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3.0

LEARNING OBJECTIVES

After going through this unit, you should be able to:
 Provide a broad classification of ratios;
 Learn how to extract useful information from financial statement through ratio
analysis;
 Recognise the diagnostic role of financial ratios;
 Highlight the utility of financial ratios in credit analysis and competitive analysis,
and
 Identify ratios which are appropriate for the control of activities.
3.1

INTRODUCTION

The stakeholders of a firm viz., shareholders, creditors, suppliers, managers,
employees, tax authorities, government and others are interested broadly in knowing
what the firm is doing and whether the firm is financially sound or otherwise. The
information requirement of each of these stakeholders may be different. Trade
creditors and short term lenders are interested in knowing the ability of the firm to meet
short term liabilities, whereas term lending institutions and banks are interested in the
long term survival of the firm. Similarly, other stakeholders may have other
information requirements.
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Before introducing you to the concept of financial analysis let us recapitulate on the
various types of financial statements, as all the variables used in ratio analysis are taken
from these statements.
●

●

●

●
●

Profit & Loss A/C (P&L A/C): The income statement or trading and profit and
loss account shows the various variables regarding expenses and revenue and the
aggregate difference between these two as either net profit or net loss.
Balance Sheet: Balance sheet is a statement which shows the financial position
of a firm on a particular date, it summarizes the assets owned by the business and
the claim of the owners and creditors against these assets in the form of liabilities
as on the date of the statement.
Profit & Loss Appropriation A/C: This statement which is also known as profit
and loss appropriation account is a link between P & L A/C and Balance sheet.
The net profit shown in the P&L A/C is transferred to the balance sheet after
appropriation though this statement. Retained earnings are the accumulated excess
of earnings over losses and dividends.
Fund Flow Statement: This statement shows the sources of funds from which
additional funds were derived and the use (application) of these funds.
Cash Flow Statement: This statement depicts the change in cash position from
one period to another.

Financial statements are the means of providing general information regarding
operational results and the financial position of a business firm. These statements do
not reveal significant information such as efficiency of management strength and
weakness of the firm, potential of further progress etc. In order to extract meaningful
information these statements need to be analysed and interpreted for specific purposes.
Analysis of financial statements is the systematic numerical calculation of the
relationship between one fact with the other to measure the profitability, operational
efficiency and the growth potential of the business. The main objectives of financial
statement analysis and interpretation are as follows:








Measuring financial soundness
Judging solvency
Measuring profitability
Judging operational efficiency
Indicating trends
Assessing growth potential
Inter firm and intra firm comparison.

A ratio is an arithmetical relation between two figures or variables. Financial ratio
analysis is a study of ratios between various items or groups of items in financial
statements. Financial ratio analysis is an analytical tool for measuring the performance
of an organisation. Ratio analysis is primarily used to analyse past performance and
based on this make future projections.
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Users of Financial Ratios Financial ratio analysis is the process of establishing
relationships between the variables of the balance sheet and profit and loss account, in
order to find out the strength and weakness of the firm. Ratio analysis is undertaken
by the various stock holders in the firm viz. trade creditors, suppliers of long-term debt,
investors and the management itself. Trade Creditors are interested in the firm’s ability
to meet claims in the short run. Their analysis will therefore be confined to the firm’s
liquidity position in the short run.
Suppliers of long-term debt, on the other hand are more concerned with long-term
solvency and survival. They analyse the firm’s profitability over time, its ability to
generate cash, its ability to repay interest and the principal amount. They also analyse
the capital structure. Long-term suppliers of credit do analyse the historical financial
statements but their main focus is on projected or pro forma financial statements to
analyse its future solvency and profitability. Investors are interested in the firm’s
earnings and how these earnings are used. They concentrate on the firm’s present and
future profitability. They are also interested in the firm’s financial structure to the
extent that it influences the firm’s earnings ability and risk. The management of the
firm would be interested in every aspect of the financial ratio analysis as this helps
them assess how efficiently and effectively the firm’s resources are being used.
Nature of Ratio Analysis: Ratios are used as a benchmark for evaluating the financial
position and performance of a firm. Accounting figures presented in the financial
statements would convey some meaning only if they are seen in relation to the other
variables. Ratios help to summarize large quantities of financial information (data).
Through ratio analysis one can make a qualitative judgment. The ratios basically
reflect a quantitative relationship among different variables.
Standards of Comparison:
A ratio in itself would not provide any useful information, until and unless the ratios
are compared with some standard. Standards of comparison may consist of: Past ratios,
i.e., ratios calculated from the past financial statements of the same firm. Competitor’s
ratios, i.e., ratios of some selected firms preferably the firms having similar turnover.
Another approach is to compare the firm’s ratios with that of the market leader.
Industry ratios, i.e., the average ratios of the industry to which the firm belongs
Projected ratios, i.e., ratios calculated using the projected or pro forma financial
statements of the same firm.
3.2

CATEGORIES OF RATIOS

3.2.1

Liquidity Analysis Ratios

A firm needs liquid assets to meet day to day payments. Therefore, liquidity ratios
highlight the ability of the firms to convert its assets into cash. If the ratios are low then
it means that money is tied up in stocks and debtors. Thus, money is not available to
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make payments. This may cause considerable problems for firms in the short run. It is
often viewed that a value less than 1.5 implies that the company may run out of money
as its cash is tied up in unproductive assets. Liquidity ratio helps in assessing the firm’s
ability to meet its current obligations. The following ratios come under this category
i)
ii)
iii)

Current ratio;
Quick ratio; and
Net Working Capital Ratio.

i)
Current Ratio
The current ratio shows the relationship between the current assets and the current
liabilities. Current assets include cash in hand, cash at bank and all other assets which
can be converted into cash in the ordinary course of business, for instance, bills
receivable, sundry debtors (good debts only), short-term investments, stock etc.
Current liabilities consist of all the obligations of payments that have to be met within
a year. They comprise sundry creditors, bills payable, income received in advance,
outstanding expenses, bank overdraft, short-term borrowings, and provision for
taxation, dividends payable, and long term liabilities to be discharged within a year.
The following formula is used to compute this ratio:

ii)
Quick Ratio
The acid test ratio is similar to the current ratio as it highlights the liquidity of the
company. A ratio of 1:1 (i.e., a value of approximately 1) is satisfactory. However, if
the value is significantly less than 1 it implies that the company has a large amount of
its cash tied up in unproductive assets, so the company may struggle to raise money in
the short term.

