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1.1 Introduction 

1.2 Corporate financial analysis 

1.3 Investment financial analysis 

1.4 Types of financial analysis 

1.5 Difference between corporate financial analysis and investment financial 

analysis 

 Exercise 

1.1 Introduction to Financial Analysis 

Financial analysis is the process of examining and interpreting a company's financial 

statements to assess its financial performance and condition. It is used by investors, 

creditors, and other stakeholders to make informed decisions about whether to invest 

in, lend to, or do business with a company. 

In the ever-changing business world, where decisions rely a lot on data and thinking 

ahead is super important, financial analysis plays a really big and important role. This 

chapter is like a door into the complicated world of financial analysis. It helps us 

understand why it's so important and looks at the tools that help businesses handle the 

tricky parts of managing their money. 

Financial analysis is the art and science of examining financial statements and related 

data to gain insights into the health and performance of an organization. Beyond mere 

number-crunching, it is a holistic approach that transforms raw financial data into 

actionable intelligence. As organizations grow in size and complexity, the need for 

astute financial analysis becomes not just a matter of choice but a prerequisite for 

sustainable success 

Why is financial analysis important? 

Financial analysis is important because it provides insights into a company's: 

 Financial performance: How well is the company generating 

revenue, profits, and cash flow? 
 

 Financial condition: How healthy is the company's balance sheet? Is it able to 

meet its short- and long-term financial obligations? 
 

 Financial prospects: How is the company likely to perform in the future? 

This information can be used to make a variety of business decisions, such as: 

 Investment decisions: Investors use financial analysis to assess the risk and 

potential return of an investment in a company's stock or bonds. 
 

 Lending decisions: Creditors use financial analysis to assess the 

creditworthiness of a borrower and to determine the interest rate to charge on a 

loan. 
 

 Business decisions: Managers use financial analysis to make decisions about 

pricing, production, and other aspects of the business. 

FINANCIAL ANALYSIS- AN INTRODUCTION UNIT – 1 
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Types of financial analysis 

There are two main types of financial analysis: 

 Financial statement analysis: This involves examining and interpreting a 

company's financial statements, such as the balance sheet, income 

statement, and cash flow statement. 
 

 Ratio analysis: This involves calculating and analyzing financial ratios to 

assess a company's performance and condition. Financial ratios can be used to 

compare a company to itself over time, to other companies in the same 

industry, or to benchmarks. 

What are the benefits of financial analysis? 

Financial analysis can provide a number of benefits to investors, creditors, and other 

stakeholders, including: 

 Improved decision-making:  

 Financial analysis can help investors, creditors, and other stakeholders make more 

informed decisions about their investments, loans, and business relationships. 
 

 Reduced risk: Financial analysis can help investors, creditors, and other 

stakeholders identify and reduce their risk exposure. 
 

 Increased investment returns: Financial analysis can help investors identify 

undervalued stocks and other investment opportunities. 
 

 Improved financial performance: Financial analysis can help managers identify 

areas where they can improve the company's financial performance. 

How to get started with financial analysis 

If you are new to financial analysis, there are a few things you can do to get started: 

 Learn about the different types of financial statements and what they tell you 

about a company's financial performance and condition. 

 Learn how to calculate and analyze common financial ratios. 

 Read financial news and analysis to learn about the latest trends and 

developments in the financial markets. 

 Talk to financial professionals, such as investment advisors and financial analysts, 

to get their insights and advice. 

Financial analysis is a valuable skill for investors, creditors, and other stakeholders. It 

can help them make informed decisions about their investments, loans, and business 

relationships. If you are new to financial analysis, there are a number of resources 

available to help you get started. 

1.2 Corporate financial analysis 

Corporate financial analysis is a subset of financial analysis that specifically focuses 

on the financial health and performance of corporations. It is used by corporate 

managers, investors, and other stakeholders to assess the company's strengths and 

weaknesses, identify opportunities and threats, and make informed decisions about the 

future of the business. 

Corporate financial analysis typically involves examining and interpreting the 

company's financial statements, such as the balance sheet, income statement, and cash 
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flow statement. Financial analysts also use a variety of financial ratios to compare the 

company to itself over time, to other companies in the same industry, and to 

benchmarks. 

Some of the key areas of corporate financial analysis include: 

 Profitability analysis: This involves assessing the company's ability to generate 

profits. Profitability ratios such as net profit margin and return on equity are 

used to measure how well the company is converting sales into profits. 

 Asset utilization analysis: This involves assessing the company's efficiency in 

using its assets. Asset utilization ratios such as inventory turnover and fixed 

asset turnover are used to measure how well the company is generating sales 

and profits from its assets. 

 Leverage analysis: This involves assessing the company's use of debt to 

finance its operations. Leverage ratios such as debt-to-equity ratio and interest 

coverage ratio are used to measure the company's financial risk. 

 Liquidity analysis: This involves assessing the company's ability to meet its 

short-term financial obligations. Liquidity ratios such as current ratio and 

quick ratio are used to measure the company's ability to convert its assets into 

cash. 

 Corporate financial analysis can be used to a variety of purposes, such as: 

 Identifying investment opportunities: Investors use corporate financial analysis 

to assess the risk and potential return of an investment in a company's stock. 

 Making lending decisions: Creditors use corporate financial analysis to assess 

the creditworthiness of a borrower and to determine the interest rate to charge 

on a loan. 

 Improving financial performance: Managers use corporate financial analysis to 

identify areas where they can improve the company's profitability, asset 

utilization, leverage, and liquidity. 

 Making strategic decisions: Corporate financial analysis can be used to inform 

strategic decisions such as mergers and acquisitions, new product 

development, and investment in new markets. 

Corporate financial analysis is a complex and challenging field, but it is also an 

essential skill for anyone who wants to understand and make informed decisions about 

the financial health and performance of corporations. 

Here are some specific examples of how corporate financial analysis can be used: 

 An investor might use corporate financial analysis to identify undervalued 

stocks. They could look for companies with strong profitability, asset 

utilization, and liquidity ratios, and then compare those ratios to the company's 

peers to see if it is trading below its fair value. 

 A creditor might use corporate financial analysis to assess the creditworthiness 

of a borrower. They could look at the company's leverage and liquidity ratios 

to see how much debt the company has relative to its equity and how easily it 

can convert its assets into cash to meet its financial obligations. 

 A manager might use corporate financial analysis to identify areas where the 

company can improve its financial performance. For example, they could look 

at the company's inventory turnover ratio to see how quickly the company is 

selling through its inventory. If the inventory turnover ratio is low, it could 

indicate that the company is carrying too much inventory and that it could 

improve its profitability by reducing its inventory levels. 
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 A CEO might use corporate financial analysis to inform strategic decisions 

such as mergers and acquisitions. For example, a CEO might use corporate 

financial analysis to assess the financial performance of a potential acquisition 

target and to determine if the acquisition would be financially beneficial to the 

company. 

Overall, corporate financial analysis is a valuable tool for investors, creditors, 

managers, and other stakeholders who want to understand and make informed 

decisions about the financial health and performance of corporations. 

 

1.3 Investment financial analysis 

 

Investment financial analysis is the process of examining and interpreting a company's 

financial statements to assess its investment potential. It is used by investors to 

identify undervalued stocks and other investment opportunities. 

Investment financial analysis typically involves examining and interpreting the 

following financial statements: 

 Balance sheet: This statement shows the company's assets, liabilities, and equity 

at a specific point in time. Balance sheet refers to a financial statement that 

reports a company's assets, liabilities, and shareholder equity. It is an important 

tool for investors to gain insight into a company and its operations. 

 Income statement: This statement shows the company's revenues, expenses, and 

profits over a period of time. It shows a company's expense, income, gains, and 

losses, which can be put into a mathematical equation to arrive at the net profit or 

loss for that time period i.e. I-E = P. This information helps you make timely 

decisions to make sure that your business is on a good financial footing. 

 Cash flow statement: This statement shows the company's cash inflows and 

outflows over a period of time. It is a statement that provides aggregate data 

regarding all cash inflows that a company receives from its on-going operations 

and external sources. It also includes all cash outflows that pay for business 

activities and investments during a given period. 

Investment analysts also use a variety of financial ratios to compare companies to 

each other and to benchmarks. Some of the most common financial ratios used in 

investment analysis include: 

 Price-to-earnings ratio (P/E ratio): This ratio compares a company's stock price 

to its earnings per share. It is a common measure of a company's valuation. P/E 

Ratio is calculated by dividing the market price of a share by the earnings per 

share. For example, the market price of a share of the X Company is 100 and the 

earnings per share are 10. Then P/E = 100 / 10 = 10. 

 Return on equity (ROE): This ratio measures how well a company is generating 

profits from its equity. It is a measure of profitability. Return on Equity (ROE) is 

the measure of a company's net income divided by the value of its total 

shareholders' equity. Return on equity = Net income / Average shareholder's 

equity. 

 Debt-to-equity ratio: This ratio compares a company's debt to its equity. It is a 

measure of financial leverage. The debt-to-equity ratio (D/E ratio) depicts how 

much debt a company has compared to its assets. It is calculated by dividing a 



5 

company's total debt by total shareholder equity. Higher debt-to-equity ratio states 

the company may have a more difficult time covering its liabilities and vice 

versa. 

 Current ratio: This ratio compares a company's current assets to its current 

liabilities. It is a measure of liquidity. Current Ratio = Current Assets/Current 

Liabilities. Current Ratio indicates the number of times this company in question 

could pay off its immediate liabilities with its total current assets. 

Investment financial analysis can be used to identify investment opportunities in a 

number of ways. For example, investors might look for companies with: 

 Strong profitability: Companies with high ROE and net profit margin ratios are 

typically more profitable than their peers. 

 Efficient asset utilization: Companies with high inventory turnover and fixed 

asset turnover ratios are typically more efficient in using their assets than their 

peers. 

 Conservative leverage: Companies with low debt-to-equity ratios are typically 

less financially leveraged than their peers, which makes them less risky 

investments. 

 Strong liquidity: Companies with high current ratios are typically more liquid 

than their peers, which means that they are better able to meet their short-term 

financial obligations. 

It is important to note that investment financial analysis is just one tool that investors 

should use when making investment decisions. Investors should also consider other 

factors such as the company's management team, its industry outlook, and its 

competitive landscape. 

Here is an example of how investment financial analysis can be used to identify 

investment opportunities: 

An investor might be interested in investing in the technology sector. They could start 

by screening all of the technology companies in the S&P (Standard & Poor's) 500 for 

companies with strong profitability, efficient asset utilization, conservative leverage, 

and strong liquidity. Once they have identified a list of potential investment 

candidates, they could conduct further research on each company to learn more about 

its management team, industry outlook, and competitive landscape. 

Investment financial analysis is a valuable tool for investors who want to identify 

undervalued stocks and other investment opportunities. By carefully examining and 

interpreting a company's financial statements and financial ratios, investors can gain a 

better understanding of a company's financial health and investment potential. 

1.4 Types of financial analysis 

There are two main types of financial analysis: 

 Financial statement analysis: This involves examining and interpreting a 

company's financial statements, such as the balance sheet, income 

statement, and cash flow statement. Financial statement analysis can be used to 

assess a company's profitability, liquidity, solvency, and efficiency. 

 Ratio analysis: This involves calculating and analyzing financial ratios to 

compare a company to itself over time, to other companies in the same 
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industry, or to benchmarks. Financial ratios can be used to assess a company's 

profitability, liquidity, solvency, efficiency, and valuation. 

Within these two broad categories, there are a number of specific types of financial 

analysis, including: 

 Horizontal analysis: This involves comparing a company's financial statements 

over time to identify trends in its financial performance. It is a technique used to 

comparing prior-period financial results with more current financial results, a 

company is better able to spot the direction of change balances and the 

magnitude in which that change has occurred. 

 Vertical analysis: This involves comparing a company's financial statement 

items to each other as a percentage of total assets or revenues. It is a method of 

analyzing financial statements that list each line item as a percentage of a base 

figure within the statement. The first line of the statement always shows the base 

figure at 100%, with each following line item.  

 Trend analysis: This involves comparing a company's financial performance to 

that of its peers or to industry benchmarks. It is a technique used to examine and 

predict movements of an item based on current and historical data.  

 Liquidity analysis: This involves assessing a company's ability to meet its 

short-term financial obligations. Main liquidity ratios are the current ratio, quick 

ratio, and cash ratio. When analysing a company, investors and creditors want to 

see a company with liquidity ratios.  

 Solvency analysis: This involves assessing a company's ability to meet its long-

term financial obligations. It measures the size of a company's profitability and 

compares it to its obligations. By interpreting a solvency ratio, an analyst or 

investor can gain insight into how likely a company will be to continue meeting 

its debt obligations. A stronger or higher ratio indicates financial strength and 

vice versa. 

 Profitability analysis: This involves assessing a company's ability to generate 

profits. It refers to the profits or gains a business makes after deducting its 

expenses. Therefore, profitability analysis refers to the process of calculating or 

analysing the profits of a business. There are three ways to determine a profit 

through margin or profitability ratios, break-even analyses, and return on asset 

assessments. 

 Efficiency analysis: This involves assessing how well a company is using its 

resources to generate revenue and profits. The efficiency ratio is typically used 

to analyze how well a company uses its assets and liabilities internally. It 

calculates the turnover of receivables, the repayment of liabilities, the quantity 

and usage of equity, and the general use of inventory and machinery. 

 Cash flow analysis: This involves assessing a company's cash inflows and 

outflows to determine its ability to generate cash and meet its financial 

obligations. It is the examination of the cash inflows and outflows of a business 

at a certain period of time for different activities, including operations, 

investment, and financing. 

 Valuation analysis: This involves estimating the value of a company or its 

securities. 
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The type of financial analysis used will depend on the specific purpose of the analysis. 

For example, an investor might use ratio analysis to compare the financial 

performance of different companies before making an investment decision. A creditor 

might use financial statement analysis to assess the creditworthiness of a borrower 

before making a loan. A manager might use financial analysis to identify areas where 

the company can improve its financial performance. 

Financial analysis is an important tool for investors, creditors, managers, and other 

stakeholders who want to understand and make informed decisions about the financial 

health and performance of companies. 

1.5 Difference between corporate financial analysis and investment financial 

analysis 

1. Corporate financial analysis is involves all the activities in the finance division of 

a business. Activities related to investments and capital requirement are managed 

by corporate financial managers. In Investment financial analysis involves major 

business transactions and deals, such as mergers & acquisitions, business 

takeovers, or other similar dealings and transaction of investment.  

2. Candidates interested in a career in corporate finance analysis should ideally 

study economics, finance, or business and combination of all. Although 

accounting is not mandatory, companies prefer those with the domain requires a 

lot of accounting. Candidates interested in a career in investment financial 

analysis should have a degree in investments, finance, or other related disciplines 

to earn an advantage over others.  

3. The compensation/ payment/remuneration are handsome but not as high as 

financial analysis. The compensation is high due to the rigorous work culture and 

steep professional growth.  

4. There is adequate work-life balance, which is better than investment financial 

analysis. The work hours can be long and harsh. This adversely impacts the work-

life balance. 

5. The larger ambit of corporate finance analysis, the candidates from this domain 

enjoy a higher variety of job roles and profile. The narrow focus on investment 

financial analysis, the candidates from this domain have a fewer variety of job 

roles. 

6. The skills required to excel in corporate financing analysis include superb 

communication skills and sound knowledge of corporate finance. The skills 

required to excel in investment financial analysis include brilliant communication 

skills as well as mental and mathematics skills. 
 

 Exercise 
 
 

 MCQ (Multiple Choice Question) 
 

1) ROE Stands For? 

a) Rate of Return 

b) Return on equity 

c) Both 

d) None of above 

Ans.: Return on equity 
 
 

2) Types of Financial Analysis includes: 

a) Horizontal Analysis 

b) Vertical Analysis 
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c) Trend Analysis 

d) All of the above 

Ans.: All of the above 
 

 

3) Investment Financial Analysis includes. 

a) Balance Sheet  

b) Income Statement 

c) Cash Flow Statement 

d) All of the above 

Ans.: All of the above 
 
 

4) Corporate Financial Analysis includes : 

a) Probability Analysis 

b) Leverage Analysis  

c) Liquidity Analysis  

d) All of the above 

Ans.: All of the above 
 

Answers:- 
 

1. (B)  

2. (D) 

3. (D) 

4. (D) 
 

Answer the following 
 
 

1 What is financial analysis? 

2 Why financial analysis is important? 

3 What is corporate financial analysis? 

4 What is investment financial analysis? 

5 Explain the types of financial analysis.  

6 Explain the difference between corporate financial analysis and investment 

financial analysis.  
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2.1 Introduction 

2.2 Definition of Horizontal income statement 

2.3 Definition of Vertical income statement 

2.4 Corporate Financial Statement 

2.5 Expression of change 

2.6 Benefits of Vertical and Horizontal Income Statement Analysis 

 Exercises 
 

2.1 Introduction 

In the ever-changing world of financial management, grasping the ins and outs of 

financial statements is crucial for making well-informed decisions. Vertical and 

horizontal analysis of income statements stand out as vital tools in dissecting how well 

a company is doing financially. These methods not only give a detailed snapshot of a 

business's profits and operational efficiency but also make it easier to compare its 

performance 

The income statement, a key player among the trio of financial statements alongside 

the balance sheet and cash flow statement, reveals a company's revenue and expenses 

during a specific timeframe, usually a quarter or a year. Analysing the income 

statement involves closely examining it to gauge a company's financial health and spot 

trends. 

There are two main types of income statement analysis: vertical and horizontal. 

Vertical Analysis, also known as common-size analysis, digs into the composition of 

various expenses and revenue items, expressing them as a percentage of total sales or 

revenue. This method offers a clear view of the proportional contribution of each 

component by representing each line item as a percentage of the top line, usually sales 

or revenue. It's a valuable tool for uncovering trends, patterns, and potential areas of 

concern. By identifying the relative weight of different cost elements and revenue 

sources, vertical analysis provides a nuanced understanding of a company's cost 

structure and income composition. 

On the other hand, Horizontal Analysis involves scrutinizing financial data across 

multiple periods to discern trends, patterns, and changes in a company's performance. 

By presenting income statement figures side by side for consecutive periods, 

stakeholders can evaluate the direction and magnitude of changes in revenue, 

expenses, and net income. This analysis is crucial for assessing the trajectory of a 

company's financial health, identifying growth or decline patterns, and forecasting 

future performance based on historical trends. It compares line items on the income 

statement across two or more accounting periods, expressing the analysis in either 

absolute terms (dollars) or percentage terms. 

VERTICAL AND HORIZONTAL INCOME STATEMENT 

ANALYSIS 
UNIT – 2 
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In essence, Vertical Analysis sheds light on the proportional makeup of financial 

elements, while Horizontal Analysis focuses on the evolution of financial figures over 

time, offering valuable insights into a company's growth or decline patterns. 

2.1.1. Benefits of Vertical and Horizontal income statement analysis 

Vertical and horizontal income statement analysis can be used to: 

 Assess a company's financial performance and identify trends 

 Compare a company's financial performance to that of its peers and industry 

 Identify areas where a company can improve its profitability 

 Make informed investment and lending decisions 

2.1.2. How to Conduct Vertical and Horizontal Income Statement Analysis 

To conduct vertical analysis, simply divide each line item on the income statement by 

the base figure (e.g., net sales) and multiply the result by 100 to express it as a 

percentage. 

To conduct horizontal analysis, simply compare the line items on the income 

statement for the current period to the corresponding line items for the base period. 

This can be done in absolute terms (i.e., Rs) or in percentage terms. 

2.1.3. Example of Vertical and Horizontal Income Statement Analysis 

The following table shows an example of vertical and horizontal income statement 

analysis for a company called Sanki Corporation: 

Line Item Year 1 Year 2 

Vertical 

Analysis (%) 

(Year 2) 

Horizontal 

Analysis 

(Year 2 vs. 

Year 1) 

Net Sales 100,000 110,000 100% 10% increase 

Cost of Goods Sold 60,000 66,000 60% 10% increase 

Gross Profit 40,000 44,000 40% 10% increase 

Selling and Administrative 

Expenses 
20,000 22,000 20% 10% increase 

Operating Profit 20,000 22,000 20% 10% increase 

Other Income (Expense) 2,000 3,000 3% 50% increase 

Net Income Before Taxes 22,000 25,000 23% 
13.6% 

increase 

Income Tax Expense 6,000 7,000 6% 
16.7% 

increase 

The vertical analysis shows that Sanki Corporation’s cost of goods sold and selling 

and administrative expenses each account for 60% and 20% of net sales, respectively. 

This suggests that the company's main expenses are its cost of goods sold and selling 

and administrative expenses. 

The horizontal analysis shows that Sanki Corporation's revenue and expenses 

increased by 10% from Year 1 to Year 2. However, its net income increased by 

12.5%, which suggests that the company is becoming more profitable. 
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Vertical and horizontal income statement analysis are valuable tools for assessing a 

company's financial performance and identifying trends. These tools can be used by 

investors, creditors, and management to make informed decisions. 

2.2 Definition of Horizontal income statement 

Horizontal income statement analysis, also known as trend analysis, is a method used 

in financial statement analysis to compare each line item on the income statement over 

a specified period, typically spanning two or more years. This technique provides 

insights into how a company's financial performance has evolved over time. 
 

Horizontal analysis is carried out by analysts to assess the percentage change in each 

line item during the analysed period. This process entails subtracting the previous 

year's figure from the current year's, dividing the result by the previous year's amount, 

and then multiplying by 100. For example, in the case of net sales, analysts would 

subtract the prior year's net sales from the current year's, divide by the prior year's net 

sales, and multiply the result by 100 to determine the percentage change. 
 

Horizontal analysis is a valuable tool for identifying trends in a company's sales, costs, 

and expenses. It helps analysts pinpoint areas where the company is either making 

improvements or facing declines. For example, if a company's net sales are 

consistently increasing each year, it suggests a positive trend. Conversely, if the cost 

of goods sold is rising faster than net sales, it indicates a negative trend that may 

warrant further investigation. 

Horizontal analysis studies the changes in the items on the financial statement, in both 

amount and as well as percentages, for successive accounting periods. The earliest 

year is known as the base year” The base year amounts are what is used to get your 

percentage 
 

Percent of Change = Amount of change / Amount for the base year 
 

Steps in performing a Horizontal Analysis: 
 

Step 1: Compute the amount of change from the base year to the next year by 

subtracting the base year amount. 
 

Step 2: Compute the percent of change from the base year, as shown above. 

Example 

Income statement 

 2000 1999 Amount Percentage 

Net Sale 1,03,500 78,500 25,000 31.85 

Cost of Goods Sold 62,500 51,375 11,125 21.65 

Gross Profit 42,000 28,125 13,875 49.33 

Operating Expenses 28,100 13,125 14,975 114.09 

Net Income 14,900 16,000 1,100 6.875 
 

 

1,03,500-78,500= 25,000  

25,000/78,500*100=31.85% 

 

A Horizontal Analysis can also be done for a series of years using trend percentages. 

The trend percentages are computed by selecting a year to serve as the base year, 

usually the earliest year. Then the amounts for every other year are divided by the base 

year amounts to get a percentage. The percentages for the base year will always be 

100%. 
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2000 1999 1998 1997 

Net Sale 16,065 14,767 12,984 11,571 

Cost of Goods Sold 4,965 4,637 4,122 3,717 

Gross Profit 12,100 11,130 9,862 8,854 

Operating Expenses 9,225 6,310 5,714 4,654 

Net Income 3,875 5,820 5,148 5,200 

 

After the amounts are converted to percentages, the Income Statement will look 

like the one below: 

 
2000 1999 1998 1997 

Net Sale 139 128 112 100 

Cost of Goods Sold 134 125 111 100 

Gross Profit 137 126 111 100 

Operating Expenses 198 136 123 100 

Net Income 75 112 99 100 
 

Percentages for 2000 

(16065 ÷ 11571) = 1.39 

2.3 Definition of Vertical income statement 

Vertical income statement analysis, also referred to as common-size analysis, is a 

financial statement analysis method that presents each line item on the income 

statement as a percentage of a base figure, typically net sales or total revenue. This 

approach allows analysts to assess the contribution of each line item to the company's 

overall profitability. 

To conduct vertical analysis, analysts divide each line item on the income statement 

by the base figure and then multiply by 100. This calculation expresses each line item 

as a percentage. For instance, to determine the cost of goods sold as a percentage of 

net sales, an analyst would divide the cost of goods sold by net sales and multiply by 

100. 

Vertical analysis is useful for comparing a company's financial performance to its own 

historical records or to the performance of its competitors. It also aids in identifying 

areas where a company can enhance its profitability. For example, if a company's cost 

of goods sold is excessively high, the company might improve profitability by either 

reducing costs or increasing sales. 

Both horizontal and vertical income statement analyses are essential tools for 

comprehending a company's financial performance. While horizontal analysis 

identifies trends and potential issues or opportunities over time, vertical analysis 

provides insights into the contribution of each line item to overall profitability, aiding 

in pinpointing areas for improvement. 
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Example: 

 
Amount Percentage 

Net Sale 19,400 100 

Cost of Goods Sold 51,759 26.67 

Gross Profit 1,43,241 73.83 

Operating Expenses 91,903 47.37 

Net Income 52,338 26.98 
 

Calculate for find percentage 

19,400/19,400 *100 = 100 

51,759/19,400* 100 = 26.67 

2.4 Corporate Financial Statement 

Corporate financial statements serve as comprehensive documents that provide an 

overview of a company's financial performance and position during a specific period. 

These statements are crucial for various stakeholders, including investors, creditors, 

analysts, and internal management, offering insights into the company's profitability, 

solvency, and operational efficiency. The primary financial statements in a corporate 

financial report include the Income Statement, Balance Sheet, and Cash Flow 

Statement. 

1. Income Statement: 

Also known as the Profit and Loss Statement (P&L), the Income Statement outlines 

the company's revenues, expenses, and profits over a specific time frame (e.g., 

quarterly or annually). Key components include: 

 Revenue: Total sales or income generated by the company. 

 Expenses: Various costs incurred to generate revenue, such as operating 

expenses, interest, and taxes. 

 Net Income: The company's profit or loss after deducting all expenses from 

revenue. 
 

2. Balance Sheet: 

The Balance Sheet provides a snapshot of a company's financial position at a specific 

point in time, reflecting assets, liabilities, and equity. Key components include: 

 Assets: Resources owned by the company, categorized as current assets (e.g., 

cash, accounts receivable) and long-term assets (e.g., property, equipment). 

 Liabilities: Debts and obligations owed by the company, classified as current 

liabilities (e.g., short-term debt) and long-term liabilities (e.g., long-term 

loans). 

 Equity: The residual interest in the assets after deducting liabilities, 

representing shareholders' equity. 
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3. Cash Flow Statement: 

The Cash Flow Statement details cash inflows and outflows during a specific period, 

categorizing activities into operating, investing, and financing. Key components 

include: 

 Operating Activities: Cash flows from the company's core business operations. 

 Investing Activities: Cash flows related to the acquisition and disposal of long-

term assets. 

 Financing Activities: Cash flows from changes in the company's capital 

structure, such as issuing or repurchasing stock and borrowing or repaying debt. 
 

4. Comprehensive Insights: 

Supplementary information accompanying the financial statements provides further 

details and explanations regarding accounting policies, contingent liabilities, and other 

relevant information. 

5. Management Discussion and Analysis (MD&A): 

A section where management provides a narrative explanation of the financial results, 

significant trends, and future expectations. 

6. Auditor's Report: 

An independent auditor's assessment of the fairness and accuracy of the financial 

statements. These financial statements collectively offer a comprehensive view of a 

company's financial health, aiding stakeholders in making informed decisions about 

investing, lending, or engaging in business transactions. It's important to note that 

financial statements must adhere to generally accepted accounting principles (GAAP) 

or international financial reporting standards (IFRS), depending on the jurisdiction 

and reporting framework adopted by the company. 

2.5 Expression of change 

Certainly, expressing change is a fundamental aspect of analyzing data, especially 

when dealing with financial statements or other quantitative information. Here are 

several ways to articulate and quantify changes: 

1. Percentage Change: 
 

 The percentage change is a straightforward way to express the relative change 

between two values. It is calculated using the formula:  

 Percentage Change = (New Value − Old Value / Old Value) ×100 

 Example: If revenue increased from 1,00,000 to 1,20,000, the percentage change 

would be (1,20,000−1,00,000)/1,00,000×100=20 
 

2. Absolute Change: 
 

 Absolute change simply represents the numerical difference between two values. 

 Example: If expenses increased from 50,000 to 60,000, the absolute change is 

60,000−50,000=10,000  

 

 

3. Index Numbers: 



15 

 

 Index numbers offer a way to express relative changes using a base period as a 

reference. It is calculated using the formula:  

 Index=(Current Value/Base Period Value)×100 

 This is often used in economic analysis or when comparing performance against 

a baseline. 

 Year-over-Year Comparison: 

 Comparing values to the same period in the previous year provides a meaningful 

context for change. 
 

4. Proportional Change: 
 

 Expressing change in terms of proportions can be effective, especially when 

dealing with different scales. 

 Example: "The cost of goods sold as a proportion of revenue decreased by 5%." 

Remember, the choice of expression depends on the context and the nature of the data 

being analyzed. In financial analysis, a combination of these methods is often used to 

provide a comprehensive understanding of the changes observed. 

2.6 Benefits of Vertical and Horizontal Income Statement Analysis 

 Benefits of Vertical Income Statement Analysis: 
 

1. Cost Structure Understanding: Helps stakeholders assess the company's cost 

structure and operational efficiency by understanding the proportion of each 

expense item relative to total revenue. 
 

2. Comparative Analysis: Facilitates easy comparison between companies or 

within the same industry, expressing financial figures as percentages of a 

common base, usually total revenue. 
 

3. Identifying Trends: Allows identification of trends in expense categories, 

aiding in recognizing the need for cost management if certain expenses show a 

consistent increase over time. 
 

4. Benchmarking: Provides a basis for benchmarking against industry averages, 

aiding in identifying areas where the company may be over- or 

underperforming compared to industry norms. 
 

5. Strategic Decision-Making: Assists in strategic decision-making regarding 

pricing strategies, cost control measures, and resource allocation by 

understanding the composition of the income statement. 
 

 Benefits of Horizontal Income Statement Analysis: 
 

1. Trend Identification: Reveals trends over time, helping stakeholders identify 

improvements, deterioration, or stability in key financial metrics. 
 

2. Comparative Performance: Enables direct comparison of performance 

between different periods, enhancing understanding of how the company has 

evolved over time. 
 

3. Budgetary Planning: Assists organizations in assessing the effectiveness of 

budgetary planning by comparing actual results to budgeted figures, aiding in 

the evaluation of financial forecasts' accuracy. 
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4. Investor Confidence: Consistent positive trends in key financial indicators 

can enhance investor confidence, while negative trends may signal issues that 

need addressing. 

 

5. Management Assessment: Helps management evaluate the impact of strategic 

decisions on financial performance, assessing the effectiveness of operational 

and financial strategies over time. 
 

6. Early Detection of Issues: Sudden or significant changes in financial metrics 

over time can serve as early indicators of potential issues, allowing 

management to address problems proactively. 

Overall Benefits: 

Holistic Insight: When used together, vertical and horizontal analyses provide a 

comprehensive view of a company's financial health, combining insights into its cost 

structure, income composition, and historical performance trends. 

Informed Decision-Making: Empowers stakeholders with the information needed for 

informed decisions in strategic planning, financial management, and investment. 

By leveraging the benefits of both vertical and horizontal income statement analyses, 

stakeholders can enhance their ability to interpret financial data and make strategic 

decisions that contribute to the overall success of the organization. 

 Exercise 
 

 Answer the following question: 
 

1. Definition of Horizontal income statement 

2. Definition of Vertical income statement 

3. Write short note on Corporate Financial Statement 

4. Write short note on Expression of change 

5. Write the benefits of Vertical and Horizontal Income Statement Analysis 
 

 Fill in the Blanks 
 

1. _____________involves comparing financial data across different periods to 

identify trends and changes. 

2. The analysis of horizontal balance often includes comparing the financial 

statements of a company for different _____. 

3. When analyzing horizontal balance, an increase in revenue from one year to 

the next indicates _______ growth. 

4. A __________ in total assets over several reporting periods may suggest a 

decline in a company's asset management. 

5. Comparing the cost of goods sold (COGS) over multiple periods helps assess 

potential changes in ________or pricing. 

6. ________ balance involves expressing each line item on a financial statement 

as a percentage of a base item. 

7. When calculating vertical balance on the income statement, each expense is 

expressed as a percentage of _______. 

8. Expressing each line item on the balance sheet as a percentage of 

______provides insights into the composition of assets and liabilities. 
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9. Vertical balance is useful for evaluating the proportion of different expense 

categories within the total _______. 

10. Analyzing __________ on the cash flow statement involves expressing each 

cash flow category as a percentage of total cash flows. 

 Answers 

 

1. Horizontal balance 

2. Years 

3. Positive 

4. Decrease 

5. Production 

6. Vertical 

7. Total revenue 

8. Total assets 

9. operating expenses 

10. vertical balance 
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3.1 Introduction 
 

Financial statement analysis is the process of studying and analysing the financial 

statement to know the financial position of the enterprise as compared to other 

entities. Generally, stakeholders are unable to make correct interpretation of the 

financial statement hence financial statement analysis is required to make the correct 

decision. 
 

3.2 Meaning of financial statement 

Financial statement provides the financial result, financial position and cash flow 

status. A Financial statement includes a profit and loss account, Balance sheet, cash 

flow status and change in equity status. Basically, Financial statement provides the 

financial information to all stakeholders of the entity i.e. shareholders, customers, 

creditors, investors and government agencies. As per the format provided in section 

129 and according to the prescribed accounting standard as per section 133 of the 

Companies Act 2013, the profit and loss account and balance sheet are prepared. After 

preparation of the financial statement, it is approved by the board of directors and 

signed by the Managing director/other director as prescribed in the Companies Act 

2013. 
 

3.3 Features of the financial statement 
 

These are the features of the financial statement: - 

1. Financial statement records the transaction related to the business. It provides 

complete and comprehensive financial information like sales, revenue, cash at 

the bank, gross profit net profit, and details of the assets and liabilities. 

2. Financial statements are prepared according to various accounting principles 

and conventions. The disclosure of financial information, inventory valuation, 

treatment of depreciation, etc. are done as per prescribed accounting standards. 

FINANCIAL STATEMENT ANALYSIS TECHNIQUES UNIT – 3 
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3. Financial statements are prepared according to basic assumptions like going 

concern, continuity and consistency, etc. Accordingly, provision and 

depreciation are provided. 

4. In the preparation of a financial statement, personal judgment and opinion are 

also significant. 

5. The information provided in the financial statement is the basic input for 

managerial decision-making. 

3.4 Types of the financial statement 

There are the following types of financial statements:- 

(i) Balance sheet:- It gives the details of the assets and liabilities of the 

companies. Hence, it provides the financial position and long-term solvency of 

the company. The format of the balance sheet is prescribed in Part I of 

Schedule III of the Companies Act 2013. However, in the case of insurance, 

banking companies and other companies it is provided as prescribed in their 

respective act. 
 

(ii) Income statement:- It gives the statement of income and expenditure for a 

given period of time. It provides the details of sales/revenue and income of the 

business. Hence, it gives information regarding the gross profit net profit of the 

business to all stakeholders. 
 

(iii) Cash flow statement:- It provides the change in the status of cash within the 

two-accounting period. Hence it provides the source and application of funds 

for the enterprise. 
 

(iv) Statement of Changes in Equity:- It provides the change in the owners’ equity. 

Hence it shows how much there is an increase in the equity as compared to the 

previous period. It shows the strength of its fund as compared to the outsider’s 

fund. 

3.5 Main object of financial statement 

(i) Providing the information regarding profit and loss:- Financial  

(ii) Proving the details for income and expenditure 

(iii) Knowing the ability of the company to meet short-term and long-term liability 

(iv) Making the forecast of the company 

(v) Understanding the financial condition of the company 

(vi) Meeting with the financial liability internal and external sources of the 

company 

(vii) Making comparative analysis within a similar company and based on 

comparison designing the policy. 

(viii) Taking corrective action for a better financial position 

(ix) Estimating the budget of the company 

(x) Informing the true financial condition of the companies to all stakeholders like 

government organisations, investors  

3.6 Benefits of financial statements 

(i) Through the financial statement of the company, we come to know the 

financial condition of the business 

(ii) With the help of financial statement, we get complete information about 

income and expenditure 
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(iii) With the help of a financial statement, we come to know the capacity of the 

source of fund and its utilisation. 

(iv) We can also calculate the various financial ratios through the financial 

statement  

(v) On the basis of financial statement director can take effective decisions for 

their business. 

(vi) Through financial statement we can estimate the long-term solvency of the 

firm/company 

(vii) Investors make their investment decisions only through the analysis of 

financial statement  

3.7 Limitations 

(i) Many companies are adopting the tools of window dressing to attract investors. 

(ii) If companies are following different accounting policies then comparison among 

them will be difficult. 

(iii) In financial statements only monetary transactions are considered however, we 

are unable to represent many factors in financial terms like differences in the 

official integrity of the employees etc. 

(iv) Financial statements are historical in nature and they cannot be changed with any 

of the external factors. 

(v) Due to inflation, we might not get the correct financial position 

(vi) The analysis of financial statements is entirely dependent upon the personal skill 

of the individual 

(vii) We require financial statements of multiple years to make a proper analysis. 

3.8 Usefulness of the financial statement 

A financial statement is useful in respect of the following personnel: 

(i) Finance Manager:- Financial manager is the person who is responsible for the 

efficient acquisition and optimal utilisation of capital funds. Hence, a financial 

statement is the base document for him to make various decisions like financial 

needs, source of funds, capital structure, cost of capital, break-even analysis and 

profitability.  
 

(ii) Director of the company:- Director of the company has to run the company on 

behalf of the shareholders. Hence financial statements are useful for them to take 

various short-term as well as long-term decisions. 
 

(iii) Creditors of the company: Creditors of the company are always interested to 

know the solvency position of the business of the company. Hence through 

financial statements, they come to know whether a company will be able to pay 

their dues for short-term or long-term periods. 
 

(iv) Lenders of the company: Lenders of the company are also interested in seeing the 

financial position of the company. They can evaluate the risk of their fund on the 

basis of financial soundness. 
 

(v) Investors: - Investors are mainly concerned about the profitability of the company. 

Hence, the cost of capital of the company mainly depends upon the creditability and 

profitability of the company. 
 

(vi) Government agency: - Government agencies can monitor the operation of the 

business through their financial statement only. Ultimately it is the responsibility of 

the government to protect the interest of all stakeholders associated with the entity. 
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(vii) Tax officials: - Financial statement also provides information to the tax officials to 
determine the correct tax liability and monitor the chances of tax evasion, if any. 

3.9  Financial statement analysis 

Financial statement analysis means studying, analysing and evaluating the financial 

statement for decision-making, and forecasting the strategy formulation. Hence this is a 

process of making meaningful conclusions after analysing the financial statement by the 
company management and other stakeholders. 

3.10 Object of financial statement Analysis 

The main object of the financial statement is to give complete financial information to all 
stakeholders. The major objects can be enumerated as follows:- 

(i) Estimating the earning capacity of the company. 

(ii) Understanding the financial status of the company. 

(iii) Making the forecasting for various financial decisions of the company. 

(iv) Understanding the profitability and status of the reserve of the company. 

(v) Understanding the operation and administrative capacity of the company. 

(vi) Evaluating the capacity of the branches of the Company. 

(vii) Evaluating the short-term and long-term solvency of the company. 

(viii) Understanding whether the company will meet the liability.  

(ix) Comparing the performance of the company with last year. 

(xi) Comparing the performance of the company with the other company. 

3.11 Benefits of financial statement analysis 

(i) Historical or past performance evaluation 

(ii) Evaluation of the past and future Information 

(iii) Assistance in future forecasting 

(iv) Determining the tax liability 

(v) Estimating the budget 

(vi) Understanding the financial condition of the business 

3.12  Limitation of financial statement analysis 

(i) After analysis of the financial statement, financial decisions cannot be corrected 
due to various factors. 

