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* Introduction

Financial analysis has emerged since the beginning of the financial function

as an independent function and as other functions in the firm and has emerged



specifically in 1900 when field studies were conducted using the analysis in the study
of the financial position of the enterprises. This function of Financial analysis was in
the United States of America in 1900, when a study was conducted on 981
companies through the use of seven financial ratios to study the status of these
companies.

Financial analysis generally functions as the basis for the development of this
function. It also follows the developments in both the financial and accounting
functions that, after the Second World War, became the basic rule from which the
function of financial management and accounting function was launched until it
became an integral part of the administration Financial and autonomous subject
taught in universities and schools specialized in the field of finance and business.

The concept of financial analysis is based on two types of analysis: Ratio
Financial Analysis and Quantitative Analysis. Analysis generally means diagnosing a
situation and highlighting weaknesses or strengths.

The concept of analysis using ratios is based on the definition of the ratio,
where (%) means "the relationship between two variables or two items that share
common characteristics or a similar situation”. If the analysis is based on ratios, it is
intended to establish relationships between two accounting variables that have
common relationships or characteristics to study a particular case.

The concept of analysis using quantitative methods can be said to have been
used in the second half of the twentieth century as a result of the evolution of
financial function in the field of business and financial decision-making. Then the
analysis using quantitative methods is the method that uses quantitative methods in
the analysis of phenomena or activities carried out by organizations and the creation
of relationships between the variables that control the direction of its activities and
decisions to organize events such as investments, loans and financial portfolios and
other programs .

The syllabus of this book contains all the topics which are adopted by the
Accounting Sectorial Committee, in Iraq Ministry of Higher Education and Scientific
Research, for the third class in Colleges of Administration & Economic, the chapters
of this book are the following:-

Chapter (1) : Overview of Financial Statements Analysis
Chapter (2): Financial Statements

Chapter (3): Financial Statements Analysis Preview

3



Chapter (4): Fund Flow Statement
Chapter (5): Cash Flow Analysis
Chapter (6 ): Analyzing the Activities of Cash Flows Statement
Chapter (7): Common Size Analysis
Chapter (8): Financial Ratios Analysis
Chapter (9): Financial Leverage
Chapter (10): Predict Financial Failure

We hope that all the students, professional, and users will easily be find out
their interests and benefits in this book, because it involve many subjects in financial
analysis supported by practical examples and exercises. In addition, this book
includes a translation of all the terms, titles and some important texts from English to
Arabic in order to simplify the process of understanding. We hope that we have
succeeded in accomplishing this modest scientific work.

The Author
2018
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CHAPTER (1)

Overview
of
Financial Statements Analysis
el adl gil) Judadi ) dale Bk

LEARNING OBJECTIVES .....
s anladl) CilaaY)
After reading this chapter, you can certainly be able to
understand the following subjects :

¢ Introduction to Financial Analysis

e Financial Statement Analysis (Meaning)
e Definitions of Financial Statement Analysis
e Users of Financial Statements Analysis

s Types of Financial Analysis

s Components of Financial Analysis



CHAPTER 1

Overview
of
Financial Statements Analysis
dullal) ad) g8l Jalas ) dale 5 a8

< Introduction to Financial Analysis

Financial Statement Analysis is a method of reviewing and analyzing a
company’s accounting reports (financial statements) in order to gauge its past,
present or projected future performance. This process of reviewing the financial

statements allows for better economic decision making.

Ll Gl dal (e (Adlall 2 58l) 4S80 dppulaall D) Jidaty dand el 485k g8 ALl il g8l Jidas
il Lol ) 58 A dllall Ca gl dral ye dolee i, Jivsall 8 a8 siall o sl ol L)
Globally, publicly listed companies are required by law to file their financial

statements with the relevant authorities. For example, publicly listed firms in America

are required to submit their financial statements to the Securities and Exchange

Commission (SEC). Firms are also obligated to provide their financial statements in

the annual report that they share with their stakeholders. As financial statements are

prepared in order to meet requirements, the second step in the process is to analyze

them effectively so that future profitability and cash flows can be forecasted.
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The main purpose of financial statement analysis is to utilize information

about the past performance of the company in order to predict how it will fare in the
future. Another important purpose of the analysis of financial statements is to identify

potential problem areas and troubleshoot those.



e Financial Statement Analysis (Meaning)

1. Financial statement analysis is an analysis which highlights the important
relationships in the financial statements.

2. It focuses on evaluation of past operations as revealed by the analysis of basic
statements.

3. Financial statement analysis embraces the methods used in assessing and
interpreting the result of past performance and current financial position as they
relate to particular factors of interest in investment decisions.

4. Financial statement analysis is an important means of assessing past
performance and in forecasting and planning future performance.

5. Financial statement analysis is a systematic and specialized arrangement of

information for the purpose of its interpretation.

e Definitions of Financial Statement Analysis

Adlal) ol g8l oot iy jlas

(a) "Financial statement analysis is an information processing system designed

to provide data for decision-making models, such as the portfolio selection

model, bank lending decision models and corporate financial management

models."
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(b) "Financial statements 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 trends of these factors as shown in series of
statements."
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e Users of Financial Statements Analysis 4tall ail gill Juad gadiicea

There are different users of financial statement analysis. These can be
classified into internal and external users. Internal users refer to the management of

the company who analyzes financial statements in order to make decisions related to



the operations of the company. External users do not necessarily belong to the
company but still hold some sort of financial interest. These include owners,
investors, creditors, government, employees, customers, and the general public.

These users are elaborated on below:

1. Management 3,0y

The managers of the company use their financial statement analysis to make
intelligent decisions about their performance. For instance, they may gauge cost per
distribution channel, or how much cash they have left, from their accounting reports

and make decisions from these analysis results.

2. Owners CrSilal)

Small business owners need financial information from their operations to
determine whether the business is profitable. It helps in making decisions like
whether to continue operating the business, whether to improve business strategies

or whether to give up on the business altogether.

3.Investors i palial)

Investors who have purchased shares in a company need financial
information to known the method which used by the company in performance
evaluation process. The investors use financial statement analysis to determine what
to do by through their investments in the company, So depending on how the
company is doing, the investors will either hold onto their shares, sell them or buy

more.

4. Creditors Cital)

Creditors are interested in knowing if a company will be able to pay its debts
or loans as they become due. The creditors use cash flow analysis of the company’s
accounting records to measure the company’s liquidity, or its ability to make short-

term payments.
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5. Government 4 gSal)

Governing and regulating bodies of the state look at financial statement
analysis to determine how the economy is performing in general so they can plan
their financial and industrial policies. Tax authorities also analyze a company’s

statements to calculate the tax burden that the company has to pay.

6.Employees Cplalad)

Employees need to know if their employment is secure and if there is a
possibility to increase their salaries. The employees want to be abreast of their
company’s profitability and stability. Employees may also be interested in knowing
the company’s financial position to see whether there may be plans for expansion
and hence, career prospects for them.
7.Customers CSlgrianal)

Customers need to know about the ability of the company to service its clients
into the future. The need to know about the company’s stability of operations is
heightened if the customer (i.e. a distributor of specialized products) is dependent
wholly on the company for its supplies.
8.General Public  alal ) ggaal)

Anyone in the general public, like students, analysts and researchers, may be
interested in using a company’s financial statement analysis. They may wish to
evaluate the effects of the firm on the environment, or the economy or even the local
community. For instance, if the company is running corporate social responsibility
programs for improving the community, the public may want to be aware of the future

operations of the company.

11



< Types of Financial Analysis Alall Julail) £ i

The classification of financial analysis can be made either on the basis of
material used for the same or according to modus operandi of the analysis.
(A) According to Material Used (¢l ) gaball aladiodld Wik
(a) External Analysis A Jaadl)

1. This is effected by those who do not have access to the detailed accounting
records of the concern.

2. This group comprising investors, credit agencies, government and public
depends almost entirely on published financial statements.

3. With the recent development in the government regulations requiring business
concern to make available detailed information to the public through audited
accounts, the position of the external analysis has been considerably
improved.

(b)Internal Analysis AR Jaladl)

1. This is effected by those who have access to the books of accounts and other
information relating to the business concern.

2. Any financial analysis conducted with reference to a part or the whole unit.

3. This type of analysis is meant for managerial purpose and is conducted by
executives and employees of the business concerns as well as governmental
agencies which have statutory control and jurisdiction over such units.

(B) According to Modus Operandi of Analysis  Jaill Jas 48y Jat lisa
(@) Horizontal Analysis (&8 Julal)

1. When financial statements for a certain number of years are examined and

analyzed, the analysis is called "Horizontal Analysis."

2. Horizontal analysis is also called "Dynamic Analysis". Sluall Jilail)

3. This is based on the data or information spread over a period of years rather
than on one date or period of time as a whole.
(b) Vertical Analysis @ gand) Jaladl)
1. This refers to analysis of ratios developed for one date and for one accounting
period.
2. Vertical analysis is also known "Static Analysis". <l o Saliuy) Jolail)
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3. Vertical analysis does not facilitate a proper analysis and interpretation of
figures in perspective and also comparisons over a period of years. As such
this type of analysis is not generally resorted to by the financial analysts.

% Advantages and Disadvantages of Methods of Financial
Statements Analysis Adlal) adl g8 Jalas gk igae 9 L Ja

There are two main methods of analyzing financial statements: horizontal or

trend analysis, and vertical analysis. These are explained below along with the
advantages and disadvantages of each method.
e Horizontal Analysis (889 Jalatl)

Horizontal analysis is the comparison of financial information of a company

with historical financial information of the same company over a number of reporting
periods. It could also be based on the ratios derived from the financial information
over the same time span. The main purpose is to see if the numbers are high or low
in comparison to past records, which may be used to investigate any causes for
concern.
8 e 230 DA RSl Ll Ai 5l ALl il sleall ae AS A0 AL il sheall A3 jlae sa &Y Jilail)
Caagl) g Aia 0 5N lae e Ll il sbaal) (e saciuall ol e Wil ading o (a5 S alac
Gaiall Leahasiind Sy S5 ¢ ARl ey 4 jlie Acadiie sl Axd pe Al8 Y1 ClS D) Lo 38 jra sa )l
(GR Gl
This method of analysis is simply grouping together all information, sorting
them by time period: weeks, months or years. The numbers in each period can also
be shown as a percentage of the numbers expressed in the baseline
(earliest/starting) year. The amount given to the baseline year is usually 100%. This
analysis is also called dynamic analysis or trend analysis.

s Advantages and Disadvantages of Horizontal Analysis
A Jalaill g 5 Ll e

When the analysis is conducted for all financial statements at the same time,

the complete impact of operational activities can be seen on the company’s financial
condition during the period under review. This is a clear advantage of using
horizontal analysis as the company can review its performance in comparison to the

previous periods and gauge how it's doing based on past results.
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A disadvantage of horizontal analysis is that the aggregated information
expressed in the financial statements may have changed over time and therefore will
cause variances to creep up when account balances are compared across periods.

Horizontal analysis can also be used to misrepresent results. It can be
manipulated to show comparisons across periods which would make the results
appear stellar for the company.

% Vertical Analysis g gend) Juladl)
Vertical analysis is conducted on financial statements for a single time period

only. Each item in the statement is shown as a base figure of another item in the
statement, for a given time period, usually for year. Typically, this analysis means
that every item on an income and loss statement is expressed as a percentage of
gross sales, while every item on a balance sheet is expressed as a percentage of
total assets held by the firm. Vertical analysis is also called static analysis because it
is carried out for a single time period.
2l sl JSIS B x JS e T a5 dne ) 6 il Al il e ol U Jadail) ol a) oy
daall ol 8 2 JS oo Lpel) o adl Jalail) 13 ey Le Bale Aaull sale ¢ Baaae ey 30 ¢ gl 8 Al
O 4 sie AuaS dga send) Al jaall (& paic JS o Saedl) o Lain ¢ Gl (lea) (e 4y e iS5 jludldl
Ban )y Aia 3 5 il a2 oy Y il Sl Wl ol 1) Jidaill sy A8 530 Lo Jadind ) J pua¥) Maa)
+ Advantages and Disadvantages of Vertical Analysis
gaxd) Jadadll g 9 Ll 3a

Vertical analysis only requires financial statements for a single reporting

period. It is useful for inter-firm or inter-departmental comparisons of performance as
one can see relative proportions of account balances, no matter the size of the
business or department.

Because basic vertical analysis is constricted by using a single time period, it
has the disadvantage of losing out on comparison across different time periods to
gauge performance. This can be addressed by using it in conjunction with timeline
analysis, which shows what changes have occurred in the financial accounts over
time, such as a comparative analysis over a three-year period. For instance, if the
cost of sales comes out to be only 30 percent of sales each year in the past, but this

year the percentage comes out to be 45 percent, it would be a cause for concern.

14



% Components of Financial Analysis (Al Juail) il gsa

The first step toward improving financial literacy is to conduct a financial

analysis of your business. A proper analysis consists of five key areas, each

containing its own set of data points and ratios.

1. Revenues <l )

Revenues are probably your business's main source of cash. The quantity,

guality and timing of revenues can determine long-term success.

Revenue growth (revenue this period - revenue last period) + revenue
last period. When calculating revenue growth, don't include one-time

revenues, which can distort the analysis.

Revenue concentration (revenue from client + total revenue). If a single
customer generates a high percentage of your revenues, you could face
financial difficulty if that customer stops buying. No client should represent
more than 10 percent of your total revenues.

Revenue per employee (revenue + average number of employees). This
ratio measures your business's productivity. The higher the ratio, the better.
Many highly successful companies achieve over one million Dinar in annual

revenue per employee.

2. Profits Y

If you can't produce quality profits consistently, your business may not survive

in the long run.

Gross profit margin (revenues - cost of goods sold) + revenues. A
healthy gross profit margin allows you to absorb shocks to revenues or cost of

goods sold without losing the ability to pay for ongoing expenses.

Operating profit margin (revenues — cost of goods sold — operating

expenses) + revenues. Operating expenses don't include interest or taxes.

15
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This determines your company’s ability to make a profit regardless of how you

finance operations (debt or equity). The higher, the better.

Net profit margin (revenues — cost of goods sold — operating expenses —
all other expenses) + revenues. This is what remains for reinvestment into

your business and for distribution to owners in the form of dividends.

3. Operational Efficiency Aglauial pelas)

Operational efficiency measures how well you're using the company’s

resources. A lack of operational efficiency leads to smaller profits and weaker
growth.

Accounts receivables turnover (net credit sales + average accounts
receivable). This measures how efficiently you manage the credit you extend
to customers. A higher number means your company is managing credit well;
a lower number is a warning sign you should improve how you collect from

customers.

Inventory turnover (cost of goods sold + average inventory). This
measures how efficiently you manage inventory. A higher number is a good
sign; a lower number means you either aren't selling well or are producing too

much for your current level of sales.

4. Capital Efficiency and Solvency 4l 3s3all g Jlall (i 35S

Capital efficiency and solvency are of interest to lenders and investors.

Return on equity (net income + shareholder’s equity). This represents the

return investors are generating from your business.

Debt to equity (debt + equity). The definitions of debt and equity can vary,
but generally this indicates how much leverage you're using to operate.

Leverage should not exceed what's reasonable for your business.

16



5. Liquidity A gl

Liquidity analysis addresses your ability to generate sufficient cash to cover
cash expenses. No amount of revenue growth or profits can compensate for poor

liquidity.

e Current ratio (current assets =+ current liabilities). This measures
your ability to pay off short-term obligations from cash and other current
assets. A value less than 1 means your company doesn't have sufficient liquid

resources to do this. A ratio above 2 is best.

e |Interest coverage (earnings before interest and taxes =+ interest
expense). This measures your ability to pay interest expense from the cash

you generate. A value less than 1.5 is cause for concern to lenders.

Exercise

The following information abstracted from a company books for the financial
year ended 31/12/2019. (Amounts in thousands)
1 - The profit and loss account for the year ended 31/12/2019

particulars amount

Total revenues 2,500,000
(-) Cost of goods sold (1,500,000)
= Gross Profit 1,000,000
Operating expenses (450,000)
= Profit before extraordinary items 550,000
+ Net capital gains and losses(100,000 — 130,000 (30,000)
capital gains capital losses)

= Profit before interest and taxes 520,000
() Interest (120,000)
= Profit before tax 400,000
(-) Taxes (132,000)
= Net profit after tax 268,000

17



2 - The Balance sheet as it is in 31/12/2019

amount Liabilities and Equity amount assets
5,000,000 | Equity 3,000,000 | Fixed Assets
1,200,000 | Reserves are not subject to tax (400,000) | (-) depreciation Accum.
1,500,000 | Long-term loans (8%) 2,600,000 | Net fixed assets

750,000 | Current liabilities 640,000 | Prepaid expenses

190,000 | Revenue received in advance 3,300,000 | Stock
1,200,000 | Accounts receivable
900,000 | Cash

8,640,000 | total 8,640,000 | Total

Additional information
= Revenue last period 2,000,000
= Revenue from client 1,500,000
= Average number of employees 1,500

Required: - calculate the following:
Revenue growth

Revenue concentration
Revenue per employee
Gross profit margin
Operating profit margin

Net profit margin

Accounts receivable turnover
Inventory turnover

. Rate of return on equity
10.Total Debt to equity Ratio
11.Current ratio

12.Interest coverage

©X N AWM E
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Solution

Revenue growth = (revenue this period - revenue last period) + revenue last
period
2,500,000 — 2,000,000 + 2,000,000 = 0.25 = 25%
2. Revenue concentration = (revenue from client + total revenue)
1,500,000 + 2,500,000 = 0.6 = 60%
3. Revenue per employee = (total revenue + average number of employees)
2,500,000 + 1500 =1667
4. Gross profit margin = (total revenues — cost of goods sold) + revenues
2,500,000 - 1,500,000 = 2,500,000 = 0.40 = 40%
5. Operating profit margin (total revenues — cost of goods sold — operating
expenses) + total revenues.
(2,500,000 - 1,500,000 - 450,000) + 2,500,000 = 0.22 = 22%
6. Net profit margin (revenues — cost of goods sold — operating expenses — all
other expenses) + revenues.
(2,500,000 - 1,500,000 - 450,000 - 252,000) + 2,500,000 =0.12 = 12%
7. Accounts receivables turnover= (net credit sales + average accounts
receivable).
1,000,000 + 1,200,000 = 0.83
8. Inventory turnover = (cost of goods sold + average inventory)
1,500,000 + 3,300,000 = 0.45 = 45%
9. Return on equity = (net income + shareholder’s equity)
268,000 + 6,200,000 =0.043 =4,3%
10.Debt to equity (debt + equity).
2,440,000 + 6,200,000 = 0.3935= 39.35%
11.Current ratio (current assets + current liabilities).
6,040,000 + 940,000 = 6.425
12.Interest coverage (earnings before interest and taxes + interest expense).
520,000 + 120,000 =4.333.13
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uestions

What do you mean by financial statements ?

Define of Financial Statement Analysis.

What are the Users of Financial Statements Analysis?
Explain the Types of Financial Analysis.

Classifies the methods of financial analysis.

Explain the External Analysis.

Explain the Internal Analysis.

Define Horizontal Analysis.

© © N o g s~ wDdhP

Define Vertical Analysis.
10. Explain Advantages and Disadvantages of Horizontal Analysis.
11.Explain Advantages and Disadvantages of Vertical Analysis.

12.What are the Components of financial analysis?

00000000
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CHAPTER (2)

Financial Statements

Al adl gAY
LEARNING OBJECTIVES .....
A aaladl) Calaaly)
After reading this chapter, you can certainly be able to
understand the following subjects :
+ Basic of Analysis
e Financial Statements (meaning)
e Important Definitions of Financial Statements
e Nature of Financial Statements
e Objectives of Financial Statements
e Importance of Financial Statements
e Interpretation of Financial Statements
* Business Activities
* Financial Statements Reflect Business Activities

+» Additional Information

Elements of Financial Statements

Chart of Accounts

Basic Financial Statements

Preparation of Final Accounts of Sole Proprietary Firm
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e Making Financial Decisions on the Basis of Financial

Statements

CHAPTER (2)

Financial Statements

Agllall i i)

< Introduction

Financial statements are the final outputs for applying the accounting cycle which
supply with creditable, relevant, and timely financial information to take rational
economic decision.

The object of a firm is to get profit. It is something of vital importance to all firms. The
profit made by a firm is the difference between the total revenues earned and the
total expenses incurred during a particular period of time. The owner is also
interested to know their financial position. The preparation of Trading and Profit and

Loss Account and Balance Sheet is known as the preparation of final accounts.

29 Ao iy ABgiga dlle Claglra 395 (AN dualaall 3 gal) Guadail Auilgdl) claiall & Adlal) A gl
AR ééb&ﬁ}'\ IAN JATY alial) < gl)

% Basic of Analysis Jelatl) b
e Financial Statements (meaning)  (cfixall) 4duall ol 5l
1. Financial Statement is a statement prepared for evaluating past performance

and predicting future performance.

2. Financial Statements are regarded as indices of business enterprises
performance and position.

3. The term 'Financial statement' as used in modern accounting refers to two
statements, the position statement reflecting the assets, liabilities and capital
of a business entity on a particular date called the balance sheet, and the
other called the profit and loss account showing the results of the business

operations during a given period.
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e Important Definitions of Financial Statements

(&) “The financial statements provide a summary of the accounts of a business
enterprise , the balance sheet reflecting the assets , liabilities and capital as
on a certain data and the income statements showing the results of

operations during a certain period “. (John N. Meyer 2009).

