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ABSTRACT 

Financial statement analysis reviews financial information found on financial statements to make informed decisions about the 
business. The income statement, statement of retained earnings, balance sheet, and statement of cash flows, among other financial 
information, can be analysed. The information obtained from this analysis can benefit decision-making for internal and external 
stakeholders and can give a company valuable information on overall performance and specific areas for improvement. The analysis 
can help them with budgeting, deciding where to cut costs, how to increase revenues, and future capital investments opportunities. 
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INTRODUCTION  

Financial Statement Analysis is the diagnostic and investigative study of Financial Statements in order to take logical business 
decisions. Financial Statement Analysis takes the raw financial information from the financial statements and turns it into usable 
information they can be used to make decisions. The three types of analysis are horizontal analysis, vertical analysis, and ratio analysis. 
Each one of these tools gives decision makers a little more insight into how well the company is performing. To understand Financial 
Statement Analysis, we must first learn about the Financial Statements. 

 
Financial analysis is the process of examining a company’s performance in the context of its industry and economic 

environment in order to arrive at a decision or recommendation. Often, the decisions and recommendations addressed by financial 
analysts pertain to providing capital to companies specifically, whether to invest in the company’s debt or equity securities and at what 
price. An investor in debt securities is concerned about the company’s ability to pay interest and to repay the principal lent. An investor 
in equity securities is an owner with a residual interest in the company and is concerned about the company’s ability to pay dividends 
and the likelihood that its share price will increase. 

 
Overall, a central focus of financial analysis is evaluating the company’s ability to earn a return on its capital that is at least 

equal to the cost of that capital, to profitably grow its operations, and to generate enough cash to meet obligations and pursue 
opportunities. 
 

Globally, publicly listed companies are required by law to file their financial statements with the relevant authorities. For 
example, publicly listed firms in America are required to submit their financial statements to the Securities and Exchange Commission. 
Firms are also obligated to provide their financial statements in the annual report that they share with their stakeholders. As financial 
statements are prepared in order to meet requirements, the second step in the process is to analyse them effectively so that future 
profitability and cash flows can be forecasted. 

 
Therefore, the main purpose of financial statement analysis is to utilize information about the past performance of the company 

in order to predict how it will fare in the future. Another important purpose of the analysis of financial statements is to identify potential 
problem areas and troubleshoot those. 

 
FINANCIAL STATEMENTS 

Financial statement is a report which describes the financial health of a company. Financial statements are usually compiled 
on a quarterly and annual basis and provide useful financial information to the user of financial statement. Financial statements are often 
audited by government agencies, accountants, firms, etc. Financial statements for businesses usually include: 

The Balance Sheet portrays the financial position of the organization at a particular point in time. It shows what you own 
(assets), how much you owe to vendors and lenders (liabilities), and what is left (assets minus liabilities), known as equity or net worth. 
A balance sheet is a snapshot of the company's financial position as of on a certain date. The Income Statement, on the other hand, 
measures the operating performance for a specified period of time. If the balance sheet is a snapshot, the income statement is a motion 
picture. The income statement serves as the bridge between two consecutive balance sheets. Simply put, the balance sheet indicates the 
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wealth of a company and the income statement tells you how a company performed last year. The balance sheet and the income statement 
tell different things about a company. For example, the fact the company made a big profit last year does not necessarily mean it is liquid 
(has the ability to pay current liabilities using current assets) or solvent (noncurrent assets are enough to meet noncurrent liabilities).  

 
Statement of Retained Earnings, also called statement of changes in equity reflects the change in company’s retained earnings 

over the reporting period. Items included in the statement of retained earnings include profits or losses from operations, dividends paid, 
shares issued or redeemed during the period, and any other items charged or credited to retained earnings. The Statement of Cash 
Flows provides useful information about the inflows and outflows of cash that cannot be found in the balance sheet and the income 
statement. Any financial statement is known to be used in three main steps for analysis. 

 
The first is to find out the relevant information from all the available data which helps in decision making. The second is to 

organize the selected information in order to emphasize on the relationships that exist between the crucial figures in a financial statement. 
The third is to draw conclusions, infer and evaluate the processed information for final results. 

 
FINANCIAL STATEMENT ANALYSIS 

Financial Statement Analysis can also be defined as the process of identifying financial strengths and weaknesses of the firm 
by properly establishing relationship between the items of the balance sheet and the profit and loss account. Financial Ratios and 
Financial Statement Analysis emphasizes on the influence of financial analysis in business. The important figures in a financial statement 
are intertwined by many a relationship. It helps the analyst in comprehending these relationships and how each one plays its vital role 
in understanding a business’s growth, performance, scalability and other zones of it. 
 

