustments or

additional data might be needed to balance the statement.)

4. Finalizing the Financial Statements

- Ensure that the balance sheet balances: Total assets = Total liabilities + owner’s equity.

- Adjust for any missing items or errors identified during the process.

- Prepare notes to the financial statements if necessary, explaining significant accounting policies or

assumptions.

Key Concepts and Best Practices in Preparing Financial



Statements

To ensure accuracy and compliance, consider these essential aspects:

1. Adherence to Accounting Standards

- Follow Generally Accepted Accounting Principles (GAAP) or International Financial Reporting

Standards (IFRS).

2. Accuracy and Completeness

- Cross-verify data entries.

- Reconcile accounts regularly.

3. Proper Classification

- Classify assets, liabilities, revenues, and expenses correctly.

- Use consistent terminology.

4. Timeliness

- Prepare financial statements promptly after the period-end.

- Maintain an organized record-keeping system.

5. Use of Supporting Documentation

- Keep detailed records to substantiate figures.

- Facilitate audits and reviews.



Conclusion

The process of preparing financial statements from raw accounting data, as illustrated in Example 1,

underscores the importance of organized records, systematic adjustments, and careful compilation.

Whether for internal management, external reporting, or compliance purposes, accurate financial

statements provide vital insights into a company's financial health. By following structured steps and

adhering to accounting standards, businesses can produce reliable and meaningful financial reports

that support informed decision-making and foster stakeholder confidence.

Remember, effective financial statement preparation not only reflects the current financial position but

also sets the foundation for strategic planning and sustainable growth.

Frequently Asked Questions

What is the significance of preparing financial statements using the

given accounting records?

Preparing financial statements from accounting records provides an accurate overview of a company's

financial position, profitability, and cash flows, which are essential for stakeholders to make informed

decisions.

How do you handle adjustments for items like accrued expenses or

depreciation in the preparation of financial statements?

Adjustments for accrued expenses, depreciation, and other items are made to ensure that financial

statements reflect the true financial position by recording expenses when incurred and assets at their

depreciated values.



What are common items taken from accounting records when

preparing the income statement?

Common items include sales revenue, cost of goods sold, operating expenses, interest, taxes, and

other income or expenses derived from the accounting records.

Why is it important to classify items correctly when preparing the

financial statements example?

Correct classification ensures clarity and accuracy, enabling users to analyze the company's

performance and financial health effectively, and complies with accounting standards.

How does the example illustrate the process of converting accounting

records into financial statements?

The example demonstrates the step-by-step process of extracting relevant data from accounting

records, making necessary adjustments, and compiling these into structured financial statements like

the income statement and balance sheet.

What are some common challenges faced when preparing financial

statements from raw accounting records?

Challenges include ensuring accuracy of data, making appropriate adjustments, dealing with

incomplete or incorrect records, and adhering to accounting standards and principles.

Additional Resources

Preparation Of Financial Statements: Example 1: The Following Items Were Taken From The

Accounting Records



---

Introduction

Financial statement preparation is a fundamental process for any organization, serving as the primary

means of communicating financial health and operational results to stakeholders. Accurate and

comprehensive financial statements enable management, investors, creditors, and regulatory bodies to

make informed decisions. This article delves into the meticulous process of preparing financial

statements through a detailed example, illustrating the practical application of accounting principles

and standards.

In particular, we examine a hypothetical scenario where specific items are taken from the accounting

records, and we analyze how these items are aggregated, classified, and presented in the financial

statements. This comprehensive review aims to enhance understanding of the procedural nuances

involved in transforming raw accounting data into meaningful financial reports.

---

Understanding the Context of Financial Statement Preparation

The Role of Financial Statements

Financial statements typically comprise the Balance Sheet (or Statement of Financial Position), Income

Statement (or Profit and Loss Account), Cash Flow Statement, and Statement of Changes in Equity.

These documents collectively provide a snapshot of an entity's financial status, profitability, liquidity,

and capital movements.

The Core Accounting Cycle

Preparing financial statements involves several sequential steps:



1. Recording Transactions: Using source documents, transactions are entered into the accounting

system via journal entries.

2. Posting to Ledger Accounts: Journal entries are posted to general ledger accounts.

3. Trial Balance Preparation: Summarizes ledger balances to check the accuracy of postings.

4. Adjusting Entries: Recognizes accrued, deferred, depreciation, and other adjustments to reflect true

financial position.

5. Adjusted Trial Balance: Prepared after adjustments.

6. Preparation of Financial Statements: Using the adjusted trial balance to create the core financial

reports.

7. Closing Entries: Zero out temporary accounts in preparation for the next accounting period.

The focus of this article is on the final stages—particularly how raw data from ledger accounts are

assembled into the financial statements.

---

The Example Scenario: Items Taken from the Accounting Records

Suppose we have the following items extracted directly from the accounting records of a small

manufacturing company:

- Cash in hand and at bank: $50,000

- Accounts receivable: $70,000

- Inventory (raw materials and finished goods): $40,000

- Prepaid expenses: $5,000

- Property, plant, and equipment: $150,000

- Accumulated depreciation: $20,000

- Accounts payable: $30,000

- Bank overdraft: $10,000

- Long-term loans: $60,000

- Share capital: $100,000



- Retained earnings (beginning): $35,000

- Revenue from sales: $120,000

- Cost of goods sold: $80,000

- Salaries and wages expense: $15,000

- Rent expense: $5,000

- Utilities expense: $2,000

- Interest expense: $1,000

- Income tax expense: $4,000

These items are representative of typical account balances and transactions, and they serve as the

foundation for constructing the financial statements.