(b) “The end product of financial accounting is a set of financial statements
prepared by the accountant of a business enterprise that purport to reveal the
financial position of the enterprise the result of its recent activities, and an
analysis of what has been done with earnings”. (Smith and Ashburn 2017).

s psadlly Jpall (uSad dua geal) 2l aalld ¢ &y lad slise Cllal Ladle 4Ll il il 3"
Mg 58 A lleall 205 Gan ) Jaal) Al g e iy e sadies JWl

S g sl g sl Caulaall laae ) AL 20 58l e de sane sp ALl dpulaall Jlgdl) gidl” o
M bVl e el i L Shlaty ¢ 3AY) diladal dai g g pdall el S all (e S

e Nature of financial statements 4llall il g8) dagada

6. The American institute of certified public accountants (AICPA) states the nature
of financial statements as , “financial statements are prepared for the purpose
of presenting a periodical review or report on progress by the management and
deal with the status of investment in the business and the results achieved
during the period under review financial statements reflect a combination of

recorded facts, accounting principles and personal judgements “ .

7. Financial statements are plain statements based on historical recorded facts

and figures .

8. Financial statements reflect a judicious combination of recorded facts |,
accounting principles concepts and conventions, personal judgements and

estimates .

9. According to (john N. Meyer 2009 ) , “The financial statements are composed

of data which are the results of a combination of the following:
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(1) Recorded facts concerning the business transactions .
(2) Conventions adopted to facilitate the accounting techniques .
(3) Postulates or assumptions made to , and

(4) Personal judgements used in the application of the conventions and

postulates .

e Objectives of Financial Statements — 4slall ail gill Calaai

1. To communicate to their interested users , quantitative and objective

information, this information is useful in making economic decisions.
2. To meet the specialized needs of conscious creditors and investors .

3. To provide reliable information about the earnings of business enterprise and

its ability to operate at a profit in future .
4. To provide financial base for tax assessments .

5. To provide valuable information for predicting the future earning power of the

enterprise .
6. To provide reliable information about the changes in economic resources .
7. To provide information about the changes in net resources of the organization

8. To provide reliable information about the changes in net economic resources.

9. To provide information about the changes in net resources of the organization
that result from profit directed activities.

10.To play a very important role in accounting and corporate reporting.

11.To regulate equity and debenture issues by companies.

e Importance of Financial Statements — 4sllall aif sal) 4aa]

. The financial statements are mirror which reflect the financial position of

operating strength or weakness of the business concern .

. These statements are useful to management , investors , creditors, bankers ,

workers, government and public at large .

Financial statements are the indicators of two significant factors namely, the

profitability and financial soundness of a business enterprise.
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4. The following major uses of financial statements which shows its importance .

(a) As a report of stewardship .

(b) As a basis of fiscal policy .

(c) To determine the legality of dividends.

(d) As a guide to dividend policy.

(e) As a basis for granting the credit.

(f) As informative for prospective investors in an enterprise.
(9) As guide to the value of investment already made.

(h) As an aid to government supervision.

(i) As a basis for price or rate regulation.

(1) As a basis for taxation.

e Interpretation of Financial Statements  4uliall ail &) s

(1) Interpretation of financial statements is the mental process of understanding
the terms or the simple elements resulting from the analysis of the
compounded financial statements and forming opinions or inferences or
conclusions about the various aspect of a business enterprise , such as
solvency , profitability , efficiency etc .

(2) Interpretation Financial Statements which follows analysis of financial
statements, is an attempt to reach to logical conclusion regarding the position
and progress of the business on the basis of analysis .

(3) Interpretation Financial Statements aims to explain the meaning and
significance of the data simplified by analysis.

(4) Interpretation of financial statements is the process of drawing inferences or
conclusions about the various aspects of business .

(5) Integration Financial Statements aims to explain the meaning and significance
of the data simplified by analysis.

< Business Activities Jlas ) Al

Business activity is the process of transforming inputs into outputs by addition value.
An accounting is a system that collects, records, stores, and processes data to
produce information for decision makers into several firms. The type of a business
depends on size of activity which is performed by the business .Thus the accounting
must be carefully addressed because of the tax, managerial, legal and liability

impacts that business formation has.
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From Commercial and Legal angles, a business may be organized in many ways.
There are a number of different forms of Business firms. However, the common
forms of organizing are: Sole proprietorship, Partnership, Limited Company and

corporation.

1- Sole proprietorship 4 Al BLaial)
The Sole proprietorship is carried on by single individual. All the profits of the
business earn go to him. The sole proprietors’ liability is unlimited, and he is

personally liable for paying of the debts.

2- A partnership Crabiail) Ay

A partnership comprises a minimum of two and a maximum of (20) persons
trading together as one firm and sharing in the profits. In addition to sharing the
profits, each partner shares unlimited Liability for all the debts and obligations of the
firm and is responsible for the Liabilities in the firm of his fellow partners as well as

his own.
3- A Limited Company 3 gaaal) AS Had)

A limited company is a Legal entity and is treated by the law like a natural person; it
must be run according to the rules set out by the company law. Among other
provisions, it is laid down that financial statement must be prepared and audited

every year and be made available for inspection on a public register.

4- Corporation daluads &

The Corporation structure consists of the shareholders and the board of directors.
The shareholders a point the board of directors to manage the company. The capital
of a company is divided into units of ownership called shares .The shares of a public
company are freely transferable from one individual to another.

+ Financial Statements Reflect Business Activities
Juas ) Undi) (usat Adlal) Al g81)

e Advantages of Analysis of Financial Statements
Adlal) ol g8 Jalasi L) 3
(a) Knowing the Exact Position  &all 3 all 48 pa
10.Everybody who is interested in knowing the exact financial position of the
concern is benefited by the 'analysis' of financial statement.

11.Interested party gets the valuable information about the exact facts and figures
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of the concern by analyzing the financial statements by various methods.
(b) Decision-making SR dslia
12.Every interested party is in a position to assess the exact financial position of
the concern when it analyses financial statements of that concern by reliable
methods.
13.Thus, such an analysis ultimately helps that party in taking various types of
decisions such as investment, sale, purchase etc.
(c) Forecasting Sl
After analyzing the financial statements, one is in a position to forecast
whether it would be profitable or not to invest in or to deal with the business concern.

e Making Financial Decisions on the Basis of Financial Statements
Allall ) g8l ubad o ddlall il ) Al Aslisa

1. The major advantage of financial statement analysis is to provide decision
makers information about our a business enterprise decision-making.

2. Financial statements are used by financial institutions, loaning agencies,
banks and others to make sound loan or credit decisions.

3. Financial statements helps in predicting the earning prospects and growth
rate in earnings which are used by investors while comparing investment
alternatives and other users interested in judging the earning potential of
business enterprises.

4. Analysis of financial statements is a significant tool in predicting the
bankruptcy and failure probability of business enterprises.

5. Financial statement analysis is defined as the process of identifying financial
strengths and weaknesses of the firm - by properly establishing relationship
between the items of the balance sheet and the profit and loss account.

e Disadvantages of Analysis of Financial Statements

Allal) il 58 ot g
(a)Completely Ignore Current Costs 4l cadll Jals Jlaa)
= Financial analysis is always based on financial statements which are
generally prepared on the basis of historical costs. Thus, it may reflect

distorted results.
= The financial analysis based on such financial statements would not portray

the effects of price level changes over a period of time.
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(b)

(€)

(d)

Financial Statements are Essentially Interim Reports

Aala ya g U5 Qe Allal) il g8Y)
The amount of profit or loss as shown by the Profit and Loss account or the
financial position as shown by the Balance Sheet of any unit is always based
on certain accounting concepts and conventions. Therefore, these figures
may not reflect the exact position.
Further, the existence of contingent liabilities, deferred revenue expenditure

etc. may make them inaccurate.

Financial Analysis is Only a Means Not an End

LSl g Adpau g Adlal ol 581
The financial analysis should not be considered as the ultimate objective test
but it may be carried further based on the outcome and revelations about the
causes of variations. It is the part of the larger information processing system.
In other words, it is a means to an end and not the end in itself and therefore,
it should be used only as a starting point and conclusion should be drawn
keeping in view the overall picture and the prevailing economic and political
situation.
Completely Ignores Non-monetary Facts — Jalsll 4a81) 8 (gilial) Jlea)
Financial statements reveal only those facts which can be expressed in terms
of money.
For example, the financial statements will show only the amount paid to
workers and staff as wages, salaries and other perks.
But these will not reveal how loyal they are to their organization or how
trained and efficient are they in the work assigned to them.
These matters are also of considerable importance for the business and play
a crucial role in efficient working of an organization.
However, these are completely ignored in financial statement as these cannot

be measured in terms of money.
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< Additional Information A8l il glra

e Elements of Financial Statements L) adl g8 pualic

The elements of financial statements are the general groupings of line items
contained within the statements. These elements are as follows:

= Assets (whsasal) Jsa¥. These are items of economic benefit that are
expected to yield benefits in future periods. Examples are accounts
receivable, inventory, and fixed assets.

» Liabilities («hskal)) asadll These are legally binding obligations payable to
another entity or individual. Examples are accounts payable, taxes payable,
and wages payable.

= Equity ( &Skl @), This is the amount invested in a business by its owners,
plus any remaining retained earnings.

= Revenue (2.¥). This is an increase in assets or decrease in liabilities caused
by the provision of services or products to customers. It is a quantification of
the gross activity generated by a business. Examples are product sales and
service sales.

= Expense (<isadl). This is the reduction in value of an asset as it is used to
generate revenue. Examples are interest expense, compensation expense,
and utilities expense.

The elements of, assets, liabilities, and equity are included in the balance sheet.
Revenues and expenses are included in the income statement. Changes in these
elements are noted in the statement of cash flows.

+Assets (<292 gall) J 9!

Assets are items with money value that are owned by a business. Some examples
are: cash, accounts receivable (selling goods or services on credit), equipment
(office, store, delivery, etc.), and supplies (office, store, delivery, etc.).

¢ Fixed Assets A J gua)

Fixed assets are acquired by the firm its productive operations and not for resale.
Fixed Assets include land, building, fixtures, and equipment. Sometimes called long-

term assets, long-lived assets, or plant and equipment.
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https://www.accountingtools.com/articles/2017/5/10/financial-statements
https://www.accountingtools.com/articles/what-is-an-asset.html
https://www.accountingtools.com/articles/2017/5/7/accounts-receivable
https://www.accountingtools.com/articles/2017/5/7/accounts-receivable
https://www.accountingtools.com/articles/2017/5/13/inventory
https://www.accountingtools.com/articles/2017/5/10/fixed-asset
https://www.accountingtools.com/articles/2017/5/13/liability
https://www.accountingtools.com/articles/2017/5/5/accounts-payable
https://www.accountingtools.com/articles/2017/5/15/taxes-payable
https://www.accountingtools.com/articles/2017/5/13/wages-payable
https://www.accountingtools.com/articles/2017/5/6/equity
https://www.accountingtools.com/articles/what-are-retained-earnings.html
https://www.accountingtools.com/articles/2017/5/11/revenue
https://www.accountingtools.com/articles/2017/5/6/expense
https://www.accountingtools.com/articles/what-is-interest-expense.html
https://www.accountingtools.com/articles/2018/1/18/compensation
https://www.accountingtools.com/articles/2017/5/11/utilities-expense
https://www.accountingtools.com/articles/2017/5/17/the-balance-sheet
https://www.accountingtools.com/articles/2017/5/17/the-income-statement
https://www.accountingtools.com/articles/2017/5/17/statement-of-cash-flows-overview

¢ Current Assets A glaial) J gua)
FASB was defined the current assets as follows: they are economic benefits owned
by a firm which are reasonably expected to be converted into cash or used up during
the entity's normal operating cycle or one year, whichever is longer.
Current assets constitute cash, items expected to be realized in cash, sold or
consumed during operating cycle of the business or one year, whichever is longer.
Current assets are defined "Cash and other assets that are expected to be converted
into cash or consumed in the production of goods or rendering of services in the
normal course of business”. ltems are included under current assets on the basis of
whether they are expected to be realized within one year or within the normal
operating cycle of the enterprise, whichever is the longer.
The classification of current assets, one typically finds the following:
¢ Inventories 9 A)
Inventories include those items of tangible property that are:
(1) Held for sale in the ordinary course of business,
(2) Used in process of production for such sale.

The cost of inventory includes all expenditures that were incurred directly or
indirectly to bring an item to its existing condition and location.
¢ Accounts Receivables Aaal) clilual)
Accounts Receivables encompass (J«&) monetary claims against debtors of the firm.
The term of accounts receivable is commonly used to refer to (J:s~3) receivables from
trade customers that are not supported by written notes (&5 G\ i).
¢ Marketable Securities G gedl] ALY aguy)

Marketable Securities represent temporary investments made to secure
(U=) a return on funds. To be considered a temporary investment, a security must
not only be marketable, but management must plan to dispose it if the management
needs to obtain cash.
¢ Cash 4l
Cash is the most liquid asset owned by a firm. Cash Includes coin and currency on
hand, bank deposits (if subject to immediate withdrawal, (e.g. checking accounts),
negotiable paper (i.e., transferable by endorsement(_xX3), in including bank checks,
money orders, bank drafts, etc.).
¢ Owner's Equity  4sll (3gia
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Owner's Equity is sum of funds owned by the proprietors of firm for financing its
activities .The difference between total of Assets and Liabilities is Owner's Equity.

They can also be called capital, or net worth.

Owner’s Equity = Total of Assets - Liabilities

¢ Liabilities (b sllaall) o gl
Liabilities are debts owed by the business. Paying cash is often not possible or
convenient, because the firms purchase goods and services on credit. The name of
the account used is Accounts Payable. Another type of liability is Notes Payable.
This is a formal written promise (<55« 2= 5) to pay a specific amount of money at a
definite future date.

e Chart of Accounts  @hlwall iy A

Accounts in the Ledger are normally arranged in the following order: Assets,
Liabilities, Owner's equity, revenues and expenses and for quick and easy reference,
each account is numbered according to the accounting system applied. A complete
listing of these numbers along with the respective account titles is known as a chart

of accounts. The chart of accounts is shown in the following chart.

Chart of Accounts

Current Assets Liabilities
= Cash = Creditors
= Accounts receivable = Accounts Payable
= |nventory = Loan Short-Term

= Loan Long-Term

Fixed Assets Owner's Equity
= Land = Capital
= Building » Retained Earnings
= Office Equipment Reserves
= Furniture

Expenses Revenues

= Salaries Sales
= Electricity Fees Earned
=  Supplies Interest Received

= Advertisement

Discount Received




= Telephone = Commission Received
= Rent

= |nsurance

= Depreciation

Basic Financial Statements L) ALl ad) g8

The accounting process (also called the accounting cycle) consists of the

following groups of functions:-

(1) Accounting observes many events and identify and measure in financial terms
those events considered evidence of economic activity.

(2) The evidence events are recorded, classified into meaningful groups and
summarized for conciseness.

(3) Accountants report a business activity by preparing financial statements and
special reports.

The purpose of financial accounting statements is mainly to show the financial
position of a business at a particular point in time and to show how that business has
performed over a specific period.

The three basic financial accounting statements that help achieve this function are:
(1) The trading account and the profit and loss account (Jidlly zL¥) clua) for
the reporting period: an analysis of revenue and expenses of a business, exactly at
the end of the year.

(2) A balance sheet (&) for the business at the end of the reporting period: a
statement showing the assets, liabilities and capital of a business.

(3) A cash flow statement (giill @8l Cais) for the reporting period: a statement
showing how cash is generated and how it has been spent by the business.

Final statements consist of trading account and profit & loss account and balance
sheet. All the amounts from trial balance are taken to prepare these statements.

e Preparation of Final Accounts of Sole Proprietary Firm
dga Al Aslal) @) A8 il Apalidld) clibalf alas )

(@) Journal g Jam
1. 'Journal' is derived from the French Word "Jour” which means a day. Journal

therefore, means a daily record.
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2. A Journal is a book of "Original Entry" or "Primary Entry".

First of all the business transactions are recorded in the 'Journal' and
subsequently they are posted in the ledger.

To study "Book-Keeping", one must learn first how to journalise the business
transactions.

To journalize the transaction means to record the two-fold effects of a
transaction in terms of debit and credit. This has to be done by observing the
rules of debit and credit.

Definition of Journal A gall iy i

"A Journal is a book of original entry in which the transactions are recorded in a

particular way by following the rules of debit and credit." (Dictionary for
Accountants written by E.L. Kohler 1983).
Aigaall )b plal DA e Apa 48k cOllaall Jaad 4 2l o) L) 38U Jaw A Al

" Al
Specimen (Format) of Journal:
Journal of...........
Ledger Debit Credit
Date Particulars g 1QD QD
Folio
(L.F.)

(b) Ledger ) Jaw

1.
2.
3.

A ledger is the principle book of accounts.

All the entries made in the journal must be posted into the ledger.

The ledger is a book containing many ledger accounts. It is a group or set of
accounts.

in other words, ledger is a book in which various accounts (personal, real and
nominal) are opened.

Its source of information are the books of original entry called journals.

6. Usually, only one account is placed on each page of the ledger.

A businessman cannot get the information about the transactions from the

Journal. For example, the amount receivable from the debtors, the amount
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payable to creditors, total payments on any head of the expenditure etc. In
order to get this information, a ledger has to be maintained.
8. While transferring the transactions from the journal to the ledger, the
transactions are classified.
9. For each person, head of income, head of expenditure, asset, etc., separate
accounts are opened in the ledger book.
9 MUY Jam o ¢ AT dray cilibaaldl (e de gana gl cililaad) (e sl o o sing Ja 98 MUY Jam
e 8l Jan 2Bl g e (Aranl g Liiia g Lpuadd) Adlide cililua b 43 oty Ja

Specimen (Format) of a Ledger :

Ledger
Dr. Name of the Account Cr.
Date | Particulars |Journal Amount| e | Pparticulars Journal Amount
Folio IQD Folio 1QD

(c) Trial Balance daal jall ) e

1. “Trial Balance is a schedule or list of those debit and credit balances which
are expected from various accounts in the ledger and balances of cash in
hand and at bank as shown by the cash book are also included in it.

(R.N. Carter,www.slideshare.net- Published on Dec 9, 2014.)

2. "Trial Balance is a list or abstract of the balances or of total debits and total
credits of the accounts in a ledger, the purpose being to determine the
equality of the posted debits and credits and to establish a basic summary for
financial statements”.(The Dictionary for Accounts by E. L. Kolher 1983).

3. "The final list of balances totaled and combined is called Trial Balance".

Jae (B clilual) Cilida (e Lgadgi ai A ALl g Adaal) B YU Aadld gl e Joda 98 Axalyal) o)) jua
A o A5 ALl G B g gaiall & S8L) Basa ) Gpenaly SIS ALY

Specimen (Format) of Trial Balance :

Trial Balance (As on....... )
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Sr. No.Name of the Account | Ledger Folio |Bajances IQD |Balances QD

Debit Credit

(d) Trading Account 5_aliall Glwa

1.

After preparing a Trial Balance at the end of an accounting period, the next
step is to prepare the ‘“Trading Account’.

Trading Account is one of the financial statement which shows the result of
buying and selling of goods and or services during an accounting period.
Trading Account is a flow statement and not a static statement. It is prepared
for a particular accounting period and not at a particular point of time.

Trading Account is prepared to know the gross profit or gross loss during the
accounting period.

The basis for the preparation of Trading account is the matching of selling
prices of goods and services with the cost of the goods sold and services

rendered.

Cost of goods sold = Opening Stock + Purchases +
Direct Expenses on purchases - Closing Stock

Ay Aulae 33 DA claddll o adad) a5 )d Aaiti jedi AN Adlall adl g8l aal ga B aliall Glua

Aosalaall 3 580 A a5 Ledd) g ol (Alea) 48 pal 3 aliall Glua dac)

Specimen of Trading Account:

Dr.

Trading Alc Cr.
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Particulars

IQD

Particulars

IQD

To Opening Stock

To Wages

To Purchases

Less : Return Outward
To Carriage Inward

To Motive Power

To Factory’ Expenses (*)
To Freight

To Gross Profit c/d

XXX

By Sales
Less : Return Inward
By Closing Stock By Gross

Loss c/d

XXX

[(*) Factory Expenses : It includes factory lighting, factory rent, rates, factory repairs

etc.]

(e) Profit and Loss Account
1. Profit and Loss Account is an account in the books of an organization to which

incomes and gains are credited and expenses and losses are debited, so as

BLIVES CL.!J‘Y‘ e

to show the net profit or loss over a given period.

2. The Profit and Loss Account has the unique characteristic feature of enabling

the organization to judge the performance of the factors of production as well

as enabling it to take note of the expenses for future of the organization.

3. The Profit and Loss Account enables the organization to make provision for

expenses such as bad debts etc.
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Specimen of Profit and Loss Account:

37




Dr.

Profit and Loss A/C

Cr

Particulars

IQD

Particulars

1D

To Gross Loss b/d
To Salaries

To Director's Fees
To Audit Fees

To Bank charges

To Bad Debts

To R.B.D.D.

To Commission

To Preliminary Expenses
To Advertisement

To Printing & Stationery
To Insurance

To Debenture Interest
To Bank Charges

To Provident Fund
Contribution

To Provision for Taxation
To Depreciation

To Interest on Loan

To Carriage Outward

To Postage
To Net Profit c/d

XXX

By Gross Profit b/d

By Sundry Receipts

By Commission (Received)
By Transfer Fees (Received)

By Interest on Investment in
government Securities

By Interest on Investment (Received)
By Net Loss c/d

XXX

(f) Balance Sheet da gand) 450 aal)

1. A Balance Sheet is one important financial statement.

2. A Balance Sheet is a statement of assets and liabilities of an enterprise at a

given date.