The results of financial statement analysis may not always be correct in strategy 
implementation.  
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FINANCIAL STATEMENT ANALYSIS TECHNIQUES -2 

3.13 Introduction 

3.14 Important Techniques of Financial Statement Analysis 

3.15 Description of Comparative Analysis of Financial Statement 

3.16 A Common Size Statement 

3.17 Trend Analysis 

3.18 Average Analysis 

3.19 Working Capital 

3.20 Cash flow Statement 

3.21 Ratio Analysis 

3.22 Time Series Analysis 

 Exercise 

3.13 Introduction  

Financial statement analysis determines the internal capability of the company. This 

analysis is useful for all stakeholders, especially the director of the company and the 

investors. Financial statement analysis determines the investing financial and dividend 

decisions of the firm. It provides the basis for financial decision-making and strategy 

formulation. 

3.14 Important techniques of financial statement analysis 

1. Comparative analysis of financial statements 

2. Common Size statement  

3. Trend analysis 

4. Average analysis 

5. Statement of changes in the working capital 

6. Cash flow statement  

7. Ratio analysis 

8. Time series analysis 

3.15 Description of comparative analysis of financial statement 

Under this technique, we compare the financial statement of the company for different 

periods to know the improvement in the performance. Hence in this statement, 

financial figures are compared for different periods i.e. on a monthly, quarterly or 

annual basis. It provides a meaningful comprehensive performance evaluation of the 

companies. It shows whether there is an improvement in the financial performance of 

the company between the two accounting periods or not. It shows the comparison of 

the financial figures between both the balance sheet and the income statement. Hence 

comparisons can be made between the figure of net sales gross profit or debtor or 

creditor position between two accounting periods. 

3.16 A Common Size Statement 

This is a financial statement in which each line item is expressed as a percentage of a 

base item within the same period. The purpose of a Common Size Statement is to 
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analyze and compare the relative proportions of different components in a financial 

statement, helping to assess the financial health and performance of a business. Based 

on base items whole balance sheet items and income statement items are expressed in 

percentages. There are the following steps for the preparation of a common size 

balance sheet: - 

1. Selection of base items: -  
 

In the income statement, the total revenue or net sales are often chosen as the base 

item. Whereas in the balance sheet, total assets and total liability are commonly 

used as the base item. 
 

2. Presentation of each item as a percentage: 
 

For the income statement, each revenue and expense item is expressed as a 

percentage of total revenue. For the balance sheet, each asset, liability, and equity 

items are expressed as a percentage of total assets. 

 

Example of Common size Balance sheet of A Company Ltd 
 

Name of the asset  Value of the asset (in 

crore) 

% of the total asset  

Land and building  200 Crore 20% 

Machinery and equipment 250 Crore 25% 

Inventory  50 Crore  5% 

Prepaid expenditure  100 Crore  10% 

Account receivable 200 Crore 20% 

Cash and cash equivalents  200 Crore  20% 

Total  1000 Crore  100% 

Name of liability   

Common equity  300 Crore  30% 

Retained earning  100 Crore  10% 

Long term debt 150 Crore  15% 

Account Payable  120 Crore  12% 

Short term debt 200 Crore  20% 

Other short-term liability 130 Crore  13% 

Total  1000 Crore   

Common Size balance statement 
 

3. Interpretation: -  
 

A common size income statement allows you to see the proportion of each expense to 

the total revenue. This can help in identifying cost structures and areas where cost 

control measures may be needed. A common size balance sheet allows you to 

understand the composition of assets, liabilities, and equity in relation to total assets. It 

provides insights into the capital structure and financial position of the company. 
 

4. Comparisons:-  
 

Common Size Statements are particularly useful for comparing financial statements of 

different companies or the same company over different periods. It helps in 

identifying trends and changes in the financial structure and performance. 
 

5. Industry Benchmarks: 
 

Comparing common size statements with industry benchmarks can provide insights 

into how a company's financial structure and performance compare to industry norms. 

To sum up, a Common Size Statement is a valuable tool for financial analysis as it 
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standardizes financial information, making it easier to compare and analyse the 

relative proportions of different components within a financial statement. 
 

3.17 Trend analysis 
 

It is a financial analysis technique that involves examining data over time to identify 

patterns, trends, or tendencies. It is commonly used in financial statement analysis to 

assess the performance of a business or investment by observing how specific 

financial metrics change over multiple periods. In another way, the trend analysis of 

ratios of a firm indicates whether the financial position of a firm is improving or 

deteriorating over the years. The significance of a trend analysis of ratio lies in the fact 

that the analyst can know the direction of movement whether the movement is 

favourable or unfavourable. Trend analysis is a crucial component of financial 

statement analysis, providing valuable insights into a company's performance over 

time. It involves the examination of financial data and ratios across multiple periods to 

identify patterns, tendencies, and potential areas of concern or improvement.  

Here's how trend analysis is typically applied in the analysis of financial statements: 

1. Identifying Patterns and Changes: 

Trend analysis helps in identifying patterns and changes in key financial metrics 

over consecutive periods. This can include revenue growth, profitability trends, 

changes in expenses, and other important financial indicators. 
 

2. Comparing Financial Statements: 

With the help of financial statements comparison from different periods, analysts 

can assess the direction and magnitude of changes. For example, comparing the 

income statements of two or more years can reveal the growth or decline in revenue 

and expenses. 
 

3. Evaluating Profitability: 

Profitability ratios, such as net profit margin or return on equity, can be analyzed 

over time to understand the company's ability to generate profits. A consistent 

decline in profitability may signal potential issues. 
 

4. Assessing Liquidity and Solvency: 

Trend analysis helps evaluate a company's liquidity and solvency by examining 

changes in current and long-term liabilities, as well as the current and quick ratios 

over time. This is crucial for understanding a company's ability to meet its short-

term and long-term obligations. 
 

5. Analysing Efficiency: 

Efficiency ratios, such as inventory turnover or accounts receivable turnover, can be 

analysed over multiple periods to assess how efficiently the company is managing 

its resources and assets. 

6. Detecting Anomalies or Irregularities: 

Unusual spikes or declines in financial metrics may indicate anomalies or 

irregularities that require further investigation. Trend analysis helps in identifying 

such deviations from the norm. 
 

7. Forecasting Future Performance: 

Trend analysis can also be used to make predictions about future financial 

performance. Understanding historical trends can provide insights into potential 

future outcomes, although it's important to consider other external factors and 

market conditions. 
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8. Industry Benchmarking: 

Comparing a company's financial trends with industry benchmarks allows for a 

more contextual analysis. It helps in understanding whether the company is 

performing in line with industry standards or if there are significant deviations. 
 

9. Investor and Stakeholder Communication: 

Trend analysis is valuable for communicating financial performance to investors and 

stakeholders. It provides a clear narrative of the company's financial journey and 

helps in setting realistic expectations. 
 

In conclusion, trend analysis in financial statement analysis is a powerful tool for 

assessing a company's historical performance, identifying patterns, and making 

informed decisions about its financial health and future prospects.There are the 

following steps in the trend analysis: - 
 

1. Data Collection: Trend analysis begins with the collection of historical data. 

This data can include financial statements (income statement, balance sheet, 

cash flow statement), sales figures, market data, or any other relevant financial 

or non-financial metrics. 
 

2. Time Period Selection: The time period selected for analysis depends on the 

goals and the nature of the business. Common periods include quarterly, annual, 

or multi-year comparisons. 
 

3. Data Presentation: The data is presented in a structured manner, typically in 

the form of a time series. A time series is a sequence of data points ordered by 

time, enabling a visual representation of how a particular metric changes over 

the selected time period. 
 

4. Identifying Patterns and Trends: Analysts look for patterns, trends, or 

anomalies in the data. Patterns can be upward (indicating growth), downward 

(indicating decline), or stable. Trends can be short-term or long-term, and they 

help identify the direction and magnitude of changes. 
 

5. Statistical Analysis: Some trend analyses involve statistical techniques to 

identify patterns more objectively. This may include using regression analysis, 

moving averages, or other statistical methods to quantify trends and make 

predictions. 
 

6. Interpretation: After identifying trends, the next step is interpretation. Analysts 

assess whether the observed trends are positive or negative, significant or 

insignificant and whether they align with the overall goals and strategies of the 

business. 
 

7. Comparative Analysis: Trend analysis often involves comparing the 

performance of the business with industry benchmarks, competitors, or the 

overall market. This helps in putting the trends into context and understanding 

how the business is positioned relative to its peers. 
 

8. Decision-Making: The insights gained from trend analysis can inform decision-

making processes. For example, if a company's revenue has been consistently 

increasing over the past few years, it may indicate successful business strategies. 

On the other hand, a declining trend in profitability may prompt a review of cost 

structures. 
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9. Forecasting: Trend analysis is often used as a basis for forecasting future 

performance. By extrapolating existing trends, businesses can make reasonable 

predictions about their future financial position and plan accordingly. 
 

10. Limitations: It's important to note that trend analysis has limitations. Past 

performance may not always be indicative of future results, and external factors 

such as economic conditions, regulatory changes, or technological 

advancements can significantly impact trends. 
 

To sum up, trend analysis is a valuable tool for understanding how key metrics change 

over time, providing insights into a business's historical performance and helping 

stakeholders make informed decisions about its future prospects. 
 

3.18 Average analysis 

Under this technique, we take the average of the balance sheet and income statement 

for financial decision-making. It can be further divided into two categories: - 

(i) Average Balance Sheet Analysis:- This involves taking the average of certain 

balance sheet items over a specific period, such as the average total assets or 

average total liabilities. It's commonly used in ratio analysis to compute metrics 

like Return on Assets (ROA) and Return on Equity (ROE). The average is often 

calculated by adding the values at the beginning and end of a period and dividing 

by 2. 

(ii) Average Income Statement Analysis: - This involves taking the average of 

certain income statement items over a specific period. For example, when 

analysing revenue or expenses over several years, we might calculate the average 

revenue or average expenses to smooth out fluctuations and identify trends more 

accurately. This approach can be particularly useful when comparing financial 

performance over the years to obtain a more stable picture of the company's 

income trends. 

3.19 Working Capital 

Under this technique, we analyse the changes in the working capital. Working capital 

is the excess of current assets over current liability. Hence, a change in working 

capital shows the direction of the movement of funds.  

Consequently, working capital represents the difference between a company's current 

assets and current liabilities. It is a measure of a company's operational liquidity and 

short-term financial health. The formula for working capital is:  

Working capital = current assets – current liabilities 

Changes in Working Capital: 

Analysing changes in working capital is crucial for understanding a company's ability 

to manage its short-term obligations. The statement of changes in working capital 

doesn't exist in the same way that an income statement or a balance sheet does but 

analysts often look at how individual components of working capital change over 

time. 

Here's a breakdown of how changes in working capital are typically analyzed: 

1. Components of Working Capital: 

Current Assets: These include items like cash, accounts receivable, and inventory. 

Current Liabilities: These include items like accounts payable and short-term debt. 
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2. Positive vs. Negative Changes: 

A positive change in working capital indicates an increase in the company's short-term 

assets relative to its short-term liabilities. A negative change indicates a decrease in 

short-term assets relative to short-term liabilities. 
 

3. Implications of Changes: 

Positive Changes: A positive change in working capital can suggest that the company 

can cover its short-term obligations more effectively. It might indicate improved 

liquidity.  

Negative Changes: A negative change may signal potential liquidity issues or 

challenges in managing short-term obligations. 
 

4. Analyzing Specific Components: 

Analysts often break down changes in working capital into changes in individual 

components, such as accounts receivable, inventory, and accounts payable. For 

example, an increase in accounts receivable might indicate slower cash conversion, 

while an increase in accounts payable might suggest better negotiation terms with 

suppliers. 
 

5. Cash Flow Implications: 

Understanding changes in working capital is crucial for cash flow analysis. Positive 

changes in working capital might tie up cash, while negative changes might release 

cash. 

 

6. Comparative Analysis:  

Analysts often compare changes in working capital over different periods or against 

industry benchmarks to assess the efficiency of a company's working capital 

management.  

To sum up, while there isn't a specific "Statement of Changes in Working Capital," 

analysing changes in working capital involves assessing shifts in current assets and 

liabilities over time, providing insights into a company's short-term financial health 

and management efficiency. 
 

3.20 Cash flow statement 

It gives the details of the flow of cash between two accounting periods. In other 

words, it is the source and application of funds of the enterprises for the given period. 

It gives details about the cash from operation, cash from financing activity and cash 

from investing activity. The cash flow statement is one of the three primary financial 

statements used in financial statement analysis, along with the income statement and 

the balance sheet. It provides valuable insights into a company's cash inflows and 

outflows over a specific period, helping analysts and investors understand the 

company's liquidity, operational efficiency, and financial health.  

The cash flow statement is divided into three main sections: 

1. Operating Activities: 

This section represents cash flows from the company's core business operations. It 

includes cash received from customers, payments to suppliers, employee salaries, and 

other operating expenses. Positive operating cash flow indicates that the company is 

generating cash from its core business activities. 

2. Investing Activities:  

This section reflects cash flows from the buying and selling of long-term assets. 

Typical investing activities include the purchase or sale of property, plant, equipment, 
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and investments in other companies. Positive cash flow from investing activities may 

indicate that the company is making strategic investments. 

3. Financing Activities: 

This section shows cash flows related to the company's financing, such as issuing or 

repurchasing stock and borrowing or repaying debt. Payment of dividends is also 

included in this section. Positive cash flow from financing activities could suggest that 

the company is raising capital through debt or equity. 

Trends and Changes: 

Comparing cash flow statements over multiple periods helps identify trends and 

changes in a company's cash management. 

Understanding the cash flow statement alongside the income statement and balance 

sheet provides a more comprehensive view of a company's financial performance and 

can aid in making an informed investment or lending decisions. 

3.21 Ratio analysis 

It is a numerical relationship between two financial figures. Hence, various ratios 

which we calculate give the financial health and soundness of the company, 

profitability, liquidity, efficiency, etc. Ratio analysis is widely used for financial 

statement analysis by all stakeholders like finance managers, investors, creditors etc.  

Ratio analysis is a crucial tool in financial statement analysis that involves the 

calculation and interpretation of various financial ratios to assess a company's 

performance, profitability, liquidity, solvency, and efficiency. These ratios provide 

meaningful insights into different aspects of a company's financial health and help 

stakeholders, such as investors, creditors, and management make informed decisions.  

There are the following types of ratios for financial analysis: - 

1. Profitability Ratios: It calculates the profit-earning ability of the business. It is 

further divided into the following categories: - 

(i) Net profit ratio:- It establishes the relationship between net profit and sales. It 

shows how much net profit is made from total sales.  
 

  Net Profit ratio = Net profit/Total sales 

 

(ii) Gross profit ratio:- It established the relationship between the gross profit to 

total sales. It shows how much the total gross profit is made from total sales.  

      Gross profit ratio = Gross profit/ total sales 

 

(iii) Return on asset:- It shows the income or return generated on the total asset. 

  Return on asset = Net income/Total Asset 
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Classification of Major Ratios 

  

(i) Overall Profitability Ratio:- This is also called as Return on Investment 

(ROI) or Return on Capital Employed (ROCE) ratio. It indicates the 

percentage of return on the total capital employed in the business. It is 

calculated as follows: 

  ROI = Operating Profit/Capital Employed 

2. Activity ratio: - These ratios indicate the efficiency with which capital 

employed is rotated in the business. In other words, it shows how actively 

business will rotate the capital. Various turnover ratios are as follows: 

(i) Over-all Turnover Ratio 

The ratio indicates the number of times the capital employed has been rotated in 

the process of doing business. The ratio is computed as follows: 

 = N e t  S a l e s / Capital Employed 

Significance. The overall profitability of a business depends on two factors, viz, 

(a) the profit margin, and (b)turnover. The profit margin is disclosed by the net 

profit ratio while the turnover is indicated by the overall turnover ratio. A 

business with a lower profit margin can achieve a higher ROI if its turnover is 

high. This is the reason for wholesalers earning a larger return on their investment 

even when they have a lower profit margin. A business should not, therefore, 

increase its profit margin to an extent that it results in reduced turn-over resulting 

in a  reduction of overall profit. 

(ii) Fixed Assets Turnover Ratio 

The ratio indicates the extent to which the investment in fixed assets has 

contributed towards sales. The ratio can be calculated as follows: 

   = Net sales/Net fixed Asset 

Significance. The comparison of the fixed assets turnover ratio over a period of 
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time indicates whether the investment in fixed assets has been judicious or not. 

Of course, investment in fixed assets does not push up sales immediately but the 

trend of increasing sales should be visible. If such a trend is not visible or an 

increase in sales has not been achieved after the expiry of a reasonable time it 

can be very well said that increased investments in fixed assets have not been 

judicious. 

(iii) Debtors’ Turnover Ratio 

   This ratio indicates the speed with which money is collected from the debtors. It 

is computed as follows: 

= Credit Sales/Average account receivable 

The term average account receivable includes trade debtors and bills receivable. 

Average accounts receivable are computed by taking the average receivables at the 

beginning and at the end of the accounting year. The higher the ratio, the better 

it is. 

This means on average three months credit is allowed to the debtors. An increase in 

the credit period would result in unnecessary blockage of funds and with increased 

possibility of losing money due to debts becoming bad. 

Significance. Debtors Turnover Ratio or Debt Collection Period Ratio measures the 

quality of debtors since it indicates the rapidity or slowness with which money is 

collected from the debtors. A shorter collection period implies prompt payment by 

debtors. A longer collection period implies too liberal and inefficient credit 

collection performance. The credit policy should neither be too liberal nor too 

restrictive. The former will result in more blockage of funds and bad debts while 

the latter will cause lower sales which will reduce profits. 

(iv) Creditors Turnover Ratio:- This is similar to Debtors Turnover Ratio. It 

indicates the speed with which payments for credit purchases are made to creditors. It 

can be computed as follows: 

= Credit Purchase/Average account payable
 

The term ‘accounts payable’ includes trade creditors and bills payable. 

From the creditors’ turnover ratio, the credit period enjoyed can be computed as 

follows: 

Credit Period = Months or days in a year/Creditors Turnover 

For example, if the credit purchases during a year are Rs. 1,00,000, Average 

accounts payable Rs. 25,000, the Creditors Turnover Ratio will be ‘4’ (i.e., 1,00,000 

/ 25,000) while the credit period enjoyed ratio would be 3 months (i.e., 12 

months/4). 

 

Significance. The creditors turnover ratio and the credit period enjoyed ratio indicate 

the promptness or otherwise in making payment for credit purchases. A higher 

creditors turnover ratio or a lower credit period enjoyed ratio signifies that the 

creditors are being paid promptly thus enhancing the credit-worthiness of the 

company. However, a very favorable ratio to this effect also shows that the business 

is not taking full advantage of credit facilities that can be allowed by creditors. 
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(v.) Stock Turnover Ratio 

This ratio indicates whether the investment in inventory is efficiently used and 

whether it is within proper limits. It is calculated as follows: 

Stock turnover ratio= Cost of goods sold/Average stock  

Average inventory is calculated by taking the average of inventory at the beginning 

and at the end of the accounting year. 

Significance. The ratio signifies the liquidity of inventory. A high inventory 

turnover ratio indicates brisk sales and vice-versa. The ratio is therefore a measure 

to discover possible trouble in the form of over-stocking or over-valuation of 

inventory. 

(3) Solvency ratio: It indicates the capacity of the business to meet short-term and 

long-term obligations. These ratios indicate the financial position of the company. 

A company is considered to be financially sound if it is in a position to carry on its 

business smoothly and meet all its obligations both short-term and long-term 

without stress. The Financial or Solvency Ratios can therefore be classified into the 

following categories: 

(i) Long-term Solvency Ratios: - These include fixed assets ratio, debt-

equity ratio and proprietary ratio; 

(ii) Short-term Solvency Ratios: - These include the current ratio, liquidity ratio, 

super-quick ratio and defensive interval ratio. 
 

Various Long-term Solvency Ratios are: 
 

(i) Fixed Assets Ratio 

 The ratio indicates the extent to which fixed assets have been acquired by use 

of long-term funds. The ratio is expressed as follows: 

Net fixed ratio = Net fixed Asset/Long term fund 

The term ‘Net Fixed Assets’ means the original cost of fixed assets minus 

depreciation to date. The ratio should not be more than ‘1’. The ideal ratio is 0.67. 

Significance. It is a sound principle of finance that fixed assets should be financed 

out of long-term funds. As a matter of fact, a part of working capital termed core-

working capital, should also be financed by long-term funds. The ratio is therefore 

an indication of the fact whether the company has followed sound financial policy 

or not. In case the ratio is more than ‘1’, it shows that a part of the working capital 

has also been used to acquire fixed assets, which may prove quite troublesome for 

the company. 
 

(ii) Debt-Equity Ratio 

The ratio is determined to ascertain the proportion between the outsiders’ funds and 

shareholders’ funds in the capital structure of an enterprise. The term outsiders’ 

funds is generally used to represent total long-term debt. The ratio can be computed 

as follows: 

  Debt Equity ratio = Long-term debt/Shareholders’ fund 

The ratio is considered to be ideal if the shareholders’ funds are equal to the total 

long-term debt. However, these days the ratio is also acceptable if the total long-

term debt does not exceed twice of shareholders’ funds. 

Significance. The ratio is an indication of the soundness of the long-term financial 



32 

policies pursued by the business enterprise. The excessive dependence on outsiders’ 

funds may cause insolvency of the business. The ratio provides the margin of safety 

to the creditors. It tells the owners the extent to which they can gain by maintaining 

control with a limited investment. 
 

(iii) Proprietary Ratio 

It is a variant of the Debt-Equity Ratio. It establishes a relationship between the 

proprietors’ or shareholders’ funds and the total tangible assets. It may be 

expressed as follows: 

  = Shareholder fund/Total tangible asset 

Significance. The ratio focuses attention on the general financial strength of the 

business enterprise. The ratio is of particular importance to the creditors who can 

find out the proportion of shareholders’ funds in the total assets employed in the 

business. A high proprietary ratio will indicate relatively little danger to the creditors 

or vice-versa in the event of a  forced reorganization or winding up of the 

company. 
 

    Various Short-term Solvency Ratios are:  

(i) Current Ratio 

The ratio is an indicator of the firm’s commitment to meet its short-term liabilities. 

It is expressed as follows: 

 

 

          Current Assets 

=       
Current Liabilities 

An ideal current ratio is ‘2’. However, a ratio of 1.5 is also acceptable if the firm 

has adequate arrangements with its bankers to meet its short-term requirements of 

funds.  

Significance: The ratio is an index of the concern’s financial stability, since, it 

shows the extent to which the current assets exceed its current liabilities. A higher 

current ratio would indicate inadequate employment of funds, while a poor current 

ratio is a danger signal to the management. 
 

(ii) Liquidity Ratio 

The ratio is also termed as Acid Test Ratio or Quick Ratio. The ratio is ascertained 

by comparing the liquid assets i.e., current assets (excluding stock and prepaid 

expenses) to current liabilities. The ratio may be expressed as follows: 

Liquid Ratio = Current Asset-Stock/Current Liabilities-Bank Overdraft  

Some accountants prefer the term liquid liabilities for current liabilities. The term 

‘liquid liabilities’ means liabilities payable within a short period. Bank overdraft 

and cash credit facilities (if they become permanent modes of financing) are 

excluded from current liabilities for this purpose. The ratio may be expressed as 

follows: 

 = Liquid Asset/Liquid liability 

The ideal ratio is ‘1’. 

Significance: The ratio is an indicator of the short-term solvency of the company. 
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A comparison of the current ratio to the quick ratio should also indicate the 

inventory hold-ups. For instance, if two units have the same current ratio but 

different liquidity ratios, it indicates over-stocking by the concern having a low 

liquidity ratio as compared to the firm which has a higher liquidity ratio. 
 

(iii) Super-quick Ratio 

It is a slight variation of the quick ratio. It is calculated by comparing the super 

quick assets with the current liabilities (or liquid liabilities) of a firm. The ratio 

may be expressed as follows: 

 
Super Quick Assets/ Current Liabilities 

The term ‘Super-Quick Assets’ means current assets excluding stock, prepaid 

expenses and debtors. Thus, super-quick assets comprise mainly cash, bank 

balance and marketable securities. 

Significance: This ratio is the most rigorous test of a firm’s liquidity position. In 

case the ratio is ‘1’, it means the firm can meet its current liabilities at any time. 
 

There are the following advantages of financial analysis through ratio analysis: - 

1. To measure the liquidity position - The purpose of ratio analysis is to measure 

the liquidity position of a firm. Whether the firm can meet its current 

obligations when they become due or not? A firm can be said to be liquid if it 

has sufficient liquid funds to pay the interest charges on short-term debt within 

a year. The liquidity ratio is useful in credit analysis by banks and other 

financial institutions. 

2. To know the solvency position - Ratio analysis is helpful for assessing the long-

term financial liability of the firm. The long-term solvency is measured through 

the leverage, and profitability ratios. These ratios reveal the strengths and 

weaknesses of a firm in respect of the solvency position. The leverage ratios 

indicate the proportion of various sources of finance in the firm’s capital 

structure, particularly the ratio of debt and equity share capital. 

3. Operating efficiency or turnover of the firm - The ratios help measure the 

operating efficiency or the turnover of the firm. These ratios indicate the 

efficiency in utilizing the assets of the firm such as fixed assets turnover ratio, 

total resources turnover ratio etc. 

4. To assess the profitability position of the firm - The ratio is useful to assess and 

measure the profitability of the firm with respect to sales and investments. 

These ratios are concerned with the overall profitability of the firm. 

5. Inter-firm and Intra–firm comparison - Ratios not only reflect the financial 

position of a firm but also serve as a tool for remedial actions. This is made 

possible only due to inter-firm comparison. This would demonstrate the relative 

position of the firm vis-à- vis its competitors. If there is any variance in the 

ratios either with the industry average or with those of competitors, the firm has 

to identify the reasons and take remedial measures. 

3.22 Time series analysis 

Time series analysis analyses the variable over a period of time for forecasting the 

variable concerning the time period. It is widely used in financial statement analysis to 

forecast the data. Time series analysis is a powerful tool in financial statement 

analysis that involves studying and analyzing data points collected over consecutive 

periods. In the context of financial statements, time series analysis helps identify 

patterns, trends, and relationships within the historical financial data of a company. 
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Here's a detailed overview of how time series analysis can be applied to financial 

statement analysis: 

1. Data Collection: 

We Can Collect historical financial data, including income statements, balance 

sheets, and cash flow statements, over a specific time period. Ensure that the data 

is consistent, accurate, and represents comparable periods. 

2. Time Series Plotting: 

Create time series plots for key financial metrics like revenue, net income, 

earnings per share, total assets, liabilities, and equity, Visualize the trends, 

patterns, and fluctuations over time. 

3. Identifying Trends: 

Analyze the time series plots to identify long-term trends in financial 

performance. Trends may indicate the overall health and growth trajectory of the 

company. 

4. Seasonal Analysis: 

Time series analysis can also be utilized to Explore any seasonal patterns within 

the financial data. Some industries may experience cyclicality based on seasons or 

specific economic cycles. 

5. Calculating Growth Rates: 

Compute the growth rates of key financial metrics over consecutive periods.  

Growth rates help assess the company's performance in terms of expansion or 

contraction. 

6. Volatility Analysis: 

Examine the volatility of financial metrics to understand the degree of fluctuation. 

High volatility may indicate risk and uncertainty in the business environment. 

7. Correlation Analysis: 

Explore relationships between different financial variables. For example, how 

does revenue growth correlate with changes in net income. Identify leading and 

lagging indicators within the financial statements. 

8. Forecasting: 

Utilize time series analysis techniques, such as moving averages or autoregressive 

integrated moving average (ARIMA) models, to make future predictions based on 

historical data. Forecasting helps in anticipating potential future financial 

scenarios. 

9. Ratio Analysis: 

We can apply time series analysis to financial ratios over time, such as liquidity 

ratios, profitability ratios, and leverage ratios. Understand how these ratios evolve 

and impact the overall financial health of the company. 

10. Event Analysis: 

Identify and analyze significant events or changes in the business environment 

that coincide with specific patterns in the financial time series. Events could 

include mergers, acquisitions, regulatory changes, or economic downturns. 
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11. Benchmarking: 

We can Compare the time series data of the company with industry benchmarks 

or competitors to assess relative performance. 

12. Risk Management: 

Assess the risk exposure by analyzing the volatility and fluctuations in financial 

metrics. This helps in formulating risk mitigation strategies. 

13. Scenario Analysis:  

Use time series analysis to evaluate the impact of different scenarios on future 

financial performance. 

14. Monitoring and Reporting: 

Regularly monitor and report on the results of time series analysis to provide 

insights for decision-making, strategic planning, and performance evaluation. 

In a nutshell, time series analysis in financial statement analysis is a comprehensive 

approach that involves visualizing, understanding, and predicting the financial 

performance of a company over time. It provides valuable insights for investors, 

analysts, and decision-makers in assessing the company's stability, growth potential, 

and risk exposure. 

 

 

 Exercise 

• Questions: -  
 

• Multiple Choice Questions (MCQs)  
 

1. What financial statement provides a snapshot of a company's assets, liabilities, and 

equity at a specific point in time? 

   A. Income Statement   

   B. Statement of Cash Flows   

   C. Balance Sheet   

   D. Statement of Retained Earnings   

   Answer: C. Balance Sheet   

2. The Income Statement shows: 

   A. Assets, liabilities, and equity   

   B. Revenues, expenses, and net income   

   C. Changes in cash flow   

   D. Shareholder dividends   

   Answer: B. Revenues, expenses, and net income 

3. Which financial ratio measures a company's ability to cover its short-term 

obligations with its short-term assets? 

   A. Return on Equity (ROE)   

   B. Current Ratio   

   C. Debt-to-Equity Ratio   

   D. Earnings per Share (EPS)   

   Answer: B. Current Ratio 

 

4. What does the Debt-to-Equity Ratio indicate about a company? 

   A. Its profitability   

   B. The proportion of debt used to finance its operations   
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   C. Efficiency in managing assets   

   D. Return on investment   

   Answer: B. The proportion of debt used to finance its operations 

5. The Cash Flow Statement is divided into three main sections, which are: 

   A. Operating, Financing, and Investing activities   

   B. Revenue, Expenses, and Net Income   

   C. Assets, Liabilities, and Equity   

 

   D. Short-term, Medium-term, and Long-term activities   

   Answer: A. Operating, Financing, and Investing activities 

Long Questions:  
 

1. What is financial statement analysis and what are the techniques for financial 

statement analysis? 
 

2. Prepare a common size statement with the following balance sheet of A Ltd: - 

I. Equity and liabilities                  Amount (In Rs) 

1. Shareholder fund 

(a) Share Capital  

(b) Reserve & Capital  

2. Non-current liabilities 

(a) Long term Borrowing 

3. Current liabilities  

(a) Trade Payable  

 

40,00000 

6,00000 

 

32,00000 

 

2,00000 

Total  80,00000 

II. Asset   

1. Non-current Asset 

(a) Fixed Asset  

(i) Tangible asset 

(ii) Intangible asset 

 

 

 

40,00000 

2,00000 

 

 

2. Current Asset 

(a) Inventories  

32,00000 

(b) Cash & Cash equivalent 6,00000 

Total  80,00000 
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4.1 Introduction  

The balance sheet is one of a company's three primary financial statements. It displays 

the assets, liabilities, and shareholders' equity of a corporation at a certain point in 

time. Assets are things that the company owns, such as cash, inventory, and 

equipment. Liabilities are things that the company owes, such as debt and accounts 

payable. Shareholders' equity is one of the three primary financial statements of a 

business in the balance sheet. The difference between assets and liabilities represents 

the owners' investment in the company. 

Balance sheet analysis is the process of evaluating a company's financial position by 

analyzing its balance sheet. It is a valuable tool for investors, creditors, and managers 

to make informed decisions about a company. 

There are two main types of balance sheet analysis: vertical analysis and 

horizontal analysis. 

 Vertical analysis expresses each line item on the balance sheet as a percentage of a 

base figure, typically total assets. This allows analysts to see how much each line 

item contributes to the company's overall financial structure. 

 Horizontal analysis compares each line item on the balance sheet over a period of 

time, such as two or more years. This allows analysts to see how a company's 

financial position has changed over time. 

Balance sheet analysis can be used to answer a variety of questions, such as: 

 How liquid is the company? Liquidity is the company's ability to meet its short-

term things that belong to the company, such as money, stock, and machinery, are 

called assets. Accounts payable and other debt are examples of liabilities that the 

firm has obligations. Analysts can use liquidity ratios, such as the current ratio and 

the quick ratio, to assess the company's liquidity. 

 How solvent is the company? Solvency is the company's ability to meet its long-

term obligations. Analysts can use solvency ratios, such as the debt-to-equity ratio 

and the times interest earned ratio, to assess the company's solvency. 

 How efficient is the company using its assets? Asset turnover ratios, such as 

inventory turnover and total asset turnover, can be used to assess how efficiently 

the company is using its assets. 

 How profitable is the company? Profitability ratios, such as return on assets 

(ROA) and return on equity (ROE), can be used to assess the company's 

profitability. 

BALANCE SHEET ANALYSIS AND RATIOS  UNIT – 4 
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Balance sheet analysis is a powerful tool that can be used to gain a better 

understanding of a company's financial position. By understanding how to read and 

analyze a balance sheet, investors, creditors, and managers can make more informed 

decisions about the company. 

Balance sheet analysis is an important tool for understanding a company's financial 

position. By analyzing the balance sheet, analysts can gain insights into the company's 

liquidity, solvency, efficiency, and profitability. This information can be used to make 

informed decisions about whether to invest in the company, whether to lend money to 

the company, or whether to work for the company. 

4.2 Assets Analysis 

Asset analysis is the process of evaluating a company's assets to determine their value 

and their potential to generate income. It is a valuable tool for investors, creditors, and 

managers to make informed decisions about a company. 

There are two main types of asset analysis: quantitative and qualitative. 

 Quantitative asset analysis uses financial ratios and other metrics to assess the value 

and performance of a company's assets. Some common quantitative asset analysis 

metrics include:  

o Asset turnover ratio: This ratio measures how efficiently the company is 

using its assets to generate revenue. 

o Return on assets (ROA): This ratio measures how profitable the company 

is on its assets. 

o Debt-to-equity ratio: This ratio measures the company's financial leverage. 

 Qualitative asset analysis involves assessing the non-financial factors that affect the 

value of a company's assets, such as the company's management team, its 

competitive landscape, and its industry outlook. 

Asset analysis can be used to answer a variety of questions, such as: 

 Which assets are the most valuable to the company? 

 How efficiently is the company using its assets? 

 Are there any assets that are not being used effectively? 

 Are there any assets that are at risk of impairment? 

 What are the company's growth prospects, based on its asset base? 

By understanding how to analyze assets, investors, creditors, and managers can make 

more informed decisions about a company. 

Here are some examples of how asset analysis can be used: 

 An investor is considering investing in a company that manufactures 

machinery. The investor would want to analyze the company's asset base to 

determine the value of its machinery and equipment. The investor would also 

want to look at the company's asset turnover ratio to assess how efficiently the 

company is using its machinery and equipment to generate revenue. 

 The creditor is interested in the company's debt-to-equity ratio, a financial 

measure that helps assess how much the company relies on debt compared to 

its own equity. This ratio gives the creditor insights into the company's 

financial stability and how well it manages its debts. 



39 

 A manager is trying to improve the profitability of a company. The manager 

would want to analyze the company's asset base to identify any assets that are 

not being used effectively. The manager could then sell these assets or use 

them in a more profitable way. 

Asset analysis is a valuable tool for understanding a company's financial position and 

its growth potential. By understanding how to analyze assets, investors, creditors, and 

managers can make more informed decisions about a company. 

4.3 Liability analysis 
 

Liability analysis is the process of evaluating a company's liabilities to determine their 

amount, timing, and risk. It is a valuable tool for investors, creditors, and managers to 

make informed decisions about a company. 

There are two main types of liabilities: current and long-term. 

 Current liabilities are liabilities that are due within one year. Examples of 

current liabilities include accounts payable, short-term debt, and accrued 

expenses. 

 Long-term liabilities are liabilities that are due in more than one 

year. Examples of long-term liabilities include long-term debt, bonds, and 

pension liabilities. 

Liability analysis can be used to answer a variety of questions, such as: 

 How much debt does the company have? 

 When is the company's debt due? 

 What is the company's interest expense? 

 What are the company's contingent liabilities? 

 What is the company's financial leverage? 

By understanding how to analyze liabilities, investors, creditors, and managers can 

gain insights into the company's liquidity, solvency, and risk profile. This information 

can be used to make informed decisions about whether to invest in the company, 

whether to lend money to the company, or whether to work for the company. 

Here are some examples of how liability analysis can be used: 

 An investor is considering investing in a company that has a lot of debt. The 

investor would want to analyze the company's debt structure to determine the 

company's ability to repay its debt. The investor would also want to look at the 

company's debt-to-equity ratio to assess the company's financial leverage. 

 A creditor is considering lending money to a company that has a lot of contingent 

liabilities. Contingent liabilities are potential liabilities that are uncertain in 

amount or timing. The creditor would want to analyze the company's contingent 

liabilities to assess the potential risk of loss. 

 A manager is trying to improve the company's financial leverage. Financial 

leverage is the use of debt to finance a company's operations. The manager would 

want to analyze the company's liability structure to identify any opportunities to 

reduce debt or increase equity. 

Liability analysis is a valuable tool for understanding a company's financial position 

and its risk profile. By understanding how to analyze liabilities, investors, creditors, 

and managers can make more informed decisions about a company. 
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4.4  Equity analysis 
 

Equity analysis is the process of evaluating a company's equity, which is the 

difference between its assets and liabilities. Equity represents the owners' investment 

in the company. Equity analysis is a valuable tool for investors to make informed 

decisions about whether to invest in a company. 

There are two main types of equity analysis: fundamental and technical analysis. 

 Fundamental analysis involves assessing the company's financial performance and 

outlook. Some common fundamental analysis metrics include:  

o Earnings per share (EPS): This metric measures the company's profitability 

on a per-share basis. 

o Price-to-earnings ratio (P/E ratio): This ratio compares the company's stock 

price to its EPS. 

o Return on equity (ROE): This ratio measures how profitable the company is 

on its shareholders' equity. 

 Technical analysis involves studying historical price and trading data to identify 

trends and patterns. Some common technical analysis tools include:  

o Support and resistance levels: These levels represent areas where the stock 

price has historically tended to stop and reverse direction. 

o Chart patterns: These patterns can be used to identify potential turning points 

in the stock price. 

o Technical indicators: These mathematical formulas are used to generate 

signals about the direction of the stock price. 

Equity analysis can be used to answer a variety of questions, such as: 

 Is the company's stock fairly valued? 

 What is the company's growth potential? 

 What are the risks associated with investing in the company's stock? 

 Is the company's stock a good investment for my risk tolerance and time 

horizon? 

By understanding how to analyze equity, investors can make more informed decisions 

about whether to invest in a company. 

Here are some examples of how equity analysis can be used: 

 An investor is considering investing in a company that has a high P/E ratio. 

The investor would want to do further research to understand why the P/E ratio 

is so high. The investor would also want to look at the company's growth 

potential to justify the high P/E ratio. 

 An investor is looking for stocks with high dividend yields. The investor 

would want to analyze the company's dividend payout history and its financial 

stability to ensure that the company can continue to pay dividends. 

 An investor is trying to build a well-diversified portfolio. The investor would 

want to analyze the company's industry and sector to ensure that the company 

is not too correlated with other stocks in the portfolio. 
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Equity analysis is a complex topic, but it is an essential skill for investors. By 

understanding how to analyze equity, investors can make more informed decisions 

about where to invest their money. 

4.5 Balance Sheet Ratios 
 

Balance sheet ratios are financial ratios that compare different line items on a 

company's balance sheet. They are used to analyze a company's financial health, 

liquidity, and efficiency. 