iii)
Net Working Capital Ratio
The working capital ratio can give an indication of the ability of your business to pay
its bills. Generally a working capital ratio of 2:1 is regarded as desirable. However,
the circumstances of every business vary and you should consider how your business
operates and set an appropriate benchmark ratio. A stronger ratio indicates a better
ability to meet ongoing and unexpected bills therefore taking the pressure off your cash
flow. Being in a liquid position can also have advantages such as being able to
negotiate cash discounts with your suppliers. A weaker ratio may indicate that your
business is having greater difficulties meeting its short-term commitments and that
additional working capital support is required. Having to pay bills before payments are
received may be the issue in which case an overdraft could assist. Alternatively
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building up a reserve of cash investments may create a sound working capital buffer.
Ratios should be considered over a period of time (say three years), in order to identify
trends in the performance of the business. The calculation used to obtain the ratio is:

Illustration 1
The Balance Sheet of X Company Ltd. as on March 31, 2005 is given below. You are
required to calculate the following ratios:
i) Current ratio,
ii) Quick ratio,
iii) Net Working capital ratio

5

3.2.2 Profitability Ratios
Profitability ratios are the most significant - and telling - of financial ratios. Similar to
income ratios, profitability ratios provide a definitive evaluation of the overall
effectiveness of management based on the returns generated on sales and investment.
Profitability in relation to Sales
Profits earned in relation to sales give the indication that the firm is able to meet all
operating expenses and also produce a surplus. In order to judge the efficiency of
management with respect to production and sales, profitability ratios are calculated in
relation to sales.
There are:
i) Gross Profit Margin
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ii) Net Profit Margin
iii) Operating Profit Margin
iv) Operating Ratio.
i)
Gross Profit Margin
This is also known as gross profit ratio or gross profit to sales ratio. This ratio may
indicate to what extent the selling prices of goods per unit may be reduced without
incurring losses on operations. This ratio is useful particularly in the case of wholesale
and retail trading firms. It establishes the relationship between gross profit and net
sales. Its purpose is to show the amount of gross profit generated for each rupees of
sales. Gross profit margin is computed as follows:

The amount of gross profit is the difference between net sales income and the cost of
goods sold which includes direct expenses. A high margin enables all operating
expenses to be covered and provides a reasonable return to the shareholders. If the
gross profit rate is continuously lower than the average margin, something is wrong.
To keep the ratio high, management has to minimise cost of goods sold and improve
sales performance. Higher the ratio, the greater would be the margin to cover operating
expenses and vice versa

ii)
Net Profit Margin
This ratio is called net profit to sales ratio and explains the relationship between net
profit after taxes and net sales. The purpose of this ratio is to reveal the amount of sales
income left for shareholders after meeting all costs and expenses of the business. It
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measures the overall profitability of the firm. The higher the ratio, the greater would
be the return to the shareholders and vice versa. A net profit margin of 10% is
considered normal. This ratio is very useful to control costs and to increase the sales.
It is calculated as follows:

Illustration 3
The Gross Profit Margin of a company is Rs. 12, 00,000 and the operating expenses
are Rs. 4, 50,000. The taxes to be paid are Rs. 4, 80,000. The sales for the year are Rs.
27, 00,000. Calculate Net Profit Margin.

iii)
Operating Profit Margin
This ratio is a modified version of Net Profit Margin. It studies the relationship between
operating profit (also known as PBIT before Interest and Taxes) and sales. The purpose
of computing this ratio is to find out the amount of operating profit for each rupee of
sale. While calculating operating profit, non-operating expenses such as interest, (loss
on sale of assets etc.) and non-operating income (such as profit on sale of assets,
income on investment etc.) have to be ignored. The formula for this ratio is as follows:

Illustration 4
From the following particulars of Nanda and Co., calculate Operating Profit Margin.

8

Illustration 5
From the following particulars, calculate the Operating Ratio:
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High operating ratio is undesirable as it leaves a small portion of income to meet other
non-operating expenses like interest on loans. A low ratio is better and reflects the
efficiency of management. Lower the ratio, higher would be the profitability. If the
operating ratio is 64%, it indicates that 64% of sales income has gone to meet the cost
of goods sold and operating expenses and 36% is left for other expenses and dividend.
The operating ratio shows the overall operating efficiency of the business. In order to
know how individual items of operating expenses are related to sales, individual
expenses ratios can also be calculated. These are calculated by taking operational
expenses like cost of goods sold, administrative expenses, selling and distribution,
individually in relation to sales (net).
Profitability in Relation to Capital Employed (Investment)
Profitability ratio, as stated earlier, can also be computed by relating profits to capital
or investment. This ratio is popularly known as Rate of Return on Investment (ROI).
The term investment may be used in the sense of capital employed or owners’ equity.
Two ratios are generally calculated:
i) Return on Capital Employed (ROCE), and
ii) Return on Shareholders’ Equity.
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i)
Return on Capital Employed (ROCE)
The ratio establishes the relationship between total capital and net operating profit of
the business. The purpose of this ratio is to find out whether capital employed is
effectively utilised or not. The formula for calculating Return on Capital Employed is:

The term ‘Net Operating Profit’ means ‘Profit before Interest and Tax’. The term
‘Interest’ means ‘Interest on Long-term borrowings’. Interest on short-term
borrowings will be deducted for computing operating profit. Similarly, non-trading
incomes such as income from investments made outside the business etc. or nontrading losses or expenses will also be excluded while calculating profit. The term
‘capital employed’ has been given different meanings by different accountants. Three
widely accepted terms are as follows:

In managerial decisions the term capital employed is generally used in the meaning
given in the third point above.
Return on capital employed ratio is very significant as it reflects the overall efficiency
of the firm. The higher the ratio, the greater is the return on long-term funds invested
in the firm. It is also an indication of the effective utilisation of capital employed.
However, it is very difficult to set a standard ratio of return on capital employed as a
number of factors such as business risk, the nature of the industry, economic conditions
etc., may influence such rate. This ratio could be supplemented with a number of ratios
depending upon the purpose for which it is computed.
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Return on Investment (ROI)
When you are asked to find out the profitability of the Company from the shareholders'
point of view, Return on Investment should be computed as follows:

ii)
Return on Shareholders’ Equity
This ratio shows the relationship between net profit after taxes and Shareholders’
equity. It reveals the rate of return on owners’/shareholders’ funds. The term
shareholders’ equity is also known as ‘net worth’ and includes Equity Capital, Share
Premium and Reserves and Surplus. The formula of this ratio is as follows:

13

The higher the ratio, the greater is the efficiency of the firm in generating profits on
shareholders’ equity and vice versa. The ratio is very important for the investors to
judge whether their investment in the firm generates a reasonable return or not. This
ratio is important to the management as it proves their efficiency in employing the
funds profitably.
Earnings per Share
Earnings per Share (EPS) is an important ratio from equity shareholders’ point of view
as this ratio affects the market price of share and the amount of dividend to be given
to the equity shareholders. The earnings per share is calculated as follows:

Illustration 7
From the following information calculate Earnings per Share of X Company Ltd.:

