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INTRODUCTION

Business concern needs finance to meet their
requirements in the economic world. Any kind of business
activity depends on the finance. Hence, it is called as
lifeblood of business organization. Whether the business
concerns are big or small, they need finance to fulfil their
business activities.



MEANING OF FINANCE

Finance may be defined as the art and science of managing
money. It includes financial service and financial instruments.
Finance also is referred as the provision of money at the time
when it is needed. Finance function is the procurement of
funds and their effective utilization in business concerns.



DEFINITION OF FINANCE

According to Khan and Jain, “Finance is the art and
science of managing money”.

According to Oxford dictionary, the word ‘finance’
connotes ‘management of money’.



MEANING OF BUSINESS FINANCE

Money required for carrying out business activities is 
called business Finance.



DEFINITION OF BUSINESS FINANCE

According to the Wheeler, “Business finance is that business activity
which concerns with the acquisition and conversation of capital funds
in meeting financial needs and overall objectives of a business
enterprise”.

According to the Guthumann and Dougall, “Business finance can
broadly be defined as the activity concerned with planning, raising,
controlling, administering of the funds used in the business”.



 Financial statements are written records that convey the business
activities and the financial performance of a company. Financial
statements are often audited by government agencies, accountants,
firms, etc. to ensure accuracy and for tax, financing, or investing
purposes. Financial statements include:

 Balance sheet

 Income statement

Cash flow statement.



 To provide reliable financial information about economic resources
and obligations of a business firm.
 To provide other needed information about changes in such

economic resources and obligations.
 To provide reliable information about changes in net resources

(resources less obligations) arising out of business activities.
 To provide financial information that assists in estimating the earning

potentials of business.
 To disclose, to the extent possible, other information related to the

financial statements that is relevant to the needs of the users of these
statements.



The utility of financial statements to different parties is
discussed in detail as follows:
(1) Management:
The financial statements are useful for assessing the efficiency for
different cost centres. The management is able to exercise cost
control through these statements. The efficient and inefficient spots
are brought to the notice of the management. The management is
able to decide the course of action to be adopted in future.
(2) Creditors:
The trade creditors are to be paid in a short period. This liability is
met out of current assets. The creditors will be interested in current
solvency of the concern. The calculation of current ratio and liquid
ratio will enable the creditors to assess the current financial position
of the concern in relation to their debts.



(3) Bankers:
The banker is interested to see that the loan amount is secure and the customer is also able
to pay the interest regularly. The banker will analyze the balance sheet to determine
financial strength of the concern and profit and loss account will also be studied to find out
the earning position.

A banker has a large number of customers and it is not possible to supervise their business
activities. It is through the financial statements that a banker can keep a watch on the
business plans and performances of its customers. These statements also help the banker to
determine the amount of securities it will ask from the customers as a cover for the loans.

(4) Investors:
The investors include both short-term and long-term investors. They are interested in the
security of the principal amount of loan and regular interest payments by the concern. The
investors will study the long-term solvency of the concern with the help of financial
statements. The investors will not only analyze the present financial position but will also
study future prospects and expansion plans of the concern. The possibility of paying back
the loan amount in the face of liquidation of the concern is also taken into consideration.



(5) Government:
The financial statements are used to assess tax liability of business enterprises. The
government studies economic situation of the country from these statements. These
statements enable the government to find out whether business is following various rules
and regulations or not. These statements also become a base for framing and amending
various laws for the regulation of business.

(6) Trade Associations:
These associations provide service and protection to the members. They may analyze the
financial statements for the purpose of providing facilities to these members. They may
develop standard ratios and design uniform system of accounts.

(7) Stock Exchange:
The stock exchanges deal in purchase and sale of securities of different companies. The
financial statements enable the stock brokers to judge the financial position of different
concerns.The fixation of prices for securities, etc., is also based on these statements.
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Major changes related to the Balance sheet

1. The Revised Schedule VI prescribes only the vertical format for presentation of Financial
Statements. Thus, a company will now not have an option to use horizontal format for the
presentation of Financial Statements as prescribed in Old Schedule VI.