There are three main types of balance sheet ratios: 

 Liquidity ratios: Liquidity ratios measure a company's ability to meet its 

short-term financial obligations. The most common liquidity ratios are the 

current ratio, quick ratio, and cash ratio. 

 Solvency ratios: Solvency ratios measure a company's long-term financial 

health and its ability to repay its debts. The most common solvency ratios are 

the debt-to-equity ratio and the debt-to-asset ratio. 

 Efficiency ratios: Efficiency ratios measure how well a company is using its 

assets to generate revenue and profits. The most common efficiency ratios are 

the inventory turnover ratio and the accounts receivable turnover ratio. 

Here is a brief overview of some of the most common balance sheet ratios: 

1. Current Ratio: This ratio measures a company's ability to meet its short-term 

financial obligations. The current ratio is calculated by dividing current assets by 

current liabilities. It measures a company's ability to meet its short-term financial 

obligations. A current ratio of 2:1 is generally considered to be healthy, but it can 

vary depending on the industry. 

 

       Current Ratio = 
𝐜𝐮𝐫𝐫𝐞𝐧𝐭 𝐀𝐬𝐬𝐞𝐭𝐬 

𝐜𝐮𝐫𝐫𝐞𝐧𝐭 𝐋𝐢𝐚𝐛𝐢𝐥𝐢𝐭𝐢𝐞𝐬 
 

A liquidity ratio called the current ratio assesses how well a business can use its short-

term assets to pay its short-term liabilities. When a company's current ratio is greater 

than 1, it means that its current assets exceed its current liabilities, indicating sound 

short-term financial standing. However, an excessively high current ratio may imply 

inefficient use of resources. 

Current Assets are those assets that can be easily converted into cash. These assets are 

the most liquid. The current assets are cash in hand, cash at the Bank, debtors, Bills 

Receivables, prepaid Expenses, and stock. 

Easily convertible assets into cash are referred to as current assets. These assets have 

the highest liquidity. The current assets are bank cash, cash on hand, bills receivable, 

stock, pre-paid expenses, and debtors. 

The current ratio calculates how much cash on hand is needed to pay for current 

obligations. A larger quantity is accessible to fulfil short-term commitments when the 

current ratio is greater. The recommended standard current ratio is 2:1, which is 

thought to be optimal. In the event when current liabilities and current assets are 

equal, the company lacks working capital. The firm's short-term financial strength and 

even solvency are shown by the current ratio. 
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2. Net Working Capital ratio: 

The Net Working Capital (NWC) Ratio measures a company's effectiveness and short-

term liquidity. It offers information on the company's capacity to use its short-term 

assets to pay its short-term debts. The formula for the Net Working Capital Ratio is: 

Net Working Capital Ratio = 
𝐍𝐞𝐭 𝐖𝐨𝐫𝐤𝐢𝐧𝐠 𝐂𝐚𝐩𝐢𝐭𝐚𝐥

𝑵𝒆𝒕 𝑨𝒔𝒔𝒆𝒕𝒔
 

Total Assets represent the sum of a company's current and non-current assets. 

In general, a firm with a positive net working capital ratio has sufficient short-term 

assets to meet its short-term liabilities. This is viewed as an indication of strong 

liquidity.  A ratio larger than one implies that the business has a strong ability to pay 

short-term obligations since it has more current assets than current liabilities. On the 

other hand, a negative ratio implies that current obligations outweigh current assets, 

which may be a sign of impending liquidity problems. 

When evaluating a company's short-term financial stability and capacity to pay for 

ongoing operating costs, the Net Working Capital Ratio is an essential tool. It is 

especially important in fields where quick payment of short-term commitments is 

required. 

This ratio is used by analysts and investors to gauge how well a firm manages its 

working capital. For a more thorough study, it is necessary to take industry 

benchmarks and developments throughout time into account. A ratio that is always 

low or falling might be a sign that a business is not handling its working capital well. 

3. Quick Ratio: Quick ratio is the Ratio between liquid Assets and Liquid liabilities. 

Due to the limitation of the current ratio which studies the solvency of the firm may 

be sometimes misleading due to high ratio of stock to current assets. 

Liquid assets are those assets whose amount is almost certain on hand. Liquid assets 

which include all current assets minus stock and prepaid expenses. Stock is excluded 

from liquid assets because stock is not converted into immediate future and prepaid 

expenses are not available to pay off current debts.  

Liquid liabilities include all current liabilities minus bank overdraft. Bank overdraft is 

been excluded from liquid liabilities as it is not required to be paid off in the 

immediate future. It is also a liquid ratio or Acid Test Ratio. 

Quick Ratio = 
𝒍𝒊𝒒𝒖𝒊𝒅 𝒂𝒔𝒔𝒆𝒕𝒔 

𝒍𝒊𝒒𝒖𝒊𝒅 𝒍𝒊𝒂𝒃𝒊𝒍𝒊𝒕𝒊𝒆𝒔 
 

Liquid assets = current Assets – stock – prepaid expenses  

Liquid Liabilities = current liabilities – Bank overdraft  

The Quick Ratio, also known as the Acid-Test Ratio, is a measure of how well a 

company can meet its short-term debts using only its most liquid assets, such as cash 

and marketable securities. It is a more conservative measure of liquidity than the 

Current Ratio because it excludes inventory, which can be difficult to sell quickly. 

A Quick Ratio greater than 1 means that a company has enough liquid assets to cover 

its short-term debts without having to sell inventory. A Quick Ratio below 1 may 

suggest that a company may have difficulty meeting its short-term debts without 

selling inventory. 
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The Quick Ratio is particularly relevant for companies that have slow inventory 

turnover or that operate in industries where inventory is difficult to sell. Investors and 

analysts rely on the Quick Ratio to gauge a company's short-term financial health and 

its capacity to withstand economic downturns or unexpected events. 

Cash Position Ratio: 

The Cash Position Ratio is a financial metric that measures the proportion of a 

company's cash and cash equivalents in relation to its total assets. This ratio provides 

insights into the company's liquidity and its ability to cover short-term obligations 

with its readily available cash resources. The formula for the Cash Position Ratio is: 

Cash Position Ratio = 
𝑪𝒂𝒔𝒉:𝑴𝒂𝒓𝒌𝒆𝒕𝒂𝒃𝒍𝒆 𝑺𝒆𝒓𝒗𝒊𝒄𝒆𝒔

𝑪𝒖𝒓𝒓𝒆𝒏𝒕 𝒍𝒊𝒂𝒃𝒊𝒍𝒊𝒕𝒊𝒆𝒔 
 

 Cash and Cash Equivalents include physical currency, demand deposits, and 

short-term, highly liquid investments with maturities of three months or less. 

 Total Assets represent the sum of a company's current and non-current assets. 

A higher Cash Position Ratio indicates a larger proportion of a company's total assets 

held in cash or cash equivalents, suggesting a greater ability to cover short-term 

obligations with readily available funds. While a high cash position is generally seen 

as a positive sign of liquidity, excessively high levels of cash may also indicate 

underutilization of resources. Striking a balance is essential. 

The Cash Position Ratio is crucial for assessing a company's ability to meet its short-

term obligations using its most liquid assets. It is particularly relevant in situations 

where immediate access to cash is essential, such as during economic downturns or 

periods of financial uncertainty. 

4. Proprietary Ratio: 

The equity ratio is a measure of a company's long-term financial stability. It is 

calculated by dividing the company's shareholder equity by its total assets. 

Shareholder equity includes all of the company's capital, such as common stock, 

preferred stock, and retained earnings. Total assets include all of the company's assets, 

such as cash, inventory, and equipment. 

A higher equity ratio indicates that a company is more financially stable and less 

reliant on debt. This is good news for creditors, as it means that the company is more 

likely to be able to repay its loans. A lower equity ratio, on the other hand, indicates 

that a company is more financially risky and more reliant on debt. This is bad news 

for creditors, as it means that the company is more likely to default on its loans. 

Proprietary Ratio = 
𝑺𝒉𝒂𝒓𝒆𝒉𝒐𝒍𝒅𝒆𝒓𝒔 𝑭𝒖𝒏𝒅𝒔 

𝑻𝒐𝒕𝒂𝒍 𝑨𝒔𝒔𝒆𝒕𝒔 
    

The further analysed terms of Proprietary Ratio are as follows: 

a) Fixed Assets to Proprietors Funds Ratio  

b) Current Assets to Proprietors Funds Ratio  
 

a) Fixed Assets to Proprietors Funds Ratio:  

It shows the relationship between fixed assets to shareholders funds. It is been 

calculated to see how much amount is being invested by owners  
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Fixed Assets to shareholders Funds = 
𝑓𝑖𝑥𝑒𝑑 𝐴𝑠𝑠𝑒𝑡𝑠 

𝑃𝑟𝑜𝑝𝑟𝑖𝑒𝑡𝑜𝑟𝑠 𝐹𝑢𝑛𝑑𝑠
 

b) Current Assets to Proprietors Funds Ratio:  

The ratio shows the relationship between current assets and shareholders’ funds. 

Current Assets to Proprietors Funds Ratio = 
𝑐𝑢𝑟𝑟𝑒𝑛𝑡 𝐴𝑠𝑠𝑒𝑡𝑠 

𝑃𝑟𝑜𝑝𝑟𝑖𝑒𝑡𝑜𝑟𝑠 𝐹𝑢𝑛𝑑 
 

5. Capital Gearing Ratio: 

Capital Gearing Ratio (CGR) is a measure of how much debt a company uses to finance its 

operations. It is calculated by dividing a company's long-term debt by its equity. The capital 

Gearing ratio expresses the relation between the fixed interest-bearing funds to non-fixed 

interest-bearing funds. The ratio is related to the solvency of the firm and is used to analyse 

the capital structure of the firm. It indicates the relation between owner’s funds and non-

owner’s funds. 

A higher CGR means that a company is using more debt, which can increase its financial risk. 

A lower CGR means that a company is using less debt, which can reduce its financial risk. 

CGR is an important indicator of a company's financial health and solvency. Creditors and 

investors use it to assess a company's ability to repay its debts and meet its financial 

obligations. 
  

Capital Gearing Ratio = 
𝑭𝒊𝒙𝒆𝒅 𝑰𝒏𝒕𝒆𝒓𝒆𝒔𝒕 𝑩𝒆𝒂𝒓𝒊𝒏𝒈 𝑭𝒖𝒏𝒅𝒔 

𝑬𝒒𝒖𝒊𝒕𝒚 𝑺𝒉𝒂𝒓𝒆 𝒉𝒐𝒍𝒅𝒆𝒓𝒔 𝑭𝒖𝒏𝒅𝒔 
 

 

6. Debt Equity Ratio: 

The debt-to-equity ratio (D/E ratio) is a financial ratio that measures how much of a 

company's financing is provided by debt and how much is provided by equity. It is calculated 

by dividing a company's total liabilities by its total equity. 

A higher D/E ratio indicates that a company is using more debt to finance its operations. This 

can increase the company's financial risk, as it will have more interest payments to make and 

will be more exposed to rising interest rates. However, a higher D/E ratio can also increase the 

company's potential returns, as it can use borrowed money to invest in growth opportunities. 

A lower D/E ratio indicates that a company is using less debt and more equity to finance its 

operations. This can make the company less financially risky, but it can also limit its growth 

potential, as it will have less money to invest. 

The ideal D/E ratio will vary depending on the industry and the company's specific 

circumstances. However, a D/E ratio of 1:1 is generally considered to be a good balance 

between risk and reward. 

a) Debt – Equity Ratio = 
𝒍𝒐𝒏𝒈 𝒕𝒆𝒓𝒎 𝑫𝒆𝒃𝒕𝒔 

𝑬𝒒𝒖𝒊𝒕𝒚/ 𝒔𝒉𝒂𝒓𝒆𝒉𝒐𝒍𝒅𝒆𝒓𝒔  𝒇𝒖𝒏𝒅   
  

                   Or  

b) Debt – Equity Ratio = 
𝑬𝒙𝒕𝒆𝒓𝒏𝒂𝒍 𝑬𝒒𝒖𝒊𝒕𝒊𝒆𝒔 

𝑰𝒏𝒕𝒆𝒓𝒏𝒂𝒍 𝑬𝒒𝒖𝒊𝒕𝒊𝒆𝒔 
  

                            Or  

c) Debt – Equity Ratio = 
𝒐𝒖𝒕𝒔𝒊𝒅𝒆𝒓𝒔 𝑭𝒖𝒏𝒅 

𝑺𝒉𝒂𝒓𝒆𝒉𝒐𝒍𝒅𝒆𝒓𝒔 𝑭𝒖𝒏𝒅 
 

 

7. Reserve to Equity share Capital ratio: 

It makes clear the company's growth and dividend distribution policies. A very 

high ratio denotes a policy of conservation of dividends and greater profit 

reinvestment. The situation will be better with a higher ratio. 
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Reserve to Equity share Capital ratio = 
𝑹𝒆𝒗𝒆𝒏𝒖𝒆 𝑹𝒆𝒔𝒆𝒓𝒗𝒆 

𝑬𝒒𝒖𝒊𝒕𝒚 𝑪𝒂𝒑𝒊𝒕𝒂𝒍   
 

8. Solvency Ratio: 

It is also known as the Debt Ratio. It is a difference of 100 and propriety Ratio. 

This ratio is calculated between the company's total assets and its external 

liabilities. All long-term and short-term liabilities are considered external 

liabilities. 

 

Solvency Ratio = 
𝐓𝐨𝐭𝐚𝐥 𝐋𝐢𝐚𝐛𝐢𝐥𝐢𝐭𝐞𝐬

𝐓𝐨𝐭𝐚𝐥 𝐀𝐬𝐬𝐞𝐭𝐬   
 

 

9. Security Ratio: 

A financial ratio called a security ratio assesses the security and safety of an 

investment. It is computed by deducting the investment's market value from the value 

of the collateral offered as security. 

Security Ratio = Market Value of Investment / Value of Collateral 

 

A security ratio of 1:1 or higher is generally considered to be good. This means that 

the market value of the investment is equal to or greater than the value of the 

collateral. A security ratio that is too low can indicate that the investment is at risk of 

default and that the lender may not be able to recover the full value of the investment 

if the borrower defaults. 

Security ratios are commonly used by lenders to assess the risk of a loan and to 

determine the amount of interest to charge. They are also used by investors to assess 

the risk of an investment and to determine whether or not to invest in a particular 

security. 

Here are some examples of security ratios: 

 Loan-to-value ratio (LTV): This ratio is used to assess the risk of a mortgage loan. It 

is calculated by dividing the amount of the loan by the appraised value of the 

property. 

 Margin ratio: This ratio is used to assess the risk of a margin loan. It is calculated by 

dividing the market value of the securities that are pledged as collateral for the loan 

by the amount of the loan. 

 Debt-to-equity ratio (D/E): This ratio is used to assess the overall financial leverage 

of a company. It is calculated by dividing the company's total liabilities by its total 

equity. 

Security ratios are an important tool for lenders and investors to use when making 

investment decisions. They can help to identify and mitigate risk and to ensure that 

investments are made responsibly and prudently. 
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Illustration 1. The following is the balance sheet of a firm: 

Liabilities Amt Assets Amt 

Share Capital 40,000 Fixed Assets 17,500 

Creditors 10,000 Cash 2,000 

Bill Payable 2,000 Book Debts 8,000 

Provision for Tax 4,500 Stock 10,000 

  Prepaid Expenses 500 

 56,500  56,500 

 

Current Assets = 2000 + 8000 + 8000 + 18500 + 500 = 37000 

Current Liabilities = 10000 + 2000 + 4500 = 16500 

 

Current Ratio = 
𝑐𝑢𝑟𝑟𝑒𝑛𝑡 𝐴𝑠𝑠𝑒𝑡𝑠 

𝑐𝑢𝑟𝑟𝑒𝑛𝑡 𝐿𝑖𝑎𝑏𝑖𝑙𝑖𝑡𝑖𝑒𝑠 
 

= 
37000

16500 
 

= 2.24:1 
 

Quick Ratio = 
𝒍𝒊𝒒𝒖𝒊𝒅 𝒂𝒔𝒔𝒆𝒕𝒔 

𝒍𝒊𝒒𝒖𝒊𝒅 𝒍𝒊𝒂𝒃𝒊𝒍𝒊𝒕𝒊𝒆𝒔 
 

Quick Ratio = 
20000

16500 
 

Quick Ratio = 1.21: 1 

Illustration 2. From the following balance sheet of the firm as of the year 2003 -

04, you are required to calculate the current Ratio and Liquid Ratio  

Particulars  2003 2004 

Stock  28,000 51,000 

Debtors  12,000 18,000 

Bills payable  4,000 5,000 

Creditors  10,000 17,000 

Provision for Taxation  7,000 9,000 

Cash  7,000 6,000 

Bank Overdraft  7,000 17,000 

 

For the year 2003  

 Current Ratio = 
𝑐𝑢𝑟𝑟𝑒𝑛𝑡 𝐴𝑠𝑠𝑒𝑡𝑠 

𝑐𝑢𝑟𝑟𝑒𝑛𝑡 𝐿𝑖𝑎𝑏𝑖𝑙𝑖𝑡𝑖𝑒𝑠 
 

 

Current Assets = Stock + debtors  + Cash  

                        = 28,000 + 12,000 + 7,000 

                       = 47,000 

Current Liabilities = Creditors + Bills Payable + Provision for Tax + Bank Overdraft  

                              = 10,000 + 4,000 + 7,000 + 7,000 

                             = 28,000 
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 Current Ratio = 
𝑐𝑢𝑟𝑟𝑒𝑛𝑡 𝐴𝑠𝑠𝑒𝑡𝑠 

𝑐𝑢𝑟𝑟𝑒𝑛𝑡 𝐿𝑖𝑎𝑏𝑖𝑙𝑖𝑡𝑖𝑒𝑠 
 

Current Ratio = 
47,000

28,000 
 

                       = 1.68 : 1 

 Liquid assets = current Assets – stock  

Liquid Assets = 47,000– 28,000  

                      =19,000 

Liquid Liabilities = current liabilities – Bank overdraft 

                              = 28,000 – 7,000 

                            = 21,000 

 Quick Ratio = 
𝑙𝑖𝑞𝑢𝑖𝑑 𝑎𝑠𝑠𝑒𝑡𝑠 

𝑙𝑖𝑞𝑢𝑖𝑑 𝑙𝑖𝑎𝑏𝑖𝑙𝑖𝑡𝑖𝑒𝑠 
 

Quick Ratio = 
19,000

21,000
 

Quick Ratio = 0.90: 1 

 

For the year 2004 

 Current Ratio = 
𝒄𝒖𝒓𝒓𝒆𝒏𝒕 𝑨𝒔𝒔𝒆𝒕𝒔 

𝒄𝒖𝒓𝒓𝒆𝒏𝒕 𝑳𝒊𝒂𝒃𝒊𝒍𝒊𝒕𝒊𝒆𝒔 
 

Current Assets = Stock + debtors + Cash 

                        = 51,000 + 18,000 + 6,000 

                       =75,000 

Current Liabilities = Creditors + Bills Payable + Provision for Tax + Bank 

Overdraft  

                              = 17,000 + 5,000 + 9,000 + 17,000 

                             = 48,000 

 Current Ratio = 
𝒄𝒖𝒓𝒓𝒆𝒏𝒕 𝑨𝒔𝒔𝒆𝒕𝒔 

𝒄𝒖𝒓𝒓𝒆𝒏𝒕 𝑳𝒊𝒂𝒃𝒊𝒍𝒊𝒕𝒊𝒆𝒔 
 

Current Ratio = 
75,000

48,000
 

                       =1.56: 1 

 Liquid assets = current Assets – stock  

Liquid Assets = 75,000– 51,000   

= 24,000 
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 Liquid Liabilities = current liabilities – Bank overdraft 

                              = 48,000 – 17,000 

                           = 31,000 

 Quick Ratio = 
𝒍𝒊𝒒𝒖𝒊𝒅 𝒂𝒔𝒔𝒆𝒕𝒔 

𝒍𝒊𝒒𝒖𝒊𝒅 𝒍𝒊𝒂𝒃𝒊𝒍𝒊𝒕𝒊𝒆𝒔 
 

Quick Ratio = 
24,000

31,000
 

Quick Ratio =0.77: 1 

Illustration: 3 

Find out Debt – Equity Ratio  

Particulars Amount 

Total Debts  2,00,000 

Total Assets  3,00,000 

Current Liabilities  20,000 
 

Long term Debt = Total Debts – Current Liabilities  

Long Term Debt = 2,00,000 –20,000 

                             = 1,80,000 

Shareholders funds = Total Assets – Total Debts  

                               = 3,00,000 – 2,00,000 

                              =1,00,000 

Debt – Equity Ratio = 
𝑜𝑢𝑡𝑠𝑖𝑑𝑒𝑟𝑠 𝐹𝑢𝑛𝑑 

𝑆𝑕𝑎𝑟𝑒𝑕𝑜𝑙𝑑𝑒𝑟𝑠 𝐹𝑢𝑛𝑑 
 

Debt – Equity Ratio = 
1,80,000

1,00,000
 

                              = 1.8: 1 

Illustration: 4 

Find out Debt – Equity Ratio from the following information  

Particulars  Amount 

Capital Employed  25,00,000 

Long term Debt  17,00,000 
 

 Shareholders Fund = capital Employed – long term debt  

                               = 25,00,000 – 17,00,000 

                              = 8,00,000 

 Debt – Equity Ratio = 
𝑙𝑜𝑛𝑔 𝑡𝑒𝑟𝑚 𝑑𝑒𝑏𝑡𝑠 

𝑆𝑕𝑎𝑟𝑒𝑕𝑜𝑙𝑑𝑒𝑟𝑠 𝐹𝑢𝑛𝑑 
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Debt – Equity Ratio = 
17,00,000

8,00,000 
 

            

                    = 2.13: 1  

Illustration: 5 

Find out Debt – Equity Ratio from the below information  

Particulars  Amount 

Equity Share Capital  20,00,000 

Preference Share Capital  4,00,000 

Reserve  6,00,000 

Profit & Loss Account  2,00,000 

6% Debentures 5,00,000 

Creditors 3,00,000 

Bills payable  2,00,000 

Provision for Taxation 1,70,000 

Outstanding Creditors  1,60,000 
 

 Shareholders Fund = Equity share capital + preference share capital + 

reserve + Profit & loss allocation  

Shareholders fund = 20,00,000 + 4,00,000 + 6,00,000 + 2,00,000 

Shareholders fund = 32,00,000 

 Total Debts = 6% debentures + creditors + Bills Payable + Provision for 

Taxation + outstanding Creditors  

Total Debts = 5,00,000 + 3,00,000 + 2,00,000 + 1,70,000 + 1,60,000 

                                =13,30,000 

Debt – Equity Ratio = 
𝑙𝑜𝑛𝑔 𝑡𝑒𝑟𝑚 𝑑𝑒𝑏𝑡𝑠 

𝑆𝑕𝑎𝑟𝑒𝑕𝑜𝑙𝑑𝑒𝑟𝑠 𝐹𝑢𝑛𝑑 
 

Debt – Equity Ratio = 
32,00,000

13,30,000
 

                                       = 2.41 : 1  

Illustration:6 

From the following information calculate the capital gearing ratio  

Particulars  Amount  

Equity share capital  20,00,000 

10% preference share capital  7,00,000 

18% debentures  9,00,000 

Loan at 15% (long period ) 1,60,000 

Current liabilities  4,00,000 

General reserve  9,00,000 
 



50 

 Capital Gearing Ratio = 
𝑭𝒊𝒙𝒆𝒅 𝑰𝒏𝒕𝒆𝒓𝒆𝒔𝒕 𝑩𝒆𝒂𝒓𝒊𝒏𝒈 𝑭𝒖𝒏𝒅𝒔 

𝑬𝒒𝒖𝒊𝒕𝒚 𝑺𝒉𝒂𝒓𝒆 𝒉𝒐𝒍𝒅𝒆𝒓𝒔 𝑭𝒖𝒏𝒅𝒔 
 

 Fixed Interest-Bearing Funds = 10% preference share + 18% debentures + loan at 15% 

 Fixed Interest-Bearing Funds = 7,00,000 + 9,00,000 + 1,60,000 

 Fixed Interest-Bearing funds = 17,60,000 

 Equity shares holders fund = Equity share capital + General Reserve  

 Equity Shares holders fund = 20,00,000 + 9,00,000 

 Equity shareholders fund = 29,00,000 

 Capital Gearing Ratio = 
𝐹𝑖𝑥𝑒𝑑 𝐼𝑛𝑡𝑒𝑟𝑒𝑠𝑡 𝐵𝑒𝑎𝑟𝑖𝑛𝑔 𝐹𝑢𝑛𝑑𝑠 

𝐸𝑞𝑢𝑖𝑡𝑦 𝑆𝑕𝑎𝑟𝑒 𝑕𝑜𝑙𝑑𝑒𝑟𝑠 𝐹𝑢𝑛𝑑𝑠 
 

 Capital Gearing Ratio = 
17,60,000

29,00,000 
 

                                                = 0.61 

Illustration:7. From the following information calculate  

1. Capital Gearing Ratio  

2. Current Ratio  

3. Liquid Ratio 

4. Current Assets to Fixed Assets  

5. Debt Equity Ratio  

6. Proprietary Ratio  

Liabilities  Amount  Assets  Amount  

Share capital  2,60,000 Plant & Machinery  1,50,000 

General Reserve  60,000 Land & Building  3,00,000 

Profit & loss Account  90,000 Stock  4,00,000 

10% Debentures  4,60,000 Bill’s receivables 17,000 

Creditors  1,50,000 Debtors  1,70,000 

Bills Payable  75,000 Bank Balance  58,000 

 10,95,000  10,95,000 
 

 Current Ratio = 
𝒄𝒖𝒓𝒓𝒆𝒏𝒕 𝑨𝒔𝒔𝒆𝒕𝒔 

𝒄𝒖𝒓𝒓𝒆𝒏𝒕 𝑳𝒊𝒂𝒃𝒊𝒍𝒊𝒕𝒊𝒆𝒔 
 

 Current Assets = stock + Bills Receivables + debtors + bank balance  

Current Assets = 4,00,000 + 17,000 + 1,70,000 + 58,000 

Current Assets = 6,45,000 

 Current Liabilities = creditors + Bills Payable 

Current liabilities = 1,50,000 + 75,000 

Current Liabilities = 2,25,000 

 Current Ratio = 
𝒄𝒖𝒓𝒓𝒆𝒏𝒕 𝑨𝒔𝒔𝒆𝒕𝒔

𝒄𝒖𝒓𝒓𝒆𝒏𝒕 𝑳𝒊𝒂𝒃𝒊𝒍𝒊𝒕𝒊𝒆𝒔 
 

Current Ratio = 
6,45,000 

2,25,000 
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Current Ratio = 2.86 : 1  

 Liquid Assets = current Assets – stock  

Liquid Assets = 6,45,000 – 4,00,000 

= 2,45,000 

 Liquid Liabilities = current liabilities – Bank overdraft 

=2,25,000 – 0  

= 2,25,000 

 Quick Ratio = 
𝒍𝒊𝒒𝒖𝒊𝒅 𝒂𝒔𝒔𝒆𝒕𝒔 

𝒍𝒊𝒒𝒖𝒊𝒅 𝒍𝒊𝒂𝒃𝒊𝒍𝒊𝒕𝒊𝒆𝒔 
 

Quick Ratio = 
2,45,000

2,25,000
 

Quick Ratio =1.09 : 1 

 Current Assets to Fixed Assets = 
𝒄𝒖𝒓𝒓𝒆𝒏𝒕 𝑨𝒔𝒔𝒆𝒕𝒔 

𝒇𝒊𝒙𝒆𝒅 𝑨𝒔𝒔𝒆𝒕𝒔 
 

 Fixed Assets = Plant & Machinery + land & Building  

Fixed Assets = 1,50,000 + 3,00,000  

Fixed Assets = 4,50,000 

 Current Assets to Fixed Assets = 
𝒄𝒖𝒓𝒓𝒆𝒏𝒕 𝑨𝒔𝒔𝒆𝒕𝒔 

𝒇𝒊𝒙𝒆𝒅 𝑨𝒔𝒔𝒆𝒕𝒔 
 

Current Assets to Fixed Assets = 
1,50,000

4,50,000 
 

Current Assets to Fixed Assets = 0.33 

 Capital Gearing Ratio = 
𝑭𝒊𝒙𝒆𝒅 𝑰𝒏𝒕𝒆𝒓𝒆𝒔𝒕 𝑩𝒆𝒂𝒓𝒊𝒏𝒈 𝑭𝒖𝒏𝒅𝒔 

𝑬𝒒𝒖𝒊𝒕𝒚 𝑺𝒉𝒂𝒓𝒆 𝒉𝒐𝒍𝒅𝒆𝒓𝒔 𝑭𝒖𝒏𝒅𝒔 
 

 Fixed Interest-Bearing Funds = 10 % debentures  

Fixed Interest-Bearing Funds = 4,60,000 

 Equity = share capital + General Reserve + Profit & Loss Account  

Equity = 2,60,000 + 60,000 + 90,000 

Equity = 4,10,000 

 Capital Gearing Ratio = 
𝑭𝒊𝒙𝒆𝒅 𝑰𝒏𝒕𝒆𝒓𝒆𝒔𝒕 𝑩𝒆𝒂𝒓𝒊𝒏𝒈 𝑭𝒖𝒏𝒅𝒔 

𝑬𝒒𝒖𝒊𝒕𝒚 𝑺𝒉𝒂𝒓𝒆 𝒉𝒐𝒍𝒅𝒆𝒓𝒔 𝑭𝒖𝒏𝒅𝒔 
 

Capital Gearing Ratio = 
4,60,000

4,10,000 
  = 1.12 

 Debt – Equity Ratio = 
𝒐𝒖𝒕𝒔𝒊𝒅𝒆𝒓𝒔 𝑭𝒖𝒏𝒅 

𝑺𝒉𝒂𝒓𝒆𝒉𝒐𝒍𝒅𝒆𝒓𝒔 𝑭𝒖𝒏𝒅 
 

Debt = 10% debentures  

Debt = 4,60,000 

 Equity = share capital + General Reserve + Profit & Loss Account  

Equity = 2,60,000 + 60,000 + 90,000 
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Equity = 4,10,000 

 Debt – Equity Ratio = 
𝒐𝒖𝒕𝒔𝒊𝒅𝒆𝒓𝒔 𝑭𝒖𝒏𝒅 

𝑺𝒉𝒂𝒓𝒆𝒉𝒐𝒍𝒅𝒆𝒓𝒔 𝑭𝒖𝒏𝒅 
 

Debt – Equity Ratio = 
4,60,000

4,10,000 
 

Debt – Equity = 1.12: 1 

 Proprietary Ratio = 
𝑺𝒉𝒂𝒓𝒆𝒉𝒐𝒍𝒅𝒆𝒓𝒔 𝑭𝒖𝒏𝒅𝒔 

𝑻𝒐𝒕𝒂𝒍 𝑨𝒔𝒔𝒆𝒕𝒔 
    

Equity = share capital + General Reserve + Profit & Loss Account  

Equity = 2,60,000 + 60,000 + 90,000 

Equity = 4,10,000 

 

 Total Assets = fixed Assets + current Assets  

Total Asset = 4,50,000 + 6,62,000 

Total Assets =11,12,000 

 

 Proprietary Ratio = 
𝑺𝒉𝒂𝒓𝒆𝒉𝒐𝒍𝒅𝒆𝒓𝒔 𝑭𝒖𝒏𝒅𝒔 

𝑻𝒐𝒕𝒂𝒍 𝑨𝒔𝒔𝒆𝒕𝒔 
    

Proprietary Ratio = 
4,10,000 

11,12,000 
    

Proprietary Ratio = 0.36 

 Exercise 

1. Answer the following questions 

 

1) Discuss the important ratios usually worked from financial statements showing 

how they would be useful to higher management. 

2) What is the Balance sheet ratio? Discuss its importance and objectives. 

3) Explain Current and Liquid ratios. 

4) Write a short note on the Proprietary Ratio. 

5) Explain the significance of the Capital Gearing Ratio. 

2. From the Following Balance sheet, calculate  
 

 Current Ratio  

 Liquid Ratio  

 Proprietary Ratio 

 Capital Gearing Ratio  

 Current Assets to Working Capital Ratio  
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Liabilities Amount Assets Amount 

Equity share Capital  3,00,000 Plant & machinery  3,00,000 

10% preference share 

capital  

2,00,000 Land & building  3,50,000 

10% debentures  2,00,000 Stock  2,00,000 

Reserves & surplus  1,00,000 Debtors  70,000 

Long term debt  60,000 Cash  1,00,000 

Creditors  1,00,000   

Bank Overdraft  60,000   

Total 10,20,000 Total 10,20,000 
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5.2   Meaning 

5.3   Indian Accounting Standard – 7 (Ind-AS – 7): Statement of Cash Flows 

5.4   Impact of Non-Cash Transactions on Profit 
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5.8   Format of Cash Flow Statement 
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5.10  Ratios 

  Exercise     

 

5.1 Introduction 

Cash flow analysis is very important and useful for short-term planning. A business's 

most liquid asset, if any, is cash. A company needs sufficient cash to pay off debts 

incurred in the near future, pay interest and other expenses, carry out day-to-day 

operations and pay dividends to shareholders. Thus, the entire transactions of the 

company are made out of cash inflows or outflows. Thus, cash inflows and outflows can 

be estimated for the near future to determine the availability of cash in the company so 

that excess cash is not kept on hand and does not have a negative impact on the 

profitability of the business. Thus, the cash balance matches the cash requirement of the 

company during the period and accordingly, arrangements can be made to address the 

deficit if needed or to invest it properly if there is excess. 

Thus, the cash flow statement shows the cash inflows and outflows during the previous 

year and how much cash was left (on hand) at the end of the year. Thus, total receipts are 

added to the opening cash balance in the statement and the outgoings are deducted to get 

the closing balance. 

5.2 Meaning of Cash Flow Statement 

Cash flow means cash inflows and outflows i.e., cash inflows (sources) increase total cash 

availability which is used by the company and cash outflow means consumption/ uses of 

cash which means decreases in cash. 

The difference between cash inflows and outflows is known as net cash flow, which can 

be net cash inflows or net cash outflows. Thus, making a cash flow statement gives an 

idea of the cash situation. A company can know whether it has sufficient cash flow to 

carry out the financial transactions of the business. So that when the business debts are to 

be paid, it can be known whether it can be paid or not. 

CASH FLOW STATEMENT ANALYSIS AND RATIOS UNIT – 5 
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As per Indian Chartered Accountants of India (ICAI) “Accounting Standard -3” and 

revised standard Ind As-7 for cash flow statements, all companies have to implement this 

and companies have to show cash flow statements in their annual report. 

A cash flow statement will report the cash flows arising from operating activities, 

investing activities and financing activities during a specified period of time. 

This statement allows for assessing the impact of cash and cash equivalents activities on 

the company's financial activities through the classification of activities. This information 

can also be used to evaluate the relationships among those activities. 

Thus, according to accounting standards, cash flows are classified into three parts as 

follows. 

5.3 Indian Accounting Standard – 7 (Ind-AS – 7): Statement of Cash Flows 

(a) Operating Activities: 

Cash flow arising from operating activities is a key factor. In which sufficient cash is 

generated from the operations of the business to maintain the ability of the business to 

operate, repay loans, pay dividends and make new investments without recourse to 

external sources. Thus, future cash flow estimates can be obtained based on information 

about specific components of cash flows from historical performance. 

Cash flow is derived primarily from business operations and activities. The main revenue 

of the business is derived from production/sales activities. So generally, profit or loss 

results depend on such transactions and other events. 

Examples of cash flows arising from operating activities are: 

1. Cash received from the sale of goods and services rendered is the main revenue. 

2. Cash income from royalties, fees, commissions and other income. 

3. Cash paid to suppliers who provide goods and services. 

4. Cash paid to employees. 

5. Cash received or paid to the insurance company for premiums and claims, 

annuity, and other policy benefits. 

6. Cash payment or an income tax refund may be particularly for financial and 

investment activities. 

Note:  

1. Cash flow represents the operating profit (net profit) at the end of operating 

activities. But if it includes non-cash items/details then its effect has to be 

removed from it. 

2. If there is a change in any current asset or current liability, it changes the cash 

flow. Thus, if the current assets increase, the cash flow decreases, while when the 

current assets decrease, the cash flow increases. Thus, when current liabilities 

increase, cash flow increases while current liabilities decrease, cash flow 

decreases. 
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(b) Investment Activities: 

It is important to separate cash flows from investing activities because it shows the extent 

of such cash flow which generates future income and cash flows from expenditure 

incurred for research and expenditure on the property shown in the balance sheet, which 

is incurred solely for expenditure purposes, may be classified as an investing activity. 

Examples of cash flows from investing activities are as follows: 

1. Cash paid to acquire property, plant, machinery, intangible assets and other long-

term assets. This payment also includes capitalized development costs and self-

constructed properties. 

2. Cash proceeds from the sale of property, plant, machinery, intangible assets and 

other long-term assets. 

3. Cash payments made to purchase shares, debentures or debt instruments of other 

companies. 

4. Cash proceeds from the sale of equity shares, debentures or debt instruments of 

other companies. 

5. Amount of cash credit and loan granted to other parties. 

6. Cash advances to other parties and repayment of loans. 

7. Payment or receipt of cash for futures contracts, option contracts and swap 

contracts. 
 

(c) Financial Activities: 

It is important to show the cash flow generated by financing activities separately because 

it makes it easier to estimate claims on future cash flows arising from the capital provider. 

Examples of cash flows from financing activities are as follows. 

1. Cash flow from issuing shares or other equity instruments. 

2. Cash payment to buy back or return shares of the company. 

3. Cash flows arising from debentures, loans, bonds, guarantors and other short-term 

or long-term borrowings. 

4. Cash repayment of the borrowed amount. 

5. Cash payment by a lessee to reduce liability related to financial lease. 
 

Other terms: 

Interest and Dividends: 

Any cash flows from interest and dividends received and paid should be shown 

separately. In the case of financial institutions, cash flows arising from interest paid and 

dividends received should be classified as cash flows from operating activities. In the case 

of other entities, the cash flow of interest paid should be classified as cash flow from 

financing activities.  While cash flows from interest and dividends received should be 

classified as investing activities. Dividends paid should be classified as cash flows from 

financing activities. 

Interest paid, interest received and dividends are generally classified as cash flows from 

financial institutions operating activities. However, there is no consensus on this 

classification of cash flows for other companies. Some argue that interest paid and 
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interest received, and dividends should be written off in the profit and loss, as they are 

classified as operating activities. However, it is more appropriate to classify it as a 

financing activity or investing activity as it is the cost of obtaining financial instruments 

or returns on investments. 

Income Tax: 

Cash flows arising from income taxes will be disclosed separately and classified as 

operating activities unless these cash flows can be specifically identified with financing or 

investing activities. 

Transactions that increase cash flows due to income taxes are classified as operating, 

investing, or financing activities in the statement of cash flows. When taxable cash flows 

are allocated to more than one class of activities, the total amount of tax paid is disclosed. 

Change in ownership interest in subsidiaries and other business units: 

Gross cash flows resulting from acquisition or loss of control of subsidiaries and other 

businesses are presented separately, and classified as investing activities. Thus, cash or 

cash equivalents in subsidiaries or other businesses over which control is gained or lost 

should be disclosed separately. 

5.4 Impact of Non-Cash Transactions on Profit 

Investments and financial transactions that do not require the use of cash or cash 

equivalents are excluded from the cash flow statement. Such transactions shall be 

disclosed in the financial statements in such a manner as to give all information about 

such investment and financial activities. 

Many investing and financing activities do not directly affect current cash flows. It affects 

the capital and asset structure of a company. 