The net profit before interest and after Tax was Rs. 78,000.
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The Earnings per Share is useful in determining the market price of equity share and
capacity of the company to pay dividend. A comparison of earning per share with
another company helps to know whether the equity capital is effectively used in the
business or not.
3.2.3

Activity Ratios

Activity Analysis Ratio may be studied under the following three heads:
i) Assets Turnover Ratio,
ii) Accounts Receivable Turnover Ratio, and
iii) Inventory Turnover Ratio.
Assets Turnover Ratio
The asset turnover ratio simply compares the turnover with the assets that the business
has used to generate that turnover. In its simplest terms, we are just saying that for
every Re. 1 of assets, the turnover is Rs. x. The formula for total asset turnover is:

Asset turnover is meant to measure a company’s efficiency in using its assets. The
higher a company’s asset turnover, the lower its profit margin tends to be and vice
versa.
Accounts Receivable Turnover Ratio
The debtor turnover ratio indicates the average time it takes your business to collect its
debts. It’s worth looking at this ratio over a number of financial years to monitor
performance trends.
Use information from your annual Profit and Loss Statement along with the trade
debtors figure from your Balance Sheet for that financial year to calculate this ratio.
A ratio that is lengthening can be the result of some debtors slowing down in their
payments. Economic factors, such as a recession, can also influence the ratio.
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Tightening your business’ credit control procedures may be required in these
circumstances.
The debtor ageing ratio has a strong impact on business operations particularly
working capital. Maintaining a running total of your debtors by ageing (e.g. current,
30 days, 60 days, 90 days) is a good idea, not just in terms of making sure you are
getting paid for the work or goods you are supplying but also in managing your
working capital.
The calculation used to obtain the ratio is:

Inventory Turnover Ratio
The inventory turnover ratio indicates how quickly your business is turning over stock.
A high ratio may indicate positive factors such as good stock demand and management.
A low ratio may indicate that either stock is naturally slow moving or problems such
as the presence of obsolete stock or good presentation. A low ratio can also be
indicative of potential stock valuation issues. It is a good idea to monitor the ratio over
consecutive financial years to determine if a trend is developing. It can be useful to
compare this financial ratio with the working capital ratio. For example, business
operations with low stock turnover tend to require higher working capital.

3.2.4

Long-term Solvency Ratios

The long-term solvency ratios are calculated to assess the long-term financial position
of the business. These ratios are also called leverage, or capital structure ratios, or
capital gearing ratios. The following ratios generally come under this category:
i) Debt-Equity Ratio/Total Debt Equity Ratio,
ii) Proprietary ratio, and
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iii) Capital gearing ratio.
i)
Debt-Equity Ratio/Total Debt Equity Ratio
It shows the relationship between borrowed funds and owner’s funds, or external funds
(debt) and internal funds (equity). The purpose of this ratio is to show the extent of the
firm’s dependence on external liabilities or external sources of funds.
In order to calculate this ratio, the required components are external liabilities and
owner’s equity or net worth. ‘External liabilities include both long-term as well as
short-term borrowings. The term ‘owners’ equity’ includes past accumulated losses
and deferred expenditure. Since there are two approaches to work out this ratio, there
are two formulas as shown below:

In the first formula, the numerator consists of only long-term debts, it does not include
short-term obligations or current liabilities for the following reasons:
1) Current liabilities are of a short-term nature and the liquidity ratios are calculated to
judge the ability of the firm to honour current obligations.
2) Current liabilities vary from time to time within a year and interest thereon has no
relationship with the book value of current liabilities. In the second formula, both
short-term and long-term debts are counted in the numerator.
The reasons are as follows:
● When a firm has an obligation, no matter whether it is of short-term or long-term
nature, it should be taken into account to evaluate the risk of the firm.
● Just as long-term loans have a cost, short-term loans do also have a cost.
● As a matter of fact, the pressure from the short-term creditors is often greater than
that of long-term loans.
Illustration 8
From the following Balance Sheet of Kavitha Ltd., Calculate Debt Equity Ratio:

17

For analysing the capital structure, debt-equity ratio gives an idea about the relative
share of funds of outsiders and owners invested in the business. The ratio of long term
debt to equity is generally regarded as safe if it is 2:1. A higher ratio may put the firm
in difficulty in meeting the obligation to outsiders. The higher the ratio, the greater
would be the risk as the firm has to pay interest irrespective of profits. On the other
hand, a smaller ratio is less risky and creditors will have greater margin or safety.
What ratio is ideal will depend on the nature of the enterprise and the economic
conditions prevailing at that time. During business prosperity a high ratio may be
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favourable and in a reverse situation a low ratio is preferred. The Controller of Capital
Issues in India suggests 2:1 as the norm for this ratio.
ii)
Proprietary Ratio
This ratio is also known as Equity Ratio or Net worth to Total Assets Ratio. It is a
variant of Debt-Equity Ratio, and shows the relationship between owners’ equity and
total assets of the firm. The purpose of this ratio is to indicate the extent of owners’
contribution towards the total value of assets. In other words, it gives an idea about the
extent to which the owners own the firm. The components required to compute this
ratio are proprietors’ funds and total assets. Proprietors’ funds include equity capital,
preference capital, reserves and undistributed profits. If there are accumulated losses
they are deducted from the owners’ funds. ‘Total assets’ include both fixed and current
assets but exclude fictitious assets, such as preliminary expenses; debit balance of
profit and loss account etc. Intangible assets, if any, like goodwill, patents and
copyrights are taken at the amount at which they can be realised. The formula of this
ratio is as follows:

There is no definite norm for this ratio. Some financial experts hold the view that
proprietors’ funds should be from 67% to 75% and outsiders’ funds should be from
25% to 33% of the total assets. The higher the ratio, the lesser would be the reliance
on outsiders’ funds. A high ratio implies that the firm is not using outsiders’ funds as
much as would maximise the rate of return on the proprietors’ funds. For instance, if a
firm earns 20% return on borrowed funds and the rate of interest on such funds is 10%
the proprietors would be able to gain to the extent of 10% on the outsiders' funds. This
increases the earning of the shareholders.
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iii)
Capital Gearing Ratio
This ratio establishes the relationship between equity share capital on one hand and
fixed interest and fixed dividend bearing funds on the other. It does not take current
liabilities into account. The purpose of this ratio is to arrive at a proper mix of equity
capital and the source of funds bearing fixed interest and fixed dividend.
For the calculation of this ratio, we require the value of (i) equity share capital
including reserve and surpluses, and (ii) preference share capital and the sources
bearing fixed rate of interest like debentures, public deposits, long-term loans, etc. The
following formula is used to compute this ratio:

