Financial Statement: Meaning, Nature,

Objectives, and Limitations

Meaning of Financial Statement

A financial statement is a formal record of a company's
financial activities and position over a specific period. It
provides a summary of financial performance, cash flows,
and financial position, helping stakeholders make informed
decisions.
The key financial statements include:
Income Statement (Profit & Loss Account) — Shows the
company's revenues, expenses, and profits over a
period.
Balance Sheet — Presents the company's assets,
liabilities, and shareholders' equity at a specific date.
Cash Flow Statement — Details the inflow and outflow
of cash in operating, investing, and financing activities.
Statement of Changes in Equity — Shows changes in
owners' equity over a period.

Nature of Financial Statements

Historical in Nature — They present past financial
performance and position.

Quantitative — Financial statements are based on
numerical data, usually expressed in monetary terms.
Prepared Based on Accounting Principles — They follow
Generally Accepted Accounting Principles (GAAP) or
International Financial Reporting Standards (IFRS).
Summarized Reports — They provide a condensed view



of financial transactions rather than detailed records.
Subject to Estimates and Judgments — Some items, like
depreciation or bad debts, are based on estimates.

Objectives of Financial Statements

Provide Financial Information — Help stakeholders
assess the financial position and performance of the
company.

Facilitate Decision-Making — Investors, creditors, and
management use them to make informed economic
decisions.

Assess Profitability and Performance — Help determine
whether a company is making profits or losses.
Evaluate Financial Position — Show assets, liabilities,
and equity, which indicate financial stability.

Ensure Compliance — Help companies meet regulatory
requirements and tax obligations.

Aid in Planning and Forecasting — Assist management
in setting future goals and financial strategies.

Limitations of Financial Statements

Based on Historical Data — They do not reflect current
or future financial conditions accurately.

Do Not Consider Inflation — The value of assets may be
distorted due to inflation.

May Contain Estimates and Subjectivity — Certain
elements like depreciation and provisions are based on
estimates, which may not be precise.

Do Not Include Non-Financial Information — Factors like
employee satisfaction, brand reputation, and market
conditions are not reflected.



Can Be Manipulated — Companies may engage in
"window dressing" to make financial statements look
better than reality.

Ignore Market Value of Assets — Assets are recorded at
historical cost and may not reflect their real market
value.

Conclusion

Financial statements are essential tools for understanding a
company's financial health, but they should be analyzed
carefully, considering their limitations. To get a complete
picture, stakeholders often use financial ratios, market
trends, and qualitative factors alongside financial
statements.



