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1.0  OBJECTIVES 

 
After studying the unit the students will be:  

 Know the purpose and objectives of Financial Statements. 

 Understand the nature of Financial Statement. 

 Explain the Characteristics of Financial Statement. 

 Know the qualities of Ideal Financial Statement. 

 Explain the Vertical Format of Financial Statements.  

 

1.1  INTRODUCTION 

 
Government legislations require certain organizations like 

limited companies, public utilities, and co-operative to maintain 
proper account and draw financial statement. Public can 
understand from the financial statement the extent to which a 
company is discharging its social responsibilities. While issuing 
shares bonds, financial statement become necessary as 
prospective investors can judge whether to by the share or bonds, 
from the information regarding the financial soundness, gathered 
from the financial statement. Workers union may study the financial 
statement and ascertain whether they can enforce their demand. 
Whiten an organization also, financial statement assist the 
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management in taking various decisions. Consumer, all over the 
world, are becoming increasingly aware of their right and are using 
financial statement extensionally today to find out the degree of 
exploitation by the industries. Tax legislature makes it obligatory on 
the part of business entities to draw fair and objective financial 
statement. The financial statement serves as instruments to 
regulate equity and debentures issued by companies. 
       

1.2 PURPOSES AND OBJECTIVES OF FINANCIAL 
STATEMENTS 

 
Financial statements are very useful as they serve varied 

affected group having a economic interest in the activities in the 
business entity. Let us analyse the purpose served by financial 
statement. 

 
a)  The basic purpose of financial statement is communicate to 

their interested users, quantitative and objective information are 
useful in making economic decisions. 

b)  Secondly, financial statements are intended to meet the 
specialized needs of conscious creditors and investors. 

c)  Thirdly, financial statements are prepared to provide reliable 
information about the earning of a business enterprise and it 
ability to operate of profit in future. The users who are 
interested in this information are generally the investors, 
creditors, suppliers and employees. 

d)  Fourthly, financial statements are intended to provide the base 
for tax assessments. 

e)  Fifthly, financial statement are prepare in a way a provide 
information that is useful in predicting the future earning power 
of the enterprise. 

f)  Sixthly, financial statements are prepares to provide reliable 
information about the changes in economic resources. 

g)  Seventhly, financial statements are prepares to provide 
information about the changes in net resources of the 
organization that result from profit directed activities.  

 
Thus, financial statement satisfy the information 

requirements of a wide cross-section of the society representing 
corporate managers, executives, bankers, creditors, shareholders 
investors, labourers, consumers, and government institution. 
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Fig. 1.1 
  
a)  Executives : 

 
Financial statements provide sufficient accounting 

information to the executives and managers to enable them to 
decide on important issues facing them. The common issues facing 
corporate managers to-day, like efficient capital utilization, 
maintaining the profitability though cost control, dividend paying 
capacity of the company and observing credit standards, can be 
tackled effectively, if the executives have a proper understanding of 
analysis of the financial statement. 
 
b)  Bankers : 
 

Bankers take precautions before advancing loans to their 
constituents.  Every banker, before sanctioning credit, wishes to be 
assured the borrower‘s ability to repay the loans when they become 
due; to ascertain the company‘s ability to pay interest charges on 
loans and their respective due dates. Therefore, they scrutinize and 
study the financial statements in depth and analyse them to 
ascertain the borrower‘s liquidity, solvency, profitability of his 
business and his financial strength. 
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c) Trade Creditors : 
 

Credit facilities mass distributors of goods produced but a 
manufactures or a wholesalers would not provide credit facilities 
indiscreetly to everyone. Before opening an account of the trader 
concerned, the manufacturer and wholesaler studies the financial 
statements of the trader, supplemented by various trade and bank 
references, to ascertain his creditworthiness. This information could 
be obtained from the financial statement. 

 
d)  Shareholders and Prospective Investors : 
 

Shareholders, who have permanent interest in the life and 
operations of the company, are ever desirous of knowing about 
their company‘s year to shareholders are particularly interested in 
the future of the company. The financial statements provide the 
share-holders all the information they require. What is said for the 
shareholders holds equally good for the prospective investors. 