Examples:  

1. Assets can be purchased directly through related liabilities or finance leases. 

2. Acquisition of unit by issue (subscription) of equity shares 

3. Conversion of debt into equity. 

 

Other things/ items to be disclosed: 

Where significant cash or cash equivalents are held by the company but the amount is not 

available for use, the company should review with the management. Cash or cash 

equivalents may not be made available for use by the Company even under different 

circumstances. 

5.5 Difference between Cash Flow and Fund Flow Statement 

The points of difference between the cash flow and fund flow statement are as follows: 
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1. Cash and working capital changes: The cash flow statement mainly takes into 

account changes related to cash whereas, the funds flow statement takes into account 

details related to changes in working capital.  
 

2. Usefulness in short-term financial analysis: A cash flow statement is considered more 

useful than a fund flow statement in short-term financial analysis whereas, a fund 

flow statement is useful for observing the long-term financial situation. 
 

3. Method of preparing the statement: The method of preparing the cash flow statement 

and fund flow statement is different. An increase in current liabilities or a decrease in 

current assets in the fund flow statement indicates a decrease in net working capital 

and vice versa. But in a cash flow statement, an increase in current liabilities or a 

decrease in current assets shows an increase in cash flow and vice versa shows a 

decrease. 
 

4. Statement of Changes in Working Capital: The fund flow statement is usually 

followed by the statement of changes in working capital but the cash flow statement 

does not follow any such statement.  
 

5. Opening and Closing Balances: Opening and closing balances of cash and cash 

equivalents are taken into account while preparing the cash flow statement whereas, 

no such opening or closing balances are taken into account in the fund flow 

statement. 
 

6. Legal Requirements: There does not seem to be any legal requirement to prepare a 

fund flow statement whereas, (as required by SEBI) a cash flow statement must be 

prepared by the registered company as per Ind As-7. 

5.6 Uses of Cash Flow Statement 

1. Useful in cash planning: The cash flow statement proves useful for managers based 

on the company's ability to provide cash funds. 
 

2. Evaluation of cash flows from operating activities: The cash flow statement provides 

information about the cash generated from operating activities which explains the 

difference between cash generated from operating activities and net profit. 
 

3. Dividend Payment: The decision to pay dividends cannot be based on net profit 

alone. It is equally important to have profits available in the form of cash for 

dividend distribution. Thus, cash provided by operating activities has significance 

regarding the declaration of dividends. 
 

4. Cash Flows from Investing and Financing Activities: A cash flow statement not only 

assesses the cash generated by operating activities but also provides information on 

cash flows from non-operating activities such as investing activities and financing 

activities. This helps to know the overall company's liquidity, position and its ability 

to meet cash requirements. 
 

5. Reasons for Cash Surplus (Surplus) and deficit (Shortage): A business can make a 

profit and still suffer from a cash shortage, similarly the business can be loss-making 

and have enough cash in the bank. It is a paradoxical situation that the reasons for the 

increase and decrease can be known by balancing the cash through the cash flow 

statement. 
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5.7 Limitations of Cash Flow Statement 

1. Not fully evidential: A financial statement is not entirely complete as financial 

statements are traditionally based on profit and loss accounts and balance sheets. 

2. Non-disclosure of new matter: This does not introduce any new or original matter 

which may increase or decrease the financial position of the business. Its function is 

simply to reorganize financial information appearing elsewhere. 

3. Historical: A statement of changes is historical in nature like other financial 

statements, which do not capture estimates of sources and uses of funds for the 

foreseeable future.  

4. Not relevant: The study of changes in funds is more relevant than the study of 

changes in cash. 

5. Non-disclosure of structural changes: This statement does not disclose structural 

changes in the financial relations of the business or significant policy changes in 

current assets and short-term investments. 

 5.8 Format of Cash Flow Statement 

.... X.....of the company 

Cash flow statement for the year ended on-------------- 

Particulars Amt (Rs.) Amt (Rs.) 

Cash flow from operating activities:  

Net Profit before Tax and Extra-ordinary Items: 

Add/Less: adjustment of non-cash items / Provision, 

Reserve and capital items.  i.e., Depreciation, interest, 

dividend, foreign exchange loss, other deferred 

expenses.  

Cash flow before working capital changes:    

Changes in working capital 

(-)  Increase in current assets  

(+) Increase in current liabilities  

(+) decrease in current assets  

(-) decrease in current liabilities 

 

XXX 

(+/- )     XX 

 

 

 

 

(X) 

X 

X 

(X) 

 

Cash flow from operations before income taxes 

                            Income tax paid      

 

         Net cash flow from operating activities (A) 

 

Cash flow from investing activities:  

(-) Purchase of fixed assets and investments 

(+) Sale of fixed assets and investments 

(+) Interest and dividend income 

         Net cash flow from investing activities (B) 

 XXXX 

(XX) 

XXX 

 

 

(X) 

X 

X 

 

 XXX 
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Cash flow from financing activities:  

(+) issues of new shares/debentures 

(+) Taking long term loans 

(-)  repaying long term loans 

(-) Payment of Dividend and Interest 

            Net cash flow from financing activities (C) 

 

Net cash flows from all three activities (A+B+C) 

Add: Opening Cash Slip / Bank Slip 

Final cash/bank slip 

 

X 

X 

(X) 

(X) 

 

 

 XXX 

XX 

X 

XXX 

 

5.9 Exercise of Cash Flow Statements  

Example-1: Following are the balance sheets of Y Limited as on 31-03-2021 and 

31-03-2022. 

Liabilities 31-3-2021 31-3-2022 Assets 31-3-2021 31-3-2022 

Equity share capital 

General reserve 

Capital reserve 

Profit and loss account 

10% debentures 

Creditors 

Bills payable 

Tax provision 

Depreciation provision 

Proposed dividend 

Unpaid dividend  

1,95,000 

1,10,500 

- 

39,000 

1,30,000 

50,000 

28,000 

58,500 

1,49,500 

19,500 

- 

2,60,000 

1,30,000 

6,500 

48,750 

91,000 

34,500 

50,000 

55,250 

1,88,500 

23,400 

2,600 

Goodwill 

Machinery  

Building 

Investments 

Debtors 

Stock 

Cash and Bank 

8,000 

2,00,000 

3,20,000 

65,000 

1,25,000 

57,000 

5,000 

5,000 

2,00,000 

4,17,500 

52,000 

1,40,000 

61,500 

14,500 

 7,80,000 8,90,500  7,80,000 8,90,500 

 

Additional Information: 

1 21,650 and 40,000 are charged depreciation on building and machinery 

respectively. 

2 Debentures redeemed at a 5% premium. 

3 Some investments were sold at a profit. 

4 Paid tax of Rs. 40,000 and paid proposed dividend for last year. 

5 In the previous year, the original cost of a stock was understated by 5% which 

is now decided to be shown at the original cost. The stock as on 31-03-2022 is 

shown at its true value only. 

6 A machine was sold for Rs. 16,250 costs of that were Rs. 32,500 and 

depreciation of Rs. 13650 was charged on it. Also, a machine of 9,000 is to be 

written off. On which full depreciation is calculated. 

7 Profit on sale of investment credited to capital reserve. 

 

Prepare a cash flow statement as per Accounting Standard-7 keeping in mind the 

above information. 



61 

Solution:                                              Machinery A/c 

Particulars Amount (Rs.) Particulars Amount (Rs.) 

Bal. B/d 

Bank A/c 

(purchase) 

2,00,000 

                   

41,500 

 

Bank A/c 

Profit & Loss A/c 

Depreciation provision 

Depreciation provision 

Bal. C/d 

16,250 

2,600 

13,650 

9,000 

2,00,000 

 2,41,500  2,41,500 

 

 

Depreciation Provision A/c 

Particulars Amount (Rs.) Particulars Amount (Rs.) 

Machinery A/c 

Machinery A/c 

Bal. C/d 

13,650 

9,000 

                    

1,88,500 

Bal. B/d 

P&L A/c 

(Depreciation of 

building) 

P&L A/c 

(Depreciation of 

Machine) 

1,49,500 

21,650 

 

 

40,000 

 2,11,150  2,11,150 

 

Investment A/c 

Particulars Amount (Rs.) Particulars Amount (Rs.) 

Bal. B/d 65,000 Bank A/c 

Bal. C/d 

13,000 

                    52,000 

 65,000  65,000 

 

Tax A/c 

Particulars Amount (Rs.) Particulars Amount (Rs.) 

Bank A/c 

Bal. C/d 

40,000 

55,250 

Bal. B/d 

P&L A/c 
58,500 

36,750 

 95,250  95,250 

 

Note: When depreciation is accounted on fixed assets and a provision for depreciation 

account is shown, the depreciation will be credited to the provision for depreciation 

instead of being credited to the asset. 

•  Cost of machinery sold                    = 32,500 

- Accumulated Dep.                           = 13,650 

         ----------- 

  Cost after depreciation                      = 18,850 

- Selling price                                      = 16,250 

         ----------- 

       Loss                                                  = 2,600 
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• Cost of scrapped machine      =     9,000         

- write-off Depreciation       =     9,000    

Accumulated depreciation a/c Dr.    

             To machinery A/c       

 

• Closing stock: 
 

31-03-2019 = 57,000 (which is less than 5% of their original value). 

95                       100  

57,000                (?)  = 60,000 

Original value of Stock as shown, there will be an increase of Rs. 3,000 in the 

year ending 31-03-2021. The increase in price will be reflected in non-cash 

expenses as the profit in the business. 

 

• Cost of investments         = 13,000 

+ Profit          = 6,500 

   Selling price         =19,500 

 

Cash Flow Statement of Y Limited as per accounting standard -7 

Particulars Amount (Rs.) Amount (Rs.) 

(A)   Cash flow arising from operating activities  
   Net profit as per profit and loss account 

(48,750-39,000) 

Add: Non-cash expenses 

Goodwill write-off 

Depreciation on Land & building  

Depreciation on machinery  

loss on sales of machinery  

Provision of premium on redemption 

of debenture   

Provision of Taxation  

Provision of Proposed Dividend 

Provision of general reserve 

Net profit before working capital 

changes  

 Change in working capital 

Increase in debtor 

Increase in stock price with 

adjustment  

Decrease in creditor  

Increase in bills payable  

 

                      Tax paid  

Net cash flow from operating activities (A) 

 

 

 

 

3,000 

21,650 

40,000 

2,600 

1,950 

 

36,750 

23,400 

19,500 

 

 

 

(15,000) 

(4,500) 

 

(15,500) 

22,000 

 

 

 

 

9,750 

 

 

 

 

 

 

 

 

 

 

1,48,850 

1,55,600 

 

 

 

 

 

 

(13,000) 

1,45,600 

(40,000) 

1,05,600 
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(B)   Cash flows arising from investing activities 

Sale of machinery 

Sale of investment 

Purchase of building 

Purchase of machinery 

Net cash flow arising from investing 

activities (B) 

(C) Cash flow arising from financing activities  

Redemption of Debenture  

Dividend paid (19,500-2,600) 

Issues of Equity Share  

Cash flow arising from financing activities (C)  

Increase or decrease in cash and cash 

equivalents (A+B+C) 

+      Opening balance of cash and cash 

equivalents  

 

Balance of cash and cash equivalents at 

the end of the year 

 

 

16,250 

19,500 

(97,500) 

(41,500) 

 

 

 

(40,950) 

(16,900) 

65,000 

 

 

 

 

 

 

 

 

 

 

 

 

(1,03,250) 

 

 

 

 

 

7,150 

              

  9,500 

               5,000 

 

 

14,500 

 

Example 2: The balance sheets of S Limited as on 31-03-2022 and 31-03-2023 are as 

follows. Prepare a cash flow statement as per accounting standard- 7. 

 

Liabilities 31-3-2022 31-3-2023 Assets 31-3-2022 31-3-2023 

Equity shares Capital (each 

of 100, Fully paid) 

General reserve 

Profit and loss account 

12% Debentures  

Bills Payable 

Creditors 

Tax provision  

 

 

10,00,000 

6,00,000 

1,00,000 

- 

2,50,000 

2,00,000 

1,50,000 

 

 

15,00,000 

2,00,000 

1,20,000 

5,00,000 

3,10,000 

2,00,000 

1,70,000 

 

Goodwill 

Building 

Machinery   

Investments 

Stock 

Debtors 

Cash 

Bank  

Preliminary 

expenses 

3,00,000 

6,00,000 

4,00,000 

1,50,000 

1,60,000 

4,90,000 

80,000 

40,000 

80,000 

 

2,80,000 

10,00,000 

9,50,000 

1,20,000 

2,50,000 

2,10,000 

80,000 

50,000 

60,000 

 

 23,00,000 30,00,000  23,00,000 30,00,000 
 

Additional Information: 
1. A paid tax of Rs. 1,40,000 during the year and a paid interim dividend of Rs. 

80,000. 

2. On 01-04-2022, capitalization of the general reserve through issues of 1 bonus 

share for every 2 equity shares. 

3. Depreciation of Rs. 60,000 is charged on building and Rs. 40,000 on 

machinery. 

4. The goodwill is to be written off against the capital reserve. 

5. Debentures were issued at a 10% discount during the year. 
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6. Investments of Rs. 50,000 were sold at a loss of 10%. 

7. Sold a machine at a cost value of Rs. 1,00,000 at a profit. The profit was 

credited to the capital reserve. 
 

Answer: Necessary calculation 

General Reserve Account 

Particulars Amount (Rs.) Particulars Amount (Rs.) 

Equity Share capital 

account 

Bal. C/d 

5,00,000 

                    

2,00,000 

Bal. B/d 

profit and loss A/c 

(?) 

6,00,000 

1,00,000 

 

 7,00,000  7,00,000 
 

Equity Share capital account 

Particulars Amount (Rs.) Particulars Amount (Rs.) 

Bal. C/d 15,00,000 Bal. B/d 

General Reserve 

A/c 

10,00,000 

5,00,000 

 15,00,000  15,00,000 

 

Building Account 

Particulars Amount (Rs.) Particulars Amount (Rs.) 

Bal. B/d 

 

Bank A/c 

(purchase) 

6,00,000 

 

4,60,000 

Depreciation A/c 

 

Bal. C/d 

60,000 

 

10,00,000 

 10,60,000  10,60,000 

 

Machinery Account 

Particulars Amount (Rs.) Particulars Amount (Rs.) 

Bal. B/d 

Capital Reserve A/c 

(Profit) 

Bank A/c 

(purchase) 

4,00,000 

 

20,000 

6,90,000 

Depreciation A/c 

Bank A/c (Sales) 

 

Bal. C/d 

40,000 

1,20,000 

 

9,50,000 

 11,10,000  11,10,000 
 

Investments Account 

Particulars Amount (Rs.) Particulars Amount (Rs.) 

Bal. B/d 

 

Bank A/c (purchase) 

(?) 

1,50,000 

 

20,000 

Bank A/c 

Profit and Loss A/c 

Bal. C/d 

45,000 

5,000 

                 1,20,000 

 1,70,000  1,70,000 

   

 

 



65 

Taxation Account  
Particulars Amount (Rs.) Particulars Amount (Rs.) 

 Bank A/c (tax paid) 

 

Bal. C/d 

1,40,000 

 

1,70,000 

Bal. B/d 

Profit and Loss A/c 

1,50,000 

1,60,000 

 

 3,10,000  3,10,000 
 

 Bonus Share: 

   2  : 1 

  10,000            (?)  

= 5,000 Share x 100 = 5,00,000 General Reserve Account 

Cash Flow Statement of S Limited 
Particulars Amount (Rs.) Amount (Rs.) 

(A)  Cash flow arising from operating activities  

   Net profit as per profit and loss account  

Add:         Non-cash expenses 

Preliminary expenses write-off 

Interim Dividend 

Depreciation on building 

Depreciation on Machinery  

Discount on Debenture  

Loss on sales of Investment  

Provision for taxation 

Provision for general reserve  

Net profit before working capital change  

 Change in working capital 

Increase in stock 

Decrease in debtors 

Increase in bills payable  

                                                                        

                                                                                     Tax paid 

Net cash flow from operating activities (A) 

(B)  Cash flows arising from investing activities 

Sale of machinery 

Sale of investment 

Purchase of building  

Purchase of machinery 

Purchase of investments 

Net cash flow arising from investing activity (B) 

 

(C) Cash flow arising from financing activities  

Interim Dividends 

Debentures issued 

Cash flow arising from financing activities (C)  
 
Increase or decrease in cash and cash equivalents  

+      Opening balance of cash and cash equivalents 

 Balance of cash and cash equivalents at the end of the 

year 

 

20,000 

 

20,000 

80,000 

60,000 

40,000 

50,000 

5,000 

1,60,000 

1,00,000 

5,35,000 

 

(90,000) 

2,80,000 

60,000 

7,85,000 

(1,40,000) 

 

 

           

1,20,000 

45,000  

(4,60,000) 

(6,90,000) 

(20,000) 

 

 

(80,000)  

4,50,000 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

6,45,000 

 

 

 

 

 

 

(10,05,000) 

 

 

 

 

3,70,000 

 

10,000 

1,20,000 

1,30,000 
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Example-3: The balances of D Ltd. as on 31-03-2022 and 31-03-2023 are as follows. 

Prepare a cash flow statement as per accounting standard -7. 

 

Liabilities 31-3-2022 31-3-2023 Assets 31-3-2022 31-3-2023 

Equity shares capital  

each of Rs.100, Fully paid 

10% redeemable Preference 

share of Rs.100 each Rs. 70 

paid up.  

General Reserve 

Security premium 

Profit and loss account 

5% Debentures  

Creditors 

Bills Payable 

Taxation provision 

Proposed Dividend 

 

16,00,000 

 

 

5,60,000 

6,40,000 

1,20,000 

2,80,000 

- 

4,00,000 

1,60,000 

1,92,000 

1,60,000 

 

24,00,000 

 

 

- 

4,00,000 

80,000 

6,00,000 

8,00,000 

4,80,000 

- 

2,40,000 

2,88,000 

Goodwill 

Building 

Plant-Machinery 

Investments 

Stock 

Bills Receivable 

Debtors 

Cash 

Bank  

 

6,40,000 

12,80,000 

11,20,000 

3,20,000 

2,40,000 

3,52,000 

80,000 

50,000 

30,000 

 

4,80,000 

20,00,000 

16,00,000 

- 

4,00,000 

3,20,000 

80,000 

3,60,000 

48,000 

 

 41,12,000 52,88,000  41,12,000 52,88,000 
 

Additional Information: 

1. Redemption of Preference share capital at a 5% premium in compliance with 

the provisions of the Companies Act and Rs. 8,00,000 transfer from general 

reserve to capital redemption reserve. 

2. A provision of Rs 2,40,000 has been made for the building and Rs 2,00,000 

for machinery. 

3. Debentures of Rs.8,00,000 were issued at a 5% discount. 

4. The company issued bonus shares in the ratio of 2:1 to the existing equity 

shareholders from the capital redemption reserve. 

5. Tax Rs. 2,00,000 and the proposed dividend of the previous year were also 

paid. 

6. Investments are sold at a profit of 20% on the selling price. 

 

Answer: Necessary calculation 

 

Building Account 

Particulars Amount (Rs.) Particulars Amount (Rs.) 

Bal. B/d 

Bank (purchase) a/c  

12,80,000 

9,60,000 

Depreciation A/c 

Bal. c/d 

2,40,000 

20,00,000 

 22,40,000  22,40,000 

 

Machinery Account 

Particulars Amount (Rs.) Particulars Amount (Rs.) 

Bal. B/d 

Bank (purchase) 

11,20,000 

6,80,000 

Depreciation A/c 

Bal. c/d 

2,00,000 

16,00,000 

 18,00,000  18,00,000 
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Preference share Account 

Particulars Amount (Rs.) Particulars Amount (Rs.) 

Bank account a/c 8,00,000 

 

 

Bal. B/d 

Bank Account a/c 

(outstanding EMI) 

5,60,000 

 

2,40,000 

 8,00,000  8,00,000 

 

Security premium account  

Particulars Amount (Rs.) Particulars Amount (Rs.) 

Premium on 

redemption of 

Preference share 

account 

Bal. c/d 

 

40,000 

 

 

80,000 

Bal. B/d 

 

1,20,000 

 1,20,000  1,20,000 

 

General Reserve Account 

Particulars Amount (Rs.) Particulars Amount (Rs.) 

C.R.R a/c  

Bal. C/f 

8,00,000 

4,00,000 

Bal. b/d 

P& L a/c 

6,40,000 

5,60,000 

 12,00,000  12,00,000 

 

Provision for Taxation Account 

Particulars Amount (Rs.) Particulars Amount (Rs.) 

Bank a/c (Tax 

provision) 

Bal. C/f 

2,00,000 

2,40,000 

Bal. b/d 

P& L a/c 

1,92,000 

2,48,000 

 4,40,000  4,40,000 

 

Notes:  

 Face value of Debenture  = 8,00,000 

- Discount (5%)             =    40,000 

 amount received (Bank A/c) = 7,60,000  
 Investment: 

Assume that the selling price  =  100 

-  Profit     =    20 

Cost     =    80 

80   20 

3,20,000  (?)   = 80,000 Profit 

 

 

 

 



68 

Cash Flow Statement of D Limited 

Particulars Amount (Rs.) Amount (Rs.) 

(A)  Cash flow arising from operating activities  

   Net profit as per profit and loss account  

Add:         Non-cash expenses 

Goodwill write-off 

Depreciation on building 

Depreciation on Machinery  

Debenture discount write-off 

Provision of taxation 

Provision of Proposed dividend 

Provision of general reserve 

less:        Profit on sales of investment  

Net profit before working capital changes  

 Change in working capital 

Increase in stock 

Decrease in Bills Receivable  

Increase in Creditors 

Decrease in Bills Payable 

 

                                                                               Tax paid 

Net cash flow from operating activities (A) 

 

(B)  Cash flows arising from investing activities 

Sale of investment 

Purchase of building  

Purchase of machinery 

Net cash flow arising from investing activities (B) 

 

(C) Cash flow arising from financing activities  

Preference Share due installments 

Redemption of Preference Shares  

Debentures issued 

Proposed dividend paid 

Cash flow arising from financing activities (C)  
 
Increase or decrease in cash and cash equivalents  

+      Opening balance of cash and cash equivalents 

 Balance of cash and cash equivalents at the end of 

the year 

 

3,20,000 

 

1,60,000 

2,40,000 

2,00,000 

40,000 

2,48,000 

2,88,000 

5,60,000 

(80,000) 

16,56,000 

 

(1,60,000) 

32,000 

80,000 

(1,60,000) 

17,68,000 

(2,00,000) 

 

 

 
 

4,00,000 

(9,60,000) 

(6,80,000) 

 

 

 

2,40,000 

(8,40,000) 

7,60,000 

(1,60,000) 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

15,68,000 

 

 

 

 

 

(12,40,000) 

 

 

 

 

 

-- 

  

 3,28,000 

80,000 

4,08,000 

   

 5.10 Ratios 

Accounting ratios are useful tools for analyzing financial statements. A ratio is defined as 

a relationship between two or more numbers/variables and can be presented in the form of 

a ratio, percentage, and fraction. When a ratio is calculated by relating two accounting 
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numbers derived from the financial statements, it is termed an accounting ratio or 

financial ratio. 

A cash flow ratio is a measure of the number of times a company can pay off current 

debts with cash generated within the time period. If it is greater than one, shows that a 

company has generated more cash in a period than what is needed to pay off its current 

liabilities. A cash flow ratio of less than one shows the opposite the firm has not 

generated enough cash to cover its current liabilities.  

Types of Ratios  

Liquidity Ratios: The capacity of a business to pay the due to stakeholders when it is due 

is known as liquidity ratios. The liquidity ratios are short-term in nature. There are two 

types of liquidity ratios: Current Ratio & Quick or Liquid Ratio. 

Solvency Ratio: The business solvency is determined by its ability to meet its contractual 

obligations to external stakeholders, and the ratios calculated to measure the business 

solvency positions are known as the solvency ratio. There are five types of solvency 

ratios: Debt-Equity Ratio, Debt to Capital Employed Ratio, Proprietary Ratio, Total Asset 

to Debt Ratio & Interest Coverage Ratio.  

Activity or Turnover Ratio:  It is measured as the efficiency of business operations 

based on the effective utilization of resources known as efficiency ratios. The most 

important types of activity ratios: Activity Turnover Ratio, Trade Receivable Turnover 

Ratio, Trade Payable Turnover Ratio, Net Asset or Capital Employed Turnover Ratio, 

Fixed Asset Turnover Ratio and Working Capital Turnover Ratio. 

Profitability Ratios: It is the analysis of business profits in relation to the revenue 

generated from the business operations or assets used in the business are termed as 

profitability ratios. The most common types of profitability ratios: Gross Profit Ratio, 

Operating Ratio, Operating Profit Ratio, Net Profit Ratio, Return on Investment or Return 

on Capital Employed, Return on Net Worth, Earnings Per Share, Book Value Per 

Share, Dividend Payout Ratio Price & Earning Ratio.  

Cash flow ratios make a comparison between cash flows and other elements of a financial 

statement. The larger the amount of cash flow, the better ability the company will have to 

defend in the event of a temporary failure in performance, as well as the ability to pay 

dividends to investors. Cash flow ratios are essential in understanding the liquidity of a 

business. They are especially important when evaluating the companies whose overall 

cash flow varies significantly from their reported profits. 

Some of the most popular ratios are as under: 

Current Liability Coverage Ratio: It measures the ability of a business's operations to 

generate cash that can be used to cover debts. In other words, the current liability 

coverage ratio measures the business's liquidity. The calculation of the ratio is as follows: 

Current Liability Coverage Ratio = (Net Cash Flow from Operating Activities - Cash 

Dividend) / Average Current liabilities. 
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Average Current liabilities = Opening + Closing / 2 

It is also known as cash current debt coverage ratio. It helps measure the business's 

dividend policy affects the amount of cash available to meet current debt obligations. If a 

value is less than 1.0, then the firm is suffering a liquidity crisis and is in danger of 

default. The higher the ratio, the more liquid the business. 

Operating Cash Flow Ratio: It is an extended version of the current liability coverage 

ratio. It does not include dividends. However, this ratio is used to determine the amount 

of cash generated by the firm's business operations. It is useful for both management and 

investors to check the overall health of the firm. 

Operating cash flow ratio = Net Cash Flow from Operating activities / Current liabilities.  

This ratio is helpful in determining the business’s short-term debt liabilities without 

considering its dividend policy. If the ratio is less than 1, the firm is facing a cash crisis 

and vice versa. 

Cash Interest Coverage Ratio: The cash interest coverage ratio measures the ability of a 

business to meet its interest payments on its debt financing. If the ratio is less than one, 

the business does not have enough cash to meet its interest obligations on its short and 

long-term debt. 

Cash interest coverage ratio = (Earnings before interest and tax + Non-cash expenses) / 

Interest expense.  

Cash Flow Coverage Ratio:  The cash flow coverage ratio is considered a solvency 

ratio. This ratio calculates whether a company can pay its obligations on its total debt 

including the debt with a maturity of more than one year. It is calculated as operating cash 

flow divided by total debt. A high cash flow coverage ratio indicates that your company 

has sufficient cash flow to pay for any debt as well as the interest payments on that debt. 

If the ratio is greater than 1.0, then the company is not in danger of default and vice versa.  

Cash flow coverage ratio = Net cash flow from operating activities / Total liabilities  

Price-to-Cash-Flow Ratio: It is a valuation ratio that is useful when a business is 

publicly traded. It measures the amount of operating cash flow generated per share of 

stock. In this ratio, the Share price is divided by the operating cash flow per share. 

Price-to-Cash-Flow Ratio = Share Price / Operating Cash flow per share  

Cash flow margin ratio: It is calculated as cash flow from operations divided by sales. 

The cash flow margin ratio is a more reliable metric than net profit, as it gives a much 

clearer picture of the amount of cash generated per unit of sales. 

Cash flow to net income ratio: It is calculated as cash flow from operations divided by 

net income. If the cash flow to net income ratio is close to 1:1, this indicates that the 

organization is not engaging in any accounting intended to inflate earnings above cash 

flows. 
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Current Ratio = Current Assets / Current Liabilities  

Liquid Ratio = Quick Assets / Quick Liabilities  

stock and Prepaid Expenses are excluded in liquid assets and Liquid Liabilities exclude 

Bank O/D.  

Proprietary Ratio = Proprietors funds / Total Assets  

Proprietor fund includes Share capital (Equity & Pref.) + Retained earnings -Fictitious 

assets and Total Assets include Fixed Assets & Current Assets-Fictitious assets.  

Stock Working Capital Ratio = Closing Stock / Working Capital  

 Working Capital = Current assets – Current liabilities  

Capital Gearing Ratio = Fixed Interest & Dividend Bearing Funds / Equity Shareholders 

fund  

 Equity Shareholders fund includes Equity Sh. Capital + Retained earnings -Fictitious 

assets  

Debt Equity Ratio = Long-Term Debt / Proprietors Fund  

Gross Profit Ratio = Gross Profit x 100 /Net Sales  

Operating Ratio = Cost of Goods Sold + Operating Expenses x 100 / Net Sales  

Expenses Ratio= Operating Expenses x 100/ Net Sales   

Net Operating Profit Ratio = Operating Profit x 100 / Net Sales  

Net Profit Ratio = Net Profit After Tax x 100 / Net Sales  

Example 4:  

From the following information given below 

Cash flow from operations 3,00,000  

Sales 5,00,000. 

EBIT 1,50,000 

10% Debenture 1,00,000 

Average Current Liabilities 1,00,000 

Share price 200   

Number of shares 10,000 each of 100 

Cash dividend 20,000 

Non-cash expenses = 50,000 

Total liabilities = 2,00,000 

 

You are required to calculate: 

Current liability coverage ratio 

Operating cash flow ratio 

Cash interest coverage ratio 
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Cash flow coverage ratio 

Price to cash flow ratio 

Cash flow margin ratio 

Cash flow to net income ratio 

 

Answers:   
 

 Current Liability Coverage Ratio = (Net Cash Flow from Operating Activities - 

Cash Dividend) / Average Current liabilities. 

Current liability coverage ratio = (3,00,000-20,000) / 1,00,000 = 2.8 times or 

280% 
 

 Operating cash flow ratio = Net Cash Flow from Operating activities / Current 

liabilities. 

Operating cash flow ratio = 3,00,000/1,00,000= 3 times or 300% 
 

 Cash interest coverage ratio = (Earnings before interest and tax + Non-cash 

expenses) / Interest expense.  

Cash interest coverage ratio = (1,50,000+50,000)/10,000 

                                                          = 2,00,000/10,000 = 20 times  

 Cash flow coverage ratio = Net cash flow from operating activities / Total 

liabilities  

                                         = 3,00,000/2,00,000 = 1.5 times  

 Price-to-Cash-Flow Ratio = Share Price / Operating Cash flow per share  

                                                       = 200 / (3,00,000/10,000) x100 = 66.67% 

 Cash flow margin ratio = cash flow from operations / sales. 

                                                  = 3,00,000/5,00,000 x100 = 60% 

 Cash flow to net income ratio = cash flow from operations / EBIT 

                                                            = 3,00,000/1,50,000 x100 = 200% 

 

Example 5:  

From the following information given below 

Cash flow from operations 1,00,000  

Sales 3,00,000 

EBIT 75,000 

10% Debenture 80,000 

Average Current Liabilities 45,000 

Share price 80   

Number of shares 1,000 each of 100 

Cash dividend 10,000 

Non-cash expenses = 20,000 

Total liabilities = 1,25,000 
 

You are required to calculate: 
Current liability coverage ratio 

Operating cash flow ratio 

Cash interest coverage ratio 
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Cash flow coverage ratio 

Price to cash flow ratio 

Cash flow margin ratio 

Cash flow to net income ratio 
 

Answers:   

 

 Current Liability Coverage Ratio = (Net Cash Flow from Operating Activities - 

Cash Dividend) / Average Current liabilities. 

Current liability coverage ratio = (1,00,000-10,000) / 45,000 = 2 times or 200% 

 

 Operating cash flow ratio = Net Cash Flow from Operating activities / Current 

liabilities. 

Operating cash flow ratio = 1,00,000/45,000= 2.22 times or 223% 

 

 Cash interest coverage ratio = (Earnings before interest and tax + non-cash 

expenses) / Interest expense.  

Cash interest coverage ratio = (75,000+20,000)/8,000 

                                                          = 95,000/8,000 = 11.88 times  

 Cash flow coverage ratio = Net cash flow from operating activities / Total 

liabilities  

                                         = 1,00,000/1,25,000 = 0.8 times  

 Price-to-Cash-Flow Ratio = Share Price / Operating Cash flow per share  

                                                       = 80 / (1,00,000/1,000) x100 = 0.8 or 80 % 

 Cash flow margin ratio = cash flow from operations / sales. 

                                                  = 1,00,000/3,00,000 x100 = .34 or 34% 

 Cash flow to net income ratio = cash flow from operations / EBIT 

                                                            = 1,00,000/1,50,000 x100 = .67 or 67% 

 

Example 6:  

 

From the following information of A ltd.  

 

Equity Share Capital 50,000 

Preference share capital 20,000  

General Reserve 10,000 

Secured Loan 30,000 

Sundry Creditors 10,000 

Land & Building 10,000 

Machinery 40,000 

Furniture 5,000 

Inventory 30,000 

Sundry Debtors 30,000 

Cash/Bank Balance 5,000 
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Calculate Following Ratios:  

 

1. Current Ratio  

2. Liquid Ratio  

3. Proprietary Ratio  

4. Stock Working capital Ratio  

5. Capital Gearing Ratio  

6. Debt Equity Ratio 
 

Answers:  
 

 Current ratio = Current assets / current liabilities  

Current assets = stock (30,000) + debtors (30,000) + cash balance (5,000) = 65,000   

Current liabilities = Creditors (10,000)  

 = 65,000/10,000 = 6.5:1  
 

 Liquid ratio = liquid assets/liquid liabilities  

liquid assets = 30,000) + cash balance (5,000) = 35,000  

liquid liabilities = Creditors = 10,000  

 = 35,000/10,000 = 3.5:1  
 

 Proprietary Ratio = Proprietors fund / total assets  

 Proprietor fund = Equity Share capital + Pref. Share capital + Retained earnings -

Fictitious assets = 50,000 + 20,000 + 10,000 = 80,000  

 Total Assets = Fixed Assets + Current Assets - Fictitious assets = 1,20,000  

 = 80,000/1,20,000 = 0.66: 1  
 

 Stock Working capital Ratio = closing stock / working capital  

= 30,000 / 55,000 = 0.55:1  

WC=CA-CL= 65,000 – 10,000 = 55,000  
 

 Capital Gearing Ratio = Fixed Interest & Dividend Bearing Funds / Equity Shareholders 

fund  

Fixed Interest & Dividend Bearing Funds = Pref. sh. (20,000) + secured loan (30,000) = 

50,000  

Equity Shareholders fund = Eq. Shares (50,000) + GR (10,000) = 60,000  

 = 50,000 / 60,000 = 0.83: 1  
 

 Debt Equity Ratio = Long-Term Debt / Proprietors Fund  

                Long-term debt = secured loan (30,000)  

                        = 30,000/80,000 = 0.38: 1 

 

Example 7: 

 

From the Following balances of Urja Auto. Ltd. For the year ended 31
st
 Dec 2022 

 

Sales 10,00,000  

Cost of goods Sold 6,00,000  
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Gross Profit 4,00,000  

Operating Expenses 2,40,000  

Operating Profit 1,60,000  

Non–operating income 24,000  

Non –operating Expenses 8,000  

Profit before Tax 1,76,000  

Less: Tax @ 30% 52,800 

Net Profit After Tax 1,23,200 

 

You are required to calculate:  

Gross Profit Ratio 

Operating Ratio 

Net operating Profit Ratio and 

Net Profit Ratio.  

 

Answers:  

 

 Gross Profit Ratio = Gross profit / Sales x100 

                                          = 4,00,000/10,00,000 x 100 = 40%  

 Operating ratio = COGS + Operating Exp. / sales x 100  

                                      = 6,00,000 + 2,40,000 x 100 /10,00,000 = 84% 

 Net operating profit Ratio = Operating Profit / Sales x 100 

                                           = 1,60,000/10,00,000 x 100 = 16%  

 Net profit ratio = Net Profit / Sales x 100   

                         = 1,23,200/10,00,000 x 100 = 12.3% 
 

 Exercises:  

 MCQ: 
1. Ind. Accounting Standard for Cash Flow Statement is ------------ 

(A) Ind. AS-7 

(B) Ind. AS-3 

(C) Ind. AS-14 

(D) Ind. AS-9 
 

2. A cash flow statement includes which of the following? 

(A) Cash only 

(B) Bank only 

(C) Cash and Bank only 

(D) Cash, Bank and Cash Equivalents 
 

3. Where is the profit on the sale of property shown? 

(A) There will be an increase in working capital 
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(B) Shall be deducted from working capital 

(C) Non-cash expenses shall be deducted 

(D) Will be added to non-cash expenses. 
 

4. What will be the effect of the debtor being 80,000 during the year 2019 and the 

debtor being 1,00,000 in the year 2020? 

(A) Debtor's cost increase in working capital will be added by Rs. 20,000. 

(B) Debtor's cost increase in working capital will be subtracted by Rs. 20,000. 

(C) Increase in debtors in financial activity will add Rs. 20,000. 

(D) Increase in the value of debtors in cash activity will add Rs. 20,000. 
 

5. The book value of the machine is Rs. 1,50,000. It was sold for Rs. 70,000 And 

50,000 depreciation is charged on it. How much profit or loss will be made by 

selling the machine? 

(A) profit Rs. 30,000 

(B) loss Rs. 30,000 

(C) profit Rs. 70,000 

(D) loss Rs. 80,000  
 

6. Taxation during the year 2018 was Rs. 70,000 and tax during the year 2019 is Rs. 

1,00,000. Also, a tax provision of Rs. 50,000 has been made during the year. So 

how much tax would have been paid during this period?  

(A) 40,000 

(B) 30,000 

(C) 20,000 

(D) 50,000 

7. Furniture having a selling price of Rs. 1,20,000 is sold during the year at a profit of 

20% of the selling price, what will be the effect on non-cash expenses? 

(A) +24,000 

(B) (24,000) 

(C) +30,000 

(D) None. 
 

 

8. Debentures of Rs. 1,00,000 issued during the year at a discount of 5%. Which of 

the following will affect it? 

(A) + 95,000 in financing activity 

(B) (95,000) In financial activity 

(C) + 1,00,000 in financial activity 

(D) + 95,000 in investing activity  

9. Goodwill in the year 2020 is Rs. 2,00,000 and the year 2019 is Rs. 2,50,000 then 

what will be the effect in the cash flow statement? And by how much? 

(A) Increase in investment activity as Goodwill 50,000 

(B) Goodwill of 50,000 write-off from non-cash expenditure 

(C) Goodwill increase in working capital 50,000  

(D) Goodwill decreases in working capital 50,000  
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10. Plant and machinery in a company whose original cost was Rs. 5,00,000 and on 

which a depreciation provision of Rs. 1,80,000 was made. That plant and 

machinery are sold at a profit of Rs. 90,000. What would be the change in the cash 

flow statement under these circumstances? 

(A) Cash flow will decrease by Rs. 5,90,000 

(B) Cash flow will increase by Rs. 5,90,000 

(C) Cash flow will decrease by Rs. 4,10,000 

(D) Cash flow will increase by Rs. 4,10,000 
 

Theoretical questions: 
 

1. State the usefulness and limitations of cash flows. 

2. How does a cash flow statement differ from a fund flow statement? State the 

importance and limitations of the cash flow statement and prepare a sample cash 

flow statement. 

3. Write a short note on the Cash Flow Statement. 

4. Discuss the major components of cash flow as per AS-7. 

5. Cash flow statements are a useful tool for management - discuss. 

6. Write a short note on: 'Cash Flow Statement and Fund Flow Statement' 

7. Write a short note on the difference between 'fund flow' and 'cash flow'. 

8. How does a cash flow statement differ from a fund flow? Why is a cash flow 

statement prepared? Explain.  