A firm is said to be highly geared when the sum of preference capital and all other
fixed interest bearing securities is proportionately more than the equity capital. On the
other hand, a firm is said to be lowly geared when the equity capital is relatively more
than the sum of preference capital and all other fixed interest bearing securities. The
norm suggested for this ratio is 2:1. However, the significance of this ratio largely
depends on the nature of business, return on investment and interest payable to
outsiders.
Illustration 10
From the following particulars compute leverage ratios:
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3.2.5 Coverage Ratios
As mentioned earlier, leverage ratios are computed both from Balance Sheet and
Income Statement (Profit and Loss Account). Under Section 5.6.5 of this Unit Long
term Solvency Ratio you have studied the ratios computed from Balance Sheet. Let us
now discuss the second category of leverage ratios to be calculated from the Income
Statement. These ratios are called ‘Coverage Ratios’.
In order to judge the solvency of the firm, creditors assess the firm’s ability to service
their claims. In the same manner, preference shareholders evaluate the firm’s ability to
pay the dividend. These aspects are revealed by the coverage ratios. Hence, these ratios
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may be defined as the ratios which measure the ability of the firm to service fixed
interest bearing loans and other fixed charge securities. These ratios are:
i) Interest Coverage Ratio,
ii) Dividend Coverage Ratio, and
iii) Total Coverage Ratio.
i)
Interest Coverage Ratio
This ratio is also known as ‘times interest earned’ ratios. It is used to assess the firm’s
debt servicing capacity. It establishes the relationship between Net Profit or Earnings
before interest and Taxes (EBIT). The purpose of this ratio is to reveal the number of
times that the Interest charges are covered by the Net Profit before Interest and Taxes.
The formula for this ratio is as follows:

Illustration 11
The Net Profit after Interest and Taxes of a firm is Rs. 98,000. The interest and taxes
paid during the year were Rs. 16,000 and Rs. 30,000 respectively. Calculate Interest
Coverage Ratio.

In the above illustration, the interest coverage ratio is 9. It implies that even if the
firm’s profit falls to 1/9th, the firm will be able to meet its interest charges. Hence, a
high ratio is an index of assurance to creditors by the firm. But too high a ratio reflects
the conservation attitude of the firm in using debt. On the other hand, a low ratio
reflects excessive use of debt. Therefore, a firm should have comfortable coverage
ratio to have credit worthiness in the market.
ii)
Dividend Coverage Ratio
This ratio indicates the relationship between Net Profit and Preference dividend. Net
profit means Net Profit, after Interest and Taxes but before dividend on preference
capital is paid. The purpose of this ratio is to show the number of times preference
dividend is covered by Net Profit after Interest and Taxes. To compute this ratio. The
following formula is used:
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Illustration 12
The Net Profit before Interest and Taxes of a Company was Rs. 2, 30,000. The Interest
and taxes to be paid are Rs. 15,000 and Rs. 35,000 respectively. The preference
dividend declared was 20 per cent on the preference capital of Rs. 2, 25,000. Calculate
Dividend Coverage Ratio.

This ratio reveals the safety margin available to the preference shareholders. The
higher the ratio, the greater would be the financial strength of the firm and vice versa.
iii)
Total Coverage Ratio
Also known as ‘Fixed Charge Coverage Ratio’. This ratio examines the relationship
between Net Profit before Interest and Taxes (EBIT) and Total Fixed Charges. The
purpose of this ratio is to show the number of times the total fixed charges are covered
by Net Profit before Interest and Taxes.
The components of this ratio are Net Profit before Interest and Taxes (EBIT) and Total
Fixed Charges. The Fixed Charges include interest on loans and debentures, repayment
of principle, and preference dividend. It is calculated as follows:

Illustration 13
The Net Profit before Interest and Taxes of a firm is Rs. 84,000. The interest to be paid
on loans is Rs. 14,000 and preference dividend to be paid is Rs. 7,000. Calculate Total
Coverage Ratio.
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3.3

UTILITY OF RATIO ANALYSIS

The ratio analysis is one of the most widely used tools of financial analysis. The
various stakeholders in the firm would be interested in the information relating to
operating and financial efficiency. They would also be interested in knowing the
growth prospect of the firm. The various stakeholders use ratios to determine those
financial characteristics of the firm in which they are interested. With the help of ratios,
one can determine:





The ability of the firm to service its current obligations;
The effect of borrowings on long term solvency;
The efficiency with which the firm is utilizing its assets in generating sales
revenue; and
The overall operating efficiency and performance of the firm.

Performance Analysis: As stated above various stakeholders have different interests
in the firm; short term creditors will be interested in the current financial position,
while profitability long term creditors will be interested in the solvency of the firm.
The equity holders are generally concerned with the returns. It is to be noted here that
in every kind of financial analysis short-end long term financial positions along with
profitability are tested, but the emphasis would differ depending upon the interest of
the stakeholder.
3.4

LIMITATIONS OF RATIOS

By now you should have mastered the techniques of ratio analysis and its application
at the various situations. However, before you start applying the ratios you should be
careful enough to be aware of some of its limitations while being used.
1) You should be aware that many companies operating in more than one industry
take for instance companies like Land T, HLL, Pand G etc. which does not operate
in only one business segment but in diversified businesses. So care should be taken
to ensure that segment level ratios are compared.
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2) Inflation has distorted balance sheets, in the sense that the financial statements do
not account for inflation which implies that they do not represent the real picture
of the scenario. However, given not so high inflation it would not affect the
analysis much.
3) Seasonal factors can greatly influence ratios. Hence, you should make sure that
you control for the seasonal differences. Better would be to perform the ratio
analysis on a quarterly basis to get the complete picture for the whole year.
4) With the kind of accounting scams breaking every other day, it's not unusual to
find that Window-dressing could have been done. Though small investors have no
control on this and very little chance to get to know about the creative accounting
that is taking place one should not however lose sight into any sort of discrepancies
in the accounting.
5) It’s quite possible that different companies within an industry may use different
accounting practices which would make it difficult to compare the two companies.
In that situation it should be made sure that the changes are accounted for and
made sure that it would not affect the analysis.
6) It could also be possible that different companies may use different fiscal years.
Say for instance one company may use the calendar year as its account closing
year while some others may use the fiscal year. In that process care should be
taken to compare the respective months or years adjusting for the differences in
the accounting year.
7) The age of the company may distort ratios. So it should be taken into account that
the companies you are comparing have some basic similarities. The longer the
company had stayed in business the ratios would be quite different from the new
entrants in the same industry. Such factors have to be accounted for.
8) However, there is also the possibility that innovation and aggressiveness may lead
to “bad” ratios. So one should not blindly depend on the numeric ratio figures but
try and understand why the company has bad ratios in any particular year before
jumping into wrong conclusions.
9) There could also be the possibility that the benchmark used for analyzing the ratios
may not be appropriate. The industry average may not be an appropriate or
desirable target ratio. One has to carefully pick the industry averages or the
benchmark ratios. As industry averages can be very rough approximations.
10) The other downside of the ratio analysis is that ratios should not be interpreted
“one-way,” e.g. a higher ratio may only be better up to a point. So one should not
assume that this will hold good in future. A company having a Profit margin of
10% in 2003 does not necessarily indicate that it would have at least 10% profit
margin in the year 2004.
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3.5

DUPONT ANALYSIS

The DuPont analysis (also known as the DuPont identity or DuPont model) is a
framework for analyzing fundamental performance popularized by the DuPont
Corporation. DuPont analysis is a useful technique used to decompose the different
drivers of return on equity (ROE). The decomposition of ROE allows investors to focus
on the key metrics of financial performance individually to identify strengths and
weaknesses.