3. Itis called as Balance Sheet because it is a sheet of balances of those ledger

accounts which have not been closed till the preparation of the Trading and

Profit and Loss Account.

4. A Balance Sheet is a list of assets and claims of a business at some specific

point of time and is prepared from an adjusted Trial Balance.

5. A Balance Sheet shows the financial position of a business by detailing the

sources of funds and the utilization of these funds.
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6. A Balance Sheet shows the assets and liabilities grouped, properly classified
and arranged in a specific manner.
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Specimen of Balance Sheet:

Balance Sheet (For the Year Ended ......... )
Liabilities IQD Assets IQD

Capital Goodwill
Add : Net Profit Land and Building
Less : Net Loss Plant and Machinery
Less : Drawings Furniture
Sundry Creditors Investments
Bills Payable Cash in Hand
Loans Cash at Bank
Bank Overdraft Bills Receivables
Outstanding Expenses Sundry Debtors

Prepaid Expenses
Stock in Trade

Total xXx [Total XXX

s+ Exercises Solved
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Exercise No.1

The Trial Balance of Gany Co. as on 31°%' March, 2019 was as follows :

Particulars Dr. 1QD Cr. 1QD
Capital Account 25,000
Drawings 750
Investments 10,000
Motor Vehicles 8,000
Office Furniture 2,000
Office Equipments 6,000
Cash in Hand 550
Purchases 47,500
Sales 75,500
Returns 1,500 1,000
Carriage 350
Opening Stock 14,000
Customs duties and clearing
charges 3,000
Debtors 17.600
Salaries 2,500
Trade expenses 300
General Expenses 600
Bad Debts 250
Reserve for Bad Debts 750
Discount 100 50
Creditors 12,600
Prepaid Insurance 100
Outstanding Salaries 200
Total 115.100 115,100

Adjustments :

1. Closing Stock was valued at 8,000 I1QD .
2. Depreciate Motor Vehicle and Office Furniture at 5 % and Office Equipment's

at 10%.

3. Create 5 % Reserve for Doubtful Debts and Debtors.

4. Goods costing 100 IQD was taken for personal use by Mr. Ganesh and it was

included in Debtors.

5. Goods worth 1,000/- 1IQD were destroyed by fire and the Insurance Company

admitted a claim for 800 1QD.
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Solution :

In the Books of Gany Co.

Dr. Trading and Profit and Loss Account as on 31-3-2019 Cr.
Particulars iab Particulars QD
To Opening Stock 14,000 By Sales 75,500
To Purchases 47,500 (-) Returns 1,500 74,000
(-) Returns 1,000 46,500 By Goods Destroyed by fire 1,000
To Carriage 350 [By Closing Stock 8,000
To Trade Expenses 300
To Gross Profit ¢/d 21,850
83,000 83,000
To Salaries 2,500 By Gross Profit b/d 21,850
To Custom Duties and Clearing 3,000 By Discount received 50
Charges
To General Expenses 600
To Bad Debts (old) 250
Add; RBD D (New) 880
Less:RBDD(OId) 750 380
To Discount (allowed) 100
To Depreciation :
Motor Vehicle : 400
Office Furniture 100
Office Equipment 600 1,100
To Loss by Fire 200
To Net Profit c/d 14,020
21,900 21,900

Balance Sheet of Gany Co. for Year ended 31-3-2019

41




Liabilities Qb Assets QD
Capital 25,000 Cash in Hand 550
(-) Drawings 750 Motor Vehicles 8,000
24,250 (-) 5 % Depreciation 400 7,600
(-) Goods taken for Investment 10,000
Personal use 100
24,150 Office Furniture 2 000
(+) Net Profit 14,020 38,170 |(-) 5 % Depreciation 100 1,900
Outstanding Prepaid Insurance
Salaries 200 100
Creditors 12,600 :
Closing Stock 8.000
Office equipment's g opo
(-) 10 %
Depreciation 600 5,400
Insurance Claim 800
Debtors 17,600
(-) 5% R.D.D 880
16,720
(-) Goods taken for
personal use 100 16,620
50,970 50,970

Exercise No. 2
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From the following information prepare Trading and Profit and Loss Account of
Passel Co. for the year ended 31st March 2019 and Balance Sheet as on that date.
Trial Balance as on 31-3-2019

particular Dr. 1QD Cr. 1QD
Passel's Capital 35,000
Purchases and Sales 75,000 125,000
Returns 2,700 1,300
Debtors and Creditors 46,000 30,000
Bank Overdraft 10,000
Stock (1-4-2018) 30,000
Drawings 11,000
Miscellaneous expenses 675
Wages 3,500
Salaries 5,600
Travelling expenses 660
Advertisement 420
Rent, Rates and Insurance 2,800
Bad Debts 400
Discount 300
Interest and Commission 215
Building 6,000
Plant and Machinery 10,000
Furniture 5,000
Cash in hand 1,030
Total 201,300 201,300

Adjustments :

1. Stock on 31° March 2019 IQD 45,000.

2. There were outstanding liabilities in respect of Rent of IQD 250, and Wages
IQD 200.

3. Insurance paid in advance amounted to IQD 150 and Salaries were unpaid to
the extent of IQD 350.

4. Write-off 1QD 400 as further bad debts and provide for doubtful debts at 5 %
on Sundry Debtors.

5. Depreciate Building by 2.5 %, Machinery by 7.5 % and Furniture by 10 %.

Solution : In the Books of Passel Co.
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Dr. Trading and Profit and Loss Account as on 31-3-2019 Cr.

Particulars QD Particulars QD
To Opening Stock 30,000 [BySales 125,000
To Purchases 75,000 {-) Return 2,700 122,300
(-) Return 1,300 73,700 By Closing Stock 45,000
To Wages 3,500
{ + ) Outstanding 200 3,700
To Gross Profit c/d 59,900
167,300 167,300
To Travelling Expenses 660 By Gross Profit b/d 59,900
To Miscellaneous Expenses 675
To Salaries 5,600
( + ) Outstanding 350 5,950
To Advertisement 420
To Rent, Rates & Insurance 2,800
( + ) Outstanding 250 H
(-)Prepaid Insurance 150 2,900
To Bad Debts 400
To Discount 300
To Interest and Commission 215
To Bad Debts (New) 400
To R.D.D. (5 %) 2,280
To Depreciation :
Building : 150
Plant and Machinery : 750
Machinery : 500 1,400
To Net Profit c/d 44.300
59,900 59,900
Balance Sheet of Passel Co. for Year ended 31-3-2019
Liabilities QD Assets QD
Capital 35,000 Cash in Hand 1,030
(-) Drawings 11.000 Building 6,000
24,000 (-) 2.5% Depreciation 150 5,850
(+) Net Profit 44.300 68,300 Plant and Machinery 10,000
Bank Overdraft 10,000 (-) 7.5% Depreciation 750 9,250
Creditors 30,000 Debtors 46,000
Outstanding Expenses : (-) Bad Debts
Rent 250 400
Wages 200 45.600
Salaries 350 (-) 5% R.D.D. 2.280 43,320
Furniture 5,000
(-) 10% Depreciation 500 4,500

44




109,100

Closing Stock

Prepaid Insurance

45,000
150

109,100

Exercise No. 3

The following Trial Balance was taken out from the books of Baragq Co. as on 31°

March 2019.
Trial Balance as on 31°' March 2019

Name of the Account Dr. Cr.

Capital 262,500

Opening Stock 22,500

Purchases: Cash 32.500

Credit 37,500

Land and Buildings 100,000

Wages 2,500

Bills Receivable 17,500

Drawings 15,000

Sales: Cash 47,500

Credit 42,500

Salaries 12,500

Office Rent 7,500

Insurance 2,500

Return Inward 2,500

Fuel and Power 3,750

Furniture and Fixtures 62,500

Advertisement 7,500

Return Outwards 3,500

Discount Earned 2,500

General Expenses 3,750

Bad Debts 2,500

Provision for Doubtful Debts 1,500

Sundry Debtors 25,000

Investments 37,500

Postage and Telegram 2,500

Sundry- Creditors 27,500

Cash in Hand 12,500

Bills Payable 10,000

Bank Overdraft 12,500
410,000 410,000

Adjustments :

1. Closing Stock was valued at 1QD 14,000.
2. Depreciation on Furniture and Fixtures at 10% p.a.; Land and Buildings at

10%.
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3. Office rent outstanding was 1QD 2,500.

4. Prepaid insurance 1QD 1,000.

5. Provision for Doubtful Debts to be maintained on debtors at 5%.
Required: prepare a Trading and Profit and Loss Account for the year ended 31%
March, 2019 and a Balance Sheet as on that date.

Solution : In the Books of Baraq Co.
Dr. Trading and Profit and Loss Alc for the year ending 31°' March 2019 Cr.

Particulars Qb Particulars QD
To Opening Stock 22,500 By Sales
Cash 47,500
Credit 42,500
To Purchases 90,000
Cash, 32,500 (-) Return Inwards 2.500 87,500
Credit 37,500
70,000 By Closing Stock 14,000
(-) Return Outwards 3,500 66,500
To Wages 2,500
To Fuel and Power 3,750
To Gross Profit c/d 6,250
101,500 101,500
To Salaries 12,500 By Gross Profit b/d 6,250
To Office Rent 7,500 By Discount earned 2,500
( +) Outstanding 2,500 10,000 By Net Loss c/d 47,500

To Depreciation
Land and Building
10,000

Furniture and Fixtures 6,250 16,250

To Insurance 2,500
(-) Prepaid Insurance

1,000 1,500

To Advertisement 7,500
To General Expenses To 3,750
R.D.D. (New) 1,250
( + ) Bad Debts 2,500

3,750
(-) R.D.D. (Old) 1,500 2,250
To Postage & Telegram 2. 500

56,250 56,250
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Balance Sheet as on 31° March, 2019

Liabilities QD QD Assets QD
Capital 262,500 Land and Building 100,000
Less : Drawings 15,000
247,500 Less : 10% Depreciation 10,000 90,000
Net Loss 47,500 | 200,000
Sundry Creditors 27,500 [Furniture and Fixture 62,500
Bills Payable 10,000 |Less: 10% Depreciation 6,250 56,250
Bank Overdraft 12,500 [Sundry Debtors 25,000
Outstanding Office 2,500 |Less:R.D.D.@ 5% 1,250 23,750
Rent
Investments 37,500
Bills Receivable 17,500
Stock in Trade 14,000
Cash in hand 12,500
Prepaid Insurance 1,000
252,500 252,500
Exercise No. 4
The following is the Trial Balance of Aram Co. on 31st March, 2019
Trial Balance
Particulars Debit IQD Particulars Credit 1QD
Cash in Hand 1,500 Sales 120,000
Cash at Bank 7,000 Return Outwards 700
Purchases 70,000 |Capital 80,000
Return Inwards 600 Sundry Creditors 60,000
Wages and Salaries 10,400 [Bills Payable 6,800
Power and Fuel 7,000
Carriage Outward 3,000
Carriage Inward 4,000
Stock (1-04-2018) 12,000
Building 40,000
Machinery 35,000
Plant 10,000
Establishment Charges 14,000
General Expenses 3,000
Drawings 10,000
Sundry Debtors 40,000
Total 267,500 267,500

Prepare the Trading and Profit and Loss Account for the year ended 31st March,
2019 and the Balance Sheet as on that date after considering the following
adjustments :
1. Closing Stock on 31st March, 2019 1QD 16,000, Market Price of which was
IQD 20,000.
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Machinery and Plant to be depreciated at 10% p.a. and 20% p.a. respectively.

Goods of IQD 1,000 withdrawn by Aram Co. for personal use not recorded in

books.

4. Create 5% provision for bad and doubtful debts on debtors and 5% reserve
for discount on creditors.

5. Establishment Charges outstanding IQD 2,000 and Power and Fuel Prepaid

IQD 1,000.

w N

Solution : In the Books of Aram Co.
Dr. Trading and Profit and Loss Account for the year ended 31-3-2019  Cr.

Particulars IaD Particulars IQD
To Opening Stock (1-4-2018) 12,000 By Sales 120,000
To Purchases 70,000 {-) Return Inwards 600 119,400
(-) Return Outward 700 69,300
To Wages and Salaries 10,400 By Closing Stock 16,000
To Carriage Inward 4,000 By Goods Withdrawn for 1,000
Personal Use
To Gross Profit C/d 40,700
136,400 136,400
To Power and Fuel 7,000 By Gross Profit b/d 40,700
(-) Prepaid 1,000 6,000 By Reserve for Discount on 3,000
Creditors
To Carriage Outward 3,000
To Establishment Charges 14,000
(+) Outstanding 2.000 16,000
To General Expenses 3,000
To Depreciation :
Machinery: 3,500
Plant: 2,000 5,500
To P.B.D.D. 2,000
To Net Profit c/d 8,200
43,700 43,700
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Balance Sheet of Mr. Aram (for the year Ended 31-3-2019)

1QD 1QD
Liabilities Q Assets n
Capital 80,000 Cash in Hand 1,500
(-) Drawings 10,000 Cash at Bank 7,000
70,000
(-) Additional Drawing 1,000 Building 40,000
69,000 Machinery 35,000
(+) Net Profit 8,200 77,200 |(-) 10% Depreciation 3,500 31,500
Sundry Creditors 60.000 Plant 10.000
(-) Reserve for Discount 3,000 57,000 |(-) 20% Depreciation 2,000 8,000
Bills Payable 6,800 [Sundry Debtors 40,000
Outstanding Establishment 2,000 |(-)5% P.B.D.D. 2,000 38,000
Charges
Stock 16,000
Prepaid Power and Fuel 1,000
143,000 143,000
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Questions and Exercises

Questions

. What do you mean by Financial Statements ? State its Nature.
. Explain the Meaning and Nature of Financial Statements.
. State the importance of Financial Statements.

A-
1
2
3
4. State the Various Objectives of Financial Statements.
5. Explain Preparation of Final Accounts of Sole Proprietary Firm.
6. Explain Making Financial Decisions on the Basis of Financial Statements.
7. What is Trading Account? Give its specimen form.
8. What is gross profit?
9. What is profit and loss account? Give its specimen form.

10.What is a Balance Sheet? Give its specimen form.

11.Choose the correct answer from the following options:
(1) Preparation of financial statements consists of :-

(a) Revenue accounts alone (b) Balance Sheet only (c) Trial Balance
(2) Prepaid insurance appears in:-
(a) Trading account (b) Profit and Loss account (c) List of assets.
(3) Depreciation is a:-
(a) Gain (b) Loss (c) Appreciation
(4) Revenue earned but not received is:-
(a) A liability (b) An asset (c) Nominal account
(5) Interest on Drawings is deducted from:-
(a) Net profit (b) Drawings (c) Capital

(6) Closing Stock is valued at:-

(a)Cost price (b) Market price (c) Cost price or market price whichever is lower.
12.Choose the correct answer from the following:-
(1) Gross loss will result if:
a- Sales revenues are greater than cost of goods sold.
b- Operating expenses are greater than net income.
c- Sales revenues are less than cost of goods sold.

d- Sales revenues are less than operating expenses.
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13.State whether the statements given below are True or False.

@) Capital is a liability account.
(b) Balance sheet consists of debit side and credit side.
(©) All Assets will show debit balances.
(d)  All Liabilities will show credit balances.
(e)  An account with debit balance will be either expense or asset.
)] Adjustment entries are passed throughout out the year like other entries.
14.Choose the correct answer and write it against each of the following
statements
No. | Name of account No. | Definition
1. | Trading Account (a)| Deducted from capital.
2. | Profit & Loss Account (b)| Deducted from asset concerned
3. | Balance Sheet (c)| Is a liability of the business.
4. | Purchases Returns (d)| Is an asset of the business.
5. | Sales Returns (e)| Deducted from sales
6. | Accrued expense (0 | Investment made into the business
by proprietor
7. | Depreciation (g)| Indicates net profit or loss.
8. | Prepaid expense (h)| Indicates gross profit or loss.
9. | Drawings (1) | Not an account, but a statement.
10. | Capital () | Deducted from purchases.

B- Exercises

1- Ascertain purchases from the following figures:

Cost of goods sold IQD 81000
Opening Stock IQD 6000
Closing Stock IQD 7000

2- Calculate Gross Profit from the following figures:
Cost of goods sold  1QD 80000

Sales

IQD 140000

3- Ascertain cost of goods sold from the following figures:
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Opening Stock IQD 4000

Purchases IQD 21000
Closing stock IQD 3000
4- Ascertain cost of goods sold from the following figures :
Particulars IQD
Opening Stock 9000
Purchases 31000
Direct Expenses 5000
Indirect Expenses 3000
Closing Stock 9000
5- Ascertain Gross Profit from the following figures:
Particulars IQD
Opening Stock 6000
Purchases 14000
Sales 21000
Closing Stock 4000
Purchase Returns 400
Returns inwards 500
Warehouse wages paid 1400
Import Charges 300

6- From the following ascertain Gross Profit and Net Profit:

Particulars IQD
Opening Stock 2000
Carriage in 500
Purchases 15000
Manufacturing wages 3000
Sales 21000
Closing Stock 4000
Accrued Manufacturing Wages 90
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Returns outwards

200

Returns inwards

700

Loss due to fire

1000

Indirect Expenses

100

7- The following information about the first half of 2018 for Quick meal

restaurant:

Particulars

Purchases

Sales

Purchases returns

Sales returns

Beginning inventory

Ending inventory

Freight —in

Selling expenses

Administrative expenses

Required:

A: Determine the following:
1. The cost of goods purchased.
2. The cost of goods sold.
3. Gross profit.

4. Net income.

Amounts IQD
10000
25000

1000
6000
6000
4000
2000
3000
500

B: Prepare trading account for quick meal for the half ended June 30,2018.

8-The following balances are showed at Dec. 31, 2018 for Ali's company:

Particulars Amounts IQD
Merchandise inventory 1/1 15000
Sales 101000
Sales returns 1000
Accounts receivables 7000
Purchases 60000
Freight - in 2000
Fright - out 4000
Cash 21000
Equipment 20000
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Administrative expenses 7000
Notes receivables 12000
Accounts payable 5000
Notes payable 1000
Capital ?2?7?7?
Ending inventory at cost 20000
Ending inventory at market 18000

Required:

1. Prepare income statement for the year ended Dec, 31, 2018

2. Prepare trading A/c, profit and loss account.

3. Prepare the balance sheet as of Dec. 31, 2018.

1212421212421 2]
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CHAPTER (3)

Financial Statements Analysis Preview
Al ad) g8l Julas ) 5 ks
LEARNING OBJECTIVES .....
rdadadtl) Cilaay)

After reading this chapter, you can certainly be able to

understand the following subjects :

% Analysis Tools

** Valuation Models

* Analysis in an Efficient Market

* Financial Reporting and Analysis :
e Reporting Environment
e Statutory Financial Reports

e Factors Affecting Statutory Financial Reports
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CHAPTER (3)

Financial Statements Analysis Preview
Aallal) adf g8l Judas ) 3 i

% Financial Statement Analysis Tools _4sdtall ail gl Julas <) gai

Financial statements are usually the final output of a company’s accounting
operations. These statements contain information relating to the revenues,
expenses, assets, liabilities and retained earnings of the business.

Business owners often pay close attention to this information since the
statements can provide detailed information about the company’s operational
performance. Many business owners and managers use specific analysis tools to
closely review their company’s financial statements for decision-making purposes.
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e Financial Ratios Aallal) qanadl)

A traditional financial statement analysis tool is financial ratios. These ratios
take information from the company’s financial statements and calculate economic
indicators for comparison to another company or the industry standard.

Financial ratios include liquidity, asset turnover, financial leverage and

profitability calculations. Liquidity ratios calculate the company’s ability to meet short-
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term financial obligations. Asset turnover ratios indicate how well the company uses
its assets to generate profits. Financial leverage ratios calculate the long-term
solvency of a company. Profitability ratios help companies determine how much
profit they are generating from the sale of various goods or services.

< Valuation Models Al gz dlad

Financial statements prepared in accordance with generally accepted

accounting principles(GAAP) show many assets based on their historic costs rather

than at their current market values. For instance, a firm's balance sheet will usually

show the value of land it owns at what the firm paid for it rather than at its current
market value. But under GAAP requirements, a firm must show the fair values (which
usually approximates market value) of some types of assets such as financial

instruments that are held for sale rather than at their original cost.

There are commonly three pillars to valuing business entities: comparable
company analyses, discounted cash flow analysis, and precedent transaction
analysis.

e Discounted cash flow method  as«adall g8l aal) 45, )k

This method estimates the value of an asset based on its expected future
cash flows, which are discounted to the present (i.e., the present value). This

concept of discounting future money is commonly known as the time value of money.

For instance, an asset that matures and pays $1 in one year is worth less than $1

today. The size of the discount is based on an opportunity cost of capital and it is

expressed as a percentage or discount rate.

For a valuation using the discounted cash flow method, one first estimates the

future cash flows from the investment and then estimates a reasonable discount rate
after considering the riskiness of those cash flows and interest rates in the capital
markets. Next, one makes a calculation to compute the present value of the future

cash flows.
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e Guideline companies method dgald Y s il A8y jh

This method determines the value of a firm by observing the prices of similar
companies (called "guideline companies") that sold in the market. Those sales could
be shares of stock or sales of entire firms. The observed prices serve as valuation

benchmarks. From the prices, one calculates price_multiples such as the price-to-

earnings ,one or more of which used to value the firm. For example, the average
price-to-earnings multiple of the guideline companies is applied to the subject firm's

earnings to estimate its value.