 
e) Labourers : 
 

Labourers contribute to the earnings of the company and 
they are the people who work on raw materials with the aid of 
capital goods to produce wealth. They are also interested in their 
wages and salaries, bonus and working conditions. As far as 
bonus, working conditions and other incentives are concerned, they 
largely depend on the company‘s profitability and liquidity. The 
labourers are also interested in the business as a ‗going concern‘ 
as it only ensures their permanent employment. 
 
f) Consumers and society : 
 

Consumers attempt to find out whether they are being 
exploited by the producers. Society is interested in an enterprise‘s 
that result in the increase of employment opportunities, wealth and 
standard of living of the people. They are also concerned about the 
enterprise‘s contribution to social welfare, environment and national 
wealth and prestige. Study of financial statements enables the 
consumers and the society to gain knowledge on these matters. 

 

1.3   NATURE OF FINANCIAL STATEMENTS  

 
Financial statements are plain statements based on 

historical recorded facts and figures. They are uncompromising in 
their objectives, nature and truthfulness. They reflect a judicious 
combination of recorded facts, accounting principles, concepts and 
conventions, personal judgements and sometimes estimates. 
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Thus, financial statements are affected by three factors i.e., 
recorded facts, accounting conventions and personal 
judgements. 
 
a)   By recorded facts is meant the data contained in statements 

which have already recorded in accounting records. 

Example: Cash in hand and at bank, cost of fixed assets, 
amounts due from customers and due to suppliers of goods are 
all recorded facts represented numerically.  

b)  Financial statements are prepared by adhering to certain 
concepts and established conventions. 

c)   In agreement with the recorded facts and accounting concepts 
and conventions, the role of personal judgements, estimates 
and opinions, are to be emphasised especially when two or 
more alternative procedures are available and which are 
equally acceptable. 

Example: an asset could be depreciated under several 
methods, and inventory could be valued under different 
methods. Under such circumstances, personal opinion and 
judgement play an important role as to which of the methods 
are in closer conformity with the accounting standards and 
concepts in a particular circumstance or case. 

 

1.4  CHARACTERISTICS  OF  FINANCIAL 
STATEMENTS 

  
Financial statements are regarded as indices of an 

enterprise‘s performance and position. As such, extreme care and 
caution should be exercised while preparing these statements. 
Financial statements generally reflect the following observable 
characteristics: 
 
a) Internal Audience 

b) Articulation 

c) Historical Nature 

d) Legal & Economical Consequences 

e) Technical Terminology 

f) Summarization and Classification 

g) Money Terms 

h) Valuation Methods 

i) Accrual Basis 

j) Estimates and Judgement 

k) Verifiability  

l) Conservatism 
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a) Internal Audience : financial statements are intended for those 
who have an interest in a given business enterprise. They have 
to be prepared on the assumption that the user is generally 
familiar with business practices as well as the meaning and 
implication of the terms used in that business. 

 
b) Articulation : The basic financial statements are interrelated 

and therefore are said to be ‗articulated‘. 

Example : Profit  and Loss account shows the financial results 
of operations and represents an increase or decrease in 
resources that is reflected in the various balances in the 
balance sheet. 

 
c) Historical Nature : Financial statements generally report what 

has happened in the past. Though they are used increasingly 
as the basis for the future by prospective investors and 
creditors, they are not intended to provide estimates of future 
economic activities and their effect on income and equity. 

 
d) Legal and economic consequences : Financial statements 

reflect elements of both economics and law. They are 
conceptually oriented towards economics, but many of the 
concepts and conventions have their origin in law. 

Example : Conventions of disclosure and materiality 
 
e) Technical Terminology : Since financial statements are 

products of a technical process called ―accounting‖, they 
involve the use of technical terms. It is, therefore, important that 
the users of these statements should be familiar with the 
different terms used therein and conversant with their 
interpretations and meanings. 

 
f) Summarization and Classification : The volume of business 

transaction affecting the business operations are so vast that 
summarization and classification of business events and items 
alone will enable the reader to draw out useful conclusions. 

g) Money Terms : All business transactions are quantified, 
measured and related in monetary terms. In the absence of this 
monetary unit of measurement, financial statements will be 
meaningless. 

 
h) Various Valuation Methods : The valuation methods are not 

uniform for all items found in a Balance Sheet. 