2. Current and non-current classification has been introduced for presentation of assets and
liabilities in the Balance Sheet. The application of this classification will require assets and
liabilities to be segregated into their current and non-current portions. For instance, current
maturities of a long term borrowing will have to be classified under the head “Other current
liabilities.”

3. Number of shares held by each shareholder holding more than 5 percent shares in the
company now needs to be disclosed. In the absence of any specific indication of the date of
holding, such information should be based on shares held as on the Balance Sheet date.

4. Details pertaining to aggregate number and class of shares allotted for consideration other
than cash, bonus shares and shares bought back will need to be disclosed only for a period of
five years immediately preceding the Balance Sheet date including the current year.



5. Any debit balance in the Statement of Profit and Loss will be disclosed under the head
“Reserves and surplus.” Earlier, any debit balance in Profit and Loss Account carried
forward after deduction from uncommitted reserves was required to be shown as the last
item on the Assets side of the Balance Sheet.

6. Specific disclosures are prescribed for Share Application money. The application money
not exceeding the capital offered for issuance and to the extent not refundable will be
shown separately on the face of the Balance Sheet. The amount in excess of subscription or
if the requirements of minimum subscription are not met will be shown under “Other
current liabilities.”

7. The term “sundry debtors” has been replaced with the term “trade receivables.” ‘Trade
receivables’ are defined as dues arising only from goods sold or services rendered in the
normal course of business. Hence, amounts due on account of other contractual obligations
can no longer be included in the trade receivables.

8. The Old Schedule VI required separate presentation of debtors outstanding for a period
exceeding six months based on date.



Main changes related to Statement of Profit and Loss

1. The name has been changed to “Statement of Profit and Loss” as against ‘Profit and Loss
Account’ as contained in the Old Schedule VI.

2. Unlike the Old Schedule VI, the Revised Schedule VI lays down a format for the presentation of
Statement of Profit and Loss. This format of Statement of Profit and Loss does not mention any
appropriation item on its face. Further, the Revised Schedule VI format prescribes such ‘below
the line’ adjustments to be presented under “Reserves and Surplus” in the Balance Sheet.

3. In addition to specific disclosures prescribed in the Statement of Profit and Loss, any item of
income or expense which exceeds one percent of the revenue from operations or Rs. 100,000
(earlier 1 % of total revenue or Rs. 5,000), whichever is higher, needs to be disclosed separately.

4. The Old Schedule VI required the parent company to recognize dividends declared by
subsidiary companies even after the date of the Balance Sheet if they were pertaining to the
period ending on or before the Balance Sheet date. Such requirement no longer exists in the
Revised Schedule VI. Accordingly, as per AS-9 Revenue Recognition, dividends should be
recognized as income only when the right to receive dividends is established as on the Balance
Sheet date.



5. In respect of companies other than finance companies, revenue from operations need to
be disclosed separately as revenue from (a) sale of products, (b) sale of services and (c)
other operating revenues.

6. Net exchange gain/loss on foreign currency borrowings to the extent considered as an
adjustment to interest cost needs to be disclosed separately as finance cost.

7. Break-up in terms of quantitative disclosures for significant items of Statement of Profit
and Loss, such as raw material consumption, stocks, purchases and sales have been
simplified and replaced with the disclosure of “broad heads” only. The broad heads need
to be decided based on considerations of materiality and presentation of true and fair
view of the Financial Statements.





 The process of reviewing and analyzing a company’s financial
statements to make better economic decisions is called analysis
of financial statements. In other words, the process of determining
financial strengths and weaknesses of the entity by establishing
the strategic relationship between the items of the balance sheet, profit
and loss account, and other financial statements.

 The term ‘analysis’ means the simplification of financial data by
methodical classification of the data given in the financial statements,
‘interpretation’ means, ‘explaining the meaning and significance of the
data so simplified.’ However, both’ analysis and interpretation’ are
interlinked and complementary to each other.



According to Metcalf and Titard, “Analyzing financial
statements is a process of evaluating the relationship
between component parts of a financial statement to obtain a
better understanding of a firm’s position and performance.”