9. What is ratio? Explain the different types of Ratios.  

10. Explain the liquidity and solvency ratios with examples.  

 

Practical questions:  

1. The balances of Ajit Ltd. as on 31-03-2021 and 31-03-2022 are as follows. 

Liabilities 31-3-2021 31-3-2022 Assets 31-3-2021 31-3-2022 

Equity shares each of 

Rs.10 Fully paid  

10% redeemable 

Preference share of Rs.100 

each Rs. 70 paid up 

Profit and loss account 

General Reserve 

Security premium 

10% Debentures  

Creditors 

Bills Payable 

Provision of Taxation  

Proposed Dividend 

 

1,50,000 

 

 

52,000 

45,000 

56,250 

18,750 

75,000 

30,000 

22,500 

26,250 

18,750 

 

3,00,000 

 

 

- 

60,000 

37,500 

15,000 

- 

37,500 

11,250 

33,750 

31,500 

Goodwill 

Land & Building 

Plant-Machinery 

Investments 

Stock 

Debtors 

Bills Receivable 

Cash/ Bank  

Debenture 

discount   

 

37,500 

1,42,500 

1,20,000 

45,000 

18,750 

33,750 

18,750 

67,500 

11,250 

 

30,000 

2,25,000 

1,80,000 

- 

10,500 

23,250 

24,000 

30,000 

3,750 

 

 4,95,000 5,26,500  4,95,000 5,26,500 

 

Additional Information: 
1. Depreciation of Rs. 22,500 on land-building and Rs. 33,750 on plant machinery 

was Write-off. 
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2. During the year a plant-machinery with a cost value of Rs. 75,000 on which 

accumulated depreciation was 45,000 sold for Rs. 33,750. 

3. Investments are sold at a profit of 20% on their selling price. 

4. Debentures were redeemed at Rs. 105 per share. 

5. The Company has redeemed the Redeemable Preference Shares at a premium of 

5% in compliance with the requisite statutory provisions. For this, Rs. 75,000 

has been taken from the general reserve to the capital redemption reserve. 

6. The company has issued bonus shares in the ratio of 2:1 to the existing 

Shareholders from the capital redemption reserve.  

7. Last year's tax amount of Rs. 22,500 has been paid and last year's proposed 

dividend has also been paid. 
 

From the above information, prepare the Cash flow statement for the year ending 

31-03-2022.  
 

Answer: Net cash flow from operating activities: 1,80,000 

               Net cash flow arising from investing activity: (1,38,750) 

               Net cash flow arising from financing activities: (78,750) 

               Increase or decrease in cash and cash equivalents: (37,500) 

 

2. The balances of Hina Limited as on 31-03-2022 and 31-03-2023 are as 

follows. 

Liabilities 31-3-2022 31-3-2023 Assets 31-3-2022 31-3-2023 

Equity shares each of 

Rs.10 Fully paid 

10% redeemable 

Preference Share 

Profit and loss account 

General Reserve 

10% Debentures   

Creditors 

Bills Payable 

Provident Fund 

Provision of Taxation 

 

6,00,000 

 

3,00,000 

1,20,000 

1,05,000 

1,50,000 

1,42,500 

37,500 

75,000 

22,500 

 

9,00,000 

 

1,50,000 

2,25,000 

1,80,000 

2,25,000 

1,65,000 

45,000 

1,05,000 

30,000 

Goodwill 

Land-Building 

Plant-Machinery  

Furniture 

Investments 

Stock 

Debtors 

Bills Receivable 

Cash / Bank  

Expenses paid in-

advance 

75,000 

3,00,000 

3,75,000 

1,23,000 

1,80,000 

1,35,000 

1,50,000 

45,000 

1,17,000 

 

52,500 

60,000 

3,75,000 

4,50,000 

1,62,000 

1,50,000 

2,40,000 

2,10,000 

90,000 

2,07,000 

 

81,000 

 15,52,500 20,25,000  15,52,500 20,25,000 
 

Additional Information: 
 

1. Paid income tax of Rs. 20,000 during the year and Rs. 30,000 during the year an 

interim dividend was paid. 

2. Depreciation of Rs. 30,000 is charged on building and Rs. 40,000 on plant-

machinery. 

3. During the year: A machine with a cost value of Rs. 50,000 was sold at a profit. 

The profit of which was credited to the capital reserve. 

4. Debentures were issued in excess of 10% during the year. 

5. Goodwill write-off against capital reserve. 

6. Investments of Rs. 50,000 were sold at 10% profit. 
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7. In compliance with the necessary provisions of the Companies Act, preference 

shares were refunded to the preference shareholders at a premium of 10%. For 

this, Rs. 1,50,000 has been taken from the general reserve to the capital 

redemption reserve. 

8. The company has given bonus shares out of capital redemption reserve to 

existing shareholders in the ratio of 4:1. 

9. The price of a stock in the next year was valued at 10% less than the original 

price. It is decided to be displayed at the original price from the year 2021-22. 

Stock is shown at the original price as on 31-03-2023. 

Prepare a cash flow statement as per Accounting Standard- 7. 

 

Answer: Net cash flow from operating activities: 2,76,500 

Net cash flow arising from investing activity: (2,09,000) 

Net cash flow arising from financing activities: 22,500 

Increase or decrease in cash and cash equivalents: 90,000 
 

 

3. The balances of G Ltd. as on 31-03-2021 and 31-03-2022 are as follows. 
 

Liabilities 31-3-2021 31-3-2022 Assets 31-3-2021 31-3-2022 

Equity shares each of Rs. 

10 Fully paid 

10% redeemable 

Preference Share Fully 

paid Rs.100 

Profit and loss account 

General Reserve 

10%Debentures  

Creditors 

Bills Payable 

Outstanding expenses  

Provision of Taxation 

Proposed Dividend  

 

6,00,000 

 

 

2,75,000 

50,000 

1,00,000 

2,50,000 

1,31,250 

37,500 

18,750 

37,500 

25,000 

 

11,00,000 

 

 

75,000 

62,500 

75,000 

3,00,000 

80,000 

50,000 

25,000 

45,000 

12,500 

Goodwill 

Land-Building 

Plant-Machinery  

Investments 

Stock 

Debtors 

Bills Receivable 

Cash/ Bank  

Preliminary 

expenses 

12,500 

7,25,000 

3,20,000 

80,000 

1,87,500 

1,50,000 

6,250 

18,750 

25,000 

6,250 

8,50,000 

4,97,500 

1,62,000 

22,500 

1,62,500 

18,750 

12,500 

12,500 

 15,52,500 18,25,000  15,52,500 18,25,000 

 

Additional Information: 

 

1.  Paid 10% dividend on Equity shares and preference share capital for the year 

ending 31-03-2021. 

2. The company has issued new equity shares in the ratio of 2:1 to the equity 

shareholders at a face value. 

3. As on 31-03-2022, redeemable preference shares were refunded at 10% in 

compliance with the provisions of the Companies Act. For this, the company 

issued 10,000 new equity shares at a premium of 10% and the remaining amount 

was transferred from the general reserve to the capital redemption reserve. 

4. Investments are sold at a profit of 20% on their selling price. 
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5. The company issued shares as a bonus in the ratio of 10:1 to the existing 

shareholders from the capital redemption reserve. 

6. Depreciation of Rs. 72,500 on land-building and Rs. 32,000 on plant machinery 

is deducted. 

7. Last year's tax paid is Rs. 30,000 and last year's proposed dividend paid. 

8. Debentures are issued at a discount of 10%. 

Prepare a cash flow statement as per Accounting Standard-7 from the above 

information. 

Answer: Net cash flow arising from operating activities: 2,28,250 

Net cash flow arising from investing activity: (3,57,000) 

Net cash flow arising from financing activity: 1,22,500 

Increase or decrease in cash and cash equivalents: (6,250)  

Bonus Share: 10,000, Right shares: 30,000 

 

4. The balances of Manu Limited as on 31-03-2021 and 31-03-2022 are as follows. 

Liabilities 31-3-2021 31-3-2022 Assets 31-3-2021 31-3-2022 

Equity share capital (each 

of Rs. 100, Fully paid) 

Security premium 

General Reserve 

Capital reserve 

Profit and loss account 

Taxation provision 

10% Debentures of Rs.100 

each  

Creditors 

Bills Payable 

Bank Over Draft 

Proposed Dividend 

 

10,00,000 

- 

2,00,000 

50,000 

3,00,000 

1,50,000 

 

5,00,000 

2,50,000 

75,000 

2,75,000 

1,00,000 

 

17,00,000 

50,000 

2,25,000 

1,00,000 

4,00,000 

1,75,000 

 

2,50,000 

 2,00,000 

1,00,000 

- 

1,50,000 

Fixed assets 

Less: 

Depreciation 

Fund 

 

 

Investments 

Stock 

Debtors 

Cash/Bank  

Primary expenses 

Bills Receivable 

15,00,000 

5,00,000 

 

10,00,000 

 

 

4,00,000 

7,50,000 

4,50,000 

- 

1,00,000 

2,00,000 

  

20,00,000 

6,00,000 

 

14,00,000 

 

 

5,00,000 

8,00,000 

3,00,000 

1,75,000 

75,000 

1,00,000 

 29,00,000 33,50,000  29,00,000 33,50,000 

   

Additional Information: During the year ending 31-03-2022.  

 

1. 1.fixed assets costing Rs. 2,50,000 is sold for Rs. 1,25,000 out of total fixed 

assets. On which the depreciation is Rs. 1,00,000. 

2. The Company has issued right shares at a face value in the ratio of 2:1 in 

compliance with the provisions of the Companies Act. 

3. 2,500 convertibles debentures of Rs. 100 after allotment of right shares. those 

debentures were converted into 2,000 equity shares of Rs. 100 each. 

4. Investments of Rs. 1,50,000 are sold at a profit. This profit is credited to the 

capital reserve. 
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5. A bad debt amount of Rs.10,000 is now decided to be waived off. 

6. The closing stock price is understated by Rs. 50,000 

7. Last year's tax paid is Rs. 1,25,000.  

Prepare a cash flow statement as per Accounting Standard-7.  

Answer: Net cash flow from operating activities (A) 7,25,000 

 Net cash flow arising from investing activities (B) 6,75,000 

 Cash flow arising from financing activities (C) 4,00,000 

 Increase or decrease in cash and cash equivalents 4,50,000 
 

5. The balances of Ansi Ltd. as on 31-03-2021 and 31-03-2022 are as follows. Prepare 

a cash flow statement: 

Liabilities 31-3-2021 31-3-2022 Assets 31-3-2021 31-3-2022 

Equity share capital 

Capital reserve 

General Reserve 

Profit and loss account 

Debentures 

Current Liabilities  

Taxation provision 

Proposed Dividend 

Unpaid Dividends 

3,00,000 

20,000 

4,00,000 

1,50,000 

2,80,000 

2,60,000 

1,70,000 

72,000 

8,000 

6,00,000 

- 

3,40,000 

1,20,000 

4,00,000 

2,40,000 

1,80,000 

60,000 

- 

Fixed assets 

less: Depreciation 

Fund 

 

 

Investments 

Current Assets 

Preliminary 

expenses 

19,00,000 

 

5,80,000 

13,20,000 

 

1,60,000 

6,60,000 

20,000 

  

16,00,000 

 

4,60,000 

11,40,000 

 

2,00,000 

5,60,000 

40,000 

 21,60,000 19,40,000  21,60,000 19,40,000 

 

Transaction during the year 2020-21. 

1. A machine was sold for Rs. 50,000. The original price of which was Rs. 

1,00,000 and Rs. 42,000 was deducted as depreciation on it. 

2. Depreciation of Rs.1,90,000 is charged on fixed assets.  

3. Debentures were redeemed at Rs. 103. 

4. A few investments were sold at a profit. This profit is credited to the capital 

reserve. 

5. Fixed assets of Rs. 28,000 is written off. (On which full depreciation is 

deducted.) 

6. Income tax paid Rs. 1,60,000. 

Answer:  Net cash flow from operating activities (A) 2,93,600 
                 Net cash flow arising from investing activities (B) (3,18,000) 
                 Cash flow arising from financing activities (C) 24,400 
                 Increase or decrease in cash and cash equivalents 0 

 

6. From the following information given below.  

Cash flow from operations 10,00,000  

Sales 15,00,000 

EBIT 1,50,000 
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10% Debenture 2,00,000 

Average Current Liabilities 1,50,000 

Share price 120   

Number of shares 15,000 each of 100 

Cash dividend 50,000 

Non-cash expenses = 1,20,000 

Total liabilities = 3,50,000 

 

You are required to calculate: 

 

Current liability coverage ratio 

Operating cash flow ratio 

Cash interest coverage ratio 

Cash flow coverage ratio 

Price to cash flow ratio 

Cash flow margin ratio 

Cash flow to net income ratio 
 

Answer:  
 

Current liability coverage ratio = (10,00,000-50,000) / 150,000 = 6.34 times  

Operating cash flow ratio = 10,00,000/150,000= 6.67 times  

Cash interest coverage ratio = (1,50,000 + 1,20,000) / 20,000 = 13.5 times  

Cash flow coverage ratio = 10,00,000 / 3,50,000 = 2.85 times  

Price-to-Cash-Flow Ratio = 120 / (10,00,000/15,000) x100 = 1.80 or 180% 

Cash flow margin ratio = 10,00,000/15,00,000 x100 = .67 or 67% 

Cash flow to net income ratio = 10,00,000/1,50,000 x100 = 6.67 or 667% 
                                                             

7. The Balances of om Limited as on 31‐12‐2023 were as follows:   
 

Equity Share Capital 2,00,000  

8% Pref. Share Capital 1,50,000  

Reserves & Surplus 1,10,000 

10% Debenture 1,00,000 

9% Secured Loan 50,000 

Creditors 10,000 

Bank overdraft 15,000  

Bills Payable 4,500 

Outstanding Expenses 500 

Machinery 3,50,000 

Patents & Trademarks 2,00,000 

Stock 17,500 

Debtors 35,000 

Bills Receivables 5,000 
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Cash at bank 22,500 

Fictitious Assets 10,000 

 

 

 

You are required to Calculate Following Ratios:  
 

1. Current Ratio  

2. Liquid Ratio  

3. Proprietary Ratio   

4. Capital Gearing Ratio  

5. Debt Equity Ratio  

Answers: 1. Current Ratio (2.67:1)  

2. Liquid Ratio (4.17:1)  

3. Proprietary Ratio (0.71: 1) or 71%)  

4. Capital Gearing Ratio (1: 1)  

5. Debt Equity Ratio (0.33: 1) or 33%) 
 

8. From the following information for the year ended 31.12.2021. 
 

Total Sales- Rs. 50,000/-  

Gross Profit – 40% of Sales.  

Cost of goods sold – Rs.? 

Operating Expenses – Rs.6,000/-  

Non-operating Income – Rs. 2,100/-  

Tax Rate is 50% 
 

You are required to calculate:  
 

Gross Profit Ratio, Operating Ratio, Net Operating Profit Ratio and Net Profit Ratio  

Answers:  

Gross Profit Ratio = 40% 

Operating Ratio = 72% 

Net Operating Profit Ratio 28%  

Net Profit Ratio 16.10%. 
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6.1 Introduction 

6.2 The Formula for Rate of Return 

6.3 Rate of Return on stock and bonds 

6.4 Rate of Return Formula 

6.5 Profitability Ratio  

6.6 Different Type of Profitability Ratio 

 Keywords 

 Exercise 

6.1 Introduction 

In the world of finance and investments, understanding how to measure the performance 

and profitability of assets and businesses is essential. This chapter delves into two critical 

financial metrics: Rate of Return (ROR) and Profitability Ratios. These metrics are vital 

tools for investors, financial analysts, and business leaders seeking to make informed 

decisions about investments, assess the efficiency of their operations, and determine the 

overall health of their finances. 
 

Rate of Return (ROR): ROR, often referred to as the "return on investment," is a 

fundamental concept that quantifies the gains or losses on an investment relative to the 

initial capital employed. It provides a clear picture of investment performance, allowing 

individuals and organizations to evaluate the success of their financial decisions. In this 

chapter, we will explore the formula for ROR, its interpretation, and its role in risk 

assessment and investment strategy. 

Profitability Ratios: Profitability Ratios are a set of financial metrics that assess a 

company's ability to generate profits from its operations and assets. These ratios are 

essential for understanding how efficiently a business utilizes its resources to achieve its 

financial goals. We will delve into various types of Profitability Ratios, such as Gross 

Profit Ratio, Operating Profit Ratio, Net Profit Ratio, and others, providing insights into 

their meanings, calculations, and practical applications. 

6.2 The Formula for Rate of Return 

                Rate of Return=   
                        

                  
×100 

In this formula: 

 Net Gain from Investment refers to the total profit or return generated from the 

investment. It can include capital gains (the difference between the final value and the 

initial value of the investment), interest or dividend income, or any other income 

generated by the investment. 
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 Initial Investment represents the amount of money initially invested or the cost of the 

investment. 

The result is expressed as a percentage, which represents the return on the investment 

relative to the initial investment amount. This percentage allows investors to assess the 

profitability of their investment and compare it to other investment opportunities. 

6.3 Rate of Return on stock and bonds 

Rate of Return (ROR) for stocks and bonds is a critical concept in the world of 

investments. It helps investors assess the profitability and performance of their 

investments. Let's delve into the Rate of Return for both stocks and bonds separately: 

 Rate of Return (ROR) for Stocks: 

ROR for stocks often referred to as the "stock return" or "equity return," measures the 

gain or loss on an investment in a particular stock over a specified period. It's a key 

indicator of how well a stock investment has performed. Here's how you can calculate the 

ROR for stocks: 

Formula for ROR for Stocks: 
                                                           

                     
×100 

In this formula: 

 Ending Stock Price is the price of the stock at the end of the investment period. 

 Beginning Stock Price is the price of the stock at the beginning of the investment 

period. 

 Dividends Received are any cash dividends paid out to the investor during the 

investment period. 

The result is expressed as a percentage. 

Rate of Return (ROR) for Bonds: 

ROR for bonds, often referred to as the "bond yield" or "yield to maturity," measures the 

total return an investor can expect to receive from holding a bond until it matures. It 

accounts for both the interest payments and any capital gains or losses when the bond 

matures. Here's how you can calculate the ROR for bonds: 

Formula for ROR for Bonds: 
                      

                          
×100 

In this formula: 

 Total Return from a Bond includes the periodic interest payments (coupon 

payments) and the difference between the face value (par value) of the bond and 

its purchase price (if it's not purchased at face value). 

 Initial Investment in a Bond is the amount of money initially invested in the bond. 

The result is expressed as a percentage. 
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Key Points: 

1. Risk and Reward: ROR for stocks is typically riskier but potentially offers 

higher returns, whereas ROR for bonds is often considered less risky but may 

provide more modest returns. 

2. Holding Period: ROR can be calculated for different time frames, such as daily, 

monthly, annually, or for the entire holding period. 

3. Dividends vs. Coupon Payments: Stocks may provide dividends, while bonds 

offer fixed coupon payments. Both contribute to the total return. 

4. Market Prices: Stock ROR accounts for changes in market prices, while bond 

ROR considers both interest income and any changes in bond prices over time. 

5. Yield to Maturity (YTM): Bond investors often use YTM as a measure of the 

annual rate of return they can expect if they hold the bond until maturity. 

6. Risk Factors: The risk associated with stocks and bonds varies, and investors 

should consider factors like market conditions, company performance, and interest 

rate changes. 

In conclusion, understanding the Rate of Return (ROR) for stocks and bonds is essential 

for investors to evaluate the performance and potential profitability of their investments. 

These calculations help investors make informed decisions based on their financial goals, 

risk tolerance, and investment time horizons. 

6.4 Rate of Return Formula 

The Rate of Return (ROR) is a crucial financial metric used to evaluate the profitability 

and performance of an investment. It measures the gain or loss on an investment relative 

to the initial amount invested. ROR is a fundamental concept in finance and investment 

analysis, providing investors with insights into the effectiveness of their investment 

decisions. Here are some key points about the Rate of Return: 

1. ROR Calculation: 
 

 The formula for calculating ROR is: 

               Rate of Return=   
                        

                  
×100 

 

 The "Net Gain from Investment" includes all returns and profits generated from the 

investment, such as capital gains, dividends, interest, or other income. 

 "Initial Investment" represents the amount of money initially invested in the asset. 
 

2. Expressing ROR: 
 ROR is typically expressed as a percentage. For example, if you invested $1,000 in a 

stock and it grew to $1,200, your ROR would be 20% because you gained $200 on 

your $1,000 investment. 
 

3. Evaluating Investment Performance: 
 ROR helps investors assess the effectiveness of their investments. A positive ROR 

indicates a gain, while a negative ROR represents a loss. 
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 It allows investors to compare the performance of different investments, helping them 

decide where to allocate their capital. 
 

4. Time Period Consideration: 
 ROR can be calculated for various time periods, such as daily, monthly, annually, or 

for the entire holding period. The choice of the time frame affects the calculated rate. 
 

5. Risk and Return: 
 ROR is a critical tool for assessing the relationship between risk and return. 

Investments with higher RORs often come with higher risks. 
 

6. Benchmarking: 
 Investors commonly compare an investment's ROR to a benchmark, such as a stock 

market index or a bond index, to gauge performance relative to the broader market. 
 

7. Investment Diversification: 
 ROR helps investors assess the diversification of their portfolios. A well-diversified 

portfolio may have a blended ROR that balances risk and return. 
 

8. Real vs. Nominal ROR: 
 The ROR can be expressed in real terms (adjusted for inflation) or nominal terms (not 

adjusted for inflation). Real ROR provides a more accurate picture of purchasing 

power. 
 

9. Tax Considerations: 
 Taxes can impact the effective ROR of an investment. Taxes on capital gains, 

dividends, and interest income may reduce the net gain. 

10. Future Projections: - Investors often use historical ROR data to make future 

projections and assess potential investment opportunities. 
 

In summary, the Rate of Return (ROR) is a fundamental metric used by investors to 

assess the profitability and performance of their investments. It serves as a key tool 

for decision-making, risk assessment, and portfolio management, helping individuals 

and organizations make informed financial choices. 
 

6.5 Profitability Ratio Meaning 

Profitability ratios are like financial magnifying glasses that help us understand how well 

a company makes money. They show us how well a company uses its resources to earn a 

profit. When a business uses its resources effectively, it's more likely to make a profit. So, 

these ratios help us understand how well a company is doing financially. 

In other words, they tell us how good a company is at turning its sales or revenues into 

profits. Think of it as measuring the company's ability to make more money than it spends 

on its operations. Profitability ratios focus on:  

1. Making Money vs. Spending Money: Profitability ratios focus on two key aspects of 

a company's finances: how much money it makes and how much money it spends. 

2. Turning Sales into Profits: A company might be really good at selling its products 

or services, but what matters even more is how much money it gets to keep as profit 

after covering all its expenses. 
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3. Comparing Companies: Profitability ratios also allow us to compare different 

companies, no matter their size. We can see which company is better at making 

profits relative to their size or sales. 

4. Assessing Financial Health: 

By looking at these ratios, we can assess the financial health of a company. High 

profitability ratios usually mean the company is doing well financially, while low 

ratios might be a sign of financial trouble. 

These profitability ratios help investors, managers, and even regular folks like us 

understand how efficiently a company is making money. If a company has high 

profitability ratios, it's a good sign that it's doing well financially. However, if these ratios 

are low, it might be a sign that the company needs to find ways to improve its profitability 

or manage its expenses better. 

6.6 Different Types of Profitability Ratio 

Numerous ratios have been developed and are commonly employed to evaluate and 

dissect the profitability of a business. These ratios serve as analytical tools and include: 

1. Gross profit ratio 

2. Operating ratio 

3. Operating profit ratio 

4. Net profit ratio 

5. Return on Investment (ROI) and Return on Capital Employed (ROCE) 

6. Return on Net worth (RONW) 

7. Earnings per share 

8. Book value per share 

9. Dividend payout ratio 

10. Price Earnings ratio 

1. Gross Profit Ratio:  

This ratio unveils the proportion of gross profit concerning total revenue It's a crucial 

ratio for evaluating how efficiently a company manages its cost of goods sold (COGS) in 

relation to its revenue. Here's a breakdown of the Gross Profit Ratio: 

Formula for Gross Profit Ratio: The Gross Profit Ratio is calculated using the 

following formula:                         

  Gross Profit Ratio=
            

             
         

 In this formula: 
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 Gross Profit represents the profit a company earns from its core business activities after 

subtracting the direct costs associated with producing or purchasing the goods sold. These 

costs include expenses like raw materials, labor, and manufacturing costs. 
 

 Total Revenue stands for the total sales or revenue generated by the company through 

the sale of goods or services. 
 

Interpreting the Gross Profit Ratio: The Gross Profit Ratio is expressed as a 

percentage, and it provides valuable insights into a company's operations: 

 

 A Higher Gross Profit Ratio indicates that a company is efficiently managing its 

production and inventory costs. It suggests that the company has a healthy profit margin 

on its core products or services. 
 

A Lower Gross Profit Ratio may suggest that a company is facing challenges in 

controlling its production costs, which could impact profitability. It's important to 

investigate and address the reasons behind a lower ratio. 

Importance of the Gross Profit Ratio: 

1. Profitability Assessment: The Gross Profit Ratio is a fundamental measure of 

profitability for a company. It helps stakeholders assess how effectively a company 

generates profit from its primary operations. 

2. Comparative Analysis: It enables comparisons between companies in the same industry. A 

higher Gross Profit Ratio might indicate a competitive advantage in cost management. 

3. Performance Monitoring: Over time, monitoring changes in the Gross Profit Ratio can 

help a company track the effectiveness of its cost control measures and pricing strategies. 

4. Investment Decisions: Investors often use this ratio to evaluate a company's financial health 

and growth potential. A consistent or improving Gross Profit Ratio can be an attractive 

indicator for potential investors. 

 2. Operating Ratio: 

Operating ratio gauges, the operational efficiency of a business by assessing the relationship 

between operating expenses and revenue.  

Formula for Operating Ratio: 

The Operating Ratio is calculated using the following formula: 

Operating Ratio: 
                 

             
×100 

In this formula: 

 Operating Expenses represent the costs associated with a company's daily operations. 

These expenses include items such as salaries, rent, utilities, office supplies, and other 

costs directly related to running the business. 
 

 Total Revenue stands for the total sales or revenue generated by the company from its 

core business activities. 
 

Interpreting the Operating Ratio: The Operating Ratio is expressed as a percentage, 

and it provides insights into a company's operational efficiency: 
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 A Lower Operating Ratio indicates that a company is operating efficiently because it is 

spending a smaller portion of its revenue on operating expenses. A lower ratio is 

generally favorable as it suggests better cost management. 
 

 A Higher Operating Ratio implies that a company is spending a larger portion of its 

revenue on operating expenses. This may indicate that the company is less efficient in 

managing its operational costs. 
 

Key Points to Understand about the Operating Ratio: 

1. Focus on Core Operations: The Operating Ratio primarily considers expenses related to 

a company's core operations. It excludes non-operating items like interest and taxes, 

which allows for a more focused analysis of operational efficiency. 

2. Industry Benchmarking: Comparing the Operating Ratio to industry benchmarks is 

common practice. Different industries have different typical operating expense levels, so 

it's essential to evaluate a company's ratio in its industry context. 

3. Cost Control: A decreasing Operating Ratio over time can indicate effective cost control 

measures, improved efficiency, or an increase in revenue. 

4. Profitability Indicator: While the Gross Profit Ratio assesses profitability before 

operating expenses, the Operating Ratio accounts for these expenses, offering a more 

comprehensive view of a company's overall profitability. 

5. Investor Consideration: Investors use the Operating Ratio to evaluate a company's 

ability to generate profits from its core operations. A low Operating Ratio can be an 

attractive indicator for potential investors. 

Limitations of the Operating Ratio: 

It's essential to recognize that the Operating Ratio has its limitations. It doesn't account 

for non-operating income, interest expenses, or taxes, which can significantly impact a 

company's overall financial performance. Therefore, it's often used in conjunction with 

other financial ratios and metrics for a more comprehensive assessment. 

In conclusion, the Operating Ratio is a vital financial metric that provides insights into a 

company's operational efficiency and cost management. By comparing this ratio to 

industry benchmarks and tracking it over time, companies can assess their performance 

and make informed decisions to improve efficiency and profitability. 

3. Operating Profit Ratio:  

Operating profit ratio measures the profitability of core business operations by factoring 

in operating expenses. It focuses on the profitability of a company's core operations, excluding 

interest and taxes. Here's a brief overview, including the formula: 

Formula for Operating Profit Ratio: 

The Operating Profit Ratio is calculated using the following formula: 

In this formula: 
                

             
×100 
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 Operating Profit represents the profit a company earns from its core business operations 

after accounting for operating expenses, which include costs like salaries, rent, utilities, 

and other day-to-day operational costs. 

 Total Revenue stands for the total sales or revenue generated by the company from all its 

business activities. 

Interpreting the Operating Profit Ratio: 

The Operating Profit Ratio is expressed as a percentage, and it provides insights into a 

company's core operational profitability: 

 A Higher Operating Profit Ratio suggests that a company is efficiently managing its 

core operations and generating a significant profit margin before considering interest and 

taxes. It reflects strong operational efficiency. 

 A Lower Operating Profit Ratio indicates that a company may be facing challenges in 

controlling its operating expenses, which can impact profitability. 

Key Points to Understand about the Operating Profit Ratio: 

1. Operational Focus: The Operating Profit Ratio is particularly useful for assessing the 

profitability of a company's primary business activities, excluding income from non-

operational sources like investments. 
 

2. Profitability Assessment: It offers a snapshot of how efficiently a company generates 

profit from its day-to-day operations, providing valuable insights into core business 

performance. 
 

3. Investor and Management Tool: Investors use the Operating Profit Ratio to gauge a 

company's operational efficiency and profitability, while management can monitor it to 

assess the effectiveness of cost control measures. 
 

4. Industry Comparison: Comparing a company's Operating Profit Ratio to industry 

benchmarks helps determine its competitiveness and efficiency in relation to peers. 
 

5. Trend Analysis: Tracking changes in the Operating Profit Ratio over time can highlight 

improvements or deteriorations in a company's core operational profitability. 
 

In summary, the Operating Profit Ratio is a fundamental financial metric that assesses a 

company's ability to generate profit from its core business operations. It provides a clear 

picture of operational efficiency and profitability before considering interest and taxes, 

making it a valuable tool for financial analysis and decision-making. 

4. Net Profit Ratio:  
This ratio reflects the net profitability of a business by considering all expenses, including 

operating, financial, and taxes, in relation to total revenue. 

It provides valuable insights into how efficiently a company manages its expenses and 

generates profit after accounting for all costs. Let's delve into the Net Profit Ratio in 

detail: 

Formula for Net Profit Ratio: 

The Net Profit Ratio is calculated using the following formula: 



92 

Net Profit Ratio= 
          

             
×100 

In this formula: 

 Net Profit represents the amount of profit a company earns after accounting for all 

expenses, including operating expenses, interest, taxes, and other costs. It's essentially the 

"bottom line" profit. 
 

 Total Revenue stands for the total sales or revenue generated by the company from all its 

business activities. 

Interpreting the Net Profit Ratio: 

The Net Profit Ratio is expressed as a percentage, and it provides key insights into a 

company's financial health and profitability: 

 A Higher Net Profit Ratio indicates that a company is efficient in managing its expenses 

and generating profit. It suggests that a larger portion of each dollar earned as revenue is 

converted into profit. 

 A Lower Net Profit Ratio implies that a company is less efficient in controlling 

expenses, which can negatively impact profitability. 

Key Points to Understand about the Net Profit Ratio: 

1. Comprehensive Profitability: Unlike the Gross Profit Ratio, which focuses on profit 

before operating expenses, the Net Profit Ratio considers all costs, including operating, 

financial, and tax-related expenses, to provide a more comprehensive view of 

profitability. 

2. Profitability Assessment: The Net Profit Ratio is a fundamental measure for assessing a 

company's overall profitability and its ability to generate earnings after all expenses are 

accounted for. 

3. Profit Margin: It's often referred to as the "profit margin" because it reveals the 

percentage of profit relative to total revenue. A higher margin indicates stronger 

profitability. 

4. Investor Perspective: Investors often use the Net Profit Ratio to evaluate a company's 

financial performance and assess its capacity to generate returns. A consistently high ratio 

can be attractive to potential investors. 

5. Trend Analysis: Tracking changes in the Net Profit Ratio over time can provide insights 

into a company's financial progress. Increasing profitability is generally a positive sign. 

Limitations of the Net Profit Ratio: 

While the Net Profit Ratio is a valuable metric, it has limitations: 

 Industry Variation: Different industries may have different typical net profit margins 

due to variations in operating models and competition. Thus, it's crucial to compare a 

company's ratio to industry benchmarks. 
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 Non-Recurring Items: Extraordinary or non-recurring expenses or income may distort 

the Net Profit Ratio in a given period. Analysts often adjust for such items to obtain a 

clearer picture of ongoing profitability. 

In conclusion, the Net Profit Ratio is a critical financial metric for evaluating a company's 

profitability. It offers a comprehensive view of how well a company manages its expenses 

and generates profit from its revenue. Investors, analysts, and company management use 

this ratio to assess financial performance and make informed decisions regarding 

operations and investments. 

5. Return on Investment (ROI) and Return on Capital Employed (ROCE):  

ROI and ROCE analyze the returns generated in relation to the total capital employed 

within the business, signifying the efficiency of capital utilization. 

(I) Return on Investment (ROI): 

Formula for ROI: 

ROI is calculated using the following formula: 

Return on Investment (ROI): = 
          

               
×100 

In this formula: 

 Net Profit represents the earnings a company generates after accounting for all expenses, 

including operating expenses, interest, taxes, and other costs. 

 Investment Cost includes the total cost of the investment, such as the purchase price of 

assets, initial outlay, or capital expenditure. 

Interpreting ROI: 

ROI is expressed as a percentage, and it measures the profitability of an investment 

relative to its cost: 

 A Positive ROI indicates that the investment has generated returns greater than its cost. 

This is typically seen as a favorable outcome. 

A Negative ROI suggests that the investment has not generated sufficient returns to 

cover its cost. This may indicate a less successful investment. 

Key Points about ROI: 

1. Versatility: ROI is a versatile metric used to evaluate the profitability of various types 

of investments, including projects, assets, and business ventures. 

2. Risk Consideration: ROI does not consider the timing of cash flows or risk factors. 

Therefore, it's important to complement ROI analysis with other risk assessments. 

3. Investor and Managerial Tool: Investors use ROI to assess the attractiveness of 

investments, while company management uses it to evaluate the performance of 

projects and allocate resources effectively. 
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(II) Return on Capital Employed (ROCE): 

Formula for ROCE: 

ROCE is calculated using the following formula: 

                     Return on Investment (ROI): = 
                

                
×100 

In this formula: 

 Operating Profit represents the profit generated by a company from its core business 

operations after accounting for operating expenses. It excludes non-operating income, 

interest, and taxes. 

 Capital Employed refers to the total capital invested in the business, including both 

equity (shareholders' equity) and debt (long-term borrowings). 

Interpreting ROCE: 

ROCE is expressed as a percentage, and it measures how efficiently a company utilizes 

its capital to generate returns: 

 A Higher ROCE indicates that the company is effectively using its capital to generate 

profits. It reflects strong capital efficiency. 

 A Lower ROCE suggests that the company may not be efficiently utilizing its capital to 

generate returns. 

Key Points about ROCE: 

1. Focus on Core Operations: ROCE primarily evaluates the profitability of a 

company's core business operations, excluding non-operating income and financial 

income/expenses. 

2. Comprehensive Performance Measure: It offers a holistic view of a company's 

ability to generate returns from both equity and debt capital. 

3. Comparative Analysis: Comparing ROCE to industry benchmarks and historical 

performance helps assess a company's relative efficiency and improvement over 

time. 

4. Investor and Management Tool: ROCE is used by investors to assess a company's 

financial health and capital efficiency. Management uses it for resource allocation 

and performance assessment. 

In summary, ROI and ROCE are essential financial metrics that help stakeholders 

evaluate a company's ability to generate returns from investments and capital. While ROI 

is versatile and can assess various types of investments, ROCE provides a more specific 

focus on capital efficiency and core business operations. Both metrics play a crucial role 

in investment decisions, financial analysis, and strategic planning. 
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6. Return on Net Worth (RONW):  

RONW assesses the profitability concerning the shareholders' equity, providing insights 

into how well the business generates returns for its shareholders and measures how 

effectively a company generates earnings for its shareholders from the equity invested in 

the business. Here's a detailed explanation of RONW: 

Formula for Return on Net Worth (RONW): 

RONW is calculated using the following formula: 

            Return on Net Worth (RONW) =  
          

                    
×100 

In this formula:  

 Net Profit represents the company's earnings after accounting for all expenses, 

including operating costs, interest, taxes, and other costs. 

 Shareholders' Equity, also referred to as owners' equity or simply equity, is the 

residual interest in the assets of the company after deducting liabilities. It represents 

the shareholders' investment in the business. 

Interpreting RONW: 

RONW is expressed as a percentage, and it provides insights into a company's ability to 

generate returns for its shareholders from their equity investment: 

 A Higher RONW indicates that the company is efficiently using shareholders' equity 

to generate profits. It reflects strong profitability in relation to shareholders' 

investments. 

 A Lower RONW suggests that the company may not be effectively utilizing 

shareholders' equity to generate returns. 

Key Points about Return on Net Worth (RONW): 

1. Shareholder Perspective: RONW is a critical metric from the perspective of 

shareholders. It helps them assess how effectively their equity investment is being 

used to generate returns. 

2. Profitability Assessment: RONW offers a comprehensive view of a company's 

overall profitability, as it considers all expenses and financial elements in relation to 

equity. 

3. Management Tool: Company management uses RONW to evaluate performance, 

assess the effectiveness of financial strategies, and make decisions about capital 

allocation and dividend policies. 

4. Comparative Analysis: Comparing a company's RONW to industry peers and 

historical performance provides valuable insights into its competitiveness and 

financial health. 

5. Growth and Risk: A rising RONW may indicate profitable growth, while a 

declining RONW may signal increased risk or financial challenges. 
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6. Balance between Debt and Equity: RONW is closely related to a company's capital 

structure. High reliance on debt financing can lead to higher financial leverage, 

potentially affecting RONW. 

7. Consideration of Share Buybacks: Companies can influence RONW by 

repurchasing their own shares, reducing the denominator (shareholders' equity) and 

potentially boosting the ratio. 

In summary, return on Net Worth (RONW) is a fundamental financial metric that helps 

shareholders, investors, and company management assess a company's profitability in 

relation to shareholders' equity. It provides valuable insights into the efficiency of capital 

utilization and is a crucial factor in investment decisions, financial analysis, and strategic 

planning. 

7. Earnings per Share (EPS):  

EPS quantifies the earnings attributable to each outstanding share of stock. Earnings Per 

Share (EPS) is a fundamental financial metric that measures the profitability of a 

company on a per-share basis. It provides insight into how much profit each outstanding 

share of common stock represents. EPS is a critical indicator for investors, analysts, and 

company management as it helps assess financial performance and is often a key 

component of investment decisions. Here's a detailed explanation of EPS: 

Formula for Earnings Per Share (EPS): 

EPS is calculated using the following formula: 

EPS=   
          

                             
×100 

In this formula: 

 Net Profit represents the company's earnings after accounting for all expenses, including 

operating expenses, interest, taxes, and other costs. 

 Number of Outstanding Shares is the total number of shares of common stock held by 

investors and the public. It reflects the ownership interest in the company. 

Interpreting Earnings Per Share (EPS): 

EPS is typically expressed as a specific monetary value (e.g., dollars per share), and it 

serves several important purposes: 

 Profitability Measurement: EPS quantifies a company's profitability on a per-share 

basis. A higher EPS indicates greater earnings available to each shareholder. 

 Investor Attraction: Investors often use EPS to gauge a company's financial health and 

profitability. A company with a consistently growing EPS can be more attractive to 

investors. 

 Comparative Analysis: EPS allows for comparisons between companies of different 

sizes and industries, enabling investors to make informed investment choices. 