Example : Cash is stated at current exchange value; Accounts 
receivable at net realizable value; inventories at cost or market 
price whichever is lower; fixed assets at cost less depreciation. 
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i) Accrual Basis : Most financial statements are prepared on 
accrual  basis rather than on cash basis i.e., taking into account 
all incomes due but not received, and all expenses due but not 
paid. 

 
j) Need for Estimates and judgement : Under more than one 

circumstance, the facts and figures to be presented through 
financial statements are to be based on estimates, personal 
opinions and judgements. 

Example : Rate of depreciation, the useful economic life of a 
fixed asset, provision for doubtful debts are all instances where 
estimates and personal judgements are involved. 

 
k) Verifiability : it is essential that the facts presented through 

financial statements are susceptible to objective verification, so 
that the reliability of these statements can be improved. 

 
i) Conservatism : Wherever and whenever estimates and 

personal judgements become essential during the course of 
preparation of financial statements, such estimates, should be 
based moderately on a conservative basis to avoid any 
possibility of overstating the assets and incomes. 

 

1.5   QUALITIES OF IDEAL FINANCIAL STATEMENTS  

 
Financial statements, to serve the purposes of different 

users, have to be well prepared and presented. The following 
qualities are recognised as essential for ideal financial statements: 

 

a)  Clarity 

b)  Intelligibility 

c)  Objectivity 

d)  Emphasis on materiality 

e)  Precision and brevity 

f)  Systematic classification of heads and items 

g)  Consistency. 
 

1.6   PREPARATION OF FINANCIAL STATEMENTS 

 
Let us now see the contents of financial statements and the 

methodology of constructing them. 
 

1.6.1   Financial Statements : 
 

Financial statements consist of ‗Revenue Account‘ and 
‗Balance Sheet‘. Revenue Account refers to ‗Profit and Loss 
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Account‘ or ‗Income and Expenditure Account‘ or simply ‗Income 
Statement‘. 

 
Revenue Account may be split up or divided into 

‗Manufacturing Account‘, ‘Trading Account‘, ‘Profit and Loss 
Account‘ and ‗Profit and Loss Appropriation Account‘, Revenue 
Account is prepared for a period, covering one year. 
 
1.6.2  Objects of preparing Revenue Accounts : 
 

Manufacturing Account is prepared to find out the total ‗Cost 
of Goods Manufactured‘ in the period. It will also reveal the cost of 
material consumed, labour and other manufacturing expenses or 
costs. 

 
Trading Account is prepared to ascertain the trading result 

i.e. gross profit or gross loss made on sale of goods. 
 
Profit and Loss Account is prepared covering the same 

period to ascertain the net profit or net loss during the year under 
review, from the usual business. 

 
Profit and Loss Appropriation Account is prepared wherein 

all other items of expenses and appropriations are reflected to 
reveal the net profit or net loss. Generally this includes items 
related to earlier years or charge of interest or salary payable to 
proprietor or partners. 

 
Sole proprietary concerns, partnership firms and companies 

prepare the above mentioned accounts. In case of companies, the 
Revenue Account i.e. profit and loss account is to be prepared 
taking note of the requirements of Schedule VI Part II to the 
Companies Act refers to profit and loss account only. 
 
1.6.3   Manufacturing Account : 

 
A manufacturing concern may prepare the ‗Manufacturing 

Account‘ and ‗Trading Account‘ is prepared separately. But in small 
manufacturing concerns, only one combined account known as 
‗Manufacturing and Trading Account‘ may be prepared. The 
distinction between a Trading Account and a Manufacturing 
Account is that a Manufacturing Account deals only with all costs 
and expenses of manufacture. Trading Account deals only with 
finished goods and expenses relating to them showing the cost of 
manufacture. Finished goods are those goods which are ready for 
sale. Such goods may be manufactured in the concern or may be 
purchased from outside. The cost of goods manufactured as shown 
by the Manufacturing Account, is transferred to the Trading 
Account. 
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The purpose of preparing the Manufacturing Account, as 
already mentioned, is to ascertain the cost of goods manufactured. 
It should, therefore, include all the expenses relating to 
manufacture of goods, i.e. purchase of raw materials, i.e. expenses 
such as carriage, freight etc. and all others expenses incurred to 
convert raw materials into finished goods. 
 