Many price multiples can be calculated. Most are based on a financial
statement element such as a firm's earnings (price-to-earnings) or book value (price-
to-book value) but multiples can be based on other factors such as price-per-
subscriber.
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e Net asset value method Joa¥) dad la 43, )k

The third-most common method of estimating the value of a company looks to

the assets and liabilities of the business. At a minimum, a solvent company could

shut down operations, sell off the assets, and pay the creditors. Any cash that would

remain establishes a floor value for the company. This method is known as the net

asset value or cost method.
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< Analysis in an Efficient Market 338 &g & Jalail)

e Efficient Market Hypothesis Bod) BoliS Al b
EMH Definition

The Efficient Market Hypothesis (EMH) essentially says that all known
information about investment securities, such as stocks, is already factored
into the prices of those securities. Therefore, assuming this is true, no amount
of analysis can give an investor an edge over other investors.
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The EMH considers how much information about a company and its
stock price is readily available to investors. The less information there is, the
weaker EMH is, and the more information there is, the stronger EMH is."

O LK ¢ 8 e slaall il LS| el LAl Leags rws 38,4300 e Claslaal) laie EMH e
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EMH does not require that investors be rational; it says that individual
investors will act randomly but, as a whole, the market is always "right." In
simple terms, "efficient” implies "normal.” For example, an unusual reaction to
unusual information is normal.

e Defining the Forms of EMH ol oS il @ QWG iy ol

There are three forms of EMH: Weak, Semi-strong and Strong. Here's

what each says about the market.
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A. Weak Form EMH:

Suggests that all past information is priced into securities.

Fundamental analysis of securities can provide an investor with
information to produce returns above market averages in the short term

but there are no "patterns” that exist. Therefore fundamental analysis
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does not provide long-term advantage and technical analysis will not

work.
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Semi-Strong Form EMH:

Implies that neither fundamental analysis nor technical analysis
can provide an advantage for an investor and that new information is
instantly priced in to securities.

Strong Form EMH:
Says that all information, both public and private, is priced into

stocks and that no investor can gain advantage over the market as a
whole. Strong Form EMH does not say some investors or money
managers are incapable of capturing abnormally high returns but that

there are always outliers included in the averages.

Efficient Market Hypothesis

1.

The EMH argues that stock prices incorporate relevant market
information arriving at fair prices.

Weak form EMH argues that stock prices incorporate past public
information.

Semi-strong form argues that stock prices incorporate all current public
information.

Strong form argues that stock prices incorporate all information
including private insider knowledge.
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% Financial Reporting and Analysis (Aladl Al g Sl

The users of financial reporting information include investors, creditors,

analysts, and other interested parties. There are several sources of
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information available to users. These include statutory financial reports and

alternative information sources such as economic information and industry

information.
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e Reporting Environment A Ady

Financial reporting is shaped by the interplay of the parties in society
that have an interest in this information, including the preparers (managers of
reporting companies) and users of the information, information intermediaries,
regulators and auditors. Together, these parties constitute the financial
reporting environment.
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Financial reporting includes financial statements and other forms of
communication that provide financial information, such as earnings
announcements, analyst presentations, press releases and prospectuses. In
market-based economies, financial reporting information is used by external
parties for at least two reasons: to evaluate investment opportunities (ex-ante)
and to monitor management (ex-post).

c Y aldle) Jia ¢ Al cilagira g8 AN 5 AY) Jual) JISa] g ddlall clibud) Alal) LS pana
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The ex-ante demand for this type of information arises from information
asymmetry between the outside investors (users of the information) and the
managers of the company (preparers of the information). Information
asymmetry exists because managers typically have more information about
the company’s expected performance than outsiders. If outside capital
providers lack credible information to evaluate investment opportunities, an
efficient allocation of resources in a market economy is impeded. An important

role of financial reporting information is therefore to mitigate information
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asymmetry and provide information that is useful to assess future cash flow
prospects and make investment decisions (valuation role).

The second, ex-post role of financial information emerges from agency
problems between managers and outside capital providers. Once the
investment is made, potential conflicts of interest between investor (owner)
and management arise. In an attempt to alleviate these problems, investors
use financial information to monitor management’s behavior. According to this
stewardship role of information, the objective of financial reporting is to
facilitate contracting. Together the two distinct, but related, roles of financial
reporting provide an information based perspective on financial reporting,
where investors (users) have information demands and managers (preparers)
have incentives to supply financial information. From this point of view, the
financial reporting environment is shaped by the extent of information
asymmetry and agency problems (Beyer et al., 2010).

Although financial reports have been published for hundreds of years,
the regulation of these reports is a relatively recent phenomenon. In most
developed economies, the regulation of accounting commenced in the early
twentieth century, when the separation of ownership and management of
business entities was on the rise and the information asymmetry problem
emerged. Accounting systems evolved independently in most countries which
led to considerable variation among countries. Depending on specific
characteristics of the legal system, tax regulation and the financing system,
countries developed different regulatory institutions and different accounting
rules.

By the end of the twentieth century, when capital markets became more
and more international, the regulatory diversity was considered to be a
problem. A demand arose for international accounting standards, which would
facilitate the international comparison of financial information. Currently, the
vast majority of countries use some form of international accounting
standards rather than domestically developed standards. The rise of
international accounting standards, especially during the past decade, has
shaped the assumptions on which financial reports are based as well as their

primary objective.

62



The most influential accounting standards in the world, IFRS and US
GAAP3 , state objectives in their underlying frameworks that emphasize the
central role of corporate reporting for the functioning of an efficient financial
market. The main concern is the usefulness of financial reporting information
for investment purposes. The international consensus with respect to this
decision usefulness approach is an illustration of the influence that regulators
have over the shape of financial reports. In order for the financial reports to be
useful they have to be credible. The regulation of financial reports and the use
of accounting standards are not sufficient to achieve that. Auditors play a key
role in this respect. External auditors can provide the outside users of
financial reports with independent assurance that the disclosed information is
credible. In many countries, public interest companies are required to have
their financial statements certified by an independent auditor. Assuming
higher quality audits are more costly, companies have an incentive to select
an audit firm that provides the optimal level of quality. Understanding this
selection process would enhance our understanding of the role that auditors
play in the financial information environment.

Finally, information intermediaries, such as financial analysts, rating
agencies and the financial press, generate new information about business
entities and increase their visibility. For example, sell side analysts
disseminate the information prepared by companies and provide additional
information by means of their reports and recommendations. The role of the
financial press as intermediary has not received much attention, although its
spreads news from financial reports to the broader public affecting the
companies’ information environment. But in addition to the informational role,
the scrutiny of the press may also have a disciplining effect on company’s

financial reporting strategy.

e Statutory Reporting (Rl anl)

Statutory reporting is the mandatory submission of financial and non-
financial information to a government agency. Each industry has its own set of laws

and regulations that mandate reports. In many countries, International Financial
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Reporting Standards (IFRS) has replaced country-specific Generally Accepted
Accounting Principles for statutory reporting.
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e Definition of Statutory Financial Statements
Statutory Financial Statements means financial statements required to be filed
by the Operating Subsidiaries with insurance regulatory authorities under applicable
insurance regulatory laws, including the Annual Financial Statement and the
Quarterly Financial Statements for each such Operating Subsidiary.
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e Definition of Statutory Financial Statements in Loan and Security
Agreement
Statutory Financial Statements means, in relation to any member of the
Group, those financial statements required to be prepared in respect of that member
of the Group in its jurisdiction of incorporation and prepared in accordance with
generally accepted accounting principles.
e Definition of Statutory Financial Statements in Credit Agreement
Statutory Financial Statements means all financial statements of the
Sponsor's subsidiary insurance companies for each relevant period, prepared in
accordance with Applicable Accounting Principles.
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http://searchsecurity.techtarget.co.uk/definition/IFRS-International-Financial-Reporting-Standards
https://www.lawinsider.com/contracts/tagged/loan-and-security-agreement
https://www.lawinsider.com/contracts/tagged/loan-and-security-agreement
https://www.lawinsider.com/contracts/tagged/credit-agreement

e Factors Affecting Statutory Financial Reports
Lnala) Adlal) o J3Y (8 5 ji5al) Jal gal

Statutory financial reports are prepared according to the set of generally
accepted accounting principles (GAAP). A regulatory hierarchy that includes the
Securities and Exchange Commission, the American Institute of Certified Public
Accountants, and the Financial Accounting Standards Board promulgates these
principles. GAAP is also influenced in some industries by specialized industry
practices. Managers prepare the statutory financial reports. Thus, the reports are
subject to manipulation based on incentives of managers to present the company in
its best light.
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There are many of external and internal factors effected on financial analysis,
we can briefly mention some of them as follow:
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1. Managers have the main responsibility for ensuring fair and accurate financial
reporting by a company.

2. Managers have discretion in financial reporting in most cases. This discretion
may result from either of two sources. First, managers often have a choice
between alternative generally accepted rules in accounting for certain
transactions. Second, managers often have to make estimates of uncertain
future outcomes. Each of these managerial judgments creates managerial
discretion.

3. Monitoring and control mechanisms include SEC oversight, internal and

external auditor review, corporate governance such as Board of Director
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subcommittees assembled to oversee the audit and financial reporting, and

the omnipresent threat of litigation.

4. Managers have several potential incentives to manage earnings.

a.

First, managers that earn bonus payments as a function of reported

earnings may manage earnings to maximize their bonus.

. Second, if the company is subject to debt contract constraints (debt

covenants) such as minimum net income, minimum working capital,
minimum net worth, or maximum debt levels then the manager might
have incentive to manage earnings to minimize the probability that the
company will violate any of the debt covenant constraints.

Third, the company might choose to manage earnings because of

potential stock price implications.

. Forth, coming merger or security offering, or plans to sell stock or

exercise options. Managers also smooth income to lower market

perceptions of risk and to decrease the cost of capital

5. There are several popular earnings management strategies:

a.

First, managers often adhere to a strategy of increasing income where
latitude exists. The motivation is to portray the success of the company
more favorably.

Second, managers might take a big bath. This strategy involves taking
all discretionary losses in the current period.

Third, managers might follow a strategy of income smoothing in which
slightly higher than usual earnings are reduced in line with the trend of
earnings and slightly lower than usual earnings are increased in line

with the trend of earnings.

6. Earnings management is the “purposeful intervention by management in the

earnings determination process, usually to satisfy selfish objectives”.

7. There are powerful incentives at work, which motivate companies and their

employees to engage in income smoothing.

Finance and capital markets e gaill g Allall 51 sl

1. The Securities and Exchange Commission SEC serves as an advocate for

investors. As such, the SEC requires registrant companies to file periodic

standard reports. These reports allow the SEC to oversee the financial
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reporting activities of the company and allow the SEC to make key financial

information available to all investors.
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2. Financial intermediaries (analysts) play an important role in capital markets.

They are an active and sophisticated group of users that provide useful
information to market participants.

Market approach: As the name implies, this approach directly or indirectly
uses prices from actual market transactions. Sometimes, market prices may
need to be transformed in some manner in determining fair value.
Accounting Profession dsalaal) ddgall

The accounting profession currently establishes accounting standards. The

Financial Accounting Standards Board is currently the primary rule making body. The
SEC and the AICPA oversee the activities of the FASB. The FASB proposes rules by

first issuing a discussion memorandum.
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Economic growth and development ey jghiy gai

. The two basic income concepts are economic income and permanent income.

Economic income is typically determined as cash flow during the period plus
the change in the present value of expected future cash flows, typically
represented by the change in the fair value of the business’s net assets.
Permanent income (also called sustainable income or recurring income) is the
stable average income that a business is expected to earn over its life, given
the current state of its business conditions. Economic income measures
change in shareholder value and is useful in evaluating the total shareholder.

Economic income measures the net change in shareholder value during a

period.

. Accounting income is the excess of revenues and gains over expenses and

losses measured using accrual accounting.
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Economic income is a measure of the change in shareholder value over a
period of time. Permanent income is the normal, recurring amount of income
that a company is able to earn each period. Accounting income has aspects
of both.
. The permanent component of accounting income is the portion of total
earnings that is expected to persist indefinitely (recur). Revenues and cost of
goods sold components are largely permanent income components.
. Value irrelevant income components have no economic content and, as the
name suggests, have no effect on the value of the company.
. Core income refers to a current period’s recognized income from which all
transitory components have been removed.
. Some of the major adjustments to net income for determining economic
income are including various unrealized gains and losses that are included in
other comprehensive income, such as unrealized gains/losses on marketable
securities or net pension assets.
Following are some of the circumstances that can point to areas of high audit
risk:
a. Growth industry or company with need for continuing earnings growth
to justify high market price or to facilitate acquisitions.
b. Company in difficult financial condition requiring financing urgently and
frequently.
c. Company with high market visibility issuing frequent progress reports
and earnings estimates.

d. Management dominated mostly by one or a few strong-willed

individuals.
e. Personal financial difficulties of members of management.
f. Deteriorating operating performance.
g. Excessively complex capital structure.
h. Management which has displayed a propensity for earnings

manipulation. Problem industry displaying weaknesses, in such areas
as receivable collection, inventories, contract cost overruns,
dependence on few products, etc.

i. Dealings with insiders on related parties or stockholder lawsuits.

J.  Turnover of key officers, legal counsel or auditors.
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v. Inflation aduail)

Historical cost model generates more reliable accounting information, since all
numbers are based on actual transaction, i.e. the exact price paid by the company at
acquisition; Fair value model is more relevant, as it reflects market participant (e.g.,
investor) assumptions about the present value of expected future cash inflows or
outflows arising from an asset or a liability.

vi. Legal System (Al ol
1. To manipulate the financial reports is limited by several monitoring and
enforcement mechanisms including the SEC, internal and external auditors,
corporate governance, and the possibility of litigation against the company
and/or the managers.
2. Statutory financial reports are not the only source of information about a
company that is available to interested parties outside of the organization.
Other sources include forecasts and recommendations of information
intermediaries (analysts), general economic information, general information
about the company’s industry, and news about the company. Also,
management will often provide voluntary disclosure of information that is not
required by GAAP or other regulatory mandate.
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vii.  Accounting regulation Chall aidaal) allail)
1. Earnings announcements provide summary information about the company’s
performance and financial position during the quarter and/or year just ended.
The earnings announcement contains much less detail than the financial

statements, which are only released after they are prepared and audited.
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2. Under the historical cost model, asset and liability values are determined on
the basis of prices obtained from actual transactions that have occurred in the
past. Under the fair value accounting model, asset and liability values are
determined on the basis of their fair values (typically market prices) on the
measurement date (i.e., approximately the date of the financial statements).

3. In accounting, conservatism states that when choosing between two
solutions, the one that will be least likely to overstate assets and income
should be selected. The two main advantages of conservatism are that:

a. it naturally offsets the optimistic bias on the part of management to
report higher income or higher net assets; and

b. itis important for credit analysis and debt contracting because creditors
prefer financial statements that highlight downside risk.

4. The two types of conservatism are unconditional and conditional
conservatism. Unconditional conservatism understates assets (or income)
regardless of the economic situation.

5. Finance and accounting researchers have established that accounting
information is indeed relevant for decision making. For example, researchers
have shown that accounting earnings explain much (50% - 70%) of the
fluctuation in stock price changes.

6. Financial statement information has several limitations.

= First, financial statements are released well after the end of the quarter
and/or fiscal year. Thus, they are not entirely timely.

= Second, they are only released on a quarterly basis. Investors often
have a need for information more often than just on a quarterly basis.
Thus, financial statements are limited by the relative infrequency of
their release.

= Third, financial statements have little forward-looking information.
Investors must use the largely backward looking financial statements to
generate their own beliefs about the future.

= Fourth, financial statements are prepared using rules that are

promulgated with a relevance and reliability trade-off. The need for
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reliability causes the relevance of the information to be, in certain
instances, compromised.

= Fifth, the usefulness of financial statement information may also be
limited by the bias of the managers that prepare the statements. For
example, managers in certain instances may have incentives to
overstate or understate earnings, assets, liabilities, and/or equity.

7. Short-term accruals arise because of the timing differences between income
and cash flows.

8. Cash flow measures of performance almost always suffer from the timing and
matching problems that accrual accounting was developed to mitigate.

9. Cash flows are highly reliable because the receipt or payment of cash
measures the cash flows. Accounting net income is less reliable than cash
flows because calculating net income often requires estimations of future
outcomes.

10.Income (also referred to as earnings or profit) summarizes, in financial terms,
the net effects of a business’s operations during a given time period.
Economic income differs from cash flow because it includes not only current
cash flows but also changes in the present value of future cash flows.
Similarly, accounting income considers not only current cash flow but also
future cash flow implications of current transactions.

11.Preparers of financial statements must make certain estimates of uncertain
outcomes and make judgments about other uncertainties.

12.Accounting analysis is the process of evaluating the extent to which a
company’s accounting numbers reflect economic reality.

13. Accounting analysis involves several interrelated processes and tasks. First,
the analyst must evaluate the quality of the financial information. Second, the
analyst must adjust the financial information based on the findings in the
evaluation of the quality of the financial information.

14.Accounting distortions are deviations of reported information in financial
statements from the underlying business reality. These distortions arise from
accounting policy choices, errors in estimation, the trade-off between
relevance and reliability, and the latitude in application.

15.Earnings management may take many forms. Listed here are some forms to

which the analyst should be particularly alert:
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Viii.

a. Changing accounting methods or assumptions with the objective of
improving or modifying reported results.

b. Misstatements, by various methods, of inventories as a means of
redistributing income among the years.

c. The offsetting of extraordinary credits by identical or nearly identical
extraordinary charges as a means of removing an unusual or sudden
injection of income that may interfere with the display of a growing
earnings trend.

16.The "quality" of earnings of an enterprise is a measure of the degree of care
and unbiased judgment with which they are determined, the extent to which
all important and necessary costs have been provided for and the variability
which industry conditions subject these earnings to. Analysts must assess the
quality of earnings in order to render them comparable to those of other
enterprises. The quality of earnings depends, among other factors, on:

17.The degree of conservatism with which the estimates of present and future
conditions are arrived at. That is, the degree of risk that real estimates or
assumptions may prove over-optimistic or downright unwarranted and
misleading.

18.Management's discretion in applying GAAP. This requires the analysis of
discretionary and future directed costs.

19.The relation between earnings and business risk. The stability and the growth
trend of earnings as well as the predictability of factors that may influence
their future levels.
Accounting and Standards Principles Lplaal) gplaall g g5l

1. Contemporary generally accepted accounting principles (GAAP) is the set of
rules and guidelines of financial accounting that are currently mandated as the
acceptable rules and guidelines for preparing financial reports for the external
users of financial information.

2. Timing and matching problems make short-term performance measurement
difficult and often less meaningful.

3. Accrual accounting calls for recognizing revenue when the revenue is both
earned and realizable. Revenues are earned when the company delivers the

products or services. Revenues are realized when cash is received.
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. Accrual accounting requires that the economic efforts required to generate
revenues be matched against the related revenues.

. Accrual accounting is a superior measure of performance and financial
position relative to cash flows. The factors that give rise to this superiority are
the more appropriate timing of revenue recognition and the more precise
matching of costs against these revenues.

. Accrual-accounting based income measures repeatedly out-perform cash
flow-based measures such as operating cash flow or free cash flow at
explaining changes in stock price.

. Accounting principles can, in certain cases, create differences between
financial statement information and economic reality.

Under the historical cost model, asset and liability values are determined on
the basis of prices obtained from actual transactions that have occurred in the
past. Under the fair value accounting model, asset and liability values are
determined on the basis of their fair values (typically market prices) on the
measurement date (i.e., approximately the date of the financial statements).

. The fair value accounting periodically updates asset/liability values even in the

absence of explicit transactions.

10.Under historical cost accounting, income is the accountants estimate of what

an enterprise has “earned” during a period. Under fair value accounting,
income is merely the residual amount that measures the net change in the fair

values of assets and liabilities.

11.Formally, SFAS 157 defines fair value as exchange price, that is, the price

that would be received from selling an asset (or paid to transfer a liability) in

an orderly transaction between market participants on the measurement date.

12.Financial assets/liabilities are easier to fair value. This is because they are

more homogenous and usually have liquid markets with traded quotes.

13.Some of the issues that the analyst needs to consider when evaluating fair

value accounting are:
a. balance sheet and not income statement is the most important
statement under fair value accounting;
b. income under fair value accounting measures change in net assets, it
is not a measure of profitability and cannot be used for directly valuing

an enterprise;
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c. use of fair value assumptions.

14.Different persons use accrual accounting information and cash flow
information to varying degrees in their valuation models. Accrual accounting
information is often used in valuation models based on price to earnings
multiples, market to book multiples, and abnormal accounting earnings-based
valuation models. Cash flow information is used in such models as discounted
dividend and discounted cash flow models.

15. Accounting concepts and standards are subject to individual judgments and
incentives in the promulgation process. Accounting regulation is proposed by
accounting regulators and then commented upon by the financial reporting
community.

16. Auditing standards are broad generalizations that come in three sets:

a. General standards define the personal qualities required of the
independent CPA.

b. Standards of fieldwork cover the actual execution of the audit and
cover the planning of the work, evaluation of the client's system of
internal control, and the quality and sufficiency of the evidence
obtained.

c. Reporting standards govern the preparation and presentation of the
auditor's report.

17.Auditing procedures are tests applied to a company’s accounts to develop
evidence to support or refute the hypothesis that the reported numbers are
prepared according to generally accepted accounting principles and are fairly
presented.

18.The auditor's opinion deals with:

a. The fairness of presentation of the financial statements,

b. Their conformity with generally accepted accounting principles, and

c. Disclosure when a material change in accounting principles has
occurred.