●
●
●

The DuPont analysis is a framework for analyzing fundamental performance
originally popularized by the DuPont Corporation.
DuPont analysis is a useful technique used to decompose the different drivers of
return on equity (ROE).
An investor can use analysis like this to compare the operational efficiency of two
similar firms. Managers can use DuPont analysis to identify strengths or
weaknesses that should be addressed.

Components of Dupont Analysis:
● Net Profit Margin
The net profit margin is the ratio of bottom line profits compared to total revenue or
total sales. This is one of the most basic measures of profitability.
One way to think about the net margin is to imagine a store that sells a single product
for $1.00. After the costs associated with buying inventory, maintaining a location,
paying employees, taxes, interest, and other expenses, the store owner keeps $0.15 in
profit from each unit sold. That means the owner's profit margin is 15%, which can be
calculated as follows:

The profit margin can be improved if costs for the owner were reduced or if prices
were raised, which can have a large impact on ROE. This is one of the reasons that a
company's stock will experience high levels of volatility when management makes a
change to its guidance for future margins, costs, and prices.
● Asset Turnover Ratio
The asset turnover ratio measures how efficiently a company uses its assets to generate
revenue. Imagine a company had $100 of assets, and it made $1,000 of total revenue
last year. The assets generated 10 times their value in total revenue, which is the same
as the asset turnover ratio and can be calculated as follows:
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A normal asset turnover ratio will vary from one industry group to another. For
example, a discount retailer or grocery store will generate a lot of revenue from its
assets with a small margin, which will make the asset turnover ratio very large. On the
other hand, a utility company owns very expensive fixed assets relative to its revenue,
which will result in an asset turnover ratio that is much lower than that of a retail firm.
The ratio can be helpful when comparing two companies that are very similar. Because
average assets include components like inventory, changes in this ratio can signal that
sales are slowing down or speeding up earlier than it would show up in other financial
measures. If a company's asset turnover rises, its ROE will improve.
● Financial Leverage
This refers to the debt usage to finance the assets. The companies should strike a
balance in the usage of debt. The debt should be used to finance the operations and
growth of the company. However usage of excess leverage to push up the ROE can
turn out to be detrimental for the health of the company.
For example: Company X has average assets of Rs 1000 and equity of Rs 400.
Hence the leverage of the company is as
Financial Leverage = Average Assets/ Average Equity= 1000/400 = 2.5
Most companies should use debt with equity to fund operations and growth. Not using
any leverage could put the company at a disadvantage compared with its peers.
However, using too much debt in order to increase the financial leverage ratio—and
therefore increase ROE—can create disproportionate risks.
3.6

LET US SUM UP

An important aspect of financial statement analysis is determining relevant
relationships among specific items of information. Companies typically present
financial information for more than one time period, which permits users of the
information to make comparisons that help them understand changes over time.
Financial statements based on absolute value and percentage changes and trend
percentages are tools for comparing information from successive time periods.
Component percentages and ratios, on the other hand, are tools for establishing
relationships and making comparisons within an accounting period. Both types of
comparisons are important in understanding an enterprise’s financial position, results
of operations, and cash flows
A large number of ratios are used to measure performance and exercise control. The
ratios are used by all the stakeholders of the business viz., owners, managers, creditors,
bankers, suppliers, government etc. The ratios are basically divided into five
categories. The short and long term solvency ratios are used to judge the ability of the
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firm to meet its financial obligations. Activity or turnover ratios are used to find out
how effectively and efficiently the firm’s resources are being used. Profitability ratios
are used to gauge the profitability of the firm with reference to sales and assets. The
market test ratios are used to gauge the firm performance in terms of share prices and
dividends.
3.7
●
●
●
●

●

●

●
●
●

3.8
●
●
●
●
●
●
●
●

KEY WORDS
Dividend: A sum of money paid regularly (typically annually) by a company to
its shareholders out of its profits (or reserves).
Share: A share is an indivisible unit of capital, expressing the ownership
relationship between the company and the shareholder.
Merger: A combination of two things, especially companies, into one.
Solvency: Solvency, in finance or business, is the degree to which the current
assets of an individual or entity exceed the current liabilities of that individual or
entity.
Tax Authority: Tax Authority means any Governmental Authority having
jurisdiction over the assessment, determination, collection or imposition of any
Tax.
Networth: Net worth is the value of all the non-financial and financial assets
owned by an institutional unit or sector minus the value of all its outstanding
liabilities.
Fixed Assets: assets which are purchased for long-term use and are not likely to
be converted quickly into cash, such as land, buildings, and equipment.
Liquidity: the availability of liquid assets to a market or company.
Inventory: Inventory or stock is the goods and materials that a business holds for
the ultimate goal of resale.
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3.9

MODEL QUESTIONS

Q1)
Q2)
Q3)
Q4)
Q5)
Q6)

What are the different types of financial ratios?
Discuss the importance of liquidity ratios?
Define and evaluate various leverage ratios?
Discuss the important turnover ratios.
Explain the important profit margin ratios?
Compare the following: rate of return ratios, return on total assets ratios, and
returns on equity?
Discuss key valuation ratios?
If the market price per share is equal to the book value per share, the following
are equal, return on equity, price earnings ratio, and total yield. Prove.
Write short notes on ‘Debt Service Coverage Ratio’.
Explain proprietary ratio.
‘Ratios are indicators − sometimes pointers but not in themselves powerful
tools of management’. Explain.
Ratio analysis is only a technique for making judgments and not a substitute
for judgments. Examine.
Write short notes on (i) Return on investments (ii) Pay-out Ratio.
Explain the limitations of ratio analysis for evaluating investment proposals
and liquidity analysis.
Ratios are symptoms like blood pressures, the pulse or the temperature of an
individual’. Explain, also name and explain in brief the ratios made use to judge
the long-term solvency of a concern.

Q7)
Q8)
Q9)
Q10)
Q11)
Q12)
Q13)
Q14)
Q15)

PROBLEMS
Q1)

Premier Company’s net margin is 5 percent. The total return assets turnover
ratio is 1.5 times, debt to total assets ratios is 0.7. What is the return on equity
for premier?