To give a clear idea the elements of cost are enumerated 
under various heads like prime cost, factory cost etc. Manufacturing 
or Production A/c is prepared to describe the various elements of 
cost in creating the finished goods. 
 

 Cost Elements : 
 
There are three major elements of  production cost viz. 

a)  Direct materials, 

b)  Direct labour, and 

c)  Factory overheads direct material and direct labour constitute 
‗direct cost‘ and the latter constitutes ‗indirect cost‘. 

 
a) Direct Materials : 
 

It refers to such materials which are incorporated into the 
physical units of product manufactured. It is readily and definitely 
ascertainable. 

 
b) Direct Labour : 
 

It refers to the labour performed in physical contact with the 
product. It is the amount of wages paid to the workers who are 
engaged in converting raw materials into finished goods. It can be 
easily ascertained. 
 
c) Factory or Production overhead : 
 

It is not easily assignable to a particular product. It is an 
indirect cost and includes : 
 
i)    Indirect labour (foremen, Works manager, Storekeeper etc.) 

ii)    Indirect materials (factory supplies) 

iii)  Depreciation of factory Building, Plant and machinery. 

iv)  Amortization of parents. 

v)  Insurance on building, machinery and materials etc. 

vi)   Maintenance of factory, and 

vii)  Water, heat, light and parts used in factory. 
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 Important point regarding Manufacturing Account : 
 
a. Stocks : 
 

The distinguishing feature of a manufacturing concern is the 
type of stock held. A trading concern holds only stock of finished 
goods. A manufacturing concern holds stock of materials, semi 
finished or work in process as well as finished goods. 

 
b. Direct Material Consumed : 
 

It is customary to show in the Manufacturing A/c the value of 
raw materials consumed for manufacturing goods during a 
particular period. 

 
It is computed as follows : 
 

 Rs. 

Opening stock of Raw Materials 

Add : Purchase of Raw Materials 

Add : Carriage or Freight Inwards 

Less : Rejected or returned Materials 

Less : Closing stock of Raw Materials 

XX 

XX 

XX 

XX 

XX 

 XX 

  
c. Work in Process : 
 

This represents materials put in process which is not 
completely converted in Finished Goods. Opening and closing 
works in process are shown in the Manufacturing A/c on Debit side 
and Credit side respectively. However, their figure (difference) 
appears on the debit side either as an addition or deduction. 
 
d. Sale of Scrap : 
 

In manufacturing operations there may be certain scrap 
which may or may not have a sale value. In order to find out correct 
cost of manufacturing the goods it is necessary to credit 
manufacturing A/c by the amount of scrap. 

 
e. Factory Expenses : 
 

These expenses include for processing or manufacturing 
goods i.e. converting raw materials into finished goods. These 
include expenses like (1) Power and Fuel, (2) Rent, Rates, Taxes, 
Insurance, Repairs and Depreciation on assets used for 
manufacture, (3) Factory Stores and Spares, (4) Factory 
Supervision. 
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1.6.4 Balance Sheet : 
 

 Balance Sheet defined : 
 

It is not possible to define the whole Balance Sheet except in 
vague terms. The definition of the balance sheet given by the 
American Institute Certified Public Accountants is as follows : 
 

―Balance Sheet is a list of balances in the asset, liability or 
net worth accounts‖. This definition is accurate but not meaningful. 
 

Accounting Standards Board, India has defined balance 
Sheet as ―a statement of the financial position of an enterprise as at 
a given date which exhibits its assets, liabilities, capital, reserves 
and other account balances at their respective book values. 
 