19. Auditing is based on a sampling approach to the data under audit. Statistical
sampling, while lending itself to many applications in theory, is more limited in
actual practice.

20.The auditor maintains that s/he expresses an opinion on management's

statements. Auditors are very insistent on this point and attach considerable
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importance to it. It means that, normally, the auditor did not prepare the
financial statements nor did the auditor choose the accounting principles
embodied in them.
ix. Other Factors  cAldlse
There are many factors that affect regular financial reporting: legal
requirements, specialized accounting standards, tax laws and the financial structure
of companies. Some of these variables can be controlled, while others cannot be
controlled, resulting in a difference in the calculation of profits. For example, DAFSA,
a financial analysis firm, uses the following method to calculate profits:
s.m =1-(d.m-d.r) + [d.m]
This means that:
sm = indicator of measurement behavior
dm = Adjusted earnings
dr = disclosed earnings

Measurement behavior= (Adjusted earnings - disclosed

earnings) + Adjusted earnings

The measure of profit pessimistic when the indicator (s.m> 0.95), and can be

a measure neutral when the indictor (1 < s.m < 0.95) and be optimistic when the
indictor (s.m> 1.05).

sAlJalge o
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o) (5% o S (0,95 > L) i3l ()5S s (pESSIMISTiC) ailiie g i) (ulie ¢ 58y
Os—S L s (optimistic) Jie 55 (0.95 < 20 £ 1) Dl S Wi (neutral) s
(1.05 < p ) isd

Example
An Egyptian company operating in Iraq announced that annual profits, which
amounted to (5,000,000) Egyptian pounds during 2019, has provided financial
statements to the tax authorities by the Egyptian re-preparation of financial
statements and adjusted in accordance with the laws in in Egypt.
Required: calculate the behavior of the scale, assuming the following: -
(1) adjusted earnings (6,000,000) pounds.
(2) adjusted earnings (4,000,000) pounds.
1 - The first assumption
S m =1- (6,000,000 — 5,000,000) + 6,000,000 =1-0.16 = 0,84
S m = 0.84 which is less than (0.95) any (pessimistic).
2 - The second assumption
SM=1- (4,000,000 - 5,000,000) + 4,000,000 =1 - (1,000) / 4,000
Sm=1-(-0.25)=1+0.25=1.25
S M = 1.25, that is more than of 1,05 (optimistic)
e
§ s 4fia (5000000) coals A 4 il Leal sl 3 al) & Alalal) &y jeaall IS il (s0a) Cuile
AL 258l slae) salely cauald Ay juaal) Ay yuiall cllaludl ) AW 30 g6l caedd 385 022019 ale SOl
s A Ol sl ae 3 Ly Lelaad
Usadll 2L,Y1 (2) 45 (60000000) Hanall 2L, ¥ (1) =1 (51 Gl 8 Gl sl Clusial i slhaal)
43 (4000000)
JsY) pal sy -1
0,84 = 0,16 — 1 =[ 6000000 + (5000000 — 6000000)] —1 = &
(#biia) sl (0,95) 0e J8I 250,84 = o
Sl ) @y -2
4000000/(1000000) - 1 =[4000000 + (5000000 — 4000000)] =1 = &
1,25=0,25+1=(0,25-)-1 =2
(Jliie) 1,05 (30 »S) 251,25 = & 0
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uestions

Describe the Analysis Tools.

What are the Valuation Models?

Analysis in an Efficient Market

What are the outsides related with the Financial Reporting and Analysis?
Explain the Reporting Environment .

Want is the meaning of Statutory Financial Reports ?

Explain the Factors Affecting Statutory Financial Reports.
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CHAPTER (4)

Fund Flow Statement

Al il s

LEARNING OBJECTIVES .....
A anlail) Cilaad)
After reading this chapter, you can certainly be able to

understand the following subjects :

* Concept of Fund

* Fund Flow Statement (Meaning)

* Important Definitions of Fund Flow Statements

* Uses/Advantages of Fund Flow Statement (FFS):

* Limitations / Disadvantages of Fund Flow Statement
(FFS):

¢ Preparation of Fund Flow Statement
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CHAPTER (4)

Fund Flow Statement

(Al gdail) Cads

Concept of Fund :  Jlll aseda

Fund refers to economic value of assets expressed in terms of money.

In a broader sense, fund includes all resources i.e. total resources used in the
business whether in the form of men, materials, money, machinery, methods
etc.

However, in the narrow sense, funds means only cash resources of the
business.

Funds is also taken as synonymous to working capital which is the excess of

current assets over current liabilities.

Fund Flow Statement (Meaning) Jlse¥) @8 (iis Jaa

Fund flow statement is a statement showing sources and application of funds
for a period of time.

Fund flow statement is one of the valuable tool in the hand of management to
evaluate the uses of funds by the organization and in determining as to how
these uses are financed.

Fund flow statement is statement which discloses the analytical information
about the different sources of fund and the application of the same in the
specific accounting cycle.

In other words, it incorporates those transactions which change either the
amount of current assets or current liabilities (in the form of increased or

decreased working capital) or fixed assets, long-term loans and equity capital.
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Fund flow statement is also called the 'Statement of Sources and Application
of Fund 'Movement Funds Statement’.

Fund flow statement attempts at providing a link in the completion of final
statements .

Fund flow statement is a statement in summary form that indicates the
changes occurring in items of financial condition between two different
balance sheet dates .

Important Definitions of Fund Flow Statements :

JIgal) (38 A daga iy jlat

(a) "The Fund Flow Statement describes the sources from which additional funds

were derived and the uses to which these funds were put".

ahLﬂéMJéd\éh\dﬁuYuub'g!d\yiuj;Le_'mdw‘e:gﬂ‘JJ] 1 J1sa) BB S

" s

(b) "The Fund Flow Statement is a statement of sources and application of funds

is a technical device designed to analyze the changes in the financial
condition of a business enterprise between two dates.
Uses/Advantages of Fund Flow Statement (FES)

J) gl (3845 (DS U ja [ Cibaladiin)

Fund flow statement is helpful in estimating the budgets or the amount of

funds required in future for modernization and expansion programs.

. Fund flow statement provides the information how the funds have been

obtained from different sources, i.e. External, Internal etc. and how they have

been spent.

3. Fund flow statement helps to know where did the profits go.

4. Fund flow statement leads to improvement in the rate of profit on assets by

directing the flow of funds to those activities with higher margins.

Fund flow statement helps the management for declaration of dividends,
planning of a dividend policy, or issue of bonus shares.

Fund flow statement helps in avoiding the situation of running out of funds by
obtaining additional working capital, when required.

Fund flow statement helps in planning the temporary investment of idle funds
and planning the repayment schedules of long-term debt.

Fund flow statement helps in planning for retirement of long-term debts.
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9.

Fund flow statement helps in assessing the relative points of strength and

weakness of the organization.

10.Fund flow statement helps in financial planning, decision-making and

R/
L X4

R/
o

allocating the resources for productive investments.

Limitations / Disadvantages of Fund Flow Statement (FFS)

JIsa¥) (BN ChiS G gee [ dana
Non-fund transactions are ignored and hence it cannot provide full financial
analysis unless supported by ratio analysis etc.
It is criticized for just re-arranging the financial information obtained from the
financial statements.
It is historic statement and it does not indicate any price level changes.
It does not show any changes in working capital for which a separate
statement has to be prepared.

Preparation of Fund Flow Statement  J)sa¥) (383 Ciis las)

(@) Funds from Operations — <bleal) ¢ra J) gaY)

The concept of funds from operations is extremely important.

Fund from operations is the working capital flow arising out of operating
activities.

In calculating funds from operations, non-business expenses like dividend
paid as well as non-cash expenses like depreciation etc. are added to the net
profits shown by the Profit and Loss A/c.

Similarly , non — cash as well as non - business income is deducted from net
profits

The method of finding out funds from operations is as follows :

Adjusted Profit and Loss Alc

Particulars Particulars
To Non-cash Items : By Balance b/d (Opening

1. Depreciation on fixed assets Balance) By Non-operating
2. Preliminary expenses Income :

written-off 1. Interest received
3. Goodwill written-off 2. Profit on sale of fixed
4. Discount on issue of shares assets

and debentures written-off 3. Dividend received
5. Transfer to reserve 4. Refund of taxation
6. Proposed dividend 5. Other items
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7. Loss on sale of assets By Funds from Operations
8. Provision for taxation To (Balancing Figure)
Dividend Paid
To Income Tax Paid
To Balance c/d (Closing Balance)

Total Total

e The funds from operations can also be calculated by preparing a statement.

e The items shown on the debit side of the adjusted Profit and Loss A/c. are
added in the net profits while the items on the credit side are deducted from
net profits.

(b) Statement of Changes in Working Capital Jatadl Jlall (il &l sas cads

e |t shows net increase or decrease in working capital.

e In the funds flow statement, net increase in working capital is shown on the
application side, while net decrease in working capital is shown on the
sources side.

e In order to find out this figure, the following statement is prepared.

statement showing Changes in Working Capital

Particulars Previous Year|Current Year| Increase/ Decrease
in Working Capital

1.Current Assets
Cash
Debtors
Bills Receivable
Stock
Prepaid expenses
Income outstanding
Short-term investments
II. Current Liabilities:
Creditors
Bills payable
Bank overdraft
Expenses outstanding
Short-term loans
Total

Net Increase / Decrease In Working Capital (1) - (l):

Notes:
e Working Capital = Current Assets - Current Liabilities.
e Increase in Current Assets means Increase in Working Capital.
e Decrease in Current Assets means Decrease in Working Capital.
e Increase in Current Liabilities means Decrease in Working Capital.
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e Decrease in Current Liabilities means Increase in Working Capital.

(c) Funds Flow Statement J\se¥) (3 Cids
1. Funds flow statement is a financial statement drawn to know the changes in
financial position over the year.
Preformat of Fund Flow Statement:
Funds Flow Statement for the year ended on 31°' March, 20XX

Sources QD Application 1QD
1. Funds  from business .
. - [1. Loss of funds due to operations | -

operations

2. Issue of additional capital _ [ Redemption of preference
shares

3. Issue of debentures - 3. Redemption of debentures -

4. Sale of investments - @. Purchase of investments -

5. Sale of Assets - /5. Purchase of assets -

6. Loans raised - 6. Payment of loans -

7. Non-trading receipts - [7. Tax paid -

8. Decrease in working capital - 8. Dividend paid -
9. Non-trading payments -
10. Increase in working capital -

Total _ [Total -

Exercise No. 1
Prepare a Fund Flow Statement from the following balance sheets of ABC Company

Particulars January 1, 2018 December 31, 2018
IQD IQD

Cash 40,000 44,400
Accounts Receivable 10,000 20,700
inventories 15,000 15,000
Land 4,000 4,000
Buildings 20,000 16,000
Equipment 15,000 17,000
Accumulated Depreciation (5,000) (2,800)
Patents 1,000 900
Total Assets 100,000 115,200
Current Liabilities 30,000 32,000
Bills Payable 22,000 22,000
Bills Payable Discount (2,000) (1,800)
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Capital Stock 35,000 43,500
Retained Earnings 15,000 19.500

Total Liabilities 100,000 115,200

Additional Information

1. Income for the period was 1QD 10,000.

2. A building that cost IQD 4,000 and which had a book value of IQD 1,000 was
sold for 1QD 1,400.

3. The depreciation charge for the period was IQD 800.

4. There was an issue of IQD 5,000 of common stock.

5. Cash dividends of 1QD 2,000 and stock dividends of IQD 3,500 were
declared.

Solution :
Working Notes :
1) Computation of Profit on Sale of Building

Particulars 1QD

Acquisition Cost 4,000
Less : Depreciation to the date of sale (4,000 - 1,000) (Acquisition Cost 4 3,000
Undepreciated Book Value)

Undepreciated Book Value of Building Sold 1,000
Sales Price 1,400
Profit on Sale of Building 400

This IQD 400 has been credited to P & L A/c and 1QD 10,000 profit for the year has
been arrived at after credited profit of IQD 400. Since this profit is not an item of
trading profit, it should be deducted from the profit figure to arrive at funds from
operations. IQD 1,400 sales price of the building should be considered at an item of
source of funds in the funds flow statement.

(2) Calculation of Funds from Operations :

Particulars IQD
Income for the Period (Given) 10,000
Add : Depreciation IQD 800
Add : Amortization of Patents IQD 100
Add : Amortization of Discount Bonds IQD 200 1,100
11,100
Less : Profit on Sale of Building (W. N. -1) 400
Funds from Operations 10,700
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(3) Schedule of Changes in Working Capital:

1-1-2018 |31-12-2018|Changes in Working Capital
Particulars Increase Decrease
(IQD) (IQD) (IQD) (IQD)
(A) Current Assets (CA):
Cash 40,000 44,400 4,400 -
Accounts Receivable 10,000 20,700 10,700 -
Inventories 15,000 15,000 - -
65,000 80,100
Less : (B) Current Liabilities
(CL)
Current Liabilities 30,000 32,000 - 2,000
35,000 48,100 15,100 2,000
Net Increase in Working
Capital 13,100
(4) Dr. Equipment A/c Cr.
Particulars IQD Particulars IQD
To Balance b/d 15,000
To Bank (Purchase)
(Balancing Fig.) 2,000 By Balance c/d 17,000
17,000 17,000
ABC Company
Funds Flow Statement (As on 31-12-2013)
Sources IQD Application IQD
Funds from Operations 10,700 |Purchase of Equipment 2,000
Sale of Building. 1,400 |[Equity Dividend (Cash) 2,000
Issue of Equity Shares 5,000 |Increase in Working Capital | 13,100
17,100 17,100
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Exercise No. 2

From the following Balance Sheets of 'Sammal Ltd.” Prepare :

(a) Statement showing changes in Working Capital,
(b) Funds Flow Statement.

Liabilities 2017 | 2018 Assets 2017 2018

QD QD IQD QD
Equity Share Capital | 20,000 | 27,500 |Machinery 9,000 22,500
General Reserve 2,500 | 4,000 |[Stock 10,000 11,500
Profit and Loss A/c 3,000 | 2,500 [Land & Building 7,500 10,000
6% Debentures 5,000 | 10,000 |Debtors 4,000 3,500
Creditors 4,500 | 7,250 Bills Receivable 3,250 4,200
Bills Payable 1,700 | 2,500 |Goodwill 3,500 2,500
Unclaimed Dividend 300 250 |Bank 2,250 2,800

Tax Provision 2,500 | 3,500 Discount on Issue — 500

of Debentures

39,500 | 57,500 39,500 57,500

Other Information :

1. Depreciation on Machinery and Building for 2018 amounted to IQD 2,500 and
IQD 1,500 respectively.
2. The above company acquired the assets of Small Co. for IQD 10,000 and
paid the purchase consideration by issuing fully paid shares amounting to IQD
7,500 and by paying the balance in cash. The assets consists of Plant and
Machinery 1QD 5,500, Stock 1QD 2,500, and Goodwill IQD 2,000.

o0 AW

Income tax paid during 2018 amounted to 1QD 3,500.
Interim dividend paid during 2018 was I1QD 5,000.
Debentures were issued at a discount of IQD 1,000.
Decided to value stock at cost, whereas previously the practice was to value

stock at cost, less 20%. The stock according to the books was 1QD 10,000 on

2017.

The stock on 2018 was IQD 11,500 and it was correctly valued at cost.

Solution :
(a) Statement showing Changes in Working Capital of 'Vimal Ltd.’:

Particulars 2017 1QD (2018 I1QD
Current Assets (CA): (Stock + Debtors + B/R + Bank)
Less ; Current Liabilities (Creditors + B/P + Unclaimed 22,000 22,000
Dividend) 6,500 10,000
Working Capital 15,500 12,000
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Decrease in Working Capital = 15,500 - 12,000 = 3,500 (Source)
Now, Revalued Opening Stock (2017) = 10,000 x% = 12,500
This is clarified below : Let the Cost Price be 1QD 100

Reduced Price = 100-20 =80

Reduced Price Cost Price
IQD IQD
80 100
10,000 IQD

%x 10,000 = 12,500

(b) Funds Flow Statement of Sammal Ltd. for the year 2018 :

Sources IQD Application QD
Operational Profit 18,500 [Purchase of Land and Building| 4,000
Issue of Debentures 4,000 |Purchase of Machinery 10,500
Decrease in Working Capital 3,500 |Payment of Tax 6,500

Interim Dividend 5,000
26,000 26,000
Working Notes :
() Dr. Land and Building Alc Cr.
Particulars 1QD Particulars IQD
To Balance b/d 7,500 By Depreciation 1,500
To Bank - (Purchase) (Bal. Figure) | 4,000 By Balance c/d 10,000
11,500 11,500
(2) Dr. Plant and Machinery Alc Cr.
Particulars IQD Particulars IQD
To Balance b/d 9,000 By Depreciation 2,500
To Bank - (Purchase) 5,500 [By Balance c/d . 22,500
To Bank - (Purchase) (Bal.
Figure) 10,500
25,000 25,000
(3) Dr. 6% Debenture Alc Cr.
Particulars IQD Particulars IQD
To Balance c/d 10,000 By Balance b/d 5,000
By Bank 4,000
By Discount on Issue 1,000
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| 10,000 10,000 |

(4) Dr. Goodwill Alc Cr.
Particulars IQD |Particulars IQD
To Balance b/d 3,500 By Profitand Loss Alc 3,000
To Bank - (Purchase) 2,000 By Balance c/d 2,500
5,500 5,500
Dr. Adjusted Profit and Loss Alc Cr.
Particulars IQD Particulars IQD
To Interim Dividend 5,000 By Balance b/d 3,000
To General Reserve 1,500 By Stock (Increase in Value) 2,500
To Tax Provision 4,500 |By Operational Profit 15,500
To Depreciation 4,000 |(Balancing figure)
To Discount on Debenture 500
70 Goodwill 3,000
To Balance c/d 2,500
21,000 21,000

Exercise No. 3
The financial position of ABC Ltd. on 1% Jan., 2018 and 31" December, 2018 was as
follows :

Particulars 1%' January | 31° December
Assets :
Cash 8,000 7,200
Debtors 70,000 76,800
Stock 50,000 44,000
Land 40,000 60,000
Building 100,000 110,000
Machinery 160,000 172,000
Total Assets 428,000 470,000
Liabilities:
Current Liabilities 72,000 82,000
Loan from Bank 60,000 50,000
Loan from Associated Co. - 40,000
Capital and Reserve 296,000 298,000
Total Liabilities 428,000 470,000

During the year IQD 52,000/- were paid as Dividends. The provision for depreciation
against machinery as on 1% Jan. 2018 was 1QD 54,000/- and as on 31° Dec. 2018
IQD 72,000/-.
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Required :prepare the Fund Flow Statement.

Solution :
Working Notes :

Statement Showing Changes in Working Capital:

Particulars 1-1-2018 131-12-2018| |, - 0 ase in [Decreased in
IQD IQD Working Working
Capital IQD| Capital 1QD
(A) Current Assets (CA):
» Cash 8,000 7,200 - 800
* Debtors 70,000 76,800 6,800 -
» Stock 50,000 44,000 _ 6,000
128,000 128,000
(B) Current Liabilities (CL):
» Current Liabilities 72,000 82,000 - 10,000
72,000 82,000 6,800 16,800
Net Decrease in Working Capital: 1QD 10,000 (16,800 - 6,800)
Dr. Building Alc Cr.
Particulars 1QD Particulars IQD
To Balance b/d 100,000
To Bank A/c (Balancing Figure) 10,000 By Balance c/d 110,000
110,000 110,000
Dr. Machinery Alc Cr.
Particulars QD Particulars IQD
To Balance b/d 214,000
(Opening Bal (+) Provision)
To Bank A/c (Additions) (Bal. Fig.) | 30,000 By Balance c/d 244,000
244,000 244,000
Dr. Provision for Depreciation A/c Cr.
Particulars IQD Particulars QD
By Balance b/d 54,000
To Balance c/d 72,000 By P &L Alc (Balancing Figure) |18,000
72,000 72,000
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Dr. Funds from Operations Cr.
Particulars 1IQD Particulars 1QD
To Depreciation Provision 18,000 By Funds from Operations 72,000
To Dividend Paid 52,000 |(Balancing Figure)
To Balance c/d 2,000
72,000 72,000
Funds Flow Statement of ABC Ltd.
(As on 31-12-2018)
Sources IQD Applications IQD
Loan from Associate Company| 40,000 [Purchase of Land 20,000
Funds from Operations 72,000 |Purchase of Building 10,000
?I::':)i[t);creases in Working 10,000 [Purchase of Machinery 30,000
Repayment of Bank Loan 10,000
Dividend Paid 52,000
122,000 122,000

Exercise No. 4

Following are the summarized Balance Sheet of NDA Ltd. As on 31° March, 2017
and 2018. You are required to prepare a Funds Flow statement for the year ended

31°% March, 2018.