Q2)

McGill Inc. has a profit before tax of Rs.40 ml. If the company’s times interest
covered ratio is 6? What is the total interest charge?

Q3)

The following data applies to a firm.
Interest Charges Rs. 150,000
Sales Rs. 7,000,000
Tax Rate 60 per cent
Net Profit Margin 6 per cent
What is the firm’s times covered ratio?

Q4)

A firm’s current assets and current liabilities are 600 and 1,500 respectively.
How much can it borrow from a bank without reducing the current ratio given
below 1.5? Justify.
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Q5)

A firm has a total annual sales of 1,000,000 and accounts receivable is collected
if management wants to reduce the accounts receivable to 120,0000?

Q6)

Determine the sales of a firm with the following financial data:

Q7)

The following is the Balance Sheet of X Co. Ltd. as on March 31, 2005.
Calculate the liquidity ratios.

Q 8)

From the following details, calculate leverage ratios.

Q 9)

The following is the Balance Sheet of Dev Ltd. for the year ended March 31,
2005.
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UNIT-4

CASH FLOW STATEMENT

Structure
4.0
4.1
4.2
4.3
4.4
4.5
4.6
4.7
4.8
4.9
4.10
4.11
4.12
4.0

Learning Objectives
Introduction
Meaning of Cash Flow Statement
Purpose of Cash Flow Statement
Preparation of Cash Flow Statement
Format of Cash Flow Statement (AS3: Revised Method)
Cash Flow Statement under Direct Method
Differences between Cash Flow Statement and Fund Flow Statement
Regulations relating Cash Flow Statements
Let us Sum Up
Key Words
Further Readings
Model Questions

LEARNING OBJECTIVES

After going through this unit, you will able to
●
●
●
●
●
4.1

Discuss the meaning and purpose of Cash Flow Statement
Learn about Cash Flow from Operating Activities
Prepare the Cash Flow Statement under Direct Method
Outline the distinction between Cash Flow Analysis and Fund Flow Analysis
Discuss the uses of Cash Flow Statement.
INTRODUCTION

In this unit, we will discuss the concept of cash flow analysis. Cash flow helps us to
make projections of cash inflows and outflows for the near future to determine the
availability of cash during a particular time period. You will find this unit very
interesting because, after going through this unit you will be able to analyse the
financial position of different companies.
The statement of cash flows, required by the Accounting Standard - 3, is a major
development in accounting measurement and disclosure because of its relevance to
financial statement users. Cash Flow Statement is reasonably simple and easy to
understand. It is also difficult to fudge or manipulate the cash flow numbers and hence
often used as a way to test the real profitability of the firm. For instance, if your
company approaches a bank for a loan, your company will normally highlight the
profitability of your business as your strength. But the bank manager may not be sure
how you arrived at the profit, particularly when we read a lot of accounting related
33

scams. Hence, the bank manager would like to examine whether you have actually
earned the profit or not. Cash Flow Statement will be useful to examine whether the
profits are realised and if so, to what percentage of profit a firm has realised. In other
words, a company that shows a high level of profit need not be liquid in cash. Suppliers
of goods will also be interested to examine the cash flow position of the company
before supplying goods on credit. Investor, who have no control on management, will
also be interested in examining the cash flow to supplement her/his analysis on
profitability of the business.
4.2

MEANING OF CASH FLOW STATEMENT

In a business organisation, hundreds and thousands of transactions are done every day.
Out of those transactions some are executed on cash and some are executed on credit
basis. Some transactions are executed on a partial cash basis and the balance amount
on a credit basis. So at the end of each day, week, month, quarter or a year, the
organisation is left with a huge number of transactions. If the management wants to
know the status of the cash and cash equivalents available in the organisation, then
neither Profit and Loss Account nor Balance Sheet or any other statements of accounts
servers the purpose. In this circumstance, Cash Flow Statement shows the cash and
cash equivalents position of an organisation which includes cash transactions. In the
preparation of balance sheet and income statement, accounting is done on accrual basis
but in cash flow statement, accounting is done on cash basis. Moreover, Cash Flow
Statement also shows the source of cash receipts and it also reveals the purposes for
which payments are made.
Cash flow statement shows the movement of cash and cash equivalents from the
business as well as into the business which results out of the business activities. Cash
Flow Statement basically shows the cash inflows and cash outflows. When cash comes
into the books of accounts in the organisation, then it is referred to as cash inflow.
Similarly, when cash goes out from the books of accounts of the organisation, then it
is referred to as cash outflow. The difference between the cash inflow and cash outflow
is referred to as net cash flow. Cash Flow Statement explains the reasons for the
changes in cash balance of a business between the two consecutive Balance Sheet
dates.
4.3

PURPOSE OF CASH FLOW STATEMENT

The main objective of preparing the Cash Flow Statement is to deliver information
about cash receipts, cash payments, and the difference in cash position out of business
activities from the operations, investments, and financing activities of a company
during a particular financial year. In other words, the Cash Flow Statements where an
organization’s cash is being generated, and where its cash is being paid during a
particular period of time. Thus, the Cash Flow Statements helps the management to
analyse the liquidity as well as long term solvency of the business. The main purpose
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of Cash Flow Statement is to transform the accrual basis income statement to a cash
flow statement.
Information about the cash flows of a business is useful in providing users of financial
statements with a basis to assess the ability of the enterprise to generate cash and cash
equivalents and the needs of the enterprise to utilise those cash flows. The economic
decisions that are taken by users require an evaluation of the ability of an enterprise to
generate cash and cash equivalents and the timing and certainty of their generation.
The Standard deals with the provision of information about the historical changes in
cash and cash equivalents of an enterprise by means of a cash flow statement which
classifies cash flows during the period from operating, investing and financing
activities.
Users of an enterprise’s financial statements are interested in how the enterprise
generates and uses cash and cash equivalents. This is the case regardless of the nature
of the enterprise’s activities and irrespective of whether cash can be viewed as the
product of the enterprise, as may be the case with a financial enterprise. Enterprises
need cash for essentially the same reasons, however different their principal revenueproducing activities might be. They need cash to conduct their operations, to pay their
obligations, and to provide returns to their investors.
There are basically three components of Cash Flow Statements which are briefly given
below:
(a) Cash Flow from Operating Activities: In this case, all the business transactions
resulting from operating activities of the business that are executed only in terms of
cash are considered. Operating activities basically represent the revenue generating
activities of a business. Some examples of operating activities are the cash receipts
from the sale of goods and services like salaries and wages, rents, transportation and
any other operating expenses for the smooth running of its business.
(b) Cash Flow from Investing Activities: In this case, all the business transactions
resulting from investment activities of the business that are executed only in terms of
cash are considered. Investment activities basically represent the payments made to
purchase of long term assets and thereby cash receipts from the sale of long term assets.
Some examples of investment activities are the cash receipts from sale of fixed assets
or any other assets, plants, machineries, equipment, the purchase or sale of equities,
debts or debentures etc.
(c) Cash Flow from Financing Activities: Here, all the business transactions resulting
from financing activities of the business that are executed only in terms of cash are
considered. Financing activities are transactions between a business and its creditors
and investors. Financing activities basically represents those activities that will change
the equity share holding or borrowings of a business. Some examples of financing
activities are the sale or purchase of a company’s own shares, announcement of
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dividends and its payment to its shareholders, repayment of short-term loans and longterm loans, the retirement of bonds payable etc.
4.4

