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Topic: FINANCIAL STATEMENT ANALYSIS 

Subject: ACCOUNTANCY 

 

 

INTRODUCTION 

Analysis of Financial Statements is a systematic process of analyzing the financial information in the financial 

statements to understand and take economic decisions. 

 

 It is a study of relationships among various financial values as set out in the financial statements 

(Balance Sheet, Statement of Profit and Loss and Cash Flow Statement) 

 The complex data given in the financial statements is broken into simple and valuable elements. 

 It helps to establish relationship between/among items. 

 The term ‘Financial Analysis’ includes both ‘Analysis’ and ‘Interpretation’. 

 Analysis is concerned with simplification of financial data given in the financial statements. 

 Interpretation is concerned with explaining the meaning and significance of the financial data. 

 These two terms are complementary to each other. 

 Analysis is not of much use without interpretation. 

 It is undertaken by creditors, investors and other users of financial statements. 

 Commonly used to assess the credit worthiness ,financial soundness and earning capacity of 

the business. 

 

TOOLS OR TECHNIQUES OF FINANCIAL STATEMENT ANALYSIS- 

 Financial statements have information about assets, liabilities, equity, revenue, expenses, 
  

            profits earned or loss incurred and cash flows of an enterprise in absolute amounts.      
  

 These information are not readily understandable to the external users of financial statements. 

  

 They are not of much use and meaning when analyzed in isolation. 

 They may be compared with the industry standards. 

 To make them understandable it becomes necessary to analyze them and interpret them. 

  

 They are analyzed with the financial statements of the same Enterprise over the years or with other 
enterprises of similar nature. 

  

 

 ‘’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 a study of trends of these factors, as 

shown in a   series of statements  

                                                               -MYER  



Commonly used tools for Financial Statement Analysis are 

 Comparative Statements 

 Common Size Statements 

 Ratio Analysis 

 Cash Flow Statement 

   Comparative Statements are the statements in which amounts of two or more years are placed   

            side by side along with change in absolute and percentage terms to facilitate comparison.      

 

          Both the statements, Balance Sheet and the Statement of Profit and Loss can be 

          converted into Comparative Statements. This technique of financial analysis is also known as      
          horizontal analysis. 

      

 

Common Size Statements are the statements in which individual items of financial statements of two   

or more years are placed side by side and thereafter converted into % taking a common base. 

 

 
 In case of Balance Sheet the common base is the total value of equity and liabilities or of the total of 

assets(which remains same always). 

 In case of statement of profit and loss the common base is the value of Net Revenue  

             From Operations. 

Ratio Analysis is an arithmetical expression of relationship between two  related and 

interdependent components of financial statements of an accounting period. It is an important tool 

or technique for analyzing financial statements. It helps  in assessing profitability, solvency, liquidity  

and efficiency of an enterprise. 

Cash Flow Statement is a statement which shows the flow of cash and cash equivalents 

during the accounting period classified under operating activities investing activities and financing 

activities 

 

Types of Financial Statement Analysis 

 

External Analysis  is conducted by those who do not have access to the detailed 
  

records of an enterprise and therefore have to depend on published accounts such as Statement of 

Profit and Loss, Balance Sheet, Directors’ and Auditor’s Report. Such type of analysis is done by 

Lenders, creditors, government agency and Research scholars. 
 

Internal Analysis it is conducted by the management to know the financial position and operational 

efficiency of the organization, the analysis is more detailed ,extensive and accurate. 

 

Horizontal or Dynamic Analysis  is made to review and analyze financial statements for 



a couple of years. Comparative Statements are the example of this kind of analysis. 

It is a time series analysis. 

Vertical or Static Analysis 

This analysis is made to review and analyze the financial statements of one year only it is  a 

cross-sectional analysis. Ratio Analysis of a particular year is an example of this type of analysis.  

 

Write these notes in your class work copy. 

   

  

                                                           Content  is absolutely prepared at home. 