Balance Sheet

Liabilities Amount | Amount Assets Amount |[Amount

IQD IQD IQD IQD

Share Capital 200,000 | 250,000 (Goodwill 5,000
General Reserve 50,000 | 60,000 [Land and Building | 200,000 |190,000

Plant and

Profit & Loss Ale 30,500 | 30,600 |Machinery 150,000 169,000
Bank Loan 70,000 | 135,200 [Stock 100,000 | 74,000
Creditors 150,000 Debtors 80,000 | 64,200
Provision for Tax 30,000 | 35,000 (Cash in Hand 500 8,600
Total IQD 530,500 | 510,800 [Total IQD 530,500 {510,800

Additional information :
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1. Depreciation written-off on Plant and Machinery IQD 14,000 and on Land and
Building 1QD 10,000.
2. Provision for tax was made during the year 1QD 33,000.
3. Dividend of 1QD 23,000 was paid.
Solution :
(1) Working Notes :
Statement Showing changes in Working Capital

Particulars 31-3-2017 | 31-3-2018 Decrease in
IQD IQD increase in Working
Working Capita!
Capital IQD IQD

(A) Current Assets:

Stock 100,000 74,000 - 26,000

Debtors 80,000 64,200 - 15,800

Cash 500 8,600 8,100 -

Total 180,500 | 146,800

(B) Current Liabilities :

Creditors 150,000 - 150,000 -

Total 150,000 158,100 41,800

- Net Increase in Working Capital
=1QD 158,100 (-) 1QD 41,800 = 1QD 116,300

(2) Dr. Plant and Machinery A/c Cr.
Particulars IQD Particulars IQD
To Bal. b/d _ 150,000 By Adj. P & L Alc. (Dep.") 14,000
To Bank Alc (Machinery 33,000 [By Bal. c/d 169,000
Purchased)
183,000 183,000
(3) Dr. Land and Building Alc Cr.
Particulars IQD Particulars IQD
To Bal. b/d _
200,000 By Adj. P&L A/c (Dep.") 10,000
By Bal. c/d 190,000
200,000 200,000
4) Dr, Provision for Taxation A/c Cr.
Particulars IQD Particulars IQD
To Bank Alc 33,000 By Bal. b/d 30,000
To Bal. c/d 35,000 |By Adj. P&L Alc 38,000
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68,000 68,000
(5) Dr. Funds From Operations / Adjusted P & L Alc Cr.

Particulars IQD Particulars IQD
ToDep."onP &M 14,000 By Bal. b/d 30,500
ToDep."onL &B 10,000 By Operational Profit 90,100
To Dividend Paid 23,000 |(Balancing Figure)

To Provision for Tax 33,000
To General Reserve 10,000
To Bal. c/d 30,600
120,600 120,600
Funds Flow Statement
(As on 31-3-2014)
Sources IQD Application IQD
Issue of Share Capital 50,000 |Purchase of Machinery 33,000
Bank Loan 65,200 |Dividend Paid 23,000
Operational Profit 90,100 [Tax 33,000
Increase in Working Capital | 116,300
205,300 205,300
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Questions

. Explain the concept of Fund.

. What is Fund Flow Statement ?

. State the various Uses of Fund Flow Statement.

. State the Advantages of Fund Flow Statement.

. Write Short Notes about of the Utility of Funds Flow Statement.

. State the Limitations of Fund Flow Statement.

. Explain : Preparation of Fund Flow Statement.
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CHAPTER (5)

Cash Flow Analysis

@1 (gdail) Julas
LEARNING OBJECTIVES .....
rdadatl) Cilaay)
After reading this chapter, you can certainly be able to

understand the following subjects :

% Statement of Cash Flows
e Relevance of Cash
e Reporting by Activities
s Constructing the Cash Flow Statement
e Special Topics
e Direct Method

** Analysis Implications of Cash Flows
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CHAPTER (5)

Cash Flow Analysis

8L (gaaal) Jalas

« Statement of Cash Flows (Meaning)

((rirall) il Qadal) Cids
e Relevance of Cash il dka
1. A Cash flow statement deals with the inflow and outflow of cash between two
balance sheet dates.
2. Cash flow statement aims at listing the various items which brings about
changes between two balance sheet dates and therefore any items which
affects the business cash either by increasing or decreasing it is included in

this statement.

w

Cash flow statement is more useful in short-term planning.

»

Cash flow statement indicates simply cash receipts and cash payments and
does not take into consideration other current assets.
5. Cash flow statement highlights the changes in cash and cash equivalents
during the  course of the year due to various cash flows.
Aglaidl Jpal Slic¥) 8 33l ¥ i) e daall g il lia gl ) Adaboy Zpaiil) col@all ol
a8 Calite s aladl DA Joleall aill 5 283l 8 ol sl e ¢ guall daluy gaiill gaaill (i€, (o aY)
Agaail)

e Objectives of Cash Flow Statement @il (8l CAES Cilai

1. Efficient Cash Management A8} 3 1) Splis

i. To manage the cash resources in such a way that adequate cash is
available for meeting the expenses.

ii.  To plan and co-ordinate the financial operations of the business.
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2.

Internal Financial Management  4ualal 4udtal) 3_)ay)

To provide a clear picture of cash flows from operations.

3.

Projected Cash Flow  adsiall g8l ghail)

To help management to know the projected cash inflows and cash outflows.

4.

Tool of Analysis Jalaslf 3140

To act as an effective analysis tool for short-term decisions.

5.

Success or Failure of Cash Planning il hubdsl) Jié i zla

To help management to know the success or failure in cash management by

comparison of actual and budgeted cash flow statements.

R/
L X4

1.

3.

Constructing the Cash Flow Statement il (3 (ids ¢L&)

The Cash Flow Statement can be prepared on the same pattern on which a
Funds Flow Statement is prepared.

Sources, which generate cash are termed as "Inflows of cash” while the
applications of the same are termed as "Outflows of cash".

The sources of cash inflows and cash outflows are described as follows :

(A) Sources of Cash il jias

a)

1.

The following are the sources of cash :

internal Sources  4lill jiladl)

Cash generated from operations is the internal source of generating cash
inflows.

The net profit as shown by the Profit and Loss Account is the starting point for
the computation of the cash from operations.

The net profit shown by the Profit and Loss Account is not equal to the cash
from operations as several non- cash items are taken into consideration while
computing the same. Therefore, the net profit will have to be adjusted for non-
cash items to find out the cash from operations.

Some of these items are as follows :

Special Topics  &ali aual ga

Depreciation oy

Depreciation is a non- cash item, which reduces the net profit but does not result in

any cash outflows. Hence, the amount of depreciation will have to be added back in

the amount of profit.

2.

Loss on Sale of Fixed Assets A&l cia g sall 2w 5 lud
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a) Sometimes, fixed assets like land and building, plant and machinery, furniture
etc. are sold out and the loss on their sale is debited to the Profit and Loss
Account.

b) The amount of loss does not result into cash outflows and therefore is added
back in the amount of net profit.

3. Creation of Reserves — bhblia) (p o<

If profits for the year have been arrived at after charging transfers to reserves, such
transfers should be added back to the profits.

4. Writing off the Intangible Assets  4gisall Claga gall Gl

a) Intangible assets like goodwill, preliminary expenses etc. are normally written-
off against profits.

b) Such writing off the assets reduces the net profits but do not result in cash
outflows. Therefore, this item should be added back in the amount of net
profits.

5. Gains on Sale of Fixed Assets 4Ll claga sall an cailsa

Fixed assets may have been sold at a gain. Such item should be deducted from the
net profit, as it is a non- cash item.
(b)External Sources La il jalaal)

1. issue of New Shares B ageul Jlua)

If new shares are issued for cash, the net proceeds i.e. after deducting the issue
expenses will be treated as cash inflows.

2. Raising of Term Loans  Ja¥) &gk (ag b Jsas

If new term loans are raised through debentures or otherwise, such term loans are
the sources of cash inflows.

3. Purchase of Fixed Assets A g ga 51 )4

a) If fixed assets are purchased, it will be an outflow of cash.

b) However, if they are purchased on deferred payment System, it should be
shown as a separate source of cash to the extent of deferred credit.

c) However, the cost of machinery purchased will be shown as an application of

cash.

4. Short-term Borrowings  Ja¥) mad (a8
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Short-term borrowings etc. from banks increase cash available and they have to be
shown separately under this head.
5. Sale of Fixed Assets, Investments etc.: i laiic) il cila g ga g
Such sale results in generation of cash and therefore is a source of cash generation.
(B) Application of Cash A1) a)adli)

The following items result in applications of cash or cash outflows :

a) Purchase of Fixed Assets Al g ga 518
The purchases of fixed assets will result in application of cash and will be shown as
cash outflows.

b) Payment of Long-term Loans  Ja¥ dligh (a8 ads
The payments of term loans, debentures etc. will be treated as cash outflows as the
available cash is reduced.

c) Redemption of Preference Shares and Buy Back of Equity Shares

LSl agol £1 i g B lian aguuly dganal)

Redemption of Preference Shares and Buy Back of Equity Shares result in reduction
in availability of cash and hence it is an outflow.

d) Payment of Income Tax  Jid 4y pa ads
This is also an application of cash.

e) Payment of Dividend ) Glay 65 ads
This will also reduce the availability of cash and hence it is an outflow.

f) Decrease in Unsecured Loans, Deposits etc. x& ailaglly gagdll A (all

4 gaicaal)

The decrease in these liabilities indicates the repayment of these liabilities and
hence it is an outflow of cash.

g) Loss from Operations Cldaad) (e B lud
Cash generated from operations is a source of cash while, any loss from operations

is an outflow of cash as the available cash is reduced.

Format of Cash Flow Statement:

Cash Flow Statement For The Year Ended on
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Particulars

Amount(lQD)

Opening Balance : Cash Bank

Add : Sources of Cash :

Issue of Shares

Raising of Long-term Loans
Sale of Fixed Assets
Short-term Borrowings

Cash from Operations

Total Cash Available (1)

Less : Applications of Cash :

Redemption of Preference Shares

Buy Back of Equity Shares

Redemption of Long-term Loans
Purchase of Fixed Assets

Decrease in Deferred Payment Liabilities
Loss from Operations

Income Tax Paid

Dividends Paid

Decrease in Unsecured Loans, Deposits etc.

Total Applications (2)

Closing Balance : Cash Bank

Methods of Cash Flow Statement

(a) Direct Method 8 pilaall 43y Hhal)

1) Under this method, major classes of gross cash receipts and gross cash

éﬁﬂ\ dé.\ﬂ‘ ads éﬁ‘)h

payments are obtained from the records for determination of cash flow from

operating activities.

2) Various items in the P & L Account are adjusted for changes in related items

in current assets and current liabilities in order to decide P & L Account on

cash basis.

3) The balancing figure in P & L Account reveals cash from operating activities.

O Adlaa) sl e el s ApaEl) o) ) sy da N sl e Jgeanll S5y ¢ 48kl o3 i san
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Format of Direct Method

Particulars QD

Cash Sales
Add : Cash collection from Debtors
Gross Cash Receipts from Operations

Less : Cash Operating Expenses

Net Cash Generated by Operations

(b) Indirect Method Bl s 48, skl
1) Under this method, cash from operating activities is calculated by adjusting
net profit and loss instead of individual items, disclosed in the P & L Account.
¢ Al o) e Y 5 jldll s sl il Jaaedy Algdall AdaisY) e a8l Gludial oy ¢ AdyHhall o3 i ga
Al s LY Clas 8 Lgie lad)) S
2) Net Profit and Loss is adjusted in the light of changes during the period.
3) After ascertaining Net Operating Profit, adjustments regarding changes in
current assets and current liabilities are made as per the following table :

Adjustment of Changes in Current Assets and Liabilities :

Current Assets and Current Liabilities| Adjustments to be made to Net Profit
Add Deduct
Trade Debtors Decrease Increase
Stock Decrease Increase
Prepaid Expenses Decrease Increase
Trade Creditors Increase Decrease
Expenses Payable Increase Decrease

« Analysis Implications of Cash Flows
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e Uses of Cash Flow Statement/importance of Cash Flow Statement

(s AR1) ghail) Ciis Anaal g claladiin
a) Short-term Planning of Business  Jue33 Jal¥) juad Jagadsl)
It is helpful in the short-term planning of the business unit by indicating in advance as
to how much funds are needed in future, how much of these funds can be raised
internally and how much should be arranged from outside etc.
b) Useful in Internal Financial Management  4sialal) 4Ll 5 1ay) 8 saia
Since Cash-flow statement reveals the amount of cash inflow from operations (and
not income from operations), it will be helpful in internal financial management either
in liquidity of a plant or any other fixed asset or in devising the dividend policy of the
business unit.
c) Useful in Capital Budgeting Decisions 4sllaui i 433 gall < ) 8 8 3180
It is helpful in taking capital budgeting decisions by indicating the availability of funds
or otherwise during the period under consideration.
d) Focusing on Trend of Movement Al slad) o 58 A
1) The cash flow statement prepared for a particular accounting year
when compared with the budget already prepared for that year would
indicate to what extent the sources of business unit were raised and
applied in consonance with the budget.
2) In short, this comparison would facilitate focusing on trend of
movement that would have gone undetected otherwise.
e) Planning in Replacement of Outdated Assets el cilaga gal) Jiniuy Jadadil)
It is helpful to management in planning replacement of outdated assets and in
formulating dividend policies.
f) Useful to Financial Analyst Al Jaall 30da
It explains to the financial analyst, the reason why the business unit has run out of
money, despite the fact that the unit has made a profit, or it has surplus of cash

despite the fact that the business has incurred a loss.

g) Movement of Cash 408l A ja
It discloses the movement of cash.

e Limitations of Cash Flow Statement  s&ill (38l Cids clasaa
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1)

2)

3)

When the business unit extends sales on credit basis and takes into
consideration all prepaid and accrued items, there would be an increase in the
working capital. But all the same, equating the net income of the business unit
to mere cash flow would not proper and accurate, since a large number of
"non cash" items would affect the net income of the unit ultimately.

In all business concerns, fixed assets involve cash payments in the year of
installation and depreciation thereon are charged against operating income
every year. By this the net income moves away from net cash flow. Thus, to
equate the net operating income with the net cash flow into the business is
highly improper technique.

It can be very easily manipulated by the management by postponing
purchases and other payment.

Exercise No. 1

Following are the summarized Balance Sheets of XYZ Co. Ltd. as on 31-3-2018 and

31-3-20109.
Liabilities 31-3-2018| 31-3-2019 Assets 31-3-2018 |31-3-2019
IQD IQD IQD IQD
Share Capital 200,000 | 250,000 [Land & Building | 200,000 | 190,000
General Reserve 50,000 60,000 |Machinery 150,000 | 169,000
Profit & Loss Alc 30,500 30,600 [Stock 100,000 | 74,000
Bank Loan (Long-term) | 70,000 - Debtors 80,000 64,200
Sundry Creditors 150,000 | 135,200 |[Cash 500 800
Provision for Taxation 30,000 35,000 [Bank - 7,800
Goodwill - 5,000
530,000 | 510,800 530,500 | 510,800

Addition information :
During the year ended 31 -3-20109.

1. Dividend of IQD 23,000 was paid
2. Assets of another company were purchased for a consideration of IQD 50,000
payable in shares. The following assets were purchased : Stock IQD 20,000;
Machinery 1QD 25,000; Goodwill IQD 5,000.

Machinery was further purchased for IQD 8,000
Depreciation written-off on machinery 1QD 12,000 income-tax provided during

the year 1QD 33,000 loss on sale of machinery IQD 200 was written off to

general reserve.

Reguirement: Prepare a Cash Flow Statement.

Solution :
Cash Flow Statement

Particulars QD QD
Opening Cash and Bank Balance (1-4-2018) 500
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Add : Sources of Cash
e Funds from Operations 55,300
e Decrease In Stock 26,000
e Purchase of Stock 20,000
® Realization From Debtors (1QD 80,000 - IQD 64,200) 15,800
® Provision For Taxation 5,000
e Sale of Machinery 1,800 123,900
124,400
Less : Uses of Cash
» Payment of Bank Loan 70.000
= Payment of Dividend 23,000
* Reduction in Sundry Creditor 14,800
= Purchase of Machine For Cash 8,000 115,800
Closing Cash and Bank Balance (31-3-2019) 8,600
Working Notes :
(1) Dr. Machinery Alc Cr.
Particulars QD Particulars QD
To Balance b/d 150,000 By General Reserve(Loss on Sale) 200
To Share Capital (Purchase by Issue 25,000 By Cash (Sale) - (Balancing Figure) 1,800
of Share) By Depreciation 12,000
To Bank - (Purchase) 8,000 By Balance c/d 169,000
183,000 183,000
(2) Dr. General Reserve A/c Cr.
Particulars 1IQD  |particulars QD
To Machinery A/c 200 |By Balance b/d 50,000
To Balance c¢/d 60,000 By P &L A/c - (Balancing Figure) 10,200
60,200 60,200
(3) Dr. Adjusted P & L A/c
Particulars Qb Particulars QD
To Dividend 23,000 By Balance b/d 30,500
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To Transfer to General Reserve 10,200 By Funds from Operation 55,300
To Depreciation on Machinery 12,000 (Balancing Figure)
To Depreciation on Land and Building 10,000
To Balance c¢/d 30,600
85,800 85,800

Exercise No. 2

The following are the Summarized Balance Sheet of M/S Ltd. as on 31-12-2018 and

31-12-2019.

Liabilities 2018 1QD | 2019 1QD Assets 2018 1QD | 2019 IQD
Share Capital 300,000 | 350,000 [Land & Building 250,000 | 240,000
General Reserve 50,000 60,000 |Machinery 200,000 | 209,000
Profit & Loss 40,000 | 32,000 |[Stock 100,000 | 74,000
Bank Loan (Long-
term) 70,000 i Debtors 80,000 60,000
Sundry Creditors 150,000 | 131,000 [Cash 10.000 2,000
Provision for
Taxation 30,000 35,000 Bank - 8,000

Goodwill - 15,000
640,000 | 608,000 640,000 | 608,000

Additional Information :
During the year ended 31-12-2019.

1. Dividend of IQD 30,000 was paid.

2. Assets of another company were purchased for a consideration of IQD 50,000

payable in shares. The following Assets were purchased Stock 1QD 20,000;

Goodwill IQD 15,000. Machinery 15,000.

oosw

Machinery was further purchased for IQD 10,000.
Depreciation written off of machinery IQD 2,000.
Income Tax provided during the year was 1QD 33,000.

Loss on sale of Machinery 1QD 1,000 was written-off to General Reserve.

Reguwed :prepare the Cash Flow Statement.

Solution :Books of M/S Ltd.
Cash Flow Statement for Year Ending 31-12-2018

Particulars

(o]}

104




Opening Cash Balance as on 2018

10,000

Add : Sources of Cash

e Sale of Machinery 13,000
e Decrease In Stock 46,000
e Decrease In Debtors 20,000
e Funds from Operations 78,000
167,000
Less : Uses of Cash
Payment of Dividend 30,000
Purchase of Machinery 10,000
Tax Paid 28,000
Bank - Loan Repaid 70,000
Decrease In Creditors 19,000 157,000
Closing Cash and Bank Balances
As on 31 -12-2019 (IQD 2,000 + 1QD 8,000) 10,000
167,000
Working Notes:
(1) Dr. Machinery Alc Cr.
Particulars Qb Particulars Qb
To Balance b/d 200,000 By Depreciation 2,000
To Share Capital 15,000 By General Reserve 1,000
To Bank 10,000 [By Bank 13,000
By Balance c/d 209,000
225,000 225,000
(2) Dr. Adjusted Profit & Loss Alc Cr.
Particulars [o]»] Particulars [o]»]
To Dividend 30,000 [By Balance b/d 40,000
To Depreciation on Building 10,000 By Funds from Operations 78,000
To Provision for Tax 33,000 |(Balancing Figure)
To Transfer to General Reserve 11,000
To Depreciation on Machinery 2,000
To Balance c/d 32,000
118,000 118,000
(3) Dr. General Reserve A/c Cr.
Particulars QD Particulars QD
To Machinery A/c 1,000 By Balance b/d 50,000
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To Balance c/d 60,000 ByP & L A/c(Balancing Figure) | 11,000

61,000 61,000
(4) Dr. Provision for Taxation A/c Cr.
Particulars QD Particulars [o]»]
To Bank A/c (Balancing Figure) 28,000 By Balance b/d 30,000
To Balance c¢/d 35,000 ByP&LA/c 33,000
63,000 63,000
(5) Dr. Land and Building A/c Cr.
Particulars QD Particulars [o]»]
To Balance b/d 250,000 [By Depreciation on Building 10,000
(Balancing Figure)
By Balance b/d 240,000
250,000 250,000
Questions
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State the meaning of Cash Flow Statement.

State the various Objectives of Cash Flow Statement.
State the various Uses of Cash Flow Statement.
Explain the importance of Cash Flow Statement.
State the various Limitations of Cash Flow Statement.
Explain : Preparation of Cash Flow Statement.

Explain : Preparation of Cash Flow Statement.
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CHAPTER (6)

Analyzing the Activities

of

Cash Flows Statement

A8 @t (s Adads) Judas

LEARNING OBJECTIVES .....
A anlail) Cilaad)
After reading this chapter, you can certainly be able to

understand the following subjects :

* Analyzing Operating Activities
s Analyzing Investing Activities

% Analyzing Financing Activities
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CHAPTER (6)

Analyzing the Activities of

Cash Flows Statement

A8 @t Cais ddadi) Judas

A cash flow statement is a financial statement that provides aggregate data
regarding all cash inflows a company receives from its ongoing operations and
external investment sources, as well as all cash outflows that pay for business

activities and investments during a given period.

% The various Cash Flow Activities
a) Cash Flow from Operating Activities Adgdnl) Aadd¥) g gabil) ghal)

1. The cash flows generated from major revenue producing activities of the
entities are covered under this head.

2. Cash Flow from operating activities shows the extent to which the operations
of the enterprise have generated sufficient cash to maintain the Operating
Capability to pay dividend, repay loans and make new investments.

oo Blaall <l dgnal) slind) cillee 4 Las o oS0 @A) Gaddl o Agladall AadsY) e el i)
By il o) yal s gl s ¢ 2LV ey e Ada il 5 )l

3. Examples of Cash Flow from Operating Activities

(1) Cash receipts from sale of goods and services.

(2) Cash receipts from royalties, fees, commission etc.

