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Topic 1: Introduction to Financial Statements Analysis

1. Financial Statement Analysis It is the systematic numerical representation of the relationship of one financial
fact with the other to measure the profitability, operational efficiency, solvency and the growth potential of the
business.

2. Types of Financial Statement Analysis
(i) External analysis
(ii) Internal analysis
(iii) Horizontal analysis
(iv) Vertical analysis
(v) Long-term analysis
(vi) Short-term analysis

3. Process of Financial Statement Analysis
(i) Rearrangement of data
(ii) Comparison
(iii) Analysis
(iv) Interpretation

4. Importance or Objectives of Financial Statement Analysis
(i) Judging the operational efficiency of the business.
(ii) Measuring the profitability.
(iii) Measuring short-term and long-term financial position.
(iv) Indicating the trend of achievements.
(v) Assessing the growth potential of the business.
(vi) Inter-firm comparison

5. Uses or Advantages of Financial Statement Analysis
(i) Security analysis
(ii) Credit analysis
(iii) Debt analysis
(iv) Dividend decision
(v) General business analysis

6. Limitations of Financial Statement Analysis
(i) Financial statement analysis ignores qualitative aspects like quality of management, labour force and public
relations.
(ii) Suffering from the limitations of financial statements, which are as follows:
(a) Financial statements are historical in nature.
(b) Financial statements do not show price level changes hence, affect the analysis also.
(c) The results obtained by analysis of financial statements may be misleading due to window dressing.
(d) Financial statements are affected by the personal ability and bias of the analyst.

7. Parties Interested in Financial Statement Analysis and their Areas of Interest
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The analysis of financial figures contained in the company's profit and loss account and balance sheet by
employing appropriate techniques is known as a financial statement analysis. Financial statement analysis is
useful to different parties to obtain the required information about the organization. Following are the parties
interested in financial statement analysis.

1. Shareholders: Shareholders are interested in financial statement analysis to know the profitability of the
organization. Profitability shows the growth potentiality of an organization and safety of investment of
shareholders.

2. Investors And Lenders: Investors and lenders are interested to know the solvency position of an organization.
They analyze the financial statement position to know about the safety of their investment and ability to pay
interest and repayment of principal amount on the due date.

3. Creditors: Creditors are interested in analyzing the financial statements in order to know the short term liquidity
position of an organization. Creditors analyse the financial statement to know whether the organization is enabled
to pay the amount of short term liabilities on the due date.

4. Management: Management is interested in analyzing the financial statement for measuring the effectiveness of
its policies and decisions.It analyzes the financial statements to know short term and long term solvency
position,profitability,liquidity position and return on investment from the business.

5.Government: Government is interested in analyzing the financial position in determining the amount of tax
liability. It also helps for formulating effective plans and policies for economic growth.

Topic 2: Tools of Financial Statements Analysis
Tools of Financial Statements Analysis There are different tools of financial statements
analysis available to the analyst. The following tools are used to measure the operational efficiency and financial
soundness of an enterprise.
The most common used techniques of financial analysis are:
1. Comparative financial statements
2. Common size statements
3. Ratio analysis
4. Cash flow statements
1. Comparative Financial Statements Statements used to compare the items of income statement i.e. profit and
loss account and position statement i.e. balance sheet for ascertaining the trend of the performance and
profitability of an enterprise are known as comparative financial statements.
Comparative Income Statement
Income statements provide the details about the results of the operations of the business, and comparative
income statements provide the progress made by the business over a period of a few years. This statement also
helps in ascertaining the changes that occur in each line item of the income statement over different periods.
The comparative income statement not only shows the operational efficiency of the business but also helps in
comparing the results with the competitors, over different time periods. This is possible by comparing the
operational data spanning multiple periods of accounting.
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The following points should be studied when analysing a comparative income statement
1. Compare the increase or decrease in sales with a relative increase in the cost of goods sold
2. Studying the operational profits of the business
3. Overall profitability of the business can be analysed by an increase or decrease in the net profit

Steps in preparing a comparative income statement
1. Specify absolute figures of all the items related to the accounting period under consideration.
2. Determine the absolute change that has occurred in the items of the income statement. It can be achieved by
finding the difference between previous year values with the current year values.
3. Calculate the percentage change in the items present in the current statement with respect to previous year
statements.

The format of a comparative income statement is as follows:

Comparative Balance Sheet
Comparative balance sheet analyses the assets and liabilities of business for the current year and also
compares the increase or decrease in them in relative as well as absolute parameters. A comparative
balance sheet not only provides the state of assets and liabilities in different time periods, but it also
provides the changes that have taken place in individual assets and liabilities over different accounting
periods.
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The following points should be studied when analysing a comparative balance sheet
1. The present financial and liquidity position (study working capital)
2. The financial position of the business in the long term
3. The profitability of the business

Steps in preparing a comparative balance sheet
1. Determine the absolute value of assets and liabilities related to the accounting periods.
2. Determine absolute changes in the items of the balance sheet relative to the accounting periods in
question.
3. Calculate the percentage change in assets and liabilities by comparing current year values with values
of previous accounting periods.

The format of a comparative balance sheet is as follows:
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Common Size Income Statement
This is one type of common size statement where the sales is taken as the base for all calculations.
Therefore, the calculation of each line item will take into account the sales as a base, and each item will
be expressed as a percentage of the sales.

Use of Common Size Income Statement
It helps the business owner in understanding the following points

● Whether profits are showing an increase or decrease in relation to the sales obtained.
● Percentage change in cost of goods that were sold during the accounting period.
● Variation that might have occurred at expense.
● If the increase in retained earnings is in proportion to the increase in profit of the business.
● Helps to compare income statements of two or more periods.
● Recognises the changes happening in the financial statements of the organisation, which will help

investors in making decisions about investing in the business.
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Common Size Balance Sheet
A common size balance sheet is a balance sheet that displays both the numeric value and relative
percentage for total assets, total liabilities, and equity accounts. Common size balance sheets are used
by internal and external analysts and are not a reporting requirement of generally accepted accounting
principles (GAAP).
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