 In the words of Myers, “Financial statement analysis is largely
a study of relationship among the various financial factors in
a business as disclosed by a single set-of statements and a
study of the trend of these factors as shown in a series of
statements.”



 Finance Manager

 Top Management

 Trade Payables

 Lenders

 Investors

 Trade Unions



Finance Manager
 Analysis of financial statements helps the finance manager in:
 Assessing the operational efficiency and managerial effectiveness of the

company.
 Analyzing the financial strengths and weaknesses and creditworthiness

of the company.
 Analyzing the current position of financial analysis,
 Assessing the types of assets owned by a business enterprise and the

liabilities which are due to the enterprise.
 Providing information about the cash position company is holding and

how much debt the company has in relation to equity.
 Studying the reasonability of stock and debtors held by the company.



 Financial analysis helps the top management

 To assess whether the resources of the firm are used in the most
efficient manner

Whether the financial condition of the firm is sound

 To determine the success of the company’s operations

 Appraising the individual’s performance

 Evaluating the system of internal control

 To investigate the future prospects of the enterprise.



 Trade payables analyze the financial statements for:

 Appraising the ability of the company to meet its short-term
obligations

 Judging the probability of firm’s continued ability to meet all its
financial obligations in the future.

 Firm’s ability to meet claims of creditors over a very short period of
time.

 Evaluating the financial position and ability to pay off the concerns.



 Suppliers of long-term debt are concerned with the firm’s long-term
solvency and survival.They analyze the firm’s financial statements

 To ascertain the profitability of the company over a period of time,

 For determining a company’s ability to generate cash, to pay interest
and repay the principal amount

 To assess the relationship between various sources of funds (i.e. capital
structure relationships)

 To assess financial statements which contain information on past
performances and interpret it as a basis for forecasting future rates of
return and for assessing risk.

 For determining credit risk, deciding the terms and conditions of a
loan if sanctioned, interest rate, and maturity date etc.



Investors, who have invested their money in the firm’s shares, are
interested in the firm’s earnings and future profitability.
Financial statement analysis helps them in predicting the bankruptcy
and failure probability of business enterprises. After being aware of
the probable failure, investors can take preventive measures to
avoid/minimize losses.



 Labour unions analyze the financial statements:

 To assess whether an enterprise can increase their pay.

 To check whether an enterprise can increase productivity or raise the
prices of products/ services to absorb a wage increase.



 Reviewing the performance of a company over the past periods

 Assessing the current position & operational efficiency

 Predicting growth & profitability prospects

 Loan Decision by Financial Institutions and Banks

 To estimate the earning capacity of the business concern.

 To find out the operating performance of a company.

 To examine efficiency of various business activities.

 To find out the financial performance of a company.

 To compare the performance of a company for different periods.

 To assess the borrowing capacity of the business concern.




 To determine the long term liquidity and solvency of the business
concern.
 To decide about the future prospects of the business concern.
 To know the profitability and collection policy of the business concern.
 To verify the correctness and accuracy of the decision taken by the

management already.
 To compare the overall performance of the company with other similar

companies.
 To examine the impact of past decision of the management on financial

aspect.
 To determine the debt capacity of the firm.
 To judge the managerial ability.



 It is only a study of interim reports

 Financial analysis is based upon only monetary information and non-monetary
factors are ignored.

 It does not consider changes in price levels.

 As the financial statements are prepared on the basis of a going concern, it does
not give exact position. Thus accounting concepts and conventions cause a
serious limitation to financial analysis.

 Changes in accounting procedure by a firm may often make financial analysis
misleading.

 Analysis is only a means and not an end in itself. The analyst has to make
interpretation and draw his own conclusions. Different people may interpret the
same analysis in different ways.



Comparative Statements

Common Size Statements

 Trend Analysis 

Ratio Analysis

Cash Flow Statement

 Fund Flow Statement





 Also known as ‘horizontal analysis, are financial statements showing
financial position & profitability at different periods of time. These
statements give an idea of the enterprise financial position of two or
more periods. Comparison of financial statements is possible only
when same accounting principles are used in preparing these
statements.



 Comparison                     Compare

 How to compare?

Matching, the similarities and dissimilarities
 What do you need for comparing?