(3) Cash payments to employees.

(4) Cash payments or refunds of income tax.

(5) Cash receipts and payments relating to future contracts, forward contract etc.

b) Cash Flow from Investing Activities 4 i) Laki§) Ga g2l 50l

1. These are the acquisition and disposal of long-term assets and other

investments not included in cash equivalents.
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2. This represents the extent to which the expenditures have been made for
resources intended to generate future incomes and cash flows.

3. Examples of Cash Flow from Investing Activities

(1) Cash payments for purchase of fixed assets.

(2) Cash receipts from sale of fixed assets.

(3) Cash payments for purchase of shares/debentures in other entities.

(4) Loans and advances given to third parties.

(5) Repayment of loans given.

c) Cash Flow from Financing Activities 4l sail) Aadil) ¢ja 830 3ol

1. Financing activities are the activities that result in changes in the size and
composition of the owner’s capital and borrowings of the enterprise.

2. Separate disclosure is important because it is useful in predicting claims in
future cash flows by providers of funds.

3. Examples of Cash Flow from Financing Activities :

(1) Cash receipts from issue of share capital.

(2) Cash receipts from issue of debentures, loans (short or long term).

(3) Cash repayments of amounts borrowed.

(4) Cash payment to redeem preference shares.
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«+ Distinquish between

Funds Flow

Statement and Cash Flow

Statement

(AR (3N RSy ) gaY) (30N RS (s (3 AN

Funds Flow Statement and Cash Flow Statement;

Points of Difference

Funds Flow Statement

Cash Flow Statement

(a) Meaning : Funds flow statement shows(Cash flow statement shows

izal) the changes in the workingchanges in the cash position
capital. between the two periods.

(b) Consideration of [Funds flow statementCash flow statement indicates

Assets and Liabilities:
psadll g Jgua) B i)

considers changes in all

current assets and current

simply cash receipts and cash
payments and does not consider

liabilities. other current assets which can be
easily converted into cash and
used to meet the current or short-
term liabilities.

(c) improvement of [Improvement in working/Cash is only one of the

Working Capital and capital does not meanconstituent of working capital.
Cash Position : improvement in cashl/An improvement in cash position
daladl Jlal) (uly Gl poSition. results in the improvement of

@&l 38 4all g working capital.
(d) Utility: Funds flow statement is onelCash flow statement is more
dadial) of the tools of managinguseful to the management as a

working capital. It acts as an
instrument for the allocation

of resources.

tool of financial analysis in short

period.

7
A X4

Analyse of Cash Flow Statement

@Al ghatl) CAdS Julas

Cash flow is the movement of cash into or out of a business, project, or financial
institution. It is usually measured during a specified, finite period of time.

Measurement of cash

flow can be used:

(1) To determine a project's rate of return or value.
(2) To determine problems with a business's liquidity
(3) As an alternate measure of a business's profits when it is believed that
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accrual accounting concepts do not represent economic realities.

(4) Cash flow can be used to evaluate the "quality” of Income generated by
accrual accounting.

(5) To evaluate the risks within a financial institution.

The total net cash flow is the sum of cash flows that are classified in three areas:

1. Operational cash flows ( Laddll 181 3.l)) : Cash received or expended as a
result of the company's internal business activities. It includes cash earnings
plus changes to working capital.

2. Financing cash flows (chsadl 283 3xl): Cash received from the from the
loans received and issuance of shares, or paid out as dividends, shares
repurchases or debt repayments.

3. Investment cash flows (goiuy) 283 @8al): Cash received from the sale of
long-life assets, or spent on capital expenditures (investments, acquisitions
and long-life assets).

¢ preparing the statement of cash flows g8l (gl cads )

Unlike the major financial statements, cash flow statement is not prepared from the
adjusted trial balance. The information to prepare this statement usually comes from
three sources:

1) Current income statement data help the reader determine the amount of cash
provided or used by operations during the period.

2) Selected transactions data from the general ledger provide additional detailed
information needed to determine how cash was provided or used during the
period.

3) Comparative balance sheets provide the amount of the changes in assets,
liabilities, and equities from the beginning to the end of the period.

(1)  Direct Method 5 slwall 43, )kl

The direct method reports cash receipts and cash disbursements from operating
activities. The difference between these two amounts in the net cash flow from
operating activates. In other words, the direct method deducts from operating cash
receipts the operating cash disbursements. The direct method results in the
presentation of a condensed cash receipts and cash disbursements statement.

The statement of cash flow using direct method by adjusting each item in the income
statement from the accrual basis to cash basis.

& onbad) i G oAl Alail) A e Al e daally il il gl 3 pilal) A3kl s s
Oe Al sl cle daal) 5 plual) Akl & ki ¢ Al 5 by Jedill Gllee (e gl Gl il
Aol e gaall 5 il siially S 50 RIS e 3yl A8kl e iy Al el cOlasiall
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Exercise No. 1

The following are the income statement and Comparative Balance sheet for

Tiger Company:

Income statement for the year ended December, 31, 2018

Particular IQD IQD
Sales 200000
Cost of goods sold 80000
Operating expenses 30000 110000
Income before income tax 90000
Income tax 15000
Net income 75000

Tiger Company Comparative Balance sheet (Thousands IQD)

Dec., 31/12/2018

Assets 2017 2018 |changes| increase/
decrease

Cash 100000 | 80000 | -20000 | Decrease

Accounts receivable 50000 | 90000 | +40000 | Increase

Furniture 20000 | 50000 | +30000 | Increase

Total 170000 | 220000 | +50000

Liabilities and stockholders'

equity

Accounts payable 40000 | 25000 | -15000 | Decrease

Income tax payable 5000 15000 | +10000 | Increase

Common stock 90000 | 100000 | +10000 | Increase

Retained Earnings 35000 | 80000 |+ 45000 Increase

Total 170000 | 220000 | + 50000

Additional information:

1) The company was declared and paid IQD 30000 as dividend in 2018.

2) Common stock of IQD 10000 was issued.
Required: Prepare the statement of cash flow by using Direct Method.

Solution:
Working Notes :

= Accounts receivable = 50000 — 90000 = - 40000 Decrease

= Cash receipts from costumers = Revenues - Accounts receivable

= 200000 - 40000 = 160000

= Accounts payable = 40000 — 25000 = 15000 Decrease
= Cash payments to suppliers = 80000 + 15000 = 95000

* [Income taxes = 15000 — 10000 = 5000
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Tiger Company
Statement of cash flows (Direct method) for the year ended Dec., 31, 2018

Particulars IQD IQD

1- Cash flows from operating activities:
(1) Cash receipts from customers 160000
(2) Cash payments:
To suppliers 95000
For operating expenses 30000
For income taxes 5000 (130000)
Net cash provided by operating activities 30000
2-Cash flows from investing activities:
Purchase of furniture (30000)
Net cash used by investing activities (30000)
3-Cash flows from financing activities:
Issuance of common stock 10000
Payment of cash dividends (30000)
Net cash used by financing activities (20000)
Net increase in cash (20000)
Cash at the beginning of the period 100000
Cash at the end of the period 80000

(2)  Indirect Method Bkl & 48y k)

This method starts with net income and converts it to net cash flow from operating
activities. In other words, the indirect method adjusts net income by the items that
are affected on the net income but not affected on cash.

* Rule: s e

Increase in current assets and decrease in current liabilities is deducted from net

income, Decrease in current assets and increase in current liabilities is added to net

income for the purpose of conversion net income to net cash from operating

activities.

o Ry ¢ Jaall ila (e ki Al glaiall il slhaall 8 il g A glaiall s sall 8 523 Bacl

o ) Ja ila Byt pasad daall ila ) Galiay A glaiall el sllaall 8 504 31 5 A glaiall Cula g sall
Aol ezl o sl
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Exercise No.2

The following information's are abstracted from books Bassam Co. (Amounts in 1QD
thousands) :

1) Net Income was IQD 120000

2) Bonds payable increased 1QD 50000

3) There was a gain on sale of equipment of IQD 20000 (the equipment had a

book value of IQD 30000).

4) Accounts Receivable decreased IQD 50000

5) Accounts Payable decreased IQD 20000

6) Prepaid Rent increased IQD 10000

7) Dividends totaling IQD 20000 were paid.

8) Depreciation was 1QD 20000

9) Common Stock increased IQD 50000

10)Land increased IQD 100000 (purchased land for IQD 100000)

11)Beginning cash IQD 10000

12)Ending Cash 1QD 180000
Required: Prepare the statement of cash flows by using the indirect method.

Solution:
Cash Flow Statement of Bassam Corporation
For Year Ending 31/12/2018

Cash from Operations: (1) 1QD (2) 1QD
Net Income 120000
+ Depreciation 20000
- Gain on Sale (20000)
+ Decrease A/R 50000
- Decrease A/P (20000)
-Increase Prepaid Rent (10000)
Total Cash from Operations 140000
Cash from Financing:
+ Bonds Issued 50000
-Dividends paid (20000)
+Stock Issued 50000
Total Cash from Financing 80000
Cash from Investing:
Sale of Equipment 50000
Purchase of Land (200000)
Total cash from Investing (50000)
Net Increase in Cash Flow 170000
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+Beginning Cash 10000

= Ending Cash 180000

Exercise N0.3

The following are the income statement and the comparative balance sheets at the
beginning and the end of 2018 for Anssam's Co.(Amount in IQD thousands):
Income statement for the year ended December, 31, 2018

Revenues 100000

Less/ operating expenses (70000)

Income before income taxes 30000

Income tax expense (10000)

Net income 20000

Assets Jan Dec. change
1.2018 31.2018 Increase
/decrease

cash 10000 25000 +15000
accounts receivable 8000 13000 +5000
notes receivable 2000 1000 (1000)
computer equipment 5000 14000 +9000
Total 25000 53000 +28000
Liabilities and owner's
equity
accounts payable 6000 10000 +4000
notes payable 4000 3000 (1000)
long - term debt 6000 15000 +9000
owner's equity 9000 25000 16000
Total 25000 53000 28000

Additional information:
1) New computer equipment was purchased at the end of 2018, no depreciation.
2) The owner drew IQD 4000 during the year.
3) No additional investments by the owner.
4) The increase in long term debt is the issuance of bonds.
Required: Prepare the statement of cash flows for the year ended December, 31,
2018 by using Indirect Method.
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Solution:
Anssam's Co.
Statement of cash flows (Indirect Method)

Particulars IQD IQD
Cash flows from operating activities:
Net income 20000
Adjustment to reconcile net income to net
cash provided by operating activities:
Increase in accounts receivable (5000)
Decrease in notes receivable 1000
Increase in accounts payable 4000
Decrease in notes payable (1000) (1000)
Net cash provided by operating activities 19000
Cash flows from investing activities:
Purchase of computer equipment (9000)
Net cash used by investing activities (9000)
Cash flows from financing activities:
Payments to the owner (Drawings) (4000)
Issuance of bonds 9000
Net cash provided by financing activities 5000
Net increase in cash 15000
Cash at the beginning of the period 10000
Cash at the end of the period 25000
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Questions and exercises

1. Describe the various Cash Flow Activities.

2. Give the Examples of Cash Flow from Operating Activities

3. Give the Examples of Cash Flow from Investing Activities

4. Give the Examples of Cash Flow from Financing Activities :

5. The total net cash flow is classified in three areas

6. what are the sources for preparing the cash flow statement?

7. How the measurement of cash flow can be used?

8. Describe the various Cash Flow Activities.

9. Distinguish between : Funds Flow Statement and Cash Flow Statement.

Exercise No.1

The following is the income statement and financial position of a corporation for the
year ended 31/12/2019

Income statement (amounts in thousands IQD)

amount particulars
total partial
8.000 Net sales
4.000 Less: The cost of the goods sold
4.000 Gross profit
Less: Operating Expenses
1.440 Administrative and general expenses
680 Depreciation of fixed assets
2.280 160 Loan interest
1.720 Net profit before taxes
800 Taxes
920 Net profit after taxes
760 Dividend paid
160 Retained earnings
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Balance Sheet (amounts in thousands 1QD)

22019 22018 particulars
23.240 13.200 Fixed assets
4.040 4.400 less: provision of Depreciation
19.200 8.800 Net fixed assets
current Assets :
640 1.000 Cash
1.800 1.000 Debtors
4.000 2.400 inventory
6.440 4.400 Total Current Assets
less: Current liabilities :
2.960 240 Creditors
1.000 160 Administrative expenses due
2.960 400 Total current liabilities
2.480 4.000 Net Working Capital
21.680 12.800 Total invested funds
5.000 200 Long term loans
16.680 12.600 Equity
21.680 12.800 Total financing sources

Additional information's
1. Purchases of fixed assets during the year amounted to IQD (11,480,000).
2. The nominal value of the issuance of the new shares has been collected to

increase the capital.

Required :Prepare the cash flow statement in any method accepted.
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Exercise No.2

A comparative balance sheet for AL-Fourkan Company is presented below

Particulars 31/12/2018 31/12/2019
Assets IQD IQD
Cash 63000 122000
Accounts receivable 85000 76000
Inventories 180000 189000
Land 75000 100,000
Equipment 260000 200000
Accumulated depreciation (66000) (42000)
Total 597000 545000
Liabilities and  Stockholders'
equity
Accounts payable 34000 47000
Bonds payable 150000 200000
Common stocks (10 par) 214000 164000
Retained earnings 199000 134000
Total 597000 545000

Additional information:
1) Netincome for 2019 was IQD 105000.
2) Cash dividends of IQD 40000 were declared and paid.
3) Bonds payable amounting to IQD 50000 were redeemed for IQD50000.
4) Common stocks were issued for IQD 50000 cash.

Required: Prepare a statement of cash flows for 2019 by using the indirect
method?

oJododololododolododo)
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CHAPTER (7)

Common Size Analysis

(& fidiall) AL anal) Gyl

LEARNING OBJECTIVES .....
A anlail) Cilaad)
After reading this chapter, you can certainly be able

to understand the following subjects :

+* What is Common Size Analysis?

¢ Types of Common Size Analysis

¢ Importance of Common Size Analysis
+ Vertical Common Size Analysis

¢ Horizontal Common Size Analysis
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CHAPTER (7)
Common Size Analysis
(L dall) Sl aaal) Jalas

% What is Common Size Analysis?
Common size analysis, also referred as vertical analysis, is a tool that

financial managers use to analyze financial statements. It evaluates financial
statements by expressing each line item as a percentage of the base amount for that
period. The analysis helps to understand the impact of each item in the financial

statement and its contribution to the resulting figure.

ol O sallll 5 paall Lgandiina 3131 g ¢ (ol ) il anly Wl ) Sl (2l ¢ & jidial) aaall Julasl
5l o) el (e A sie A A e 3 S e el Adlall il g iy o iy ALl 3 S
8N 8 atealie 5 dllall a8 iy S 50 agd e Julaill aclay
The technique can be used to analyze the three primary financial statements,
i.e., balance sheet, income statement and cash flow statement. In the balance sheet,
the common base item to which other line items are expressed is total assets, while
in the income statement, it is total revenues.
i) CaiS JAal) (oS g A serd) Al jaall (gl ¢ AN Dy ) Al a3 g8 Jlail Al o3 aladiinl Sy
¢ dsa¥) Jaal sa oAV 25l aie el 2 A @ il bl il G 5S¢ A gl A uall 3 A
Y (Jleal 058 ¢ daall CRdS b Ly
There are many methods that a business can use to compare its financial
results to that of its competitors to see how successful that business is. In this
subject, we will explain the common size analysis.
Alli #las (sae 48 yral Lgpusilia pe Adlall Leailss 45 5ladd 4S5l Lpeadiud o oSy Al @3k (e aaed) @llia
el aaall Jilat # 85 Cog ¢ ¢ suasall 11 3 JleeY)
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< Types of Common Size Analysis ¢ fidial) paal) Julat g1 630
Common size analysis can be conducted in two ways, i.e., vertical analysis
and horizontal analysis.

Vertical analysis refers to the analysis of specific line items in relation to a

base item within the same financial period. For example, in the balance sheet, we
can assess the proportion of inventory by dividing inventory line using total assets as
the base item.

Horizontal analysis refers to the analysis of specific line items and

comparing it to a similar line item in the previous or subsequent financial period.
Although common size analysis is not as detailed as trend analysis using ratios, it

does provide a simple way for financial managers to analyze financial statements.
(Y Jalatll g ol 1) Jalasl (ol ¢ iy play ol jiiiall anall Qs ol ya) (Say
o JE) o Glo AW 5yl e 8 ol 2l ) AL Badma 5k Jalad ) el Y Qs iy
el 238 Jpeal) e aladiuly 5 Al Iad dandy (5 jaall A apili Uiy ¢ A ganl) A5 jaall
O e pe M o &) o Al 2Ll 5 yidl) 3 Jlae i L e 3aame 2 gi st ) 88Y) Jlail) iy
Gl ) s pnall Ay 485 5l 0 3l W) ¢ anail) a2l lat¥) JalatS Sliada (ual aaall o i) Jilal
AL 3l 3

< Importance of Common Size Analysis ¢ idall aaall Jias 4aai

One of the benefits of using common size analysis is that it allows investors to
identify drastic changes in a company’s financial statement. It mainly applies when
the financials are compared over a period of two or three years. Any significant
movements in the financials across several years can help investors decide whether
to invest in the company. For example, large drops in the company’s profits in two or
more consecutive years may indicate that the company is going through financial
distress. Similarly, considerable increases in the value of assets may mean that the
company is implementing an expansion or acquisition strategy, making the company
attractive to investors.

Common size analysis is also an excellent tool to compare companies of
different sizes but in the same industry. Looking at their financial data can reveal
their strategy and their largest expenses that give them a competitive edge over
other comparable companies. For example, some companies may sacrifice margins

to gain a large market share, which increases revenues at the expense of profit
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margins. Such a strategy allows the company to grow faster than comparable
companies because they are more preferred by investors.
& jidall anal) Judas Lpani o
s Al @l sl e Ca el (g peivsall prany 430 (8 & Jiial) anall (s aladial 0 6 saa) Jiam
CSay O g O gl (i B33 sae o ALl Q) gl A jlie die ol JS8 gkt S5 SN ALl Al
AS Al Al iy )8 3l e o il selas o il i sae e Al 23 81 dala IS s 6Y
e AL OF ) ST alliie Gaale 8 ASLE Zl T 5 sl Glaaliay) i 8 ¢ JUal Jus e
Lae ¢ ol ol gl Gl yiad 3455 4S80 o Jsa) dad (8 550l a3l el 28 ¢ il Al diiliay
L aiuall 4laa A8 i) Jany
Kay Acliall Gaii b oSy Aabisal) alaa¥) cld IS il 4 jlaad 3 jlae Bl @3S Jiay o jidiall aaall Jidas
(S AY) ABLeall S il e Gl 5 e gaiad A Lealans 5Ty Lad) yiul (e CRSSH Al Lty ) kil
SV e 20 Les ¢ Bond) e 88 A o J panll Ledial g SIS A Glany (a8 ¢ JUall daw Sle
Spais ST g3 Allaall S Al o g el IS sailly S N s Agadl i) o3 )l (el g8 s e
et 8 e
< Vertical Common Size Analysis g gand) & jidial) paadl Julas
Common size or, vertical analysis, is a method of evaluating financial information by
expressing each item in a financial statement as a percentage of a base amount for
the same time period. A company can use this analysis on its balance sheet or its
income statement.
L) da) § adsl A O e el ALl ol sleal) agiil A8 3k g ol U Jidadll G @ SN anall
i€l Aa sanll i) due b il 3 oo 4S80 oSy At 30 5 Guii] aad il (e 2y i A€
Ler salall Jaall

A balance sheet summarizes the company's assets (things that it owns that
have value), its liabilities (the amounts it owes to others), and its equity (an owner's
investment in the business).

An income statement shows the company's revenues (amount of money it
made by selling its goods and services) and its expenses (the amount of money it
spent to earn its revenues).

The formula used in common size analysis is:

Common Size Amount = (Analysis Amount / Base Amount) x 100%
ot @il aaal) Jias b deddiall dxgall
7100 % (ubad) daall [ Jilail) ilia) = & jidial) anal) ilia
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The base amount will change depending on whether the company is
completing its analysis on the balance sheet or the income statement. If the
company completes its analysis on the balance sheet, then the base amount will be
total assets or total liabilities and owner's (or shareholders’) equity. If the income
statement is used, the base amount will be net sales.

13 Jaall RS gl dpe gandl Al jaall 8 Lelilas JaSias AS il <€ 1) Lo e 2l ) aaddl nty Coges
Gsins psmadll laa) 5 Jsa¥l Jea) oulal) dliall & sSaud ¢ doa ganll 4 el 3 Lelilad (g AS 8] i)
lagaal) ilia ) aliall ¢ 5S¢ Jaall Gl aladinl &5 13 (Cpealasall i) clill)

e Balance Sheet Common Size Analysis

The balance sheet common size analysis mostly uses the total assets value
as the base value. On the balance sheet, the total assets value equals the value of
total liabilities and shareholders’ equity. A financial manager or investor uses the
common size analysis to see how a firm’s capital structure compares to rivals. They
can make important observations by analyzing specific line items in relation to the
total assets.

For example, if the value of long-term debts in relation to the total assets
value is too high, it shows that the company’s debt levels are too high. Similarly,
looking at the retained earnings in relation to the total assets as the base value can
reveal how much of the annual profits are retained on the balance sheet.

Let’s take the example of SALAM Company whose balance sheet for 2019.