Financial Statement Analysis is a method of reviewing and analysing a company’s accounting reports in order to gauge its past, 
present or projected future performance. This process of reviewing the financial statements allows for better economic decision making. 
Globally, publicly listed companies are required by law to file their financial statements with the relevant authorities. For example, 
publicly listed firms in America are required to submit their financial statements to the Securities and Exchange Commission (SEC). 
Firms are also obligated to provide their financial statements in the annual report that they share with their stakeholders. As financial 
statements are prepared in order to meet requirements, the second step in the process is to analyse them effectively so that future 
profitability and cash flows can be forecasted. 

 
Therefore, the main purpose of financial statement analysis is to utilize information about the past performance of the company 

in order to predict how it will fare in the future. Another important purpose of the analysis of financial statements is to identify potential 
problem areas and troubleshoot those.  

 
According to Idowu Koyenikan, A company's financial statements are a mirror to its financial health. Reading financial statements is 
like digging well into the sea. Analyst dig dipper and dipper to find and understand the different aspects of studying the same company’s 
financial data and come to a different conclusion. A simple look at financial accounts does not tell a picture because these data are raw 
and no conclusion could be made on these data while making decisions.  
 
John N. Myer said ‘Financial Statement Analysis is largely a study of relationships among the various financial factors in a business, 
as disclosed by a single set of statements, and study of these factors as shown in a series of statements.’ 
 

Typically, managers are the one who manages the company. The owners of these businesses i.e., Shareholders are satisfied 
with independent assurance that the financial statements reasonably present the financial status and results of the business in all material 
aspects. The financial statement analysis is done on both sides internally and externally. Analysts analyze the data in financial accounts 
to provide them with clearer information about such key factors for decision-making and ultimate business survival. Publicly traded 
companies worldwide need to file their financial statements with their appropriate authorities. For example, in America companies are 
required to report their financial statements to the Securities and Exchange Commission. Firms also publish this into an annual report 
that they share with their stakeholders. The financial statement analysis consists of comparisons in a timeframe with the same company 
or different companies either in the same sector or in different sectors. Therefore, the board of directors and senior management also 
review these financial statements. 

 
In brief, the goal is to collect essential information found in financial statements to understand the company's weaknesses and 

strengths and to make a prediction of the company's prospects, allowing investors to make decisions regarding investment activity. 
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TOOLS OF FINANCIAL STATEMENT ANALYSIS 
1. Ratio Analysis: Ratio Analysis is a quantitative analysis technique that establishes the relationship between two or a combination 

of more than two items of financial statements. Both are Balance Sheet, Income Statement, and Cash Flow Statement. It is usually 
used to evaluate various aspects of a company’s operating and financial performance. That financial performance, like its 
efficiency, liquidity, profitability, and solvency, is helpful for the management in making certain decisions. 

2. Common-Size Statements: A common-size statement play an essential role in the tools and techniques of financial statement 
Analysis. Its direct impact on the company’s financial statements displays all items as a percentage of a common base figure. It 
is known as the Common-Size Statements. It facilitates comparative analysis between two or more companies or between two or 
more periods of a company. 

3. Comparative Statements: An organization’s financial statements for different periods are called Comparative Financial 
Statements. And, to know about the comparative statement users need to use the tools or techniques of financial statement 
analysis. Various items of financial statements are presented in a comparative form which may be a table. It enables one to have 
a comparative view of multiple parameters for two or more periods at a glance. Comparative statement is important in the sense 
of financial tools and techniques. 

4. Trend Analysis: Trend analysis is also an important part of the tools and techniques of financial statement analysis. It is based 
on the underlying premise that what has happened in the past indicates what will happen in the future. It may be defined as a 
mathematical technique that uses historical data to forecast future outcomes. Trend Analysis may be undertaken in respect of two 
organizations for the same period or an organization for a different period. A trend is a series of information from the financial 
statements analysed to arrive at meaningful conclusions. To know about the trend of financial trend user need to use the tools of 
financial statement analysis. 

5. Funds Flow Analysis: If we have no funds flow statement, we cannot use the tools and techniques of financial statement analysis. 
It is a statement that depicts the sources. Applications of funds for a specific period. Through the fund flow statement, research 
concerning the changes in the financial position of an organization from the beginning of a period to its end is undertaken. 

6. Cash Flow Analysis: A cash flow statement is a financial statement, which shows how Cash and Cash Equivalents in a business 
are affected by the changes. And, it also describes how-to guides in various components of Balance Sheet and Profit and Loss 
Accounts. It summarizes the reasons behind the changes in the cash position of a business entity between the dates of two balance 
sheets. 
 

REQUISITES FOR GOOD FINANCIAL STATEMENT ANALYSIS 
1. Objectivity: Results of financial statement analysis should be analysed objectively to reduce the possibility of any behavioural 

bias to minimum. 
2. Precision and Brevity: Financial statement analysis should done with precision and should provide relevant information in 

concise form. 
3. Understandability: Information provided by financial statement analysis should be presented in such a way that the analysis 

fosters understandability. 
4. Relevance: Analysis of financial statement should be relevant to the purpose of the analysis. Financial statements used in analysis 

should be timely and should have a predictive value. 
5. Reliability: The information derived from the analysis of financial statement must be free of material error and bias and should 

provide full and fair disclosure of the financial performance and other relevant information.  
 