Two or more things, facts, persons etc
 What is the objective of comparison?  

To ascertain the difference

 Why do we compare?
– To ascertain which is good / bad?

– To ascertain the favorable / unfavorable changes

– To ascertain the efficiency and effectiveness

 COMPARATIVE STATEMENTS ARE USED FOR COMPARISON



 Statements which summarise and present
related accounting data for a number of years
incorporating therein the changes (absolute
or relative or both) in individual item

 Figures of two or more period are placed side by
side to facilitate comparison

 Tool used for analysing financial statements
 Aims to study the changes in individual items

when compared to the previous year
 On the basis of the changes, valid conclusions

on financial condition and/or profitability,
strengths and weaknesses etc., of the firm

 The changes can be shown either in absolute or
relative terms or both



Comparative financial statement show:-

1. Accounting variables in their current and  
previous values (values for comparison)

2. Changes (increase / decrease) in the values  of 
individual items

3. Changes (increase / decrease) in percentages  of the 
individual items.



1. Facilitates for inter-firm and/or inter-period
comparisons

2. Highlights upon the tends in different accounting
variables relating to performance, efficiency and
financial position

3. Helps to identify weaknesses in operating efficiency,  
financial conditions etc and to take appropriate  
remedial actions



1. Frequent changes in accounting principles,
conventions, methods policies etc., make inter-
period comparison difficulty

2. Differences in age, size, lack of uniformity in
accounting policies and practices between different
firms make inter-firm comparison difficult



 The progress of the company can be seen by observing the
different assets and liabilities of the firm on different dates to make the
comparison of balances from one date to another. To understand the
comparative balance sheet, it must have two columns for the data of
original balance sheets. A third column is used to show
increases/decrease in figures. The fourth column gives percentages of
increases or decreases.

 By comparing the balance sheets of different dates, one can observe
the following aspects

Current financial position and Liquidity position

 Long-term financial position

 Profitability of the concern





 Traditionally known as trading and profit and loss A/c. Net sales, cost of goods
sold, selling expenses, office expenses etc are important components of an
income statement. To compare the profitability, particulars of profit & loss are
compared with the corresponding figures of previous years individually. To
analyze the profitability of the business, the changes in money value and
percentage is determined.

 By comparing the profits of different dates, one can observe the following aspects:

 The increase/decrease in gross profit.

 The study of operational profits.

 The increase or decrease in net profit

 Study of the overall profitability of the business.



COMPARATIVE INCOME STATEMENT

Particulars
Values Change (+ / - )

CY PY Absolute Percentage

Net sales 120 100 +20 +20.00

Less Cost of Goods Sold 40 30 +10 +33.33

Gross Profit 80 70 +10 +14.30

Operating expenses 40 25 +15 +60.00

Operating Profit (EBIT) 40 45 -5 -11.10

Less Interest 10 10 0 0

Earning Before Tax 30 35 -5 -14.30

Less Tax 12 15 +3 +20.00

Earnings After Tax 18 20 -2 -10.00

Less Preference Share Dividend 8 8 0 0

Earnings available to Equity Share Holders 10 12 -2 -16.67





 Common size statements are also known as ‘Vertical analysis’. Financial statements, when read
with absolute figures, can be misleading. Therefore, a vertical analysis of financial information is
done by considering the percentage form. The balance sheet items are compared:

 to the total assets in terms of percentage by taking the total assets as 100.

 to the total liabilities in terms of percentage by taking the total liabilities as 100.

 Therefore the whole Balance Sheet is converted into percentage form. And such converted
Balance Sheet is known as Common-Size Balance Sheet. Similarly profit & loss items are
compared:

 to the total incomes in terms of percentage by taking the total incomes as 100.

 to the total expenses in terms of percentage by taking the total expenses as 100.

 Therefore the whole Profit & loss account is converted into percentage form. And such converted
profit & loss account is known as Common-Size Profit & Loss account. As the numbers are brought
to a common base, the percentage can be easily compared with the results of corresponding
percentages of the previous year or of some other firms.



COMMON-SIZE FINANCIAL STATEMENTS

 Financial statements in which items reported are
converted into percentage to some common base.