La gand) 40 jpall & idial) paal) Julal o
¢ A ganl) Al el (3 Al 4aiS Jpal) len) e dua sandl 4 jaal) anad o jidall Jiladl) axdinn L Ule
paall dilas ativaal) 5 Ll el oy Gpealosal) (3 a5 o sl o) 4o dlleaY) J s dad (5 sl
35 dalad sl (e dege laadle ol ja) agiSar  Gpmdliall e 4S80 Jlo Gl S8 ()8 S 48 jaal o Jididl)
Jsa¥) g sanas (lahy Lo 3335a
OF ekl Ll ¢« Ll Gadi e Jpal) da Jlaa) ) danalls Ja¥) Alsh ¢ gl dad <l 1Y) ¢ JEa Jun e
Cun Joall g ganar Glaiy Lo 8 jainal) =LY ) Slaill (s ¢ Jially Aall dadi e 2858l 8 Guall L sivse
AS pa Jlie 22l 5 A sl Al Jaal) (3 L Tadtinal) 3 gid) #LY) Hlaie e CASS o Sy Al dagdl) ¢
A sand) 4 jaall & jiliall aaall Clus (1 21 2019 alad Ll e Jiai SISALAM Co.

e Applying Common Size Analysis to the Balance Sheet

Let's assume that Salam's cash balance is IQD75,000 and his total assets are
IQD1,835,000. If we apply common size analysis, the common size amount would
be:
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= (analysis amount / base amount of total assets) x 100%

= (IQD75,000 /1QD1,835,000) x 100%

=4.1%

Therefore, 4.1% of Salam's total assets are made up of cash.

Salam could also compare this common size amount to last year to determine
changes that occurred. Let's assume that last year's cash balance was 1QD85,000
and total assets were 1QD1,595,000. At first glance, it appears that the cash balance
has only decreased by 1QD10,000 (IQD85,000 - IQD75,000). If we apply common
size analysis to last year's cash balance, we can see that cash comprises 5.3% of
Salam'’s total assets calculated as follows:
= (analysis amount / base amount of total assets) x 100%
= (IQD85,000 / 1QD1,595,000) x 100%
=5.3%

Common size analysis reveals that Salam's cash balance decreased by 1.2%
(5.3% - 4.1%) of his total assets.

Here is Salam's common size analysis for his balance sheet:

Salam's Co.
Balance sheet
December 31, 2019

particular Amount %
Assets

Cash 75,000 4.1%
Accounts receivable 295,000 16.1%
Inventory 650,000 35.4%
Capital assets (net) 815,000 44.4%
Total Assets 1,835,000 100%
Liabilities

Accounts payable 269,500 15.8%
Salaries payable 55,000 3.0%
Long- term liabilities 487,500 26.5%
Total liabilities 832,000 45.3%
Shareholders' equity

Common Shares 275,400 15.0%
Retained earnings 727,600 39.7%
Total Shareholders' equity 1,003,000 54.7%
Total liabilities & Shareholders' equity 1,835,000 100%

Common Size Balance sheet
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e Income Statement Common Size Analysis Jaal) cids! & fidial) aaal) Julas

The base item in the income statementis usually the total sales or total
revenues. Common size analysis is used to calculate net profit margin, as well as
gross and operating margins. The ratios tell investors and finance managers how the
company is doing in terms of revenues, and they can make predictions of the future
revenues. Companies can also use this tool to analyze competitors to know the
proportion of revenues that goes to advertising, research and development and other
essential expenses.

We can compute common size income statement analysis for SALAM
Company for 2019.

Jaal Ciis! ¢ idal) aaal) Julas e
paall s aoding ol Y Jlea) 5 Gl Mea) 0 Jaall (i3S 8 culal) el 55 L Bale
G ey (poafiall candll jig ey Jaal) ol Glel ga @3S ¢ lall m )l Gl Gluald & ikl
SIS AN S Al o) ) el oy sl g o Dl ) Gua (e AS AN 4l 4K e Slaglaa b gl
skl Gl ¢ oBle) ) caal A clol Y] s A el el Jail YD eda aladiil Sl

OAY) Bl Cld 5 eadl
.2019 alal SALAM Co. 48 il Jaall Casl @l il anall dalasd Gl Lia
e Applying Common Size Analysis to the Income Statement
Let's assume that Salam's operating income is IQD52,000 and his net sales
for the year are 1QD760,000. If we apply common size analysis, we calculate that
operating income represents 6.8% of Salam's net sales calculated as follows:
= (analysis amount / base amount of net sales) x 100%
= (IQD52,000 / 1QD760,000) x 100%
Here is a figure of Salam's common size analysis for his income statement for

the year:
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Salam's Co.
Income Statement
For the year ended Dec. 31, 2019

particular Amount %
Sales 760,000 101.3%
Sales returns and allowances 10,000 1.3%
Net sales 750,000 100.0%
Cost of goods sold 523,500 69.8%
Gross profit 226,500 30.2%
Operating expenses 174,500 23.3%
Operating income 52,000 6.8%

Common Size Income Statement.

% Horizontal Common Size Analysis (A8 & idall aaal) Julas

(a) Comparative Financial Statements 4 jlial) Allal) i gl

Comparative (financial) statements are statements of the financial

position of a business so designed to facilitate comparison of different

accounting variables for drawing useful inferences (conclusions).

Importance of Comparative Financial Statement

O el Caisl) dsani
Financial statements indicate the direction of the movement of the financial
position and performance over the years.
Financial statements present a review of the past activities and their
cumulative effect on the financial position of the concern.
Comparative Financial statements enhance the usefulness of reports and
bring out more precisely the nature and trends of current changes affecting

the business enterprise.

(b) Trend Analysis olady) Jalas

1.

Trend Percentages as a tool of analysis, are employed when it is required to

analyze the trend of data shown in a series of financial statements of several
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successive years. The trend obtained by such an analysis is expressed as
percentages.

2. Trend percentage analysis moves in one direction, either upward or
downward - progression or regression. This method involves the calculation of
percentage relationship that each statement bears to the same item in the
base year.

3. Trend percentage analysis facilitates an efficient comparative study of the

financial performance of a business enterprise over a period of time.

(c) Horizontal Analysis &Y Jaal)

1. Horizontal analysis requires financial statements of two or more years for
comparative analysis.

2. Horizontal analysis gives information in absolute as well as in percentage
form.
Horizontal deals with same item of different years.

Horizontal analysis is used for time series analysis.

(d) Common Size Financial Statements & _idall aaall &fd ddlal) ail 8

1. Common size statement analysis refers to the statement prepared to bring out
the ratio of each asset or liability to the total balance sheet and the ratio of
each item of expense or revenue to net sales.

2. These common size statements are often called "Common measurement" or

"Component percentage" or "100 percent statements".

3. Since each statement is reduced to the total of 100 and each individual
component of the statement is represented as a percentage of the total of
100, which invariably serves as the base.

Example : If the total assets of the firm amounts to 300,000 and plant and

machinery amounts to 30,000, the common size representation would be as follows :

Plant and Machiner
Y x 100
Total Assets

Common Size=
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_ 30,000
300,000

%100 = 10%

A horizontal financial statement analysis compares current financial
statements to a previous year’s financial information. Companies often conduct this
analysis by putting several years of financial statements in a side-by-side
comparison format. This enables business owners and managers to review the same
month over several years to determinate if revenues, expenses, assets or liabilities
have increased, decreased or stayed the same. Companies can also use a
horizontal analysis to compare changes in Dinar amounts or a percentage change

when comparing financial statements.

e Vertical Analysis g gand) Judadill

A vertical financial statement analysis is conducted using common size
financial statements. A common size financial statement shows each item on a
financial statement in a percentage figure for each statement line item.

A vertical analysis gives managers a different option for reviewing financial
information; managers may be more comfortable looking at percentages rather than
Dinar amounts. The percentage figure represents how individual line-item amounts
compare to the aggregate total of the financial statements.

For example: business owners or managers may wish to know what
percentage office supplies were out of the total expenses reported on Mayson's
income statement. A common size statement would divide Mayson's total office
supplies expense by the total expenses listed on Mayson's income statement. This
percentage is then listed where the office supplies expense amount would be on the
financial statement.

e Trend Percentage Analysis oLyl Al Jalas

A trend percentage analysis is an enhanced horizontal analysis technique.
Trend percentage analyses help companies identify consistent revenues or
expenses from past accounting periods. These trends can help managers make
business decisions regarding future operations.

Companies will use a specific financial statement as a base year for
comparing all future financial statements. Changes for each future time period are

expressed as a percentage when compared to the base financial statement.
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Companies can conduct a trend percentage analysis at various times of the year or

use different financial statements as the base during this comparison process.

R/
A X4

The concept of Ratio (Meaning)  (urall) 4sdl) a s¢da

Ratio can be defined as numerical or an arithmetical relationship between two
figures.

Ratio is expressed when one figure is divided by the other..

A ratio is one figure expressed in terms of another figure.

For example, if 4,000 is divided by 10,000, the ratio can be expressed as 0.4
or 2:5 or 40%.

Absolute figures alone not convey any meaning unless they are compared
with each other.

Accounting ratios show an inter-relationship which exists among various

figures shown in the financial statements.

Ratio Analysis (Meaning) (iralt) dpaail) s

The financial analysts always need certain yardsticks to evaluate the
efficiency and performance of any business unit. The one of the most
frequently used yardstick is "Ratio Analysis".

Ratio analysis is an attempt to derive quantitative measures or guides
concerning the financial health and profitability of a business enterprise.

Ratio analysis involves the use of various methods for calculating and
interpreting financial ratios to assess the performance and status of the
business unit.

Ratio analysis is a tool of financial analysis which studies the numerical or
guantitative relationship between two variables or items.

Ratio analysis is the method or process by which the relationship of items or
groups of items in the financial statements are computed, determined and

presented.
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% Role of Ratio L) g0

(@) The Ratio is Showing the Financial Position of a Business
Al M) gl gl dpndl)

1. Accounting ratios reveal the financial position of a business firm.

2. Accounting ratios helps banks, insurance companies as well as other financial
institutions in assessing a firm before sanctioning any loan to them.

3. Similarly, the ratios are also helpful to investors for finding the profitability of a

firm.

(b) The Ratio is Useful In Inter-firm and Intra-firm Comparison
GlS ) s La g culs il &\JHJM\&S&M\

1. The ratios are very useful in inter-firm and intra-firm comparisons.

2. Inter-firm comparison is necessary to find out the exact position of a firm as
compared to other firms in the same industry.

3. Intra-firm comparison is also necessary to compare the performance of a firm

of current year with that of previous years.

(c) The Ratio is Calculated for a Number of Years
<l ghead) cpa daad A Gleaa Ay

1. If accounting ratios are calculated for a number of years, a.trend can be
established.

2. This trend helps in setting future plans and forecasting. For example, Net
Profit as expressed as a percentage of sales can be forecasted on the basis

of the past percentage of the same.

(d) The Ratio is Locating the Weak Spots Points in the Business
4l Jles ¥ B Ciadal) Jal&s aaas )

1. Accounting ratios are of great assistance in locating the weak spots in the

business.
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This weakness may exist in a business in spite of a satisfactory performance
otherwise.

For example, if a firm finds that increase in selling and distribution expenses is
more than proportionate to the results expected or achieved, remedial steps

can be taken to overcome this situation.

< Advantages of Ratio Analysis dpdl) Jalasi ) 5

1. Ratio analysis reflects the working efficiency of a business concern.

2. Ratio analysis facilitates comparison between one firm and another firm in the
same industry over a number of years to ascertain profitability.

3. Since ratio analysis reflect the financial health of a business concern, bank,
insurance and other financial institutions rely on them while judging loan
applications and in taking vital investment decisions.

4. Ratio analysis helps in establishing trend since the results are analyzed over
a number of years.

5. Ratio analysis is helpful in forecasting likely events in future.

% Limitations of Ratio Analysis L) Jalasi cladsa

(a) Absence of an Explicit Theoretical Structure sy 451 4, clé

1. The striking aspect of ratio analysis is the absence of an explicit theoretical
structure.

2. Different methods of calculations are adopted by different concerns.

(b)  Full Adjustments ALalsl) cdbanl)

1. For correct analysis, inside information must be known by the analyst since
most concerns resort to portray a rosy picture of the financial attainments.

2. For example, a concern may draft its balance sheet when its inventory level is
low to reflect better liquidity position etc.

3. Thus, to come to correct conclusions, ratios must be calculated after full

adjustments are made.
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() Changes in the Basis of Accounting  Asulaall (ubad (& < il
Change in the basis of accounting may pose difficulty in analyzing ratios

between one period and another period.

(d) Unable to Provide Complete Information 4lals cilagleall g o 3,58 axe

1. There may be some peculiar circumstances which may not be reflected in
ratio analysis. For example, a concern's debentures may be due for
redemption.

Current Assets

2. In such a situation, although Current Ratio = may appear to be

Current Liabilities

favorable, there may be shortage of funds due to payment requirements.

e Interpretation of Ratios Ceadl) paads

Ratios may be interpreted in different ways. They are as follows :
(a) Simple / Pure Ratios 4 pall g dagesd) quaadl)
It is merely a quotient arrived by simple division of one number by another.
Example
When the current assets of a business organization are 40,000 and current
liabilities are 10,000, then the ratio is derived as follows :
ie.

40,000
10,000

=4oras4:l

(b) Percentages il
Ratios are expressed as percentage relations when the simple or pure ratios
are multiplied by 100.
Example
The current ratio in the (a) above can be expressed in percentage by multiplying 4 by
100. The ratio will be expressed as 400%.

40,000
10,000

x100 = 400%
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(c) Rate Janall
Sometimes, ratios are expressed as rates which refer to ratios over a period
of time.

Example : Stock has turned over ‘6 times a year’.
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Questions

What is Common Size Analysis?

Describe the formula used in common size analysis.

What are the Types of Common Size Analysis?

Explain Importance of Common Size Analysis.

Describe the various Tools of financial analysis.

Explain the Importance of Comparative Financial Statement.
What is the meaning of Trend Analysis?

Comment the Horizontal Analysis.

© © N o o s~ w DdhPE

Explain Common Size Financial Statements.
10.Comment the Trend Percentage Analysis.
11.Explain the concept of Ratio.

12.What is Ratio Analysis ?

13.Write a Note about Interpretation of Ratios.
14.Describe the Classification of Ratios.

15. State the Role of Ratio.

16. State the Advantages of Ratio Analysis.

17. State the Limitations of Ratio Analysis.

18.Discuss in detail the Merits and Limitations of Ratio Analysis
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CHAPTER (8)

FINANCIAL RATIOS ANALYSIS

@LAS\ add) Jalas

LEARNING OBJECTIVES .....
rdaitadl) Cilaad)
After reading this chapter, you can certainly be able to

understand the following subjects :

« Liquidity Ratio
 Activity Ratio

* Profitability Ratio
+ Solvency Ratio

* Project Evaluation

% Investment Policies
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CHAPTER (8)

FINANCIAL RATIOS ANALYSIS

dlal) ) Jalas

(Classification and Interpretation of Ratios )

A ratio analysis is a quantitative analysis of information contained in a company’s
financial statements. Ratio analysis is used to evaluate various aspects of a
company’s operating and financial performance such as its efficiency, liquidity,
profitability and solvency.

% Classification/Types of Ratios uadl) 1 68 fdiat

% Liguidity Ratios/Solvency Ratios BeDall qaad JA gaad) und

= Liquidity ratios refers to the ability of a firm to meet its obligations in short-run,
usually, one year.

= Liquidity ratios are generally based on relationship between current assets
and current liabilities.

= The important liquidity ratios are :

(i) Current ratio, J sl A
(ii) Acid Test Ratio, and Aa puall A ) dpus
(iii) Fund Flow Ratio. il @l A
% Activity Ratios (Turnover Ratios) (&1 o9 quead ) Jalall) aud

= Turnover ratios measure how effectively the assets are employed by the firm.
= These ratios are based on the relationship between level of activity
represented by sales or cost of goods sold and levels of various assets.
*= The important turnover ratios are :
1. Inventory Turnover Ratio, Os oAl O ) 53 A
2. Receivables Turnover Ratio, Aaall aedll o) ) 53 A

3. Fixed Assets Turnover Ratio,  4LGl Gl ga gall o) 93 A
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4. Average Collection Period Ratio, and = Jeaaill 5 53 Jaxa
5. Total Assets Turnover Ratio. Gl g gall & gama ()93 dps
< Profitability Ratios Lol

= Profitability ratios reflects the final result of business operations.

= There are two types of profitability ratios, i.e.
(i) Profit Margin Ratios, and ol Gl
(i) Rate of Return Ratios. Al s Jaza
= Profit margin ratios show the relationship between profit and sales.
= The two popular profit margin ratios are gross profit margin ratio, and net
profit margin ratio.

% Solvency Ratios — 4dtall 33l caud

Solvency ratios are also known as "Liquidity Ratios".
< Miscellaneous Group Ratios ds giial) Ao ganal) quud
(1) Balance Sheet Ratios =~ 4wagend) 4 jaall qodd
These ratios are classified into the following categories, viz. :
i. Current Ratio J il dpess

Current ratio indicates the solvency of the business, i.e. abilities to meet the liabilities

of the business as and when they fall due.

Current Assets (CA)
Current Liabilities (CL)

ii. Proprietary Ratio : 4l 4
It is primarily the ratio between proprietor's funds and total assets. It indicates the

Formula: current ratio =

strength of the funding of the company.

Proprietor’s Funds
Total Assets

Formula: Proprietary Ratio =

iii. Debt Equity Ratio  4igmall Ga 4
= This ratio is calculated to measure the comparative proportions of outsiders
funds and shareholders' funds invested in the company.
= The Debt-Equity Ratio indicates how many Dinars have come from

borrowings for every Dinar of shareholders' funds.

Long—term Debts
Shareholders Funds

Formula: Debt Equity Ratio =
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= Alow debt equity ratio indicates that the management of the firm is following a
very conservative policy which is quite satisfactory from creditors angle.
= A very high debt equity ratio indicates a risky situation as proportion of
borrowed funds is quite high.
(2) Profit and Loss Account Ratios — siledlls gL lua qud

These ratios are classified into the following categories, viz.:

Net Profit Ratio A Aua

= This ratio shows the earnings left for shareholders (equity and preference) as
a percentage of net sales.

= This ratio measures overall efficiency of all the functions of a business firm
like production, administration, selling, financing, pricing, tax management etc.

= This ratio is very useful for prospective investors as it reveals the overall
profitability of the firm.

= Higher the ratio, the better it is because it gives an idea of overall efficiency of
the firm.

» This ratio is calculated as follows :

Formula :

Net Profit

Net Profit Ratio = x100

et sales

Example :
Net Profit : 600,000
Net Sales: 6,000,000

600,000
6,000,000

Net Profit Ratio= =10%

Operating Ratio  Jsal) 4

= Operating Ratio is the relationship between cost of activities and net sales.

= Operating Ratio show at what percentage the operating expenses are
comprised in net sales.

= This Ratio is expressed as a percentage.
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Formula :

Operating cost

Operating Ratio = x100

Net sales
(3) Composite Ratios 48 jal) Gaeadl
These ratios are classified into the following categories, viz. :
i. Return on Capital Employed Ratio : aiiicall Jlall (uly Ao dilad) Ay

This ratio indicates the percentage of net profits before interest and tax to total
capital employed.

The capital employed is calculated as follows :

Formula : Capital Employed = Equity Capital (+) Preference Capita! (+) Reserves
and Surplus (+) Long-term Borrowings (-) Fictitious Assets.

This ratio is calculated as follows :

Formula:

Net Profit before Dividend
interest and Finance Charges
£%x100

Capital Employed

Return on Capital Employed Ratio =

= This ratio is considered to be a very important because it reflects the overall
efficiency with which capital is used.

= This ratio of a particular business should be compared with other business
firms in the same industry to find out the exact position of the business.

ii. Return on Equity Ratio %Skl Ga o aal) 4y

= This ratio is also known as Return on shareholders' funds or Return on
proprietor's funds or Return on net worth.

= This ratio indicates the percentage of net profit available for equity
shareholders. In other words, this ratio measures the return only on equity
shareholders’ funds and not on total capital employed.

Formula :

Net Profit after Interest
Income Tax and Prefrence Dividend (if any)x 100

Equity Shareholders Funds

Return of Equity =

[Note : Equity Shareholders' Funds = Equity Capital (+) Reserves, retained earnings

and Surplus].
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This ratio indicates the productivity of the owned funds employed in the firm.
However, in judging the profitability of a firm, it should not be overlooked that during
inflationary periods, the ratio may show an upward trend because the numerator of
the ratio represents current values whereas, the denominator represents historical
values.

iii. Price Earnings Ratio ) (gLl il ge A

This ratio is calculated with the help of the following formula :

Market Price Per Equity Share

Formula : Price Earnings Ratio = ——

Example :

If the share price of a company is 240 and EPS is 40, the P/E ratio will be

%: 6 times. It indicates that the market value of every Dinar of earnings is six times,

iv. Dividend Payout Ratio : gL ¥ gs A
Dividend payout ratio indicates the percentage of profit distributed as dividends to
the shareholders.
= A higher ratio indicates that the organization is following a liberal policy
regarding the dividend, while a lower ratio indicates a conservative approach
of the management towards the dividend.
» The ratio is calculated as shown below :

Formula :

__Dividend Per Equity Share

Dividend Payout Ratio = s x 100

% Project Evaluation £ 9 ial) anid

The following points highlight the top four methods of project evaluation in a firm.

The methods are:

1. Return of Investment (ROI) Dy e xilal)
2. Payback Period Method Aa iV 3 yi8 45y yha
3. Net Present Value (NPV) Al daall Sla

4. The Internal Rate of Return (IRR). sl xilall Jas
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We will address the method of return on investment as one of the methods
