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Financial statements are formal records that provide a summary of a company's financial
activities. They are crucial for stakeholders, such as investors, creditors, and regulators, to assess

the company's financial health and performance.

Components of Financial Statements:

1. Balance Sheet: Also known as the statement of financial position, the balance sheet
provides a snapshot of the company's assets, liabilities, and shareholders' equity at a

specific point in time.

2. Income Statement: Also called the profit and loss statement, the income statement shows
the company's revenues, expenses, and profits or losses over a specific period, such as a

quarter or a year.

3. Cash Flow Statement: This statement details how cash and cash equivalents flow in and
out of the company during a specific period. It is divided into operating, investing, and

financing activities.

4. Statement of Changes in Equity: This statement tracks changes in the company's equity
accounts over a specific period. It includes details of stock issuances, dividends, and

changes in retained earnings.
Purpose of Financial Statements:

1. Decision Making: Financial statements help stakeholders make informed decisions about

investing, lending, or partnering with the company.

2. Performance Evaluation: They provide a basis for evaluating the company's financial
performance and comparing it with industry benchmarks or competitors.
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3. Compliance: Financial statements ensure the company complies with accounting standards
and regulations.

4. Forecasting and Planning: They assist in forecasting future financial performance and
planning strategies to achieve business goals.

Key Ratios Derived from Financial Statements:

1. Profitability Ratios: Such as net profit margin and return on equity, measure the
company's ability to generate profits.

2. Liquidity Ratios: Like current ratio and quick ratio, evaluate the company's ability to meet
short-term obligations.

3. Debt Ratios: Such as debt-to-equity ratio and interest coverage ratio, assess the
company's leverage and debt repayment capacity.

4. Efficiency Ratios: Like inventory turnover and accounts receivable turnover, measure how
effectively the company utilizes its assets.

Understanding financial statements is essential for analyzing a company's financial health and
making informed decisions. Stakeholders should be able to interpret these statements accurately
to assess the company's performance and potential for growth.
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