 In income statement total sales will be taken as the base
for conversion and all items in the income statement are
converted and expressed as percentage of sales.

 In balance sheet, total of assets or liabilities will be taken
as the common base and all items in the balance sheet
are expressed as a percentage of total assets or liabilities.



COMMON SIZE INCOME STATEMENT

Particulars
2015 2016

Rupees % Rupees %

Net sales 7,00,000 100.00 8,00,000 100.00

Less cost of goods sold 5,95,000 85.00 6,15,000 76.87

Gross profit 1,05,000 15.00 1,85,000 23.13

Operating expenses 35,700 5.10 36,500 4.56

Operating income 69,300 9.90 1,48,500 18.56

Add other Incomes 1,200 0.17 8,050 1.00

Total income (EBIT) 68,750 9.82 1,54,610 19.56

Less interest 8,750 1.25 8,750 1.09

Profit Before Tax 60,000 8.50 145860 18.23

Less Tax 30,000 4.25 45,000 5.62

Profit after tax 30,000 4.25 1,00,860 12.616



COMMON-SIZE BALANCE SHEET

ASSETS
X LTD Y LTD

Rupees % Rupees %

Current Assets :-

Cash in hand 8,000 1.83 10,000 1.25
Prepaid expenses 1,000 0.23 2,000 0.25

Debtors 4,000 0.91 8,000 0.99
Stock 10,000 2.28 25,000 3.08

Temporary investment 1,000 0.23 40,000 4.95
Total Current Assets 24,000 5.48 85,000 10.52

Fixed Assets :-

Land and building 3,30,000 76.26 6,00,000 74.62
Plant and machinery 80,000 18.26 1,23,000 15.22

Total Fixed Assets 4,14,000 94.52 7,23,000 89.48

TOTAL ASSETS 4,38,000 100.00 8,08,000 100.00



COMMON-SIZE BALANCE SHEET

Liabilities
X LTD Y LTD

Rupees % Rupees %

Current Liabilities:-

Sundry creditors 14,000 3.20 4000 0.49

Outstanding expenses 15,000 3.44 6,000 0.74

Proposed dividend 10,000 2.28 90,000 11.15

Total current liabilities 39,000 8.92 1,00,000 12.38

Long-term Liabilities :-

Loans 15,000 3.44 30,000 3.71

Debentures 1,00,000 22.81 1,00,000 12.38

Total long term liabilities 1,15,000 26.25 1,30,000 16.09

Capital and Reserves :-

Share capital 2,70,000 61.64 5,60,000 69.31

Reserves 14,000 3.20 18,000 2.23

Total capital and reserves 2,84,000 64.84 5,78,000 71.53

Total Liabilities 4,38,000 100.00 8,08,000 100.00





Also known as the Pyramid Method. Studying the operational
results and financial position over a series of years is
trend analysis. Calculations of ratios of different items for various
periods is done & then compared under this analysis. Whether the
enterprise is trending upward or backward, the analysis of the
ratios over a period of years is done. By observing this analysis,
the sign of good or poor management is detected.



TREND ANALYSIS

 Another tool used for analysis and interpretation
 Trend means “tendency”

 Trend analysis means “review and appraisal of
tendency in accounting variables”

 Helps in analyzing long term trend of various
business factors – help in budgeting and
forecasting

 Helps in ascertaining favorable or unfavorable
trend in business

 Trend analysis can be performed through :- (a).

Trend ratios and (b). Graphs



 Ratio expresses mathematical relationship between two
figures. Expression of one figure in term of another one

 Trend ratios / percentages refer to the expression of
arithmetical relationship which each item of several years
bears to the same item of ‘base year’.

 For calculating trend ratios / percentages one year is taken as
the “base” and then ratios or percentages are calculated taking
the figure of the base year as “base”.

 Where
P₁ = Values of CurrentYear  
P₀ = Values of Base Year





Quantitative analysis of information contained in a company’s financial statements is 
ratio analysis. It describes the significant relationship which exists between various 
items of a balance sheet and a statement of profit and loss of a firm.