PREPARATION OF CASH FLOW STATEMENT

After ascertaining information regarding different sources and uses of cash, we can
easily prepare the Cash Flow Statement. There is no specific format of preparing Cash
Flow Statements but usually it is prepared in report form. The information for the Cash
Flow Statement is derived from the income statement and balance sheets for the current
and past financial years. In preparing the Cash Flow Statement, the three components
viz., operating, investment and financing activities are considered.
As already discussed, operating activities are the principal revenue-producing
activities of the enterprise and other activities that are not investing or financing
activities. Let us now cite some examples of cash flows that are generated from
operating activities:●
●
●
●
●

Cash receipts from the sale of products and services
Cash receipts from patents, royalties, fees, commissions and from such sources.
Cash payments to suppliers for products and services
Cash payments to the employees of the organisation
Cash receipts and cash payments of an insurance enterprise for premiums and
claims
● Cash payments or refunds of income taxes unless they can be specifically
identified with financing and investing activities
● Cash receipts and payments relating to advanced derivative products like
futures contracts, forward contracts, option contracts and swap contracts when
the contracts are held for dealing or trading purposes.
The second component of Cash Flow Statement is all those cash that are generated
from investing activities. Investing activities are the acquisition and disposal of longterm assets and other investments not included in cash equivalents. Let us now cite
some examples of cash flows that are generated from investing activities:● Cash payments to possess fixed assets including intangible assets as well as
assets acquired to capitalised research and development activities and selfconstructed fixed assets.
● Cash receipts from the sale of fixed assets including intangible fixed assets.
● Cash payments to acquire shares, warrants or debt instruments of other
enterprises and interests in joint ventures other than cash payments for trading
activities.
● Cash receipts from disposal of shares, warrants or debt instruments of other
enterprises and interests in joint ventures other than cash receipts from trading
activities.
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● Cash advances and loans made to third parties other than advances and loans
made by a financial enterprise
● Cash receipts from the repayment of advances and loans made to third parties
other than advances and loans of a financial enterprise
● Cash payments for advanced financial products like futures contracts, forward
contracts, option contracts and swap contracts other than the payments made
for trading activities
● Cash receipts from futures contracts, forward contracts, option contracts and
swap contracts other than receipts generated from trading activities.
Financing activities are activities that result in changes in the size and composition of
the owners’ capital (including preference share capital in the case of a company) and
borrowings of the enterprise. Let us now cite some examples of cash flows that are
generated from financing activities:● Cash proceeds from issuing shares or other similar financial instruments
● Cash proceeds from issuing debentures, loans, notes, bonds, and other short or
long-term borrowings
● Cash repayments of amounts borrowed
The Cash Flow Statement begins with the opening balance of cash and after adding
different sources of cash and subtracting application of cash, the cash balance at the
end of the particular period is found. This is explained in detail in the next section.
4.5

FORMAT OF CASH FLOW STATEMENT (AS3: REVISED METHOD)

This Accounting Standard is not mandatory for Small and Medium Sized Companies,
as defined in the Notification. Such companies are however encouraged to comply with
the Standard.
Cash Flow Statement of____ (Name of the Company) for the Year_____ (Current
Financial Year)
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4.6

CASH FLOW STATEMENT UNDER DIRECT METHOD

Cash flow statements from the operating activities can be found using the direct
method. Cash flow statements under direct method basically considers major classes
of gross cash receipts and gross cash payments. Under direct method, major cash
inflows and outflows are considered like\ cash proceeds related to trades, employees,
expenses, etc. In the profit and loss account, some items are expressed on accrual basis
which are converted to cash equivalent with the following adjustments:
(1) Cash expenses = Expenses on accrual basis + Prepaid expenses in the beginning
and Outstanding expenses in the end – Prepaid expenses in the end and Outstanding
expenses in the beginning.
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(2) Cash payments to Suppliers = Purchases + Trade Payables in the beginning –
Trade Payables in the end.
(3) Cash receipts from Customers = Revenue from operations + Trade receivables
in the beginning – Trade receivables in the end.
(4) Purchases = Cost of Revenue from Operations – Opening Inventory + Closing
Inventory.
Illustration 01
Let us take one example to understand the preparation of Cash Flow Statements from
operating activities using direct method from the information given below: - Statement
of Profit and Loss of Expand Types Ltd. for the year ended on March 31, 2017.

Particulars

Amount (Rs.)

Cash receipts from customers

137600

Cash paid to suppliers and employees

120550

Dividends paid

80550

Factory Expenses

68000

Income taxes paid

29000

Purchase of fixed assets

180000

Interest paid

9500

Proceeds from issuance of share capital

350000

Proceeds from long-term borrowings

125000

Sale of old furniture

44000

Commissions paid

28000

Interest received

90000

Repayment of long-term borrowings

28000

Dividends received

19000

Opening Cash Balance

25000

Loans repaid

100000

Proceeds from sale of equipment

53000
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Solution:
Let us now prepare the Cash Flows Statement from Operating Activities of Expan
Types Ltd. using direct method as below: Cash Flow Statement from Operating
Activities of Expan Types Ltd.