A more meaningful definition of balance Sheet will be as 
under: 
 

―Balance Sheet shows the sources from which funds 
currently used to operate the business have been obtained (i.e. 
liabilities and owners‘ equity) and the types of property and property 
rights, in which these funds are currently locked up (i.e. assets)‖. 
         

Balance Sheet may be considered as a summarised sheet of 
balances remaining in the books of account, after the preparation of 
the profit and Loss Account. Thus a Balance Sheet can be rightly 
called as a statement of position as it now contains assets and 
liabilities generally. It is a document of the financial position of an 
enterprise, as it indicates what the business owns and what it owes 
on a particular date. The things that the business owns are called 
‗Assets‘ and the various sums of money that it owes are called 
‗liabilities‘ (including that of the owners). 

 
The term ‗Balance Sheet‘ comes from the fact that the total 

assets must be equal to total liabilities, they balance each other. 
The liabilities side shows the various sources from which money 
made available for the assets, and the assets side shows the way 
those funds are employed in the business. 
        

While preparing final accounts, all nominal accounts from the 
trial Balance are closed by transferring them to Trading and Profit 
and Loss Account. The other account balances, not transferred to 
Revenue Accounts, will be either personal or real accounts A 
collection of all these balances is known as a ‗Balance Sheet‘. So, 
we can rightly term the Balance sheet as ‗a sheet of balances.‘ 

 
As we have seen earlier, a balance Sheet is so called 

because it's two aides must always balance, i.e., the assets 
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must be equal The Liabilities plus owners' funds. This can be 
expressed in the form of an equation. 
 

 

Assets = Liabilities + Net Capital 
 

A = L + NC (Capital + Reserves – Fictitious Assets) 
 

 
The entire balance sheet rests on the above equation. Thus, 

the above equation is called the Balance Sheet Equation or 
Accounting Equations. 

 

 
 

Fig. 1.3 
 

The Balance Sheet is given various titles as follows : 

1.  General Balance Sheet. 

2.  Statement of Financial position. 

3.  Statement of Financial Condition. 

4.  Statement of Asset and Liabilities. 

5.  Statement of Resources and Liabilities. 

6.  Statement of Availability of Resources and their application. 

7.  Statement of Assets, Liabilities and Capital. 

8.  Statement of worth.  

9.  Statement of Net worth. 

10.  Financial statement, etc. 
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Thus, Balance Sheet may be rightly called as the Statement 
of Assets and Liabilities that shows the financial position of a 
business enterprise on a particular date. All items appearing in 
Balance Sheet are either capital receipts or capital payments or 
personal accounts and balance of undistributed profits. 
  

 Why Balance Sheet Balance : 
 

Balance sheet is a statement of assets and liabilities. Are 
business transaction are recorded in the books of accounts under 
the double entry system recording both the credit and debit 
aspects of each and every business transaction. The total of all 
debits must be equal to the total of all credit and therefore, the 
resulting balance also must be agree. 
 

This can also be explained thus : since the liabilities side 
(left hand side) on the balance sheet shows the sources of fund 
and the assets side (right hand side) show the employment of 
funds the total assets must be equal to total liabilities. 
  

 Function of the Balance Sheets : 
 

The three important function performed by balance sheet are : 

a)  It gives the summery of the firms assets and liabilities. 

b)  It is a measure of the firm liquidity. 

c)  It is measure of the firms solvency. 
  

 Format of Balance Sheets : 
 

A balance sheet may be presented in various forms. They are :  

1.  Conventional format 

2.  Vertical format  

3.  Step format. 

 

1. Conventional Format : 
 

The conventional from or the customary form of balance 
sheets is also called ‗horizontal‘ form or ‗account‟ form or ‗T‘ form 
of the balance sheets. It shows the assets i.e. debit balance on the 
right and side and liabilities i.e. the credit balances and owners 
equity on the left hand side. 

 

            But, in countries like the U.S. and Canada, the assets 
(debit items) are shown on the left hand side and liabilities (credit 
items) on the right hand side of the balance sheet. 
 

This method of presenting the balance sheet is also known 
as ‗balance array form‘. 
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