To assess the profitability, solvency, and efficiency of a business, management can go
through the technique of ratio analysis. It is an attempt at developing a meaningful
relationship between individual items (or group of items) in the balance sheet or profit
and loss account.



 The actual movement of cash into and out of a business is cash flow analysis. The flow of
cash into the business is called the cash inflow. Similarly, the flow of cash out of the firm is
called cash outflow. The difference between the inflow and outflow of cash is the net cash
flow.

 Cash flow statement is prepared to project the manner in which the cash has been
received and has been utilized during an accounting year. It is an important analytical
tool. Analysis of cash flow explains the reason for a change in cash. It helps in assessing
the liquidity of the enterprise and in evaluating the operating, investment & financing
decisions.



• Prepared to explain the changes which have taken place in the
working capital during the period under consideration.

• It is a report on movement of funds explaining wherefrom
working capital originates and where into the same goes during
an accounting period.

• Essential tool for long-term financial analysis.



UNIT- 3
RATIO ANALYSIS



MEANING
 Mathematical relationship between two items
 Expressed in quantitative form

 Defined as:
“relationships expressed in quantitative terms, between

figures which have cause and effect relationships or
which are connected with each other in some manner
or the other”



STEPS

 Selection of relevant information
 Comparison of calculated ratio
 Interpretation and reporting



ADVANTAGES

1. Forecasting
2. Managerial control
3. Facilitates communication
4. Measuring efficiency
5. Inter firm comparisons



LIMITATIONS

1. Practical knowledge
2. Inter-relationships
3. Accuracy of financial information
4. Consistency of preparation of 

financial  statements
5. Time log



CLASSIFICATION

 Classification of ratios by statements
 Classification by users
 Classification based on relative

importance.
 Classification of ratios by

purpose/function.



CLASSIFICATION OF RATIO BY STATEMENTS

BLANCE SHEET
RATIOS

• LIQUID RATIO
• CURRENT  

RATIO
• PROPRIETARY  

RATIO
• DEBT EQUITY  

RATIO
• FIXED ASSETS  

RATIO
• CAPITAL  

GEARING  
RATIO

PROFIT & LOSS
A/C RATIOS

• GROSS PROFIT  
RATIO

• OPERATING  
RATIO

• OPERATING  
PROFIT RATIO

• EXPENSE  
RATIOS

• NET PROFIT  
RATIO

B/S AND P&LA/C
ratios

• Return on  
investment

• Return on  
shareholder’s  
fund

• Stock turnover
• Debtors turnover
• Creditors  

turnover
• Fixed assets  

turnover
• Earnings per  

share



CLASSIFICATION BY USERS

Ratios for
management

• Operating ratio
• Return on investment
• Stock turnover
• Debtors turnover
• Debt equity
• Fixed assets turnover
• Creditors turnover
• Net profit ratio
• Short &long term liquidity
• Working capital turnover
• Net profit ratio
• Gross profit ratio

Ratios for
creditors

• Current ratio
• Solvency ratio
• Debt equity ratio
• Creditors turnover
• Fixed assets ratio
• Assets cover
• Interest cover