---

Step-by-Step Approach to Preparing Financial Statements

1. Adjustments and Clarifications

Before drafting the statements, ensure all necessary adjustments are made. For instance:

- Depreciation: Deduct accumulated depreciation from property, plant, and equipment to derive net

book value.

- Prepaid Expenses: Recognize the portion applicable to the current period.

- Interest Expense: Confirm capitalization or adjustment if applicable.

- Taxation: Calculate income tax based on profit before tax.

Assuming no further adjustments besides depreciation, the net value of PPE is:

Property, Plant, and Equipment: $150,000

Less: Accumulated Depreciation: $20,000

Net Book Value: $130,000



2. Calculating Net Income

Using the income statement components:

Revenue: $120,000

Less: Cost of Goods Sold: $80,000

Gross Profit: $40,000

Expenses:

- Salaries and Wages: $15,000

- Rent: $5,000

- Utilities: $2,000

- Interest Expense: $1,000

- Depreciation (assumed already accounted for): included in accumulated depreciation

- Income Tax Expense: $4,000

Total Expenses: $15,000 + $5,000 + $2,000 + $1,000 + $4,000 = $27,000

Profit Before Tax: $40,000 - $27,000 = $13,000

Income Tax Expense: $4,000

Net Profit: $13,000 - $4,000 = $9,000

---

Constructing the Financial Statements

Balance Sheet (Statement of Financial Position)

Assets



| Current Assets | Amount ($) |

|--------------------------------------------|------------|

| Cash in hand and bank | 50,000 |

| Accounts receivable | 70,000 |

| Inventory | 40,000 |

| Prepaid expenses | 5,000 |

| Total Current Assets | 165,000 |

| Non-Current Assets | |

| Property, Plant, and Equipment (Net) | 130,000 |

| Total Non-Current Assets | 130,000 |

| Total Assets | 295,000 |

Liabilities and Equity

| Current Liabilities | |

| Accounts payable | 30,000 |

| Bank overdraft | 10,000 |

| Total Current Liabilities | 40,000 |

| Non-Current Liabilities | |

| Long-term loans | 60,000 |

| Total Liabilities | 100,000 |

| Equity | |

| Share capital | 100,000 |

| Retained earnings (beginning) | 35,000 |

| Add: Net profit for the period | 9,000 |

| Less: Dividends (assumed none declared) | 0 |



| Total Equity | 144,000 |

| Total Liabilities and Equity | 295,000 |

---

Income Statement (Profit and Loss Account)

| Revenue | $120,000 |

|----------------------------------|-----------|

| Cost of Goods Sold | $80,000 |

| Gross Profit | $40,000 |

| Expenses | |

| Salaries and Wages | $15,000 |

| Rent | $5,000 |

| Utilities | $2,000 |

| Interest Expense | $1,000 |

| Income Tax Expense | $4,000 |

| Total Expenses | $27,000 |

| Net Profit | $13,000 |

(Note: Adjusted net profit after tax is $9,000, considering the tax expense already factored in.)

---



Statement of Changes in Equity

| Description | Share Capital | Retained Earnings | Total |

|----------------------------|----------------|---------------------|----------|

| Opening balance | $100,000 | $35,000 | $135,000 |

| Add: Net profit for period | | $9,000 | $9,000 |

| Less: Dividends (if any) | | | |

| Closing balance | $100,000 | $44,000 | $144,000 |

---

Key Considerations and Common Challenges in Preparation

Classification and Presentation

One critical aspect of preparing financial statements is correctly classifying items as current or non-

current assets and liabilities. For example, inventory and receivables are current assets, while property

and long-term loans are non-current.

Recognition and Measurement

Items must be recognized according to applicable standards (e.g., IFRS or GAAP). For instance,

valuation of inventory must follow the lower of cost or net realizable value, depreciation must be

systematically allocated, and receivables should be adjusted for doubtful debts if necessary.

Disclosure Requirements

Financial statements must include notes and disclosures, such as accounting policies, contingent

liabilities, and commitments, which are not directly visible in the main statements but are vital for

transparency.



Challenges in Practical Application

- Handling complex transactions like derivatives or foreign currency dealings.

- Ensuring compliance with evolving accounting standards.

- Ensuring accuracy in adjusting entries and consolidations, especially in group structures.

---

Conclusion

The process of Preparation Of Financial Statements is a meticulous yet systematic task that

transforms raw accounting data into meaningful reports. Using the example provided, we've

demonstrated how individual items from the accounting records—ranging from cash balances to

expenses—are aggregated, classified, and presented to produce a comprehensive picture of the

company's financial health.

Understanding each step—from adjusting entries to final disclosures—is essential for accountants,

auditors, and stakeholders involved in financial analysis. As standards evolve and complexities

increase, proficiency in financial statement preparation remains a vital skill, underpinning transparency,

accountability, and informed decision-making in the corporate world.

---
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