USERS OF FINANCIAL STATEMENT ANALYSIS 
There are different users of financial statement analysis. These can be classified into internal and external users. Internal users 

refer to the management of the company who analyzes financial statements in order to make decisions related to the operations of the 
company. On the other hand, external users do not necessarily belong to the company but still hold some sort of financial interest. These 
include owners, investors, creditors, government, employees, customers, and the general public. These users are elaborated on below: 

1. Management: The managers of the company use their financial statement analysis to make intelligent decisions about their 
performance. For instance, they may gauge cost per distribution channel, or how much cash they have left, from their accounting 
reports and make decisions from these analysis results. 

2. Owners: Small business owners need financial information from their operations to determine whether the business is profitable. 
It helps in making decisions like whether to continue operating the business, whether to improve business strategies or whether 
to give up on the business altogether. 
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3. Investors: People who have purchased stock or shares in a company need financial information to analyse the way the company 
is performing. They use financial statement analysis to determine what to do with their investments in the company. So depending 
on how the company is doing, they will either hold onto their stock, sell it or buy more. 

4. Creditors: Creditors are interested in knowing if a company will be able to honour its payments as they become due. They use 
cash flow analysis of the company’s accounting records to measure the company’s liquidity, or its ability to make short-term 
payments.  

5. Government: Governing and regulating bodies of the state look at financial statement analysis to determine how the economy 
is performing in general so they can plan their financial and industrial policies. Tax authorities also analyse a company’s 
statements to calculate the tax burden that the company has to pay. 

6. Employees: Employees need to know if their employment is secure and if there is a possibility of a pay raise. They want to be 
abreast of their company’s profitability and stability. Employees may also be interested in knowing the company’s financial 
position to see whether there may be plans for expansion and hence, career prospects for them. 

7. Customers: Customers need to know about the ability of the company to service its clients into the future. The need to know 
about the company’s stability of operations is heightened if the customer (i.e., a distributor or procurer of specialized products) 
is dependent wholly on the company for its supplies. 

8. General Public: Anyone in the general public, like students, analysts and researchers, may be interested in using a company’s 
financial statement analysis. They may wish to evaluate the effects of the firm on the environment, or the economy or even the 
local community. For instance, if the company is running corporate social responsibility programs for improving the community, 
the public may want to be aware of the future operations of the company. 
 

ADVANTAGES OF FINANCIAL STATEMENT ANALYSIS 
1. Financial statement analysis evaluates the past performance of business such as sales, cash flows, income, return on investment 

etc. by using different techniques like trend analysis, vertical analysis, ratio analysis etc. 
2. Financial statement analysis indicates the current financial position of the business in terms of profitability and operational 

efficiency. 
3. Financial analysis provides the data of past and current financial position of the business. These data and information are the 

bases to predict future earnings and growth rate of the business. 
4. Financial statement analysis evaluates and compares the past and present performance of the business. It helps the management 

in planning and decision-making process. 
5. Financial statement analysis shows accurate financial position and profitability of the business. So, it helps to determine tax 

liabilities of the company. 
6. Financial statement analysis helps the bankers to make credit decision by providing up-to-date information regarding 

profitability, solvency, liquidity and efficiency of the business firm. 
 
LIMITATIONS OF FINANCIAL STATEMENT ANALYSIS 

1. An analysis of financial statement cannot take place of sound judgement. It is only a means to reach conclusions. Ultimately, the 
judgements are taken by an interested party or analyst on his/ her intelligence and skill. 

2. Only past data of accounting information is included in the financial statements, which are analysed. The future cannot be just 
like past. Hence, the analysis of financial statements cannot provide a basis for future estimation, forecasting, budgeting and 
planning. 

3. The size of business concern is varying according to the volume of transactions. Hence, the figures of different financial 
statements lose the characteristic of comparability. 

4. Sometimes, the contents of the financial statements are manipulated by window dressing. If so, the analysis of financial 
statements results in misleading or meaningless. 

5. There must be uniform accounting policies and methods for number of years. If there are frequent changes, the figures of different 
periods will be different and incomparable. In such a case, the analysis has no value and meaning. 

6. The purchasing power of money is reduced from one year to subsequent year due to inflation. It creates problems in comparative 
study of financial statements of different years. 

7. There are different tools applied by an analyst for an analysis. Even though, the application of a particular tool or technique is 
based on the skill and experience of the analyst. If an unsuitable tool or technique is applied, certainly, the results are misleading. 

8. The results of the analysis of financial statements should not be taken as an indication of good or bad management. Hence, the 
managerial ability cannot be assessed by analysis. 
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CONCLUSION 
Financial statement analysis is an essential skill for individuals involved in investment management, corporate finance, 

commercial lending, and the extension of credit. Over the years, it has become an increasingly complex endeavour, as corporate financial 
statements have become more difficult to decipher. 
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