Ratios for
shareholders

• Return on
shareholder’s fun

• Payout ratio
• Capital gearing
• Dividends cover
• Dividend yield



CLASSIFICATION BY RELATIVE IMPORTANCE

Primary ratios

• Return on capital
employed

• Assets turnover
• Profit ratios

Secondary  
performance ratio

• Working capital
turnover

• Stock turnover  
ratio

• Current assets to  
fixed assets

• Stocks to fixed  
asssets

• Fixed assets to  
total assets

Secondary credit  
ratio

• Creditors
turnover

• Debtors turnover
• Liquid ratio
• Current ratio
• Average  

collection period

Growth ratio

• Growth rate in
sales

• Growth rate in  
net assets



CLASSIFICATION OF RATIOS BY PURPOSE

Profitability  
ratio

• Return on  
investment

• Net profit
ratio

• Gross profit  
ratio

• Expense  
ratio

• Operating  
profit ratio

Turnover ratio

• Stock  
turnover

• Debtors
turnover

• Creditors  
turnover

• Working  
capital  
turnover

• Fixed  
assets  
turnover

Short term  
solvency ratio

• Current  
ratio

• Liquidty
ratio

• Cash  
position  
ratio

Long term  
solvency ratio

• Proprietor
y ratio

• Debt equity
ratio

• Fixed  
assets ratio

• Capital
gearing
ratio

Financial ratio/ solvency ratio



PROFITABILITY RATIO
1. Return on investment (or) overall profitability ratio

operating profit
R.O.I = ------------------------

capital employed
* 100

2.Gross profit ratio

Gross profit ratio= gross profit
*100

net sales



3. OPERATING RATIO

*100
 net sales

 4.Operating profit ratio

Operating profit ratio= operating profit

 * 100

 sales

=cost of sales + operating expenses



5. Expenses ratio 

1.Administrative expenses ratio:

Admistrative expenses
*100

net sales

2.Selling and distribution expenses ratio:  

selling and distribution expenses
* 100

net sales

3.Financial expenses ratio:  

financial expenses
* 100

net sales



6. Net profit ratio

net profit ratio = net profit after tax
* 100

net sales

7. Earnings per share (EPS)

E.P.S= net profit after tax and preference dividend

no. of equity shares

8.Price earnings ratio (P.E.R)

P.E.R= market price per equity share

earnings per equity share



9.

Pay out ratio = dividend per equity share
* 100

earnings per equity share

Retained earning ratio=

retained earning per equity share
* 100

earning per equity share



10. Interest cover or fixed charges over

Interest or fixed charges cover

= profit before interest and tax

fixed interest charges

11. Dividend yield ratio

Dividend yield= dividend per share
* 100

market price per share



TURNOVER RATIOS OR ACTIVITY RATIOS
1.Inventory turnover ratio:

stock turnover ratio= cost of goods sold

average inventory

2.Inventory turnover period:

stock turnover period= days/months in a year

inventory turnover ratio



3. Debtor’s turnover ratio:

receivable's turnover= net credit sales

average receivables

4.creditor’s turnover ratio:

accounts payable turnover= net credit purchases

average accounts payable

5.Average payment period:

creditor’s payment period= days/month in a year

creditor’s turnover ratio



6. WORKING CAPITAL 
TURNOVER RATIO

= COST OF SALES/SALE

net working capital

7.Fixed turnover ratio

= cost of goods sold (or) sales

net fixed assets

9. Capital turnover ratio:

capital turnover ratio= sales (or) cost of sales

capital employed



SOLVENCY OR FINANCIAL RATIOS
Short term solvency ratios

1.Current ratio= current assets

current liabilities

2. Liquid ratio= liquid or quick assets

current liabilities

3.Cash position ratio
=cash & bank balance + marketable security

current liabilities



Long term solvency ratio

1. Fixed assets ratio= fixed assets

long term funds

2. Debt equity ratio= total long term debt
(or)

shareholder’s fund

= external equities  

internal equities

3 Proprietary ratio. = shareholder’s fund

total assets



4. Capital gearing ratio:

= Fixed interest bearing funds

equity share Capital

Overall solvency ratio

Solvency ratio= total debt

total  assets





• Concentrates on transactions that have a direct 
impact  on cash.

• Deals with inflow and outflow of cash between two  
Balance Sheet dates.

• An essential tool of short-term financial analysis.



1. Facilitates to prepare sound financial policies.
2. Helps to evaluate the current cash position.
3. Projected cash flow statements helps to know the future cash  

position of a concern so as to enable a firm to plan and  
coordinate its financial operations properly.

4. It helps in taking loan from banks and other financial  
institutions. The repayment capacity of the firm can be  
understood by going through the cash flow statements.

5. Helps the management in taking short-term financial
decisions.

6. Statement explains the causes for poor cash position in  spite of 
substantial profits in a firm by throwing light on various  
applications of cash made by the firm.