 Financial Decision-Making: Company management uses EPS to evaluate financial 

performance, set financial targets, and make decisions regarding dividends and capital 

allocation. 
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Key Points about Earnings Per Share (EPS): 

1. Basic and Diluted EPS: Companies may report both basic EPS (calculated using the 

number of common shares outstanding) and diluted EPS (which considers potential 

dilution from options, convertible securities, etc.). 

2. Impact of Share Buybacks: Companies can increase EPS by repurchasing their own 

shares, which reduces the denominator (number of outstanding shares). 

3. Growth and Stability: Increasing EPS over time can indicate profitable growth. 

Consistently stable or growing EPS is often viewed positively by investors. 

4. EPS and Dividends: Companies often use EPS as a basis for determining dividends. 

Dividend per share (DPS) is calculated by dividing total dividends by the number of 

outstanding shares. 

5. Caution with One-Time Items: It's important to analyze EPS carefully, as one-time 

gains or losses can distort the picture of ongoing profitability. 

6. Industry Comparison: EPS should be considered in the context of the industry. 

Different industries may have varying typical EPS levels. 

In conclusion, Earnings Per Share (EPS) is a vital financial metric that provides insight 

into a company's profitability on a per-share basis. It is a key factor in investment 

decisions, financial analysis, and financial planning. Investors and company management 

alike rely on EPS to assess financial performance and make informed decisions. 

8. Book Value per Share:  

This metric ascertains the net asset value attributable to each share of stock, often serving 

as a measure of intrinsic value. Book Value Per Share (BVPS) is a financial metric that 

measures the intrinsic value of a company's common stock on a per-share basis. It 

represents the net asset value of the company after deducting liabilities and preferred 

stock from its total assets. BVPS is an important indicator for investors and analysts to 

assess the fundamental value of a company's shares. Here's a detailed explanation of 

Book Value Per Share: 

Formula for Book Value Per Share (BVPS): 

BVPS is calculated using the following formula: 

 BVPS=   
                    

                             
 

In this formula: 

 Shareholders' Equity (also known as owners' equity or simply equity) represents the 

residual interest in the assets of the company after deducting liabilities. It reflects the 

ownership interest of common shareholders. 

 Number of Outstanding Shares is the total number of common shares held by 

investors and the public. 

Interpreting Book Value Per Share (BVPS): 

BVPS is expressed as a specific monetary value (e.g., dollars per share), and it provides 

several key insights: 
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 Intrinsic Value: BVPS represents the intrinsic or book value of each share of common 

stock, indicating what each share would be worth if the company were liquidated and 

its assets distributed to shareholders. 

 Investment Analysis: Investors use BVPS as a fundamental metric to assess the 

underlying value of a company's shares. A share trading below BVPS might be 

considered undervalued. 

 Financial Health: BVPS is a measure of a company's financial health. A higher BVPS 

generally indicates a stronger financial position. 

 Asset-Backed Value: BVPS represents the value of assets per share, serving as a 

safety net for common shareholders in the event of bankruptcy or liquidation. 

Key Points about Book Value Per Share (BVPS): 

1.Tangible and Intangible Assets: BVPS accounts for both tangible assets (e.g., 

buildings, equipment) and intangible assets (e.g., patents, trademarks) but may not fully 

reflect their market value. 
 

2.Preference Shares and Liabilities: BVPS is calculated after deducting preferred stock 

and liabilities. Preferred shareholders have a claim on assets ahead of common 

shareholders. 
 

3.Historical and Market Values: BVPS is based on historical accounting values and 

may not necessarily reflect the current market value of a company's shares. 
 

4.Market-to-Book Ratio: The market-to-book ratio compares a company's market price 

per share to its BVPS. A ratio below 1 suggests that shares may be undervalued relative 

to their book value. 
 

5.Value Investing: BVPS is a fundamental metric often used by value investors who seek 

stocks trading at a discount to their intrinsic value. 
 

6.Industry Comparison: BVPS should be considered in the context of the industry. 

Different industries may have varying typical BVPS levels. 
 

In summary, Book Value Per Share (BVPS) is a significant financial metric that reflects 

the intrinsic value of a company's common stock on a per-share basis. It is a valuable tool 

for investors and analysts to assess a company's financial health and the fundamental 

value of its shares, providing insights into potential investment opportunities. 

9. Dividend Payout Ratio:  

The dividend payout ratio signifies the proportion of earnings paid out as dividends to 

shareholders, offering insights into dividend policy. It provides insight into how much of 

the company's profits are returned to shareholders versus how much is retained for 

reinvestment in the business. Here's a detailed explanation of the Dividend Payout Ratio: 

Formula for Dividend Payout Ratio: 

The Dividend Payout Ratio is calculated using the following formula: 

Dividend Payout Ratio= 
                              

             
 ×100 
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In this formula: 

 Dividends Paid to Shareholders represent the total amount of dividends distributed to 

common shareholders during a specific period. 

 Net Profit (or Net Income) represents the earnings of the company after deducting all 

expenses, including operating expenses, interest, taxes, and other costs. 

Interpreting the Dividend Payout Ratio: 

The Dividend Payout Ratio is typically expressed as a percentage, and it serves several 

important purposes: 

 A Higher Dividend Payout Ratio indicates that a larger portion of the company's 

earnings is being returned to shareholders as dividends, which may be seen as a positive 

sign for income-seeking investors. 

 A Lower Dividend Payout Ratio suggests that the company retains more of its 

earnings for reinvestment in the business, which may be viewed as a sign of growth 

potential. 

Key Points about Dividend Payout Ratio: 

1.Income for Shareholders: The Dividend Payout Ratio helps shareholders assess the 

portion of earnings they receive as cash dividends. 

2.Retained Earnings: A lower ratio implies that the company is retaining a significant 

portion of earnings for internal reinvestment, which can support future growth and 

expansion. 

3.Investor Preference: Investors seeking regular income often favor companies with 

higher Dividend Payout Ratios, while those seeking capital appreciation may prefer 

lower ratios that indicate reinvestment for growth. 

4.Dividend Policy: A company's dividend policy influences its Dividend Payout Ratio. 

Companies may have different policies, such as regular dividends, periodic special 

dividends, or no dividends at all. 

5.Dividend Sustainability: An excessively high Dividend Payout Ratio may raise 

concerns about the sustainability of dividends if earnings decline. 

6.Industry Comparison: Dividend Payout Ratios vary by industry, with some industries 

traditionally paying higher dividends than others. 

7.Balance with Growth: Companies often seek a balance between paying dividends to 

shareholders and retaining earnings for investment in new projects, research, 

development, and other growth initiatives. 

8.Market Reaction: Changes in a company's Dividend Payout Ratio can impact its stock 

price and investor sentiment. 

In summary, the Dividend Payout Ratio is a crucial financial metric that provides insight 

into a company's dividend distribution practices and its commitment to returning earnings 

to shareholders. It helps investors assess income potential and financial policies while 
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considering the company's growth prospects. Companies often manage this ratio 

strategically to align with their financial objectives and shareholder expectations. 

 

10. Price Earnings Ratio:  

The price-earnings ratio juxtaposes the stock's market price to its earnings per share, 

providing a valuation perspective from an investor's standpoint. 

It's a key indicator for investors and analysts, helping them evaluate whether a stock is 

overvalued or undervalued in the market. The P/E ratio is also known as the Price-to-

Earnings ratio. Here's a detailed explanation of the Price-Earnings Ratio: 

Formula for Price-Earnings Ratio (P/E Ratio): 

The P/E ratio is calculated using the following formula: 

Price-Earnings Ratio (P/E Ratio):
                      

                         
 

In this formula: 

 Market Price per Share represents the current market price of one share of the 

company's stock, as determined by supply and demand in the stock market. 

 Earnings per Share (EPS) is the company's net earnings (profit) divided by the 

number of outstanding shares. It represents the earnings attributable to each share of 

common stock. 

Interpreting the Price-Earnings Ratio: 

The P/E ratio can be interpreted as follows: 

 A Higher P/E Ratio suggests that investors are willing to pay more for each dollar of 

earnings, indicating that the stock may be overvalued or that investors have high 

expectations for future growth. 

 A Lower P/E Ratio implies that investors are paying less for each dollar of earnings, 

which could mean that the stock is undervalued or that there are lower growth 

expectations. 

Key Points about the Price-Earnings Ratio (P/E Ratio): 

1. Valuation Tool: The P/E ratio is a fundamental valuation tool used by investors to 

assess the relative attractiveness of a stock's price in relation to its earnings. 

2. Earnings Expectations: The P/E ratio reflects market sentiment and expectations 

about a company's future earnings growth. A high P/E may indicate optimism, while a 

low P/E may suggest caution. 

3. Comparative Analysis: Investors often compare a company's P/E ratio to peers in the 

same industry or sector to evaluate its relative value. It can also be compared to 

historical P/E ratios for the same company. 
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4. Growth vs. Value Stocks: High-growth companies often have higher P/E ratios, while 

value stocks, which may have lower growth expectations, tend to have lower P/E 

ratios. 

5. Consideration of Industry Norms: The appropriate P/E ratio can vary by industry 

due to differences in growth rates, risk profiles, and business models. It's important to 

consider industry benchmarks. 

6. Limitations: The P/E ratio does not provide a complete picture of a company's 

financial health or prospects. It should be used in conjunction with other financial 

metrics for a comprehensive analysis. 

7. Cyclicality: Some industries may have cyclically higher or lower P/E ratios based on 

economic conditions. 

8. Forward P/E: Investors also use the forward P/E ratio, which uses estimated future 

earnings rather than historical earnings, to gauge future valuation. 

In summary, the Price-Earnings Ratio (P/E ratio) is a fundamental financial metric used to 

assess the valuation of a company's stock in relation to its earnings. It plays a crucial role 

in investment decisions, helping investors determine whether a stock is reasonably priced 

or if there is potential for capital appreciation. However, it should be used in conjunction 

with other factors and analyses to make well-informed investment decisions. 

 Keywords:  

1. Rate of Return (ROR): ROR measures the gain or loss on an investment relative to 

the initial capital employed. It helps assess investment performance. 

2. Profitability Ratios: These metrics assess a company's ability to generate profits and 

include various ratios like Gross Profit Ratio, Operating Profit Ratio, and Net Profit 

Ratio. 

3. Return on Investment (ROI): ROI calculates the return earned on an investment 

relative to its cost. It's a crucial metric for investment evaluation. 

4. Gross Profit Ratio: This ratio indicates the profitability of a company's core business 

activities by measuring gross profit as a percentage of revenue. 

5. Operating Profit Ratio: Operating Profit Ratio evaluates a company's operating 

efficiency by measuring operating profit as a percentage of revenue. 

6. Net Profit Ratio: Net Profit Ratio assesses a company's overall profitability by 

measuring net profit as a percentage of revenue. 

7. Earnings per Share (EPS): EPS represents a company's profit attributable to each 

outstanding share of common stock and is vital for investors. 

8. Return on Capital Employed (ROCE): ROCE measures how efficiently a company 

uses its capital to generate profits. 

9. Return on Net Worth (RONW): RONW evaluates a company's profitability in 

relation to shareholders' equity or net worth. 
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10. Dividend Payout Ratio: This ratio shows the proportion of earnings paid out as dividends 

to shareholders. 

11. Price Earnings Ratio (P/E Ratio): P/E Ratio assesses the valuation of a company's stock 

relative to its earnings. 

12. Financial Performance Analysis: This involves evaluating a company's financial health 

and profitability through various metrics and ratios. 

13. Investment Evaluation: The process of assessing the potential return and risks associated 

with an investment. 

14. Asset Utilization: Analyzing how efficiently a company uses its assets to generate 

revenue and profits. 

15. Profit Margin: Measures the percentage of profit relative to revenue and is a key 

indicator of profitability. 

16. Liquidity Ratios: Ratios that assess a company's ability to meet short-term financial 

obligations. 

17. Financial Health: The overall well-being of a company's financial position and 

performance. 

18. Investment Strategy: The plan and approach an investor takes to allocate capital in 

various assets or securities. 

19. Business Efficiency: The effectiveness of a company's operations in generating profits 

and managing resources. 

20. Portfolio Management: The management of a collection of investments (portfolio) to 

achieve specific financial objectives. 

 Exercise 

Write the answers to the following questions. 

1.  What is the significance of the Rate of Return (ROR) in investment decision-making? 

2. How can you calculate the Rate of Return for an investment, and what factors does it 

consider? 

3. Explain the differences between the Gross Profit Ratio, Operating Profit Ratio, and Net 

Profit Ratio, and why each is important. 

4. What role do Profitability Ratios play in assessing a company's financial health and 

performance? 

5.How does Return on Investment (ROI) differ from Return on Capital Employed (ROCE), 

and when is each more applicable? 

6. Why is Earnings Per Share (EPS) a critical metric for both investors and companies? 

7. What factors can affect a company's Price Earnings Ratio (P/E Ratio), and how is it used 

in stock valuation? 

8.How do you interpret a company's Dividend Payout Ratio, and what does it reveal about 

dividend policy? 
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7.1   Introduction  

7.2  Capital Structure  

7.3  Data & Methodology  

7.4  Leverage  

7.5  Liquidity  

7.6  Keywords  

 Exercise 

7.1 Introduction 

In any business, capital is a must and without it, no one can survive or operate. The First 

function of any business is to arrange finance and use it properly so they earn a good 

amount of return. Liquidity means the liquid form of assets (cash and cash equivalents) 

within a company or asset that can be easily converted into cash. There are multiple 

sources of finance like equity, debt, debenture, term loans, retained earnings and 

commercial borrowing. Equity and debt are major sources of finance.  

Capital structure refers to the composition of Owners’ funds and Borrowers’ funds which 

are used to finance a company's operations and assets. From an analysis perspective, 

equity/owner capital is a more expensive and permanent source of funds with greater 

financial flexibility in comparison to debt funds. Debt funds or borrowed sources of funds 

are less expensive or cheaper sources with no flexibility.  

7.2 Capital Structure  

Capital structure is defined as the proportions of equity share capital, preference share 

capital, retained earnings, debentures and long-term loans in the total amount of capital. 

In simple words, capital structure is known as a mix of all the sources of capital that a 

firm should raise to run its business. Capital structure refers to the make-up of its 

Capitalization i.e., loans, reserves, shares and bonds. Capital structure is referred to as the 

arrangement of shareholder’s funds and borrowed funds in proper proportion. The 

components of Capital include:  

(a) Shareholder’s funds  

1. Equity share capital,  

2. Preference share capital and  

3. Retained earnings, 
 

(b) Borrowed funds 

1. Debentures and  

2. Long-term loans 

 

     LIQUIDITY AND CAPITAL STRUCTURE ANALYSIS  UNIT – 7 



104 

(a) Shareholder’s Funds  

The owner’s funds refer to the capital generated through issuing equity shares or 

preference shares or utilizing the retained earnings to meet the company’s financial needs. 

The three sources of shareholder’s funds are as follows:  

Equity Share Capital: The shares are issued to the equity shareholders who enjoy the 

ownership and are liable to get dividends. They are associated with the risk of loss in the 

company.  

Preference Share Capital: The preference shareholders have the preferential rights to get 

a fixed rate of dividends along with preferential rights of receiving capital back in case of 

liquidation.  

Retained Earnings: Retained earnings are part or a portion of the profit that has been 

kept separately.  

(b) Debt Capital /Borrowed funds 

Debt capital is referred to as the borrowed money taken from outsiders with a fixed rate 

of interest, that is utilized in business. There are different types of debt capital. 

Debentures: It is a debt instrument that is issued to the public by a company that contains 

an obligation to pay money in future and a fixed amount of interest at regular intervals. 

Term Loans: The fund taken from the bank at a floating or fixed rate of interest is known 

as a term loan. This is an appropriate source of funds for the companies because it is 

much cheaper in terms of cost compared to other sources.  

Optimal capital structure is the perfect mix/ composition of Shareholder’s Funds and 

borrowed funds which maximizes the market value of a company and on the other hand, 

minimizes its cost of capital. 

In simple words, optimal capital structure means balancing both equity and debt sources 

of funds with the objective of maximum return and minimum cost.  

7.2.1 Importance of Capital Structure 

1. Balance Capital structure is very important for a firm as it determines the overall 

stability of a company.  

2. A firm having a good capital structure has a higher chance of increasing the 

market value of the shares. 

3. A good capital structure ensures that funds are properly used in investment. 

4. It increases its profits in the form of higher returns to stakeholders. 

5. A proper capital structure maximises shareholder’s capital and minimises the 

overall cost of the capital. 

6. A good capital structure provides flexibility to the company i.e., increasing or 

decreasing the debt in capital structure.   
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7.2.2  Factors Determining Capital Structure 

Costs of capital: It is the cost that is incurred in raising capital from different fund 

sources.  

Degree of Control: The equity shareholders have more rights in a company than the 

preference shareholders or the debenture shareholders.  

Trading on Equity: For a firm that uses more equity as a source of finance to borrow 

new funds to increase returns.  

Government Policies: The capital structure is also impacted by the rules and policies set 

by the government. Changes in monetary and fiscal policies result in bringing about 

changes in capital structure decisions. 

7.3 Data and methodology 

There are multiple tools and techniques available for analyzing Capital Structure and 

liquidity i.e., ratio analysis, capital structure analysis and capital structure theories. 

Capital Structure and liquidity analyses are helpful in decision-making for management. 

There are three types of capital structure which are given below:  

1. Capital structure with Owners fund only i.e., composition of equity and preference 

share.  

2. Capital structure with borrowed fund only i.e., composition of debt, debenture and 

term loan.  

3. Mix Capital structure with Owner’s fund and borrowed fund i.e., balancing of 

both the sources.  

Capital structure theories: It is an approach to determine the value proportion of the 

capital share to the overall cost of capital. There are four theories of capital structure 

which are given below.  

1. Traditional approach 

2. M&M approach  

3. Net income 

4. Net operating income  

Illustration-1  

P K Ltd. has a paid-up capital of Rs.100,00,000 consisting of 10,00,000 equity shares of 

Rs.10 each and profit before tax profit is Rs. 60,00,000 annually. The management wants 

to do extra production and approved a project which will cost Rs. 50,00,000 and income 

before tax is Rs. 40 lakhs per annum. To raise this additional capital, the following 

options are under consideration of the management and Rate of income tax at 50%. 

(a) To issue equity share capital for the entire additional amount. It is expected that new 

shares will be sold at a premium of Rs. 15 (face value Rs. 10). 

(b) To issue 16% non-convertible debentures of Rs. 100 each for the entire amount. 
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(c) issue of equity capital for Rs. 25 lakhs Sold at a premium of Rs. 40 (face value Rs. 10) 

and 16% non-convertible debentures for the balance amount.   

Calculate the additional capital that can be raised, keeping in mind that the management 

wants to maximize the earnings per share (EPS).  

Answer:  

Calculation of Earnings per share (EPS) 

  

Advise: Case-2 is selected (issue of 16% Debentures) or most suitable to maximize the 

earnings per share. 

 

Particular  Case -1   

equity share capital 

(total 150L) 

Newly issued with pre. 

(2,00,000@25)   

Case -2 

16% non-convertible 

debentures 

(50,000@100) 

Case -3 

equity share capital 

(50,000 @ 50) and 16% 

non-convertible 

debentures 

(25,000@100) (both)  

Number of Equity 

Shares 

Existing (10)  

Newly issued with 

premium. 

 

 

Rs. 100,00,000 

 Rs. 50,00,000 

 

 

Rs. 100,00,000 

- 

 

 

Rs. 100,00,000 

Rs. 25,00,000 

16% Debentures -- Rs. 50,00,000 Rs. 25,00,000 

Total capital  Rs. 1,50,00,000 Rs. 1,50,00,000 Rs. 1,50,00,000 

Profit before 

interest and tax  

From old projects 

From new projects  

  

 

Rs. 60,00,000 

Rs. 40,00,000 

 

 

Rs. 60,00,000 

Rs. 40,00,000 

 

 

Rs. 60,00,000 

Rs. 40,00,000 

Total Profit 

(EBIT)  

 Rs. 1,00,00,000 Rs. 1,00,00,000 Rs. 1,00,00,000 

Less: Interest on 

16% non-

convertible 

debentures 

--- 50,00,000x16/100 

= (Rs. 8,00,000) 

25,00,000x16/100 

= (Rs. 4,00,000) 

Profit before tax 

(PBT) 

Rs. 1,00,00,000 Rs. 92,00,000 Rs. 96,00,000 

Tax rate (50%) Rs. 50,00,000 Rs. 46,00,000 Rs. 48,00,000 

Profit after tax  

 

Rs. 50,00,000 Rs. 46,00,000 Rs. 48,00,000 

EPS (PAT/ number 

of shares) 

50,00,000/12,00,000 

=4.17 

46,00,000/10,00,000 

=4.60 

48,00,000/10,50,000 

=4.57 
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Illustration-2  

SK Steels Limited requires Rs. 25,00,000 for a new plant. This plant is expected to 

generate income before interest and taxes of Rs. 5,00,000. The company wants to 

maximize earnings per share. There are three alternatives to finance the project by raising 

debt of Rs. 2,50,000 or Rs. 10,00,000 or Rs. 15,00,000 and the balance, in each case, by 

issuing equity shares. The company's share is currently selling at 150, but is expected to 

decline to 125 in case the funds are borrowed in excess of Rs. 10,00,000.  

The funds can be borrowed at the rate of 10% up to Rs. 2,50,000, 15% over Rs. 2,50,000 

and up to Rs. 10,00,000 and 20 % over Rs. 10,00,000.  

The tax rate applicable to the company is 50%.  Analyze which plan of financing should 

the company choose?  

Plan I = Raising Debt of Rs. 2.5 lakh + Equity of Rs. 22.5 lakh 

Plan II= Raising Debt of Rs. 10 lakh + Equity of Rs. 15 lakh. 

Plan III= Raising Debt of Rs. 15 lakh + Equity of Rs. 10 lakh. 

Answer:  

Calculation of Earnings per share (EPS) 

Particulars Plan I Plan II Plan III 

EBIT  Rs. 5,00,000 Rs. 5,00,000 Rs. 5,00,000 

Less: Interest 

on debenture  
2,50,000x10/100= Rs. 
25,000 

2,50,000x10/100=Rs. 
25,000 

7,50,000x15/100= Rs. 
1,12,500 

2,50,000x10/100=Rs. 25000 

7,50,000x15/100=Rs. 
1,12,500 

5,00,000x20/100=Rs. 
1,00,000 

EBT Rs. 4,75,000 Rs. 3,62,500 Rs. 2,62,500 

Less: taxes @ 

50% 
 (Rs. 2,37,500) (Rs. 1,81,250) (Rs. 1,31,250) 

Earning after 

tax (PAT) 
Rs. 2,37,500 Rs. 1,81,250 Rs. 1,31,250 

No. of shares  22,50,000/150= 15,000 15,00,000/150= 10,000 10,00,000/125=8,000 

EPS= (PAT/ 

number of 

shares) 

Rs. 2,37,500/ 15,000= 

15.83 

Rs. 1,81,250/ 10,000= 

18.13 

Rs. 1,31,250/8,000=16.41 

 

Advise:  Plan-II comprised of debt of 10 lakh and equity shares capital of 15 lakh which 

is the best plan among others because it maximizes the profit and give us maximum EPS 

(18.13).  
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Illustration-3 

The following data are presented in respect of Q. Ltd.: 

Profit before interest and tax                        Rs. 52,00,000 

Less: Interest on debentures @ 12%            Rs. 12,00,000 

Profit before tax                                           Rs. 40,00,000 

Less: Income tax @ 50%                             Rs. 20,00,000 

Profit After tax                                              Rs. 20,00,000 

No. of equity shares (of 10 each)                  8,00,000 

EPS                                                                    2.5 

P/E Ratio                                                            10 

Market price per share                                      Rs. 25 

Retained earnings                                           Rs. 1.2 crore 

The company is planning to start a new project requiring a total capital outlay of Rs. 

40,00,000. You are informed that a debt equity ratio (D/D+E) higher than 35% pushes the 

Ke (cost of equity) up to 12.5% means reducing the P.E ratio to 8 times and raising the 

interest rate on the additional amount borrowed at 14%. Find out the probable price of a 

share if:  

(i) The additional funds amount is raised as a loan. 

(ii) The additional funds amount is raised by issuing equity shares. 

Answer:  

Return on Capital Employed = EBIT/ Capital Employed = 52,00,000/3,00,00,000x100  = 

17.33%   where, Capital Employed = Debt + Equity = 1,00,00,000+ (80,00,000+ 

1,20,00,000) 3,00,00,000  

Proposed EBIT = Proposed Capital Employed x Return on capital employed 

(3,00,00,000+ 40,00,000) x 17.33% = 58,92,200 / 58,93,333 

Debt Equity ratio= Debt /Debt+ Equity 

 Option-1: Loan option 

Debt = 1,00,00,000+ 40,00,000 = 1,40,00,000  

Equity = 2,00,00,000 

Debt equity ratio= D/ E+D = 1.4 cr./ (1.4 cr. +2 cr.)  = 41.18% 

The equity ratio has crossed the limit of 35% hence, the P. E ratio will be 8 times and 

additional borrowing will cost at the rate of 14% 
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 Option-2: Equity option 

Debt = 1,00,00,000 

Equity = 2,00,00,000 + 40,00,000 = 2,40,00,000 

Debt Equity ratio = D/ E+D = 1 cr. / (1 cr. +2.4 cr.) = 29.41% 

Debt equity ratio has not crossed the limit of 35% hence P.E ratio will be 10 times. 

Number of equity shares to be issued in case of equity option@ Rs.25 per share. 

= 40,00,000/ 25 = 1,60,000 

Calculation of EPS and MPS under two financial Options 

 Particulars                             Option 1 (Rs.)                                        Option II (Rs.) 

                              14% additional loan of 40,00,000                 8,00,000 equity share@10                                                                                   

                                                                                                     1,60,000 equity share @25  

                                 

Profit before interest and Tax (PBIT)        58,92,200                                           58,92,200 

Less: Interest on old debentures @12%     12,00,000                                          12,00,000 

Less: Interest On additional loan (new)     5,60,000                            0                   

 @ 14% on 40,00,000 

Profit before tax                                        41,32,200                                            46,92,200 

Less: Taxes @ 50%                                   20,66,100                                           23,46,100 

Earnings for equity                                   20,66,100                                            23,46,100 

Shareholders/ EAT/Profit after tax 

Number of Equity Share                             8,00,000                                             9,60,000  

Earnings per Share (EPS)                             2.58                                                          2.44 

= (PAT/ number of shares) 

Price/ Earnings ratio                                        8                                                               10 

Probable per share (MPS)                             20.66                                                     24.44 

= (EPS x P.E ratio) 

Decision: The loan option has higher EPS but the equity option has a higher MPS 

therefore, the company should raise additional funds through the equity option. 

7.4   Leverage  

7.4.1 Meaning of Leverage 

Leverage is a combination of effective use of capital i.e., owners’ funds and borrowers’ 

funds to increase the potential return of an investment. Leverage can also refer to the 

increase or more use of debt by a firm for financing and giving the maximum returns to 
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shareholders.  In simple words, it is known as the maximum usage of fixed resources 

available with a firm or getting the maximum benefit of debt resources because it has a 

fixed liability.  

There are three types of leverage given below  

1. Financial leverage 

2. Operating leverage  

3. Combined leverage 

Operating leverage: 

Operating leverage refers to the maximum use of fixed operating costs that are available 

to a firm for getting more returns. In simple words, Operating leverage uses fixed cost 

because the fixed cost is fixed / irrelevant to the number of units produced.  Operating 

leverage uses the maximum amount of fixed cost to generate revenue. On the other side, 

variable costs change when the output changes and it is very difficult to get the maximum 

out of them. Operating leverage is the ratio of fixed costs to variable costs. If a business 

has more fixed costs/ expenses than variable costs/ expenses, then it is called a high 

operating leverage. A firm can use a high degree of operating leverage to generate more 

returns, but too much of it can increase your financial risk.   

Formula of operating leverage = % Change in Operating Income / % Change in Sales. 

Or 

                                                                         Contribution / EBIT  

Financial Leverage: 

Financial leverage refers to the maximum use of fixed financial cost (interest on 

debenture or long-term loan) that is available to a firm for getting more returns. It is 

defined as the proportion/ ratio of debt which is a portion of the total capital of the firm. A 

firm having a high portion of debt in its capital is called a highly levered firm while a firm 

having a lower portion of debt is known as a low levered firm. It is a good option with a 

company that uses fixed interest-bearing sources of finance and gets the maximum return 

to the owners.  

Formula of Financial Leverage = % change in EPS / % change in EBIT  

Or 

EBIT/ EBT  

Or  

EBIT / EBIT - Interest  

Combined leverage: 

Combined leverage refers to the effective use of operating leverage and financial leverage 

to magnify the common effects. It measures the change in profits before interest and taxes 
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(EBIT) resulting from a change in sales in percentage form. It defines the percentage 

changes in sales or earnings on a company's profitability.  

Formula of Combined leverage = Operating leverage x financial leverage 

                        Contribution / Earnings before Interest and Tax 

              =        ----------------------------------------- --------------------- 

                        Earnings before Interest and Tax / Earning Before Tax 

               =             C /EBT 

 

Sample format of the Statement showing how to calculate Operating leverage, 

financial leverage and Combined leverage 

Particular  Amount  

Sales  XXX 

- ( Variable cost )  ( xxx ) 

Contribution XXX 

- ( Fixed cost )   ( xxx ) 

EBIT  XXX 

- ( interest ) ( xxx ) 

EBT   XXX 

 

Illustration- 4  

Calculate Operating leverage, financial leverage and Combined leverage from the 

following information given below: 

production and sales unit = 1,100 units  

selling price = Rs. 20 per unit   

fixed cost = Rs. 5,000  

variable cost = Rs. 10 per unit   

There are two situations of firms and in both situations, formations of capital structure are 

given below: 

situation -I  

equity shares = 500 shares @10 each = 5,000 and 10% debenture (1500 @ 10 ) = 15,000  

situation -II 

equity shares = 1,500 shares @10 each = 15,000 and 10% debenture ( 500 @ 10 ) = 5,000 

 

Solution:  

Particular  Amount (situation -I ) Amount (situation -II ) 

Sales  1,100 X 20 = Rs. 22,000 1,100 X 20 = Rs. 22,000 

- ( Variable cost )  ( 1,100 X 10 )= Rs. 11,000 ( 1,100 X 10 )= Rs. 

11,000 

Contribution Rs. 11,000 Rs. 11,000 

- ( Fixed cost )   (Rs. 5,000 ) (Rs. 5,000)  
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EBIT  Rs. 6,000 Rs. 6,000 

- ( interest ) ( 15,000X10/100 ) = Rs. 

1500 

( 5,000X 10/100)= Rs. 

500 

EBT   Rs. 4,500 Rs. 5,500 

1. Operating leverage = Contribution / EBIT 

situation -I     11,000/ 6,000 = 1.83 

situation -I     11,000/ 6,000 = 1.83  

It is the same in both situations because there is no change in operation i.e., sales, 

variable cost and fixed cost.   

2. Financial Leverage = EBIT/ EBT  

situation -I     6,000/ 4,500 = 1.33  

situation -I     6,000/ 5,500 = 1.09 

Financial Leverage is different in both situations because in the first situation 

borrowing funds /dentures is more in comparison to the second situation.  

3. Combined leverage = Operating leverage x Financial leverage      =   C / EBT  

situation -I     11,000/ 4,500 = 2.44 

situation -I     11,000/ 5,500 = 2 

It is different in both situations and in the first situation, 2.44 is more in comparison 

to the second situation where it is 2. This is because in the first case, a debenture is 

used more, which maximizes the profit available for the equity holder in the first 

situation.   

Illustration - 5 

The following information is available of Anika Ltd.  

Sales Rs. 82,50,000  

Variable Cost Rs. 46,20,000   

Fixed Cost Rs. 6,60,000   

9% Debentures Rs. 50,00,000  

Equity Shares (Rs. 100 each) Rs. 60,00,000  

Corporate Tax 35%  

You are required to calculate:  

1. Calculate ROI.  

2. Calculate the operating, financial and combined leverage. 

3. If the firm asset turnover rate/ ratio is 3, does it affect the leverage?   

4. Calculate EPS.  
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Solution:  

Particular  Amount  

Sales  Rs. 82,50,000 

- ( Variable cost )  (Rs. 46,20,000) 

Contribution Rs. 36,30,000 

- ( Fixed cost )   (Rs. 6,60,000) 

EBIT  Rs. 29,70,000 

- ( interest ) (50,00,000X 9/100) = Rs. 4,50,000 

EBT   Rs. 25,20,000 

-  ( Tax ) Rs. 8,82,000 

EAT  Rs.16,38,000 

Capital  

Equity shares 

Dentures  

 

60,00,000 

50,00,000 
 

1. Return on Investment (ROI) = EBIT / Capital Employed x 100 

= 29,70,000/ 1,10,00,000 x 100 = 27%  

ROI is 27% higher than the cost of debt i.e., 9%. The firm has good financial 

leverage.  

 

2. Assets Turnover Ratio = Sales /Total Assets  

 = 82,50,000/ 1,10,00,000 = 0.75 times  

0.75 times is less than the 3 times, therefore the firm has low asset leverage. 

3. Operating Leverage = Contribution/ EBIT = 36,30,000 / 29,70,000 = 1.22  

4. Financial Leverage = EBIT/ EBT = 29,70,000 / 25,20,000 = 1.18 

5. Combined Leverage = Contribution / EBT or OL x FL = 1.22 x 1.18 = 1.44  

6. Earnings Per Share (EPS) = Profit to available for Equity Shareholders / No. of Equity 

Shares  

= 16,38,000/60,000 = 27.30  

7.5 liquidity 

7.5.1 Meaning of Liquidity: liquidity means the company holds liquid assets or has cash 

or cash equivalent. Liquidity can be analyzed through liquidity ratio which includes: 

Current Ratio, Quick Ratio /Acid Test Ratio, Cash Ratio/ Cash Asset Ratio/Absolute 

Liquidity Ratio and Net Working Capital Ratio.  

7.5.2 Types of Liquidity Ratio 

1. Current Ratio  

2. Quick Ratio / Acid Test Ratio 
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3. Cash Ratio /Cash Asset Ratio /Absolute Liquidity Ratio 

4. Net Working Capital Ratio 

1. Current Ratio  

The current ratio is defined as the capacity/ capability of current assets to pay off the 

obligations/ liabilities. This ratio is useful for external parties (creditors/banks/lenders) to 

evaluate whether they can be offering short-term loans/debts. It provides the information 

regarding operating cycle of the company. It is also called as Working capital ratio. The 

formula of the Current Ratio /Working Capital Ratio is the current assets divided by 

current liabilities.  

Current ratio = Current Assets / Current Liabilities 

Current Assets includes =Cash at Bank + Cash in Hand + Short-term Investments 

(Marketable Securities) + Inventories/ stock (Finished Goods) + Trade 

Receivables/ debtors/ B/R (excluding Provision) + Stock of Raw Material + Stock 

of Work -in -Progress + Prepaid Expenses 

Current Liabilities includes = Bank Overdraft (BOD) + Trade Payables (creditors/ 

B/P) + Provision of Taxation + Proposed Dividends + Outstanding Expenses 

(O/S) + short-term Loans Payable  

Analysis: A higher current ratio (more than 1) is suggested to be good while a lower value 

(less than 1) is indicative of having difficulty in meeting its current liabilities. More than 

1 is very good but many experts suggest that 2 or more than 2 is much better or helpful in 

short-term liquidity finance.  

If Current Assets > Current Liabilities, then Current Ratio > 1: This implies that the 

firm has a surplus of assets over short-term debts and is a desirable situation.  

If Current Assets = Current Liabilities, then Current Ratio = 1:  This means that the 

current assets are equal to cover the short-term obligations of the firm. 

If Current Assets < Current Liabilities, then the Current Ratio < 1 This is not a good 

situation because it means the company does not have enough resources/assets to pay off 

short-term debts. 

2. Quick Ratio / Acid Test Ratio / Liquid ratio  

A quick ratio is defined as a sufficient liquid asset that is available to be instantly 

converted into cash /cash equivalent to meet short-term dues.  The formula of Quick 

Ratio / Acid Test Ratio is liquid current assets divided by the current liabilities.  Quick 

Ratio /Acid Test Ratio is also called as Liquid Ratio. It is used to determine a company or 

a business’s liquidity that is able to meet instantly all the current liabilities or dues.   
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Formula of Quick Ratio = (Cash + Marketable securities + Accounts receivable) / 

Current liabilities 

Analysis: The quick ratio should be one 1 or more than 1 is treated good for a financially 

stable company. 

3. Cash Ratio / Absolute Liquidity Ratio 

The cash ratio is defined as the ability of cash and cash equivalents to clear off all 

debts/current liabilities instantly.  In the Cash ratio, only cash and cash equivalents are 

used to make payment of current liabilities. It is helpful to creditors in determining that a 

company can clear short-term liabilities. It is calculated through cash and cash 

equivalents divided by current liabilities. 

Formula of Cash ratio = Cash and equivalent / Current liabilities 

4. Net Working Capital Ratio 

The net working capital ratio is helpful in determining whether a company has sufficient 

cash or funds to continue its operations. It is calculated by deducting the current liabilities 

(C. L.) from the current assets (C. A.) 

Formula of Net Working Capital = Current Assets – Current Liabilities.  

7.5.3 Importance of Liquidity Ratio 

1. It helps to find out the availability of cash (Amount) in the company.  

2. It helps to determine the short-term financial position of the company.  

3. It also displays how efficiently the company can convert stocks/ inventories into 

cash.  

4. It determines the way how a company operates in the market. 

5. It helps in calculating the company’s working capital requirements by studying 

the various levels of cash or liquid assets. 

Illustration: 6 

The following information for Ankita ltd. given below. You are required to calculate the 

Current ratio and Quick Ratio.  

Stock Rs. 20,000 Debtors Rs. 80,000, Bank Overdraft Rs. 40,000, Bills Receivables Rs. 

60,000, Marketable Securities Rs. 50,000, Outstanding Expenses Rs. 10,000, Prepaid 

Expenses Rs. 10,000, and Bank Rs.20,000, Sundry Creditors Rs. 90,000, Provision for 

Tax Rs. 40,000, and Proposed Dividend 20,000 
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Answers: 

Current ratio = Current Assets / Current Liabilities 

Current Assets = Debtors + Marketable Securities+ Bills Receivables + Stock + Prepaid 

Expenses + Bank   

= 80,000 + 50,000 +60,000 + 20,000 + 10,000 +20,000    = Rs. 2,40,000 

Current Liabilities = Sundry Creditors + Bank Overdraft + Provision for Tax + 

Proposed Dividend + Outstanding Expenses  

= 90,000 + 40,000 + 40,000 +20,000 + 10,000 = Rs.2,00,000 

Therefore, current ratio = 2,40,000/2,00,000 = 1.2 times  

Analysis:  Current Ratio is more than 1: This implies that the firm has a surplus of 

assets over short-term debts and is a desirable situation.  

Formula of Quick Ratio = (Cash + Marketable securities + Accounts receivable) / 

Current liabilities   

Or 

Quick Ratio = Current Assets - Stock + Prepaid Expenses / Current liabilities  

Quick assets = Cash + Marketable securities + Accounts receivable (debtors + B/R)  

                      = 20,000 + 50,000 + 80,000 +60,000 = 2,10,000 

 

Current Liabilities = Sundry Creditors + Bank Overdraft + Provision for Tax + 

Proposed Dividend + Outstanding Expenses  

= 90,000 + 40,000 + 40,000 +20,000 + 10,000 = Rs. 2,00,000 

Therefore, Quick ratio = 2,10,000 / 2,00,000 = 1.05 times  

Analysis:  Quick Ratio is more than 1: This implies that the firm has a surplus of quick 

assets over short-term debts and is a desirable situation. It simply means that current 

liabilities will be paid through quick assets.  

Illustration: 7 

The information of A Ltd. is given below. You are required to calculate the current ratio, 

Quick Ratio, Cash Ratio and Net Working Capital.  