4.7

DIFFERENCE BETWEEN CASH FLOW STATEMENT AND FUND
FLOW STATEMENT

The basic differences between cash flow statement and fund flow statement are pointed
out below:(a) Cash Flow Statement shows the cash and cash equivalents position of an
organisation which includes cash transactions. On the other hand, a fund flow
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statement is a statement of changes in financial position. Here, the word ‘fund’
represents the working capital of the business.
(b) Cash flow statement shows the movement of cash and cash equivalents from the
business as well as into the business which results out of the business activities.
Cash Flow Statement basically shows the cash inflows and cash outflows. Fund
flow statement is a statement summarizing the significant financial changes which
have occurred between the beginning and the end of a company's accounting
period.
(c) In the preparation of balance sheet and income statement, accounting is done on
accrual basis but in cash flow statement, accounting is done on cash basis.
Moreover, Cash Flow Statement also shows the source of cash receipts and it also
reveals the purposes for which payments are made. Fund Flow Statement is a
supplementary statement and shows the sources of mobilisation of the funds and
their detailed utilisation during a particular financial year. Fund Flow Statements
also deal with the non-cash items.
(d) Cash Flow Statement explains the reasons for the changes in cash balance of a
business between the two consecutive Balance Sheet dates. On the other hand, the
Fund Flow Statements clearly identify the changes in working capital and also
help the management to find out the factors responsible for this working capital
changes.
(e) The main objective of preparing the Cash Flow Statement is to deliver information
about cash receipts, cash payments, and the difference in cash position out of
business activities from the operations, investments, and financing activities of a
company during a particular financial year. In other words, the Cash Flow
Statements where an organization’s cash is being generated, and where its cash is
being paid during a particular period of time. Thus, the Cash Flow Statements
helps the management to analyse the liquidity as well as long term solvency of the
business. The main purpose of Cash Flow Statement is to transform the accrual
basis income statement to a cash flow statement. On the other hand, Fund Flow
Statement helps management about the allocation of resources and shows the
operational aspects of the business activities which are not available in Profit and
Loss Account and Balance Sheet.
(f) Cash flow statement helps to find out the capacity of an organisation to meet its
short-term obligations and liquidity position whereas a fund flow statement helps
to find out the capacity of an organisation to meet its long-term obligations.
4.8

REGULATIONS RELATING TO CASH FLOW STATEMENT

Accounting standards in India are formulated by the Accounting Standards Board
(ASB) of the Institute of Chartered Accountants of India (ICAI). Though the
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International Accounting Standard Committee has revised the International
Accounting Standard-7 (IAS-7) in 1992 and switched over to cash flow statement,
Accounting Standard-3 (AS-3) of ASB, which is equivalent to earlier IAS-7, was not
revised till 1997. In 1997, ASB of ICAI revised the AS-3 in line with revised IAS-7
and issued an accounting standard on reporting cash flow information (see AS-3 full
text given in http://www.icai.org.). However, this standard was not made mandatory
immediately in 1997. However, AS-3 was made mandatory for the accounting period
starting on or after 1st April 2001 for the following enterprises:
i)

Enterprises whose equity or debt securities are listed on a recognized stock
exchange in India, and enterprises that are in the process of issuing equity
or debt securities that will be listed on a recognized stock exchange in India
as evidenced by the board of directors’ resolution in this regard.

ii)

All other commercial, industrial and business reporting enterprises, whose
turnover for the accounting period exceeds Rs. 50 crore.

Since ASB of ICAI took a long time for the introduction of cash flow statements, the
SEBI had formed a group consisting of representatives of SEBI, the Stock Exchanges,
I C A I to frame the norms for incorporating Cash Flow Statements in the Annual
Reports of listed companies. The group has recommended cash flow statements to be
supplied by listed companies. SEBI, following the recommendation of the group, has
instructed the Governing Board of all the Stock Exchanges to amend the Clause 32 of
the Listing Agreement as follows:
“The company will supply a copy of the complete and full Balance Sheet, Profit and
Loss Account and the Directors Report to each shareholder and upon application to
any member of the exchange. The company will also give a Cash Flow Statement along
with Balance Sheet and Profit and Loss Account. The Cash Flow Statement will be
prepared in accordance with the Annexure attached hereto”.
Cash Flow Statement, as a requirement in the Listing Agreement, has been made
effective for the accounts prepared by the companies and listed entities from the
financial year 1994-95. Cash Flow Statement, as a requirement of the Listing
Agreement, has been made effective for the accounts prepared by the companies listed
in stock exchanges from the financial year 1994-95.
Illustration 02
Prepare a cash flow account for Expand Telecommunications Ltd. for the year ended
31-03-2017 from the following information –
Cash Account for the year ended 31-03-2017
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Solution:
Let us prepare the cash flow statement as per the direct method. Under the direct
method, cash receipts from the customers and cash payments to the vendors and
employees are disclosed. So, let us prepare the cash flow statement below – Expand
Telecommunications Ltd.
Cash Flow Statement of for the year ended 31-03-2017
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Illustration 03
Calculate Cash from Operations from the following information:
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4.9

LET US SUM UP

In this unit we have discussed the purpose of Cash Flow Statement. The main objective
of preparing the Cash Flow Statement is to deliver information about cash receipt cash
payments, and the difference in cash position out of business activities from the
operations, investments, and financing activities of a company during a particular
financial year. In other words, the Cash Flow Statements where an organization’s cash
is being generated, and where its cash is being paid during a particular period of time.
The unit also helps to learn the preparation of Cash Flow Statement under Direct
Method. The unit also discusses the difference between Cash Flow Analysis and Fund
Flow Analysis. The Cash Flow Statements helps the management to analyse the
liquidity as well as long term solvency of the business. The main purpose of Cash Flow
Statement is to transform the accrual basis income statement to a cash flow statement.
On the other hand, Fund Flow Statement helps management about the allocation of
resources and shows the operational aspects of the business activities which are not
available in Profit and Loss Account and Balance Sheet.
4.10

KEY WORDS

● Cash Flow: Movement of cash i.e., cash inflow and cash outflow
● Cash Flow Statement: Statement prepared to show the sources and uses of cash
between the two balance sheets dates.
● Cash from Operations: Net profit adjusted for changes in the current items in
addition to the adjustments already made while ascertaining funds from
operations.
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4.11

FURTHER READINGS

● Srinivasan, N.P & Murugan, M.S.(2011), ‘Accounting for Management’, S Chand
Publishing, India
● Ramachandran, N. & Kakani, R.K. (2011), ‘Financial Accounting for
Management’, McGraw Hill Education
● Bhattacharya, A.K. (2012), ‘Financial Accounting for Business Managers’,
● Lal, Jawahar. Advanced Management Accounting Text and Cases. S. Chand &
Co.,
● New Delhi.
● Khan, M.Y. and P.K. Jain. Management Accounting. Tata McGraw Hill,
Publishing
4.12

MODEL QUESTIONS

Q 1:
Q 2:

Explain the cash concept.
Define the cash flow statement and explain how it is different from a fund flow
statement.
How do you compute cash from financing activities?
How do you compute cash from operating activities?
Discuss the purpose of a cash flow statement.
Write a brief note on preparation of cash flow statement.
From the following Balance Sheet of M/s Electronics Ltd. as on 31.12.2003
and 2004, prepare a Cash Flow Statement’

Q 3:
Q 4:
Q 5:
Q 6:
Q 7:

46

Q8:

On the basis of the information given in the Balance Sheet of ABC Ltd. prepare
a Cash Flow Statement.

Q9:

From the following balance sheets prepare a cash flow statement.

Q10: From the following Balance Sheets of Alfa Ltd., prepare Cash Flow Statement
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Q11: The following are the Balance Sheet of M/s. Rao Brother Private Ltd. as of March
2004 and 2005.

Q 12: From the following Balance Sheet of M/s Electronics Ltd. as on 31.12.2003 and
2004, prepare a Cash Flow Statement.
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