1. Cash flows from operating activities –
transactions that affect net income.

2. Cash flows from investing activities –
transactions that affect noncurrent 
assets.

3. Cash flows from financing activities –
transactions that affect equity and debt 
of the entity.

Reporting Cash Flows



(payments for 
expenses)

Operating 

Increases in Cash Decreases in Cash

(receipts from sales of 
noncurrent assets)

Investing 

(receipts from issuing 
equity and debt securities)

Financing 

(payments for acquiring 
noncurrent assets)

Investing 

Reporting Cash Flows

(receipts from 
revenues)

Operating 

(payments for treasury stock, 
dividends, and redemption of debt 

securities)

Financing 



Typical cash inflows Typical cash outflows

What are some of the 
typical cash inflows from 
operating activities?`

Cash Flows from Operating Activities

Interest 
revenue

Sales of goods
and services

Dividend 
revenue

What are some of the 
typical cash outflows from 
operating activities?

Merchandise 
purchases

Payments of 
wages and 

other expenses

Tax payments



What are some of the 
typical cash inflows from 
investing activities?

Typical cash inflows Typical cash outflows

Sale of long-
term 

investments

Sales of fixed 
assets

Purchase of 
fixed assets

Purchase of 
long-term 

investments

What are some of the 
typical cash outflows
from investing 
activities?

Cash Flows from Investing Activities



Cash Flows from Financing Activities

What are some of the 
typical cash inflows from
financing activities?

Issuing 
preferred and 
common stock

Issuing bonds 
and long-term 
notes payable

Paying cash 
dividends

Repaying debt

What are some of the 
typical cash outflows from 
financing activities?

Acquiring 
treasury stock

Typical cash inflows Typical cash outflows



Noncash Investing and Financing 
Activities

 Issuing bonds to acquire land

 Issuing common stock for 
convertible preferred stock

 Issuing a long-term note to 
acquire equipment

 Issuing a stock dividend





1. Only reveals the inflow and outflow of cash. The cash
balance disclosed by this statement may not depict the true
liquid position.

2. It cannot be equated with the income statement. Income
statement takes into account both cash and non-cash items.
Hence cash fund does not mean net income of the business.

3. Working capital being a wider concept of funds, a fund flow
statement presents a more complete picture than cash flow.
Hence, cash flow statement gives only a narrow picture.





• Prepared to explain the changes which have taken
place in the working capital during the period under
consideration.

• It is a report on movement of funds explaining
wherefrom working capital originates and where into
the same goes during an accounting period.

• Essential tool for long-term financial analysis.





1. Determines the financial consequences of business
operations. It shows how the funds were obtained and used in
the past. Financial manager can take corrective actions.

2. The management can formulate its financial policies-
dividend, reserve etc.. on the basis of this statement.

3. Serves as a control device, when comparing with budgeted
figures. The financial manager can take remedial steps, if there
is any deviation.

4. Points out sound and weak financial position of the
enterprise.

5. Points out the causes for changes in working capital.
6. Enables the bankers, creditors or financial institutions in

assessing the degree of risk involved in granting credit to
the business.



7. Management can rearrange the firm’s financing
more effectively on the basis of the statement.

8. Various uses of funds can be known and after comparing
them with the uses of previous years, improvement or
downfall in the firm can be assessed.

9. The statement compared with the budget concerned will
show to what extent the resources of the firms were
used according to plan and what extent the utilization
was unplanned.

10. It tells whether sources of funds are increasing or
decreasing or constant.









• Lacks originality because it is only rearrangement of
data appearing in accounts books.

• Indicates only the past position and not future.
• Indicates fund flow only in a summary form and does not

show various changes which take place continuously.
• When both the aspects of a transaction are current, they are not

considered.
• When both the aspects of a transaction are non-current, even

then they are not included in this statement.
• Not an ideal tool for financial analysis.



CASH FLOW STATEMENTS FUND FLOW STATEMENTS

Shows causes for changes in cash.
Shows causes of changes in 
net  working capital.

Starts with opening and closing
balances of cash.

There are no opening or closing
balances.

Deals only with cash.
Deals with all components of

working capital.

Useful for short-term financing. Useful for long-term financing.

Based on cash basis of accounting. Based on accrual basis of accounting.

Improvement in cash flow can 
be  taken as an indicator of 
improved  working capital
position.

Sound fund position may not  
necessarily mean sound
cash  position.
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