Debtors 90,000, Bills receivable 50,000, Marketable Securities 25,000, Cash and Bank 

2,85,000, Bank Overdraft 90,000, Sundry Creditors 25,000, Outstanding Expenses 5,000, 

Provision for Tax 10,000 and stock 10,000.   
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Answers:  

Current ratio = Current Assets / Current Liabilities 

Current Assets = Debtors + Marketable Securities+ Bills Receivables + Stock + Bank   

= 90,000 + 25,000 + 50,000 +10,000 + 2,85,000 = 4,60,000 

Current Liabilities = Bank Overdraft + Outstanding Expenses + Provision for Tax + 

Sundry Creditors  

= 90,000 + 5,000 + 10,000 + 25,000 = Rs.1,30,000 

= 4,60,000/1,30,000= 3.53 times  

Analysis: Current Ratio is more than 1 i.e. 3.53 times: This implies that the firm has a 

surplus of assets over short-term debts and is a desirable situation. And assets are three 

more than liabilities. In simple words, firms will discharge their liabilities three times.  

Formula of Quick Ratio = (Cash + Marketable securities + Accounts receivable) / 

Current liabilities or Current Assets – (Stock + Prepaid Expenses) / Current Liabilities  

 

Quick assets = Debtors + Bills receivables + Marketable Securities + Cash and Bank 

                     = 90,000 + 50,000 + 25,000 + 2,85,000 = Rs.4,50,000 

 

Current Liabilities = Bank Overdraft + Outstanding Expenses + Provision for Tax + 

Sundry Creditors  

= 90,000 + 5,000 + 10,000 + 25,000 = Rs.1,30,000 

= 4,50,000/1,30,000= 3.46 times  

Analysis:  Quick Ratio is more than 1 i.e. 3.46 times: This implies that the firm has a 

surplus of quick assets over short-term debts and is a desirable situation. It simply means 

that current liabilities will be paid three times instantly through quick assets. 

Formula of Cash ratio = Cash and equivalent / Current liabilities 

Cash and equivalent = Cash + marketable securities  

                                   = 2,85,000+25,000 = 3,10,000 

Current Liabilities = Bank Overdraft + Outstanding Expenses + Provision for Tax + 

Sundry Creditors  

= 90,000 + 5,000 + 10,000 + 25,000 = Rs.1,30,000 

Cash ratio = 3,10,000/1,30,000= 2.38 times  

Formula of Net Working Capital = Current Assets – Current Liabilities.  
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Current Assets = 4,60,000 

Current Liabilities= 1,30,000 

= 4,60,000 - 1,30,000 = 3,30,000  

Exercise  

Multiple choice questions (MCQ) 

1. Current assets do not include:  

(a) Stock 

(b) Furniture 

(c) debtors 

(d) prepaid expenses  
 

2. Current liabilities do not include:  

(a) Bills payable 

(b) Creditors 

(c) Debenture 

(d) Bank overdraft 
  

3. How many types of Capital structures are there? 

(a) 1 

(b) 2  

(c) 3 

(d) 4  
 

4. The mixed capital structure includes  

(a) Equity only 

(b) Liabilities only 

(c) A mixture of both Equity and liabilities  

(d) all of the above 
 

5. Formula of Net working capital:  

(a) all current assets 

(b) current assets - current liabilities  

(c) current assets + current liabilities 

(d) none of these  
 

6. Formula of EPS. 

(a)  Profit to Equity Shareholders / No. of Equity Shares 

(b) Profit before interest and tax / No. of Equity Shares 

(c) Profit after tax / No. of Equity Shares 

(d) None of these  
 

7. Formula of financial leverage. 

(a) EBIT/ EBT 

(b) C / EBT  
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(c) Fixed cost/ EBIT 

(d) None of these  
 

8. Formula of financial leverage. 

(a) Fixed Costs / (Fixed Costs + Variable Costs)  

(b) % Change in Operating Income / % Change in Sales 

(c) Contribution / EBIT 

(d) All of the above 
     

9. Formula of Combined leverage. 

(a) Combined leverage = Operating leverage x financial leverage 

(b) C /EBT 

(c) Both a and b  

(d) None of these 

 Answers the following short and long questions.  

1. Explain the meaning of Capital structure. 

2. Explain the components of Capital structure. 

3. Explain the Importance of Capital Structure. 

4. Explain the Factors Determining Capital Structure.  

5. Explain the Meaning of Leverage 

6. Explain the types of Leverage 

7. Write a short note on the following:  

1. Financial leverage,  

2. Operating leverage, and  

3. Combined leverage. 

8. Explain the Meaning of Liquidity.   

9. Explain the Types of Liquidity Ratio.  

Practical sums  

1. K Ltd. has a paid-up capital of Rs. 50,00,000 consisting of 5,00,000 equity shares of 10 

each and profit before tax profit is Rs. 30,00,000 annually. The management wants to do 

extra production and approved a project which will cost Rs. 25,00,000 and income before 

tax of Rs. 20 lakhs per annum. Rate of income tax at 50%. 

(a)To issue equity share capital for the entire additional amount. It is expected that 

new shares will be sold at a premium of 15 (face value 10). 

(b) To issue 16% non-convertible debentures of 100 each for the entire amount. 

(c) issue of equity capital for Rs. 12.5 lakhs Sold at a premium of 40 (face value 

10) and 16% non-convertible debentures for the balance amount.   

Calculate the additional capital that can be raised, keeping in mind that the management 

wants to maximize the earnings per share (EPS).  
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Ans:  Profit after tax                  25,00,000 23,00,000      24,00,000 

          EPS (PAT/ number of shares) 25,00,000/6,00,000 = 4.17  

                                                23,00,000/5,00,000 = 4.60  

                                                24,00,000/5,25,000 = 4.57 

2. Calculate the EPS from the following option given below:  

Option I:   

              Total Capital = Rs 60,00,000  

              Equity Capital = Rs 60,00,000  (6,00,000 shares @ Rs 10 each)  

              Tax rate = 30% p.a.  

              Earnings before interest and tax (EBIT) = Rs 10, 00,000  

Option II:   

              Total Capital = Rs 60,00,000 

              Equity Capital = Rs 45,00,000  (4,50,000 shares @ Rs 10 each)  

              Debt = Rs 15,00,000  

              Tax rate = 30% p.a.   

              Interest on debt = 10%  

              Earnings before interest and tax (EBIT) = Rs 10, 00,000  

Option III:   

              Total Capital= Rs 60,00,000   

              Equity Capital = Rs 35,00,000  (3,50,000 shares @ Rs 10 each)  

              Debt= Rs 20,50,000 

              Tax rate = 30% p.a.  

              Interest on debt = 10%  

              Earnings before interest and tax (EBIT) = Rs 10,00,000  

  Suggest which option is good in terms of EPS.  

Ans:      Profit after tax         7,00,000     5,95,000       5,56,500  

              EPS = (PAT/ number of shares) 7,00,000/ 6,00,000 = 1.17  

                                                            5,95,000/ 4,50,000 = 1.32  

                                                            5,56,500/ 3,50,000 = 1.59 

3.  The information of A Ltd. is given below. You are required to calculate the current 

ratio, Quick Ratio, Cash Ratio and Net Working Capital.  

Debtors 180,000, Bills receivable 100,000, Marketable Securities 50,000, Cash and Bank 

5,70,000, Bank Overdraft 180,000, Sundry Creditors 50,000, Outstanding Expenses 

10,000, Provision for Tax 20,000 and stock 20,000.   

Ans:   current ratio = 3.53 times, Quick Ratio = 3.46, Cash ratio = 3,10,000/1,30,000 = 

2.38 times   Net Working Capital = 4,60,000 - 1,30,000 = 3,30,000.  
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4. Calculate Operating leverage, Financial leverage and Combined leverage from the 

following information given below: 

Production and sales unit = 2,200 units  

Selling price = Rs. 40 per unit   

Fixed cost = Rs. 10,000  

Variable cost = Rs. 20 per unit   

Equity shares = 50,000@10 each = Rs. 5,00,000 and 10% debenture (15,00 @10) = Rs. 

15,000  

Earnings before interest and tax (EBIT) = Rs 12,000 

 

Ans: Operating leverage = C/ EBIT = 22,000/12000= 1.84 

         financial leverage =  EBIT/ EBT = 12,000/ 10,500 = 1.14 

         Combined leverage = C/ EBT = 22,000/10,500 = 2.09 

 

5.  The following information is available of Anika Ltd.  

Sales Rs. 90,00,000  

Variable Cost Rs. 45,00,000   

Fixed Cost Rs. 8,00,000  

9% Debentures Rs. 50,00,000  

Equity Shares (Rs. 100 each) Rs. 60,00,000  

Corporate Tax 50%  

You are required to calculate:  

1. Calculate ROI.  

2. Calculate the Operating, Financial and Combined leverage. 

3. Calculate EPS.  

Ans: ROI = EBIT / Capital Employed x100 = 37,00,000/ 130,00,000 = 28.46% 

         Operating leverage = C/ EBIT = 45,00,000/37,00,000= 1.21 

         financial leverage =  EBIT/ EBT = 37,00,000/ 32,50,000 = 1.14 

         Combined leverage = C/ EBT = 45,00,000/32,50,000 = 1.38 
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8.1 Introduction 

8.2 Meaning of Investment Environment 

8.3 Judging an Investment Climate 

8.4 Factor Affecting of Analysis Investment Environment 

8.5 Important Elements for Analysis of Investment Environment 

8.6 Component of Investment Environment    

8.7 Limitation /Difficulties of Analysis Investment Environment 

 Exercise 

 

8.1 Introduction 

Investment analysis is a broad term for many different methods of evaluating 

investments, industry sectors, and economic trends. It can include charting past returns to 

predict future performance, selecting the type of investment that best suits an investor's 

needs, or evaluating individual securities such as stocks and bonds to determine their 

risks, yield potential, or price movements. 

Investment analysis aims to determine how an investment is likely to perform and how 

suitable it is for a particular investor. Key factors in investment analysis include the 

appropriate entry price, the expected time horizon for holding an investment, and the role 

the investment will play in the portfolio as a whole. 

8.2 Meaning of Investment Environment 

 The investment environment refers to the economic, political, and social 

conditions that affect the investment market and the performance of financial 

instruments. As part of treasury management, understanding the investment 

environment is critical to making informed investment decisions and managing 

investment risks. 

 Overall, the investment environment is a complex and dynamic system that is 

influenced by a wide range of economic, political, and social factors. As part of 

treasury management, it is important to closely monitor these factors and adjust 

investment strategies as needed to optimize returns and minimize risk. By 

understanding the investment environment and its impact on the investment 

market, treasury management can make informed investment decisions and 

achieve its investment objectives. 

 The term investment refers to an exchange of money wealth into some tangible 

wealth.  The money wealth here refers to the money (savings) which an investor 

has and the term tangible wealth refers to the assets the investor acquires by 

sacrificing the money wealth. By investing, an investor commits the present 

     ANALYSIS OF INVESTMENT ENVIRONMENT  UNIT – 8 
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funds to one or more assets to be held for some time in expectation of some 

future return in terms of interest or capital gain. Investment can be defined as a 

commitment of funds that is expected to generate additional money. 

 The term Investment Environment encompasses all types of investment 

opportunities and the market structure that facilitates buying and selling these 

investments. Different types of securities, institutional set-ups and market 

intermediaries are the components of the investment environment. 

8.3    Judging An Investment Climate:  

 Investment Climate: Investment climate refers to the economic, 

financial, and socio-political conditions in a country or region that 

impact whether individuals, banks, and institutions are willing to lend 

and acquire a stake (i.e., invest) in the businesses operating there. 

 The investment climate is affected by several indirect factors, including 

poverty level, crime rate, infrastructure, workforce participation, 

national security considerations, political (in)stability, regime 

uncertainty, taxes, liquidity and stability of financial markets, rule of 

law, property rights, regulatory environment, government transparency, 

and government accountability. 

 One difficult aspect of understanding and judging the investment 

climate of a country or region is that governance is a broad concept that 

can be practiced effectively in different ways. There are also different 

kinds of governance, from political governance (the type of political 

system, constitutional set-up, relations between state and society), 

economic governance (state institutions that regulate the economy, 

competition, property and contract rights), and corporate governance 

(national and company laws and practices that determine corporate 

conduct, shareholder rights, disclosure and transparency, accounting 

standards).To complicate matters, each different facet of governance 

plays off the other, so making judgments on any given investment 

climate must be done on a case-by-case basis. 

 For individuals, banks, and institutions to feel comfortable investing in 

a given investment climate, they need to have reasonable expectations 

for conditions that will allow their investments to thrive and expand. 

 In places where the state does not provide certain essential public 

business infrastructure—such as sound regulation, market-supporting 

laws that are implemented fairly by honest, well-trained and impartial 

judges, and a transparent procurement system—the level of required 

trust in the investment climate cannot be established. In short, the 

private sector needs an effective, enabling state to function efficiently 

and fairly. 

https://www.investopedia.com/terms/p/property_rights.asp
https://www.investopedia.com/terms/t/transparency.asp
https://www.investopedia.com/terms/a/accountability.asp
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 If the state cannot be trusted to provide that level of assurance, doing 

business at scale becomes problematic. Clear rules of the game are 

needed for how the state interacts with the private sector. There needs 

to be a level playing field and platforms for constructive dialogue 

between state agents and private businesses.  

REASON FOR FLUCTUATION IN INVESTMENT CLIMATE:  

1. The investment climate is a country's or region's socioeconomic and 

political landscape as it relates to favourability toward investing and 

lending. 

2. When a potential investor faces many hindrances (such as in 

underdeveloped nations, which may be in part due to political 

instability or poor infrastructure), the investment climate may be 

deemed unfavourable. 

3. Evaluating the investment climate combines both quantitative and 

qualitative assessments across a range of dimensions. 

4. An unfavourable investment climate is one of the many hindrances 

faced by underdeveloped nations. Regulatory reform is often a key 

component of removing the barriers to investment. Several non-profit 

organizations have been established to improve the investment climate 

and spur economic development in these countries.  

 

8.4 Factor Affecting of Analysis Investment Environment:  

Some of the key factors that affect the investment environment include: 

 Economic conditions: Economic conditions, such as interest rates, inflation 

rates, and GDP growth, can have a significant impact on the investment 

market. For example, rising interest rates may reduce the demand for stocks 

and increase the demand for bonds. 

 Political conditions: Political conditions, such as changes in government 

policies, can also affect the investment market. For example, changes in tax 

laws or regulations may impact the attractiveness of certain investments. 

 Social conditions: Social conditions, such as changes in consumer behavior 

or demographic trends, can also impact the investment market. For example, 

shifts in consumer preferences may affect the performance of certain 

industries or companies. 

 Global conditions: The global investment environment can also have a 

significant impact on the investment market. For example, changes in global 

economic conditions or geopolitical risks may impact the performance of 

international investments. 

 Other Important factors for assessing the investment potential of the region:  
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Resource  Raw material (weighted average supply of the main types of natural 

resources); 

Production General results of economic activity in the region 

Consumption Purchasing power of the population of the region 

Infrastructure Economic and geographical location of the region and its 

infrastructure 

Intellectual Education level of the population 

Institutional Level of development of leading institutions based on market 

economy 

Innovative  The level of implementation of the achievements of scientific and 

technological development in the region. 

  

8.5 Important Elements For Analysis Investment Environment 

There are seven elements of the investment environment that one should be aware 

of: 

1.   Assets and investment vehicles: An investor usually has a plethora of 

existing types of assets to choose from – which include stocks, corporate 

bonds, government bonds (for example, US Treasury Bills – usually very 

safe in terms of default risk), municipal bonds, money market instruments 

(which are short-term, highly marketable and usually very low risk) 

derivatives, currencies, real estate and commodities. Further, an investor can 

choose among varied investment vehicles –  mutual funds, hedge funds 

and Exchange Traded Funds (ETFs) among others. 

2. Financial markets: It is a market where buyers and sellers of assets (such as 

stocks, bonds, currencies and derivatives) trade with each other. A notable 

feature of such markets is that it is market forces that determine the prices of 

asset classes. Typically, financial markets are characterized by transparent 

pricing and certain regulations with reference to trading, costs and fees, and 

represent a vast array of financial products. Financial markets include stock 

markets (primary and secondary markets), bond markets, cash or spot 

markets, derivatives markets (options, futures, swap agreements etc.), foreign 

exchange and interbank markets, and over-the-counter (OTC) markets. 

3.  Market structure: The same refers to the structure of the financial markets, 

which include the equity, debt, foreign exchange, mortgage and derivatives 

markets. The most widely followed market in the US is the stock market and 

from the point of view of economic activity, the debt market is very 

important as investors and borrowers in this market play a pivotal role in 

determining interest rates.  
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4. Market intermediaries: The same include insurance and pensions 

companies, investment banks, commercial banks (banks participate in the 

money and capital markets), primary dealers, brokers, financial advisors  

5. Investment process: The same essentially outlines the steps required in 

creating an investment portfolio based on determining an investor’s 

investment objectives and risk profile, asset allocation policy i.e. how an 

investor’s investments are diversified among varied asset classes, which has 

a major influence on the overall, implementing an investment strategy and 

rebalancing of portfolio (that is consistent with an investor’s chosen or 

desired asset allocation strategy). 

6. Regulation of securities market: The securities market is a very 

important element of the investment environment. Across countries such 

as the US, the UK and others, trading in the financial markets is regulated 

through a plethora of laws, to ensure that investors and traders have 

adequate information to make well-informed investment-related decisions 

and to prevent fraudulent activities. 

For example, in the US, there are two government bodies for general 

regulatory oversight of financial markets – the Securities and Exchange 

Commission (SEC) and the Commodity Futures Trading Commission. In 

addition, exchanges have their own regulatory groups. Regulation of stock 

and corporate bond markets are the most prominent examples of financial 

market regulation. 

7. Economy Analysis: Developments in the domestic economy and the global 

economy relating to GDP, inflation, interest rates, fiscal deficit and monetary 

policy have a major impact on the prices of assets and related volatility 

(prices of financial assets, particularly stock prices are often very volatile). 

Further, asset allocation is the most important decision in the realm of asset 

management and contributes significantly to the performance of portfolios. 

Moreover, asset allocation and related investment decisions are critically 

based on analysing both the global and domestic economy and constructing 

various forward-looking macroeconomic scenarios. 

8.6 Component of Investment Environment   : 

The investment Environment encompasses all types of investment opportunities and the 

market structure that facilitates buying and selling these investments. Different types of 

securities, institutional setups and market intermediaries are the components of the 

investment environment. In India, the spread of banking in rural areas has helped in 

enlarging the scope of the formal financial system. The formal financial system consists 

of four segments or components. These are financial institutions, financial markets, 

financial instruments, and financial services.  

1. Financial securities:  

Financial securities is a claim against a person or an institution for payment, at a future 

date, of a sum of money and/or a periodic payment in the form of interest or dividend. 
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The term 'and/or’ implies that either of the payments will be sufficient but both of them 

may be promised. Financial instruments represent paper wealth shares, and debentures, 

like bonds and notes. Many financial instruments are marketable as they are denominated 

in small amounts and traded in organized markets. This distinct feature of financial 

securities (instruments) has enabled people to hold a portfolio of different financial assets 

which, in turn, helps in reducing risk. Different types of financial instruments can be 

designed to suit the risk and return preferences of different classes of investors. 

Savings and investments are linked through a wide variety of complex financial 

instruments known as "securities, Securities are defined in the Securities Contracts 

Regulation Act (SCRA), 1956 as including shares, scrips, stocks, bonds, debentures, 

debenture stocks or other marketable securities of a similar nature or of any incorporated 

company or body corporate, government securities, derivatives of securities, units of a 

collective investment scheme, security receipts, interest and rights in securities, or any 

other instruments so declared by the central government. 

Financial securities are financial instruments that are negotiable and tradeable. Financial 

securities may be primary or secondary securities. Primary securities are also termed as 

direct securities as they are directly issued by the ultimate borrowers of funds to the 

ultimate savers. Examples of primary or direct securities include equity shares and 

debentures, Secondary securities are also referred to as indirect securities, as they are 

issued by the financial intermediaries to the ultimate savers. Bank deposits, mutual fund 

units, and insurance policies are secondary securities. 

Financial securities are different in terms of marketability, liquidity, reversibility, type of 

options, return, risk, and transaction costs. Financial instruments help financial markets 

and financial intermediaries perform the important role of channelling funds from lenders 

to borrowers. The availability of different varieties of financial instruments helps financial 

intermediaries to improve their own risk management. 

 

2. Financial Institutions and intermediaries set up: 

These are intermediaries that mobilize savings and efficiently facilitate the allocation of 

funds. Financial institutions can be classified as banking and non-banking financial 

institutions. Banking institutions are creators and purveyors of credit while non-banking 

financial institutions are purveyors of credit. While the liabilities of banks are part of the 

money supply, this may not be true of non-banking financial institutions. In India, non-

banking financial institutions, namely,  

Developmental Financial Institutions (DFIs), and Non-Banking Financial Companies 

(NBFCs) as well as Housing Finance Companies (HFCs) are the major institutional 

purveyors of credit.  

Financial institutions can also be classified as term-finance institutions such as the 

Industrial Development Bank of India (IDBI),  

 the Industrial Credit and Investment Corporation of India (ICICI), 

 the Industrial Financial Corporation of India (IFCI),  

 the Small Industries Development Bank of India (SIDBI),  

 and the Industrial Investment Bank of India (IIBI).  
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Financial institutions can be specialized finance institutions like the 

 Export-Import Bank of India  (EXIM),  

 the Tourism Finance Corporation of India (TFCI),  

 ICICI Venture,  

 the Infrastructure Development Finance Company (IDFC), and  

 Sectoral financial institutions such as the National Bank for Agricultural and Rural 

Development (NABARD) and 

 the National Housing Bank (NHB) 

Investment institutions in the business of mutual funds Unit Trust of India (UTI), public 

sector and private sector mutual funds and insurance activity of  Life Insurance 

Corporation (LIC), General Insurance Corporation (GIC) and its subsidiaries are 

classified as financial institutions. 

There are state-level financial institutions such as the State Financial Corporations (SFCs) 

and State Industrial Development Corporations (SIDCs) which are owned and managed 

by the State governments. In the post-reform era, the role and nature of activity of these 

financial institutions have undergone a tremendous change. Banks have now undertaken 

non-bank activities and financial institutions have taken up banking functions. Most of 

the financial institutions now resort to financial markets for raising funds. 

3. Financial Markets for investment: 

Financial markets are a mechanism enabling participants to deal with financial claims. 

The markets also provide a facility in which their demands and requirements interact to 

set a price for such claims. The main organized financial markets in India are the money 

market and the capital market. The first is a market for short-term securities while the 

second is a market for long-term securities, i.e., securities having a maturity period of one 

year or more. 

Financial markets can also be classified as primary and secondary markets. While the 

primary market deals with new issues, the secondary market is meant for trading in 

outstanding or existing securities. There are two components of the secondary market: the 

over-the-counter (OTC) market and the exchange-traded market. The government 

securities market is an OTC market. In an OTC market, spot trades are negotiated and 

traded for immediate delivery and payment while in the exchange-traded market, trading 

takes place over a trading cycle in stock exchanges. Recently, the derivatives market 

(exchange traded) has come into existence. 

Financial Services : 

These are those that help with borrowing and funding, lending and investing, buying and 

selling securities, making and enabling payments and settlements, and managing risk 

exposures in financial markets. The major categories of financial services are funds 

intermediation, payment mechanisms, provision of liquidity, risk management, and 

financial engineering. 

Funds intermediating services link the saver and borrower which, in turn, leads to capital 

formation. New channels of financial intermediation have come into existence as a result 
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of information technology. Payment services enable quick, safe, and convenient transfer 

of funds and settlement of transactions. 

Liquidity is essential for the smooth functioning of a financial system. Financial liquidity 

of financial claims is enhanced through trading in securities. Liquidity is provided by 

brokers who act as dealers by assisting sellers and buyers and also by market makers who 

provide buy and sell quotes. 

Financial services are necessary for the management of risk in the increasingly complex 

global economy. They enable risk transfer and protection from risk. Risk can be defined 

as a chance of loss. Risk transfer of services helps the financial market participants to 

move unwanted risks to others who will accept them. The speculators who take on the 

risk need a trading platform to transfer this risk to other speculators. In addition, market 

participants need financial insurance to protect themselves from various types of risks 

such as interest rate fluctuations and exchange rate risk. 

8.7 Limitation /Difficulties of Analysis Investment Environment 

Analysing the investment environment is crucial for making informed investment 

decisions but it comes with its limitations. Some of the limitations include: 

1. Incomplete Information: One of the primary limitations of analysing the investment 

environment is the availability of incomplete or inaccurate information. Financial 

markets are complex and constantly changing, making it difficult to obtain all the 

necessary data for a comprehensive analysis. 
 

2. Unforeseen Events: The investment environment is subject to various unforeseen 

events such as natural disasters, political instability, economic crises, or pandemics. 

These events can have a significant impact on investments but are often difficult to 

predict or incorporate into analysis.  
 

3. Market Volatility: Financial markets can be volatile, with prices fluctuating rapidly 

due to various factors such as economic indicators, geopolitical events, or investor 

sentiment. This volatility can make it challenging to accurately predict market 

movements. 
 

4. Assumptions and Biases: Analysts may rely on assumptions and have biases that can 

affect the accuracy of their analysis. These biases can lead to flawed decision-making 

and may not reflect the true investment environment accurately. 
 

5. Regulatory Changes: Changes in regulations and government policies can have a 

significant impact on the investment environment. These changes can be difficult to 

anticipate and may disrupt investment strategies. 
 

6. Global Interconnectedness: In today's globalized world, events in one part of the 

world can have far-reaching effects on investments worldwide. Analysing the 

interconnectedness of global markets is complex and challenging. 
 

7. Black Swan Events: Black swan events are rare and unpredictable occurrences that 

have severe consequences. These events, such as the 2008 financial crisis or the 

COVID-19 pandemic, can disrupt the investment environment in ways that traditional 

analysis may not account for. 
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It's essential for investors to be aware of these limitations and to use a combination of 

thorough analysis, risk management strategies, and diversification to navigate the 

complexities of the investment environment. 
 

 EXERCISE : 
 

Long Questions 

1. What is Investment And Investment Environment? 

2. What is the Investment Environment?  Explain Judging An Investment Climate.   

3. What is the Factor Affecting of Analysis Investment Environment?  

4. What are the important elements for the Analysis of Investment Environment?  

5. What is the component of Investment Environment?    

6. Which type of difficulties are faced during an analysis of the Investment 

Environment?  

7. Explain: 

1. Financial market 2. Investment 3. Investment Environment 4. Financial 

Securities  

5. Financial Institution 6. Regulations For Market 7. Financial Services  

 

    8. Give full form below short form:  

        

Answer the following question by selecting an appropriate answer. 
 

1. Which of the following is not a component of the investment process?  

A)  Capital allocation decision   B) security selection  

B) portfolio reshuffling decision  D)  selection of fund manager  
 

2. What are derivatives instruments? 

A) Future and forward      B) option  

C) warrants  and  rights    D)  all of the above  
 

3. What are derivatives instruments? 

A) Future and forward     B) option  

D) warrants  and  rights    D)  all of the above  
 

4. What difficulties are faced during the analysis of the investment environment?  

A) Unforeseen Events   B)  Market Volatility 

C)  Regulatory Changes    D) All of the above 
 

5  Which is not an important element of the investment environment?  

A) Market structure          B) Market intermediaries 

C) Investment process       D) portfolio selection  
 

 

SEBI SEC RBI SICRA IRDA NBFC UTI LIC OTC 

NSE BSE SIDBI IDFC NABARD ICICI GIC HDFC MCX 
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9.1 Introduction  

Accounting is the language of business. The primary function of the discipline of 

accounting is to provide financial information to the users of the financial statements. For 

this purpose, it is required to record the transactions entered into by a concern during an 

accounting period in different books of accounts. 

Financial reporting is the process of communicating a company’s financial performance 

to investors and other interested parties, such as regulators or the public. 

9.2 Importance of Financial Reporting 

It is important as it provides insights into a company’s financial health. This information 

related to financial position can be used to make investment decisions or to assess the risk 

of investing in a particular company. Financial statements can be also used to assess 

whether a company is meeting its financial obligations or not.  

9.3 Definition of Financial Reporting 

Financial reporting is defined as the disclosure of the financial status of the company to 

management, directors, and other stakeholders. If the company is public, it will also be to 

the members of the public.  

In other words, it can be thought of as the process of communicating financial 

information about a company to shareholders, regulatory authorities, and other interested 

parties. Financial reports typically include three core statements:  

 The Balance Sheet  

 The Income Statement  

 The Cash Flow Statement 

 The Balance Sheet: This statement provides an overview of a company's assets, 

liabilities, and equity at a specific point in time. It can be thought of as a snapshot 

of a company's financial position. It provides insights into what is owned by a 

company, how it has been financed (i.e. financed through investors' own funds 

       CASE STUDIES - FINANCIAL REPORTING  UNIT – 9 
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and/or through borrowing), what the company's net worth is, and what it owes to 

creditors. 

 The Income Statement: The income statement shows a company's revenue, 

expenses, and net income for a specific period. It provides insights into a 

company's profitability and how efficiently it is generating revenue and managing 

expenses. 

 The Cash Flow Statement: The cash flow statement shows a company's cash 

inflows and outflows for a specific period. It provides insights into how well a 

company is managing its money. In other words, the cash flow statement can help 

to discover the company's ability to generate cash and manage its need for cash. 

However, different organizations may practice it in different ways. Thus, to ensure 

uniformity among different entities and to ensure consistency over a period of time, a 

framework has been developed. This framework is referred to as ‘Generally Accepted 

Accounting Principles’ (GAAP). 

Indian GAAP is nothing but a set of accounting standards that every company operating 

in India has to follow when reporting its financial results. Generally Acceptable 

Accounting Standards differ for each country as they incorporate policies and procedures 

that have to be followed for financial disclosures as per the standards set in each country. 

The Institute of Chartered Accountants of India (ICAI), and the Ministry of Corporate 

Affairs (MCA) are the bodies in India that have set the accounting standards (Indian 

Accounting Standards) that need to be followed while financial reporting, so Indian 

Accounting Standards are termed as Indian GAAP. 

9.4 Meaning of GAAP 

The various factors that have led to differences in accounting practices comprise widely 

of culture, traditions, economic development, economic growth mode, inflation, legal 

system etc. The diversity demands unification to the extent possible to develop Generally 

Accepted Accounting Practices (GAAP).  

GAAP are the common set of accounting principles, standards and procedures that are 

used by accountants to prepare the financial statements. They are derived from practice, 

and on being useful get accepted into the accounting system.  

Generally Accepted Accounting Principles (GAAP) refer to accounting policies and 

procedures that are widely used in practice. It incorporates the body of principles that 

governs the accounting for financial transactions underlying the preparation of a set of 

financial statements. 

These principles are developed by the professional accounting bodies of different 

countries of the world, to attain uniformity in accounting practiced by the entities of the 

respective countries. As such different GAAP have developed in different countries of the 

world. 

9.5 The Principles Governed By GAAP 

 Recognition: It deals with the items that should be recognized in the financial 

statements (e.g. assets, liabilities, revenues, and expenses).  
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 Measurement: It determines the amounts that should be reported for each of the 

elements included in financial statements.  

 Presentation: It states that the line items, subtotals and totals should be displayed 

in the financial statements and how might items be aggregated within the financial 

statements.  

 Disclosure: It states about the specific information that is most important to the 

users of the financial statements.  

9.6 Need for GAAP For Financial Reporting 

The accounting standards developed and established by the standard-setting bodies 

determine how those financial statements are prepared. The standards are known 

collectively as Generally Accepted Accounting Principles or GAAP. GAAP is based on 

established concepts, objectives, standards and conventions that have evolved over time 

to guide how financial statements are prepared and presented. GAAP is set with the 

objective of providing information that is useful to investors, lenders, or others that 

provide or may potentially provide resources to a profit-seeking concern or not-for-profit 

organization. Investors, lenders, and other users of financial information rely on financial 

reporting based on GAAP to make decisions about how to allocate their capital and to 

help financial markets operate as efficiently as possible. While establishing GAAP, the 

standard-setting bodies are mainly concerned about the end users of financial statements. 

End users include people like investors, banks, and lenders who use third-party financial 

statements to evaluate business decisions. For instance, an investor will look at a 

company’s financial statements in order to decide whether to invest. The standard-setting 

bodies want to make consistent standards that help end users understand and use the 

company’s financial data. GAAP’s primary intent is not to help businesses. It is intended 

to help the end users. All of the objectives that MCA and the prior accounting standard-

setting body (ICAI) wanted to accomplish can be simplified to one main objective: to 

make financial statements universally understandable and usable for all of their users. 

9.7 User of Accounting Information 

1. Investors: The information needed by this group primarily relates to the decision-

making of buying, holding or sales of the entity’s share. Also, the dividend paying 

ability of the entity is a matter of interest.  

2. Employees: Need to know about the stability and continued profitability of the 

employer which would ensure payment of remuneration, employee opportunities and 

retirement benefits.  

3. Lenders: Interested in debt servicing ability.  

4. Suppliers and other trade creditors: Interested in information about the entity’s 

ability in the short run to pay their dues. Of course, they are interested in the long-

term viability of the entity, if it is the major customer.  

5. Customers: Seek information about the continuation of the entity, especially if the 

entity is the major supplier. 

6. Government and their agencies: They have manifold interests like taxation, the 

entity’s contribution to the employment generation and economic activities of the 

nation, and the infrastructural facilities to be provided to serve the entity’s needs 

commensurate with its contribution to society. 
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7. Public: Mostly interested in employment generation and societal contribution 

 

9.8 Case Study of ONGC 

The following financial statement of ONGC from the financial year 2013-14 to 2022-23 

The balance sheet (vertical) presented below has been prepared in compliance with 

Schedule III of the Companies Act, 2013 from the year 2014-15 to 2022-23. It would be 

obligatory on the part of companies to abide with the provisions of the Companies Act 

provisions whenever they are presenting the financial statements to the various 

stakeholders of the company.  The disclosure of the financial statement as per the Ind AS 

is to be taken care of. The following financial statement of ONGC will be the perfect 

example of financial reporting done by the company, reflecting every aspect of its 

business.  
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Exercise 

 Fill in the blanks: 

 

1. ____________________ is the process of communicating a company’s financial 

performance to investors and other interested parties, such as regulators or the 

public. (Financial reporting) 

2. ___________________ is defined as the disclosure of the financial status of the 

company to management directors, and other stakeholders. (Financial reporting) 

3. _______________ typically include three core statements. (Financial reports) 

4. This statement provides an overview of a company's assets, liabilities, and equity 

at a specific point in time. (The Balance Sheet) 

5. The income statement shows a company's revenue, expenses, and net income for a 

specific period of time. (The Income Statement) 

6. ______________ can help to discover the company's ability to generate cash and 

manage its need for cash. (The cash flow statement) 

7. A framework has been developed over time to ensure uniformity among different 

entities and consistency over a period of time. This framework is referred to as 

__________________ (‘Generally Accepted Accounting Principles’ (GAAP). 

 Answer the following questions: 

1. Explain the principles governed by GAAP. 

2. Write down the importance of financial reporting. 

3. Note down briefly about the core financial statements. 

4. Explain in detail the users of financial statements. 

5. Why the need for GAAP? 

 Write down the full form of the following: 

1. ICAI 

2. MCA 

3. GAAP 

 

 



142 

 
10.1 Historical Background of IFRS 

10.2 Meaning of International Financial Reporting Standards (IFRS) 

10.3 Conceptual Framework IFRS 

10.4 The Characteristics of IFRS 

10.5 Objectives of IFRS 

10.6 Scope of IFRS  

10.7 Requirement for IFRS 

10.8 Advantages of IFRS  

10.9 Arguments in Favour of IFRS 

10.10 Significance of Global Standards 
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10.20 Difference Concepts under IFRS  

 Exercise 

10.1 Historical Background of IFRS (Constituents of IFRS Literature) 

International Financial Reporting Standards (IFRS) are designed as a common global 

language for business affairs so that company accounts are understandable and 

comparable across international boundaries. They are a consequence of growing 

international shareholding and trade and are particularly important for companies that 

have dealings in several countries. They are progressively replacing many different 

national accounting standards. IFRSs began as an attempt to harmonize accounting across 

the European Union but the value of harmonization quickly made the concept attractive 

around the world. They are sometimes still called by the original name of International 

Accounting Standards (IAS).  

IAS was issued between 1973 and 2001 by the Board of the International Accounting 

Standards Committee (IASC). On 1 April 2001, the new International Accounting 

Standards Board (IASB) took over from the IASC the responsibility for setting 

INTERNATIONAL FINANCIAL REPORTING STANDARDS (IFRS)  UNIT – 10 
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International Accounting Standards. During its first meeting, the new Board adopted 

existing IAS and Standing Interpretations Committee standards (SICs). The IASB has 

continued to develop standards calling the new standards International Financial 

Reporting Standards. 

International Accounting Standards (IASs) were issued by the IASC from 1973 to 2000. 

The IASB replaced the IASC in 2001. Since then the IASB has amended some IASs and 

has proposed to amend others, has replaced some IASs with New International Financial 

Reporting Standards and has adopted or proposed certain new IFRSs on topics for which 

there was no previous IAS. Through committees, both the IASC and the IASB also have 

issued Interpretations of standards. Interpretations issued by IASC are called SIC and 

those by IASB are called IFRIC. 

The preface to International Financial Reporting Standards sets out IASBs mission and 

objectives, the scope of International Financial Reporting Standards (IFRS), the due 

process for developing IFRSs and Interpretations, and policies on effective dates, and 

language for IFRSs. 

10.2 Meaning of International Financial Reporting Standards (IFRS): 

 International Financial Reporting Standards (IFRS) are a set of international 

accounting standards stating how particular types of transactions and other events 

should be reported in financial statements. IFRS are issued by the International 

Accounting Standards Board. The goal of IFRS is to make international comparisons 

as easy as possible. This is difficult because, to a large extent, each country has its own 

set of rules. For example, U.S. GAAP is different from Canadian GAAP. 

Synchronizing accounting standards across the globe is an ongoing process in the 

international accounting community. 
 

 The IFRS (International Financial Reporting Standard) framework was issued in April 

1989. This Framework deals with the Objective of the Financial statement, Qualitative 

characteristics, elements of the financial statement, Concept of Capital and capital 

maintenance. 
 

 IFRS is required or permitted for use in over 90 Countries for Financial reporting, EU 

has recently mandated the application of IFRS for all listed Companies affecting over 

7000 companies. 
 

 The term International Financial Reporting Standards (IFRSs) has both a narrow and a 

broad meaning. Narrowly, IFRSs refer to the new numbered series of pronouncements 

that the IASB is issuing as distinct from the International Accounting Standards (IAS) 

series issued by its predecessor. More broadly, IFRSs refer to the entire body of IASB 

pronouncements including standards and interpretations approved by the IASB and 

IASs and SIC interpretations approved by the predecessor International Accounting 

Standards Committee. 
 

 Broadly, IFRS consists of: 

 

International Financial Reporting Standards (IFRS) 18 

International Accounting Standard (IAS) 28 

International Financial Reporting Interpretation committee (IFRIC) 18 
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Interpretations 

Standard Interpretation Committee (SIC) Interpretation. 08 

Total  72 
 

10.3 Conceptual Framework of IFRS  

 STRUCTURES OF  IFRSs: 

   IND..AS  

 

     

  

                                           IFRIC  IAS    

       

                

SIC 

        
  

 

 International Accounting Standards(IAS) 

 IFRS (International Financial Reporting Standard)  

 SIC Interpretations (Standard Interpretation Committee) 

 IFRIC Interpretations (International Financial Reporting Interpretations Committee) 

 Global standards  

 Ind. AS (Indian Accounting Standard )  

10.4 The Characteristics of IFRS 

 These are global accounting standards. 

 These standards are 'principle-based', and not 'rule-based. 

 IFRS are developed and maintained by the IASB. 

 Every standard has a specific structure to ensure uniformity and facilitate reading, 

interpretation and application. They are the Introduction, Standards, Basis of 

Conclusion, Implementation Guidelines Illustrative Examples, and Dissenting 

Opinions of Board Members. 

10.5 Objectives of IFRS 

The objectives of IFRS are as follows: 

1. To develop in the public interest, a single set of high quality, understandable, 

enforceable and globally accepted financial reporting standards based upon clearly 

articulated principles. 

2. To ensure high quality, transparent and comparable information in financial 

statements and other financial reporting to help investors, other participants in the 

world's capital markets and other users of financial information make economic 

decisions. 

3. To promote the use and rigorous application of those standards  

IFRS

s 

IFRS      = 
IASB announced 

standards (IAS)   + 

Accounting standards  

(IND.AS)         + 
Interpretations by 

IASB,IASC and  SIC .  
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1. 4 To promote and facilitate the adoption of International Financial Reporting 

Standards (IFRSs), being the standards and interpretations issued by the IASB, 

through the convergence of national accounting standards and IFRSs. 

4. To make a common platform for a better understanding of accounting, internationally. 

5. Synchronization of accounting standards across the globe. 

6. To create comparable, reliable and transparent financial statements. 

7. To facilitate greater cross-border capital raising and trade. 

8. To have a company-wide one accounting language that has subsidiaries in different 

countries. 

10.6 Scope of IFRS 

 All International Accounting Standards (IAs) and Interpretations haul the former 

IASC (International Accounting Standard Committee) and Standard Interpretation 

Committee continue to be applicable unless and until they are amended or 

withdrawn. 
 

 IFRS set out recognition measurement, presentation and disclosure requirements of 

transactions and events in general pumps final statements. 
 

 IFRS apply to the general purpose financial statements and other financial reporting 

by profit-oriented entities engaged in commercial Industrial, financial, and similar 

activities, regardless of their legal form. 
 

 Entities other than profit-oriented business entities may also be found.   
 

 General purpose financial statements are intended to meet the common needs of 

shareholders, creditors, employees and information about an entity's financial 

position, performance, and cash flows. 
 

 Other financial reporting includes information provided outside financial statements 

that assists in the interpretation of complete financial  statements or improves users' 

ability to make efficient economic decisions  
 

 IFRS apply to Individual company and consolidated financial statements. 
 

 A complete set of financial statements includes a statement of financial position, a 

statement of comprehensive income, a statement of cash flows, a statement showing 

either all changes in equity or changes in equity other than those arising from 

investments by and distributions to owners and summary of accounting policies, and 

explanatory notes and IFRS allow both a „benchmark and an allowed alternative 

treatment‟. 
 

 Financial statements may be described as conforming to IFRS whichever treatment is 

followed. In developing Standards, IASB intends not to permit choices in accounting 

Treatment. Further, IASB intends to reconsider the choices in existing International 

Accounting Standards with a view to reducing the number of those choices. 

10.7 Requirement for IFRS  

 For accounting standards worldwide acceptance they must be universally applied. 

Comparability is essential if "in accordance with IFRS" means that the same or 
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similar transactions are accounted for the same way everywhere, producing financial 

statements in accordance with IFRS will add value. 
 

 Investors would no longer need to waste time and effort to reconcile financial 

information as they compare similar companies from different countries. 
 

 Capital would flow more efficiently, at less cost to more companies in more places. 
 

 A single system of financial reporting would benefit a host of constituents. With 

quality standards, consistently applied, investor understanding and confidence rises. 

That translates to strong, stable, liquid markets. With quality reporting, investors 

wouldn't need to compensate for a lack of understanding by demanding a risk 

premium. With consistent application and the resulting comparability investors and 

analysts have an easier time knowing how to best allocate capital. Having one 

financial language reduces preparation and audit costs. No longer is there a need to 

learn different standards or keep current in them, at the expense of more fruitful 

pursuits.  
 

 Regulation can be easier if properly coordinated. Education and training become 

easier and more focused. 
 

 The convergence of accounting standards has played a major role in the growing 

acceptance of IFRS. As the differences narrow between IFRS and other widely 

accepted accounting systems, resistance to IFRS is beginning to fall away. 

10.8 Advantages of IFRS:  

 IFRS provides better financial information for the shareholders and regulatory system 

in India. 

 IFRS enhance the global ability and improve transparency of results. 

 IFRS users can increase the ability to secure cross-border listing of their companies. 

 With the help of IFRS, one can improve the management of global operations and 

better access the capital market. 

 IFRS eliminates multiple reporting, likewise, Infosys, Tata, Birla, and Reliance firstly 

register in India and then outside India before implementing the IFRS system. 

 IFRS facilitate global investment opportunities inbound and outbound and also 

reduces the cost of capital. 

 It Reduces barriers to entering the global market and lowers the risk associated with 

the filing of accounts. 

 IFRS provides new and enhanced services, especially in the field of business process 

outsourcing and professional services firms. 

 With the help of IFRS, one can conduct a once-only review of financial reporting and 

information systems for control. 

 Uniform accounting standard enabled investors to understand investment opportunity 

against two different sets of national standards. 

 With the help of IFRS, corporate and investors would know its true worth because 

fair valuation is mandated for many balance sheet items. 
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10.9   Arguments In Favour of IFRS  

 Growth in International Business: As international business and investment 

multiplies, accounting international dimension broadens and it becomes more 

important as the tool of communication among businessmen, entrepreneurs, 

financiers and investors. If accounting wants to serve as a universal means of 

communication then there must be uniformity in accounting practices and that can be 

achieved through IFRS. 
 

 Globalisation of Capital Markets: Today companies are going globally to acquire 

the funds. Like companies acquiring funds through ADRs, GDRs, etc. Now if there is 

an accounting difference then the investor cannot analyse the accounts of other 

countries. So IFRS help in reducing these accounting differences. 
 

 Investors: Nowadays investors want to invest outside their country. Investors include 

both types of investors, transnational company companies investing directly into 

other country or Individual investors. Now if accounts are comparable then they can 

make sound decisions. If accounts are different then they cannot make sound 

decisions. Now if there is no harmonisation then it is difficult to assess the relative 

merit of investment opportunities. 
 

 Multinational Companies: A major force in the movement towards the adoption of 

IFRS has been the economic self-interest of multinational companies. With diversity 

in Accounting Standards from country to country, these firms face a lot of accounting 

requirements from the countries in which they operate. Now due to the adoption of 

IFRS, there would be fewer burdens on their financial reporting structure. Due to 

IFRS, they can easily consolidate their subsidiaries and as they are taking funds from 

many countries, investors across different countries can understand their financial 

statements. 
 

 International Auditing Firms: Another major force in the movement towards IFRS 

was the economic self-interest of international auditing firms like PWC, Deloitte, 

KPMG, Ernst & Young, etc., so they can sell their service as experts in different 

countries. 
 

 Developing Countries: Countries that do not have any domestic Accounting 

Standards would benefit from international standards since it will enable them to 

adopt a readymade system. 
 

 Other Interest Groups: Such as tax authorities or the government will find it easier 

to tax foreign concerns if their accounts are prepared by following IFRS. 
 

10.10 Significance of Global Standards 

1. Reduction in Variations: Global Standards reduce to a reasonable extent or 

eliminate altogether the variations in accounting and reporting practices on a global 

basis. 
 

2. Facilitates Comparison: Global Standards facilitate the comparison of financial 

statements of companies situated in different parts of the world and also of different 

companies situated in the same country. 
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3. Global Standards Facilitate: 
 

(a) Globalization and Liberalization 

(b) Transparency of financial statements. 

(c) Enhanced Disclosure requirements. 

(d) Cross-border flow of money through ADRs, GDRs, etc. and global listing. 

(e) The tax authorities to tax foreign operations in an effective manner. 

(f) Free flow of global investment and achieves substantial benefits for all capital 

market stakeholders. 

4. Global Standards eliminate some costly requirements say reinstatement of financial 

statements. 

5. Global Standards serve the economic self-interest of multinational companies. 

6. Global Standards improve the ability of investors to compare investments on a global 

basis and, thus, lower their risk of errors of judgment. 

10.11 Need For Ind. As With IFRS  

 The Indian environment and the Global environment are different which leads to a 

huge gap between AS issued by ICAI & IFRS issued by IASB. To bridge the gap 

between AS & IFRS, ICAI issued Indian Accounting Standard converged with IFRS 

(formally known as Ind. AS). 
 

 The Need for Change is to have a common set of accounting standards. The benefits 

of having common standards for financial reporting are the reasons that attract such 

change. 
 

 Better Comparability: Following a common set of standards will help the 

stakeholders to compare the organisations globally.   
 

 Better Transparency: The users of accounts will benefit from this as the same 

accounting standards will help them understand the fundamentals of the organisation 

which will generate better transparency. 
 

 Saving time & Cost on the Finance Department: Many companies with a 

subsidiary or holding a company in different countries are required to follow a dual 

set of accounting standards, local standards on one hand & global standards on the 

other hand. The transition will be helpful in saving time & cost on the finance 

department.  
 

 For example, Swiss pharmaceutical giant ROCHE group, which operates in more 

than 100 countries is likely to save more than $100 million through Convergence. 
 

 Attract Foreign Investment: Since investors can compare with other organisations 

globally, it will help them make investment decisions; at the same time, it will help 

the organisation present their financial position in a more efficient way to the world, 

in a language that all can understand. 
 

10.12 Disadvantages of IFRS 

The disadvantages of IFRS are: 

 Indian GAAP is different from US GAAP. Due to this, it has become difficult to 

synchronise the financial statements of the two. 
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 IFRS implementation brings a change in new standards, it has become complex for 

users to finalize the old and new accounting data. 

 When preparing financial statements using IFRS, the old and new standards seem 

confusing. 

 In India there is no separate committee for the implementation, follow up and 

feedback process of IFRS. 

 Lack of proper training and guidance programs in India postponed the process of 

IFRS implementation. 

 The new system always considers the value of money, so it becomes mandatory for 

companies to find out cost-benefit analysis. 

 Taxation system also impacts after implementation process of IFRS in India.  

 As we know GAAP and the regulatory body of each country have different sets of 

rules so it is the biggest hurdle for companies to adopt uniform accounting standards 

for the whole world. 

 IFRS is simply a principle set by IASC but it does not provide detailed rules to 

follow up. IFRS mainly focuses on presenting its financial statement and the focus is 

very less on the users of accounting standards.  

 One of the biggest threats to adopting IFRS is the mandatory adaptation of uniform 

standard for each country‟s business but it reduces the competition from the market 

and without competition, there is a threat of monopoly. 

 Lack of awareness among users about international financial reporting practices. 

 IFRS uses fair value and market value as measurement base before its asset is valued 

as per book value. Due to this financial statement of any company is impacted 

significantly. 

 Lack of proper data impacts the effective implementation of the IFRS process. 

 For comparison purposes, IFRS need to convert historical data into market value due 

to this IFRS become more subjective. 

 Co-ordination with different countries for IFRS implementation is a challenging task. 

 Lack of proper resources also affects the IFRS implementation successfully. 
 

10.13 Arguments against IFRS  

 Nationalism: Many countries believe that their views are superior to those of others. 

Due to this behaviour, there is great difficulty in achieving a common solution. 
 

 Difference in Economic and Social Environment: Standard setting on an 

international level is adversely affected by the difference in the economic and social 

environment in which accounting has a role to play. In some countries, the 

information needs of government may dominate the accounting structure and in some 

countries need of investors may dominate the accounting structure. 
 

 Diverse Accounting Practices: There is a wide divergence in worldwide accounting 

practices. Each practice has its own justification. However, this creates difficulty in 

arriving at commonality. 
 

 Gaps Between Developed and Developing Countries: Developing and developed 

countries differ in various aspects. In fact, most developing countries have little 

chance to evolve accounting systems that truly reflect the needs and circumstances of 
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their countries. Now copying the model of developed countries will not fill their 

needs. 

10.14 Difficulties In Enforcement of IFRS 

 Difference in Tax Laws of Nations. 

 Difference in Corporate Laws. 

 Principles and Practice of Accounting for CA Foundation Course 

 Disclosure requirements under any other statute. 

 Existence of Local Standards. 

 Competition among International Standard-setting agencies like OECD. 

 Unethical conduct by Corporate houses like Satyam, Enron, etc. 

10.15 Suggestion for More Effective Adoption of IFRS 

1. Enlarge representation on IASB. 

2. Avoid political pressure. 

3. IASB should publicise its standard worldwide and try to get support from 

accounting professionals, member countries, corporations and investors all over 

the world. 

4. Every country should pass legislation to enforce IFRS. 

5. The UN should recognise IASB as the body qualified to set up international 

standards and give authority to force universal acceptance of IFRS. 

6. In each country, securities exchange should take appropriate action that the 

company registering with them is required to comply with IFRS. 

7. Continuous research is needed. 

10.16 IFRS Adoption/IFRS Convergence 

Convergence implies that all standards setters around the world should agree on a single, 

high-quality accounting standard. Convergence can be achieved in two ways: 

(1) Either by adopting International Financial Reporting Standards (IFRS) or 

(2) Adopt IFRS to formulate the country's own Indian accounting standards. 

The Government of India in consultation with the ICAI decided to converge and not to 

adopt IFRSs issued by the IASB. The decision of convergence rather than adoption was 

taken after a detailed analysis of IFRS requirements and extensive discussion with various 

stakeholders. Accordingly, while formulating IFRS-converged Indian Accounting 

Standards (Ind. AS), efforts have been made to keep these Standards, as far as possible, in 

line with the corresponding IAS/ IFRS and departures have been made where considered 

absolutely essential. As per the notification, Indian Accounting Standards (Ind. AS) 

converged with International Financial Reporting Standards (IFRS) shall be implemented 

voluntarily from 1st April 2015 and mandatorily from 1st April 2016. Separate roadmaps 

have been prescribed for the implementation of Ind. AS to Banking, Insurance companies 

and NBFCs respectively. In India, the aim of ICAI, the Government authorities and 

various regulators such as SEBI and ABI is to comply with the IFRS to the extent 

possible with the objective of formulating sound financial reporting standards. 
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IFRS “convergence" means the accounting standards of a country converged with IFRS, 

i.e., Indian accounting standards are more or less in line with the IFRS, in short 

convergence means to achieve harmony with IFRS. The inception of the idea of 

convergence of Indian GAAP with IFRS was made by India's commitment in G20 to 

align Indian Accounting Standards with IFRS. ICAI has decided to converge its 

Accounting Standards with IFRS for accounting periods commencing on or after 1 April 

2011 in a phased manner as envisaged in the roadmap to IFRS formulated by MCA. 
 

10.17 Process of Setting Standards (Due Process) 

IFRS are developed through an international due process that involves accountants, 

financial analysts, and other users of financial statements like the business community, 

stock exchanges, etc. from around the world. IASB in consultation with SAC, decides the 

agenda on which work is undertaken. Several key areas that IASB considers in adding an 

agenda item are relevance and reliability of information to users, consistency with the 

IASB's organisational objectives and plans, increasing convergence of accounting 

standards, and deficiency of current guidance, for example, where there is diversity, 

International standards or where no guidance exists, Resource constraint. The due process 

comprises six stages, with the Trustees having the opportunity to ensure compliance at 

various points throughout: 

 Setting the agenda 

 Planning the project 

 Developing and publishing the discussion paper 

 Developing and publishing the exposure draft 

 Developing and publishing the standard 

 After the standard is issued 

After an agenda is added, IASB may form an advisory group to advise on the project. The 

board develops and publishes a discussion paper that sets out all of the key issues for 

discussion and poses a series of questions to which the public isnvited to respond, to 

which the Board may include their own responses to particular questions. After analysis 

of the public committee, the board issues an exposure draft. 

The Exposure Draft should include a basis for conclusions and highlight any dissenting 

opinions that arose during the approval process. The Board may use public hearings to 

discuss proposed standards. The Board may "field test" a particular draft Standard in 

"live" situations across different countries to ensure that its proposals are practical and 

effective. 

  

10.18 Main Differences between IFRSs and Indian GAAP 

Basis 

 
IFRSs Indian GAAP 

1.Mechanism of Financial  

Statements 

 

Comprises of Balance 

Sheet, P&L A/c, Cash 

Flow State- ment, 

Changes in Equity and 

Accounting Policy and 

Comprises of Balance 

Sheet, P&L A/c, Cash Flow 

Statement and Notes to 

Accounts. 
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Notes to Accounts. 

2.Format of Balance Sheet 

 

No particular Format 

prescribed for B/S. 

 

Prescribed format given in 

Schedule VI should be 

followed for balance sheet. 

3. Depreciation 

 

Over the useful life of an 

asset. 

 

Over the useful life of an 

asset OR Rate of Schedule 

XIV (whichever is higher). 

4.Earning Per Share (EPS) 

 

Disclosure of EPS to be 

made in only consolidated 

financials. 

 

Disclosure of EPS to be 

made in both consolidated 

financials and separate 

financials. 

5.Key Management Personnel 

(KMP) 

It includes executive and 

non- executive directors. 

 

It includes only executive 

directors. 

6.Disclosure of extra ordinary 

items 

There is no place for these 

items in IFRSs. 

 

Disclosure of extra-ordinary 

items can be made in Notes. 

7.Methods of Cash Flow 

Statement 

 

Direct or Indirect methods 

can be used for Cash Flow 

Statement. 

Only Indirect method can 

be used for Cash Flow 

Statement. 

 

8. Treatment for Borrowing 

Costs 

May be treated as 

Expenses or to be 

Capitalized. 

 

Only treated as Capitali- 

zation. 

9.Format Income Statement 

 

 

There is no particular 

format prescribed for 

Income Statement. 

 

Prescribed format is given 

in Schedule VI should be 

followed for Income 

Statement. 

 

10.19 List of IFRS, Accounting Standard and Ind. As  

Listing of International Financial Reporting Standards is developed by the International 

Accounting Standards Board. 

IFRSs  Title of IFRS  Particulars  Issued year   

IFRS 1 First-time Adoption 

of International 

Financial 

Reporting 

Standards: 

This standard sets out the requirements for an 

entity that is preparing its financial statements 

for the first time using IFRS. It provides 

guidance on recognising and measuring assets, 

liabilities, equity, income, and expenses at the 

date of transition to IFRS 

 2008 

 

IFRS 2 Share-based 

Payment 

This standard sets out the accounting treatment 

for share-based payment transactions, including 

the recognition and measurement of equity-

settled and cash-settled share-based payment 

transactions.  

2004  

IFRS 3 Business 

Combinations: 

This standard sets out the accounting treatment 

for business combinations, including the 

2008 
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recognition and measurement of the assets and 

liabilities acquired, the determination of the 

consideration transferred, and the recognition of 

goodwill or a gain on a bargain purchase.  

IFRS 4  Insurance  contacts  Insurance contacts.  2005 

IFRS 5 Non-current Assets 

Held for Sale and 

Discontinued 

Operations: 

This standard sets out the accounting treatment 

for non-current assets held for sale and 

discontinued operations, including the 

recognition and measurement of such assets and 

the presentation of the results of discontinued 

operations in the financial statements. 

2004 

IFRS 6 Exploration for and 

Evaluation of 

Mineral Resources: 

This standard sets out the accounting treatment 

for exploration and evaluation activities in the 

mining and oil and gas industries, including the 

recognition and measurement of exploration and 

evaluation assets and the recognition of 

exploration and evaluation expenditure.  

2004  

IFRS 7 Financial 

Instruments: 

Disclosures 

This standard sets out the disclosure 

requirements for financial instruments, including 

information about the nature and extent of risks 

arising from financial instruments and the extent 

to which the entity manages those risks. Issued 

2005 

2005 

IFRS 8 Operating 

Segments: 

This standard sets out the requirements for the 

disclosure of information about an entity's 

operating segments, including the identification 

of operating segments, the measurement of 

segment profit or loss, and the disclosure of 

segment assets and liabilities.  

2006 

IFRS 9 Financial 

Instruments: 

This standard sets out the requirements for the 

recognition and measurement of financial 

instruments, including the classification and 

measurement of financial assets and liabilities, 

the impairment of financial assets, and the hedge 

accounting of financial instruments.  

2014 

IFRS 10 Consolidated 

Financial 

Statements 

 

This standard sets out the principles for 

preparing and presenting consolidated financial 

statements for a group of entities under the 

control of a parent company. It replaces IAS 27 

Consolidated and Separate Financial Statements.   

2011  

IFRS 11 Joint 

Arrangements: 

This standard sets out the accounting treatment 

for joint arrangements, in which two or more 

parties have joint control. It specifies the criteria 

for determining whether an arrangement is a 

joint venture or a joint operation, and the 

accounting treatment for each type of joint 

arrangement. Issued 2011. 

2011 

IFRS 12 Disclosure of 

Interests in Other 

Entities: 

This standard sets out the disclosure 

requirements for interests in other entities, 

including information about the entity's nature, 

the risks associated with the entity, and the 

2011  
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entity's financial position and performance.  

IFRS 13 Fair Value 

Measurement: 

This standard sets out the principles for 

measuring fair value and the required disclosures 

about fair value measurements. It applies to the 

measurement of fair value in the context of 

IFRS, but not to determining fair value to 

establish the selling price in a transaction 

between willing parties.  

2011  

IFRS 14 Regulatory 

Deferral Accounts: 

This standard sets out the accounting treatment 

for regulatory deferral accounts, which are assets 

or liabilities that arise from recognising deferred 

income or expenses in the financial statements 

required by regulatory authorities.  

2014  

IFRS 15 Revenue from 

Contracts with 

Customers: 

This standard sets out the principles for the 

recognition of revenue from contracts with 

customers, including the determination of the 

transaction price, the allocation of the transaction 

price to the performance obligations in the 

contract, and the recognition of revenue when 

(or as) the entity satisfies a performance 

obligation. It replaces IAS 11 Construction 

Contracts and IAS.  

2014 

IFRS 16 Leases:  This standard sets out the accounting treatment 

for leases, including lessees' recognition of lease 

assets and lease liabilities and the presentation of 

leased and leased liabilities on the balance sheet. 

It replaces IAS 17 Leases.  

2016 

IFRS 17 Insurance 

Contracts: 

This standard sets out the accounting treatment 

for insurance contracts, including the recognition 

of insurance contract assets and insurance 

contract liabilities, the measurement of insurance 

contract assets and insurance contract liabilities, 

and the presentation of the results of insurance 

contracts in the financial statements. It replaces 

IFRS 4 Insurance Contracts.  

2017 

IFRS 18: Presentation and 

Disclosure in 

Financial 

Statements 

effective from Jan 

1, 2027 

 

  Presentation and Disclosure in Financial 

Statements effective from Jan 1, 2027 

 

1.1.2027 

 

LIST OF IND.AS:  

1. Ind. AS 101 - First-time Adoption of Indian Accounting Standards 

2. Ind. AS 102 - Share-based Payment 

3. Ind. AS 103 - Business Combinations 

4. Ind. AS 104 - Insurance Contracts 

5. Ind. AS 105 – Non-current Assets Held for Sale and Discontinued Operations 

6. Ind. AS 106 - Exploration for and Evaluation of Mineral Resources 



155 

7. Ind. AS 107 - Financial Instruments: Disclosures 

8. Ind. AS 108 - Operating Segments 

9 Ind. AS 109 - Financial Instruments 

10. Ind. AS 110 - Consolidated Financial Statements 

11. Ind. AS 111 - Joint Arrangements 

12. Ind. AS 112 - Disclosure of Interests in Other Entities 

13. Ind. AS 113 - Fair Value Measurement 

14. Ind. AS 114 - Regulatory Deferral Accounts 

15. Ind. AS 115 - Revenue from Contracts with Customers 

16. Ind. AS 116 - Leases 

17. Ind.  AS 1 - Presentation of Financial Statements 

18. Ind. AS 2 -Inventories 

19. Ind. AS 7 - Statement of Cash Flows 

20. Ind. AS 8 - Accounting Policies, Changes in Accounting Estimates and Errors 

21. Ind. AS 10 - Events after the Reporting Period 

22. Ind. AS 12 - Income Taxes 

23. Ind. AS 16 - Property, Plant and Equipment 

24. Ind. AS 19 - Employee Benefits 

25. Ind. AS 20 - Accounting for Government Grants and Disclosure of 3.12 Principles 

and Practice of Accounting for CA Foundation Course 

26. Ind. AS 21 - The Effects of Changes in Foreign Exchange Rates 

27. Ind. AS 23 - Borrowing Costs 

28. Ind. AS 24 - Related Party Disclosures 

29. Ind. AS 27 - Separate Financial Statements 

30. Ind. AS 28 - Investments in Associates & Joint Ventures 

31. Ind. AS 29 - Financial Reporting in Hyperinflationary Economies 

32. Ind. AS 32 - Financial Instruments: Presentation 

33. Ind. AS 33 - Earnings per Share 

34. Ind. AS 34 - Interim Financial Reporting 

35. Ind. AS 36 - Impairment of Assets 

36. Ind. AS 37 - Provisions, Contingent Liabilities and Contingent Assets 

37. Ind. AS 38 - Intangible Assets 

38. Ind. AS 40 - Investment Property 

39. Ind. AS 41 - Agriculture Assistance 

List of Accounting Standards issued by ICAI 

 AS 1 - Accounting policies Mandatory from accounting period beginning on 1st April, 

1991  

AS 2 - Valuation of Inventories-1st April, 1999 

AS 3 - Cash flow statement-1st April, 2000  

AS 4 - Contingencies and Events occurring After the Balance Sheet Date-1st April, 1995  

AS 5 - Net Profit or Loss for the Period, Prior Period Items and Changes in Accounting 

Policies-    1st Jan, 1987 

AS 6 - Depreciation Accounting -1st April, 1995 

AS 7- Accounting for Construction Contracts-1st April, 1991 

AS 8 - Accounting for Research and Development-1st April, 1991 

AS 9 - Revenue Recognition -1st April, 1991 
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AS 10 - Accounting for Fixed Assets -1st April, 1991 

AS 11 - Accounting for the effects of changes in Foreign Exchange Rates 1st April, 1995 

AS 12 - Accounting for Government Grants 1st April, 1994 

AS 13 - Accounting Investments 

AS 14 - Accounting for Amalgamations-1st April, 1995 

AS 15 - Accounting for Retirement Benefits in the Financial Statements of Employers 1st 

April, 1995 

AS 16 - Borrowing Costs 1st April, 2000 

AS 17 - Accounting Standard 17 on segment reporting-1st April, 2001 

AS 18 - Accounting Standard 18, related party disclosures-1st April, 2001 

AS 19 - Leases -1st April, 2001 

AS 20 - Earning per share- 1st April, 2001 

AS 21 - Consolidated financial statements-1st April, 2001 

AS 22 - Accounting for taxes on income -1st April, 2001 

AS 23 - Accounting for investments in associates in consolidated Financial statement-1st 

April, 2002 

AS 24 - Discounting operations-1st April, 2002  

AS 25 - Interim financial reporting 1st April, 2002 

AS 26 - Intangible assets -1st April, 2003 

AS 27 - Financial reporting of interests in joint venture -1st April, 2002 

AS 28 - Important of assets -1st April, 2004 

AS 29 - Provisions, Contingent Liabilities and Contingent Assets 

AS 30 - Financial Instruments: Recognition and Measurement 

AS 31 - Financial Instruments: Presentation 

AS 32 - Financial Instruments: Disclosures 

10.20 Difference Concepts under IFRSs:  

    Some Important Concepts of IFRS: 

Double Entry System: IFRS like Indian Accounting Standards issued by ICAI are 

based on a double entry system. The double-entry bookkeeping system was started in 

the 13
th

  century and refers to a set of rules to record financial information in a 

financial accounting system wherein every transaction or event impacts at least two 

different accounts one on the debit side and the other on the credit side. In other 

words, every debit has equivalent credit and vice versa. 

FUNCTION OF IFRS: 

IFRS like any other reporting standard sets out the principle of Recognition 

measurement, presentation and disclosures of financial events and transactions of an 

entity in its financial reports to its stakeholders. 

COMPONENTS OR ELEMENTS OF IFRSs: 

As stated above, the IFRS sets out principles of financial reporting for financial events 

and transactions. These events and transactions to be brought under books of accounts 

must have an impact on one or more of the elements of IFRs which are assets, 

liabilities, income & gains, expenses & losses or equity. All the literature on IFRS as 

mentioned above deals with the recognition, measurement, presentation and 



157 

disclosures of one or more of these elements. If, however, nothing has been 

specifically provided for any item of these elements in any particular IFRS or 

interpretations, guidance can be sought for the recognition and measurement 

principles set out for each element in the framework. 

   COMPONENTS OF FINANCIAL REPORTS PREPARED UNDER IFRS:  

A complete set of financial statements should include: [IAS 1.] 

 A statement of financial position (what we call in India balance sheet) at the 

end of the period. 

 A statement of comprehensive income for the period (or an income statement 

and a statement of comprehensive income) 

 A statement of changes in equity for the period. 

 A statement of cash flows for the period. 

 Notes, comprising a summary of accounting policies and other explanatory 

notes. 

When an entity applies an accounting policy retrospectively or makes a retrospective 

restatement of items in its financial statements or when it reclassifies items in its financial 

statements, it must also present a statement of financial position (balance sheet) as at the 

beginning of the earliest comparative period. 

The structure and content of financial statements in IFRS should clearly identify: 

 The financial statements 

 The reporting enterprise 

 Whether the statements are for the enterprise or for a group 

 The date or period covered 

 The presentation currency 

 The level of precision (thousands, millions, etc.) 

 GLOBAL STANDARDS AND IFRS   

Modern economies rely on cross-border transactions and the free flow of international 

capital. More than a third of all financial transactions occur across borders, and that 

number is expected to grow. Investors seek diversification and investment opportunities 

across the world, while companies raise capital, undertake transactions or have 

international operations and subsidiaries in multiple countries. In the past, such cross-

border activities were complicated by different countries maintaining their own sets of 

national accounting standards. This patchwork of accounting requirements often added 

cost, complexity and ultimately risk - both to companies preparing financial statements 

and investors and others using those financial statements to make economic decisions. 

Applying national accounting standards meant amounts reported in financial statements 

might be calculated on a different basis. Unpicking this complexity involved studying the 

multinational accounting standards, because even a small difference in requirements 

could have a major impact on a company's reported financial performance and financial 

position, for example, a company may recognize profits under one set of national 

accounting standards and losses under another. 
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IFRS Standards are set by the International Accounting Standards Board (Board) and are 

used primarily by publicly accountable companies listed on a stock exchange and by 

financial institutions, such as banks. Authoritative interpretations of the Standards, which 

provide further guidance on how to apply them, are developed by the IFRS Interpretations 

Committee and called IFRIC Interpretations. 

Standards set by the Board's predecessor body, the International Accounting Standards 

Committee, are called IAS Standards. These Standards have the same status as the IFRS 

Standards. Authoritative interpretations of those Standards, developed by the Standing 

Interpretations Committee, are called SIC Interpretations. The Board has also developed 

the IFRS for SMEs Standard, which is used by small and medium-sized companies 

without public accountability. 

FINANCIAL STATEMENT AND IFRS: 

 A financial statement is said to be IFRS compliant only if it adheres to the principle 

prescribed by IFRS literature in all its standards, interpretations and framework. A 

financial statement is not IFRS compliant if it complies with some standards and not with 

all in virtually all circumstances, compliance with applicable IFRSs will enable the 

financial statements to give a fair presentation. In extremely rare circumstances, a 

departure from IFRSs is permitted to achieve such a fair presentation, in which case 

comprehensive disclosure requirements are imposed. 

IMPORTANT INSTITUTION FOR IFRS 

International Accounting Standard Committee (IASC): 

In 1973, the International Accounting Standard Committee (IASC) was set up to push up 

harmonisation. It was composed of members of the developed nations. Its main objectives 

were: 

 To formulate and publish in the public interest accounting standards to be observed 

in the presentation of the financial statements and to promote their worldwide 

acceptance and observance. 

 To work generally for the improvement and harmonisation of the accounting 

standard 

International Financial Reporting Standard Foundation: 

 However, nothing happened from 1973-2000. As a consequence, IASC itself 

approved constitutional changes necessary for its restructuring and a new IFRS 

foundation was incorporated and its trustees were appointed. The IFRS Foundation is 

an independent, not-for-profit private sector organisation working in the public 

interest:  
 

 To develop a single set of high quality, understandable, enforceable and globally 

accepted international financial reporting standards (IFRSs) through its standard-

setting body, the IASB.  
 

 To promote the use and rigorous application of those standards. 

 To take account of the financial reporting needs of emerging economies and small 

and medium-sized entities (SMEs).  
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 To bring about the convergence of national accounting standards and IFRSs to high-

quality solutions. 
 

International Accounting Standard Board (IASB):  

The IASB is the independent standard-setting body of the IFRS Foundation with the 

following objectives: 

 To develop in the public interest, a single set of high quality, understandable and 

enforceable accounting standards that require high quality, transparent and 

comparable financial information. 

 To promote the use and rigorous application of these accounting standards. 

 To bring about convergence. 

 The methodology is that the board will formulate their own accounting standards and 

the countries will follow them. 

 
 EXERCISE : 

SECTION –A 

 

1. Discuss the historical background of IFRS.  

2. What is IFRS?  Discuss conceptual framework IFRS? 

3. What are the characteristics of IFRS?  

4. Write short note on:  

1. Objectives of IFRS 

2. Scope of IFRS 

3. Requirement for IFRS 

4. Advantages of IFRS  

5. Arguments in favour of IFRS 

6. Significance of global standards 

7. Need for Ind. as and IFRS 

8. Disadvantages of IFRS 

9. Arguments against IFRS 

10. Suggestion for more effective adoption of IFRS 

11. Process of setting IFRS standards (due process)  

5. What are the main differences between IFRSs and Indian GAAP? 

6. Explain the any Five IFRSs. 
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Section – B  

 Write Appropriate Answers Out of Alternatives Given For Each Question:  

1.   The standard-setting procedure of the Accounting Standards Board cannot be 

outlined as: 

 

(A) Identification of broad areas by ASB for formulation of AS. 
 

(B) Constitution of study groups by ASB to consider specific projects and to prepare 

preliminary drafts of the proposed Accounting Standards. The draft normally 

includes the objective and scope of the standard, definitions of the terms used in 

the standard, recognition and measurement principles, wherever applicable, and 

presentation and disclosure requirements. 
 

(C) Consideration of the preliminary draft prepared by the study group of ASB and 

revision, if any, of the draft on the basis of deliberations. 
 

(D) Presentation of transactions and events in the financial statements in a manner 

that is meaningful and understandable to the reader. 

 

Answer: D  

 

1. As per IFRS disclosure is to be made in only the consolidated financials of the 

parent company for 

(A) Intangible Assets 

(B) Earnings per Share 

(C) Market Price per Share 

(D) Dividends 

Answer: B  

 

2. In case there is any conflict between provisions of any applicable Act and 

Accounting Standards, the...... shall prevail. 

(A) Accounting Standard 

(B) Provisions of the Act 

(C) Above (A) & (B), both 

(D) None of the above 

Answer: B 

 

3. Trustees of the IFRS Foundation have been appointed for a: 

(A) Renewable period of 5 years 

(B) Non-renewable period of 5 

years 

(C) Renewable period of 3 years 

(D) Non-Renewable period of 3 years 

Answer: C 
 

4. Members of the IFRS Advisory Council are appointed by the: 

(A) Board of Directors 

(B) Trustees 

 

(C) Board of Directors and Trustees 

jointly 

(D) Chairperson of the Foundation 

Answer: D  
 

5. Ind AS shall be adopted by specific classes of companies based on their: 

(A) Net worth 

(B) Listing Status 

(C) Net worth or Listing Status 

(D) Net worth and Listing Status 

Answer: D  
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6. From 1st April 2019 if Net worth is more than or equal to 250 crore but less 

than 500 crore it becomes mandatory to apply Ind AS for 

(A) NBFC 

(B) All Banks 

(C) Insurance Companies 

(D) Listed Companies 

Answer: A 
 

7. In the case of financial enterprises, cash flows arising from interest paid should 

be classified as cash flow from 

(A) Operating Activities 

(B) Investing Activities 

(C) Financing Activities 

(D) Cash Activities 

Answer: A  

 

8. The IFRS Advisory Council is the formal advisory body to the: 

(A) International Accounting 

Standards Board 

(B) Trustees of the IFRS 

Foundation 

(C) IFRS Foundation Monitoring 

Board 

(D) Both (A) and (B) 

Answer: D 

 

9. The Association of International Certified Professional Accountants launched in 

2017, bringing together the expertise and capabilities of the 

(A) CIMA and FASB 

(B) AICPA and CIMA 

(C) AICPA and FASB 

(D) IFRS Foundation and FASB 

Answer: B  

 

10. External Reporting Board (XRB) belongs to: 

(A) The UK 

(B) The USA 

(C) Australia 

(D) New Zealand 

Answer: D 

 

11. Public Interest Committee (PIC) established by International Public Sector 

Accounting Standards Board (IPSASB) consists of individuals from the: 

(A) International Monetary Fund 

(B) International Organization of 

Supreme Audit Institutions 

(C) World Bank Group 

(D) All of the above 

 Answer: D 

 

12. Financial Reporting Council (FRC) of the UK is a/an..... 

(A) Unlimited company 

(B) Company limited by guarantee 

 

 

(C) Subsidiary company of IFRS 

(D) Associate company of the 

Institute of Chartered 

Accountants of England & Wales 

Answer: A 

 

13. Who notified the adoption and applicability of Indian Accounting Standards 

(Ind ASs) to Indian companies? 

(A) Ministry of Finance, GOI 

(B) Ministry of Commerce, GOI 
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(C) Ministry of Corporate Affairs, 

GOI 

(D) Accounting Standards Board 

ICAI 

Answer: C  

 

14. Member of which organization can be appointed as statutory auditor of a 

company under the Companies Act, 2013. 

(A) Member of ICSI 

(B) Member of ICAI 

(C) Member of ICWAI 

(D) Any of the above

Answer: B 

 

15. The IFRS Foundation has a governance structure 

(A) Three-tier 

(B) Two-tier 

(C) Four-tier 

(D) three-fourth 

Answer: A  

 

16. IFRS are issued by 

(A) IASC 

(B) IASB 

(C) ICAI 

(D) IASCF 

Answer: B 

 

 

17. IFRS are based on 

(A) Rules 

(B) Principles 

(C) (a) and (b) both 

(D) None of these

Answer: B 

 

18. Accounting standards are issued by _________in India. 

(a) SEBI (b) RBI (c) ICAI  (d) ICSI 

Answer: C 

 

19. Full form of SIC is 

(A) Standard Interpretation 

Committee 

(B) Standard Interpretation 

Convergence 

(C) Standing Interpretation 

Committee 

(D) None of these  

      Answer: A 

 

20. IFRS-2 is related to 

(A) Share-based payment  
(B) Business combinations 

        Answer: A 

(C) Operating segments      

(D) Financial Instruments 

        

21. Acceptance of IFRS by any nation to make common Accounting standards is 

known as 

(A) GAAP 

(B)Ind AS  

 

(C) Convergence 

(D) International Accounting 

Standards 

Answer: C 
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Section: C 

 
 State whether the following statements are true or false: 

 

1. International accounting has a different set of principles and conventions than 

domestic accounting. 

2. "No international business transaction, no need of international accounting." 

3. International accounting is not affected by international capital market. 

4.  IASC stands for International Accountancy Standards Committee. 

5. Implementation of IFRS is a useless exercise. 

6.  The working place of FASB is Canada. 

7. India had decided to converge its IAS with IFRS in 3 phases starting 1
st
 April 

2011. 

8. IFRS are considered “principles based” set of standards wherein they establish 

board rules as well as dictate specific treatment. 

9. IFRS improve investor confidence across the world with transparency and 

comparability. 

10. FASB board was established in 1991.  

 

Answer: 1. True  2. True 3. False 4. False 5.False 6. True 7.True 8. False 9. True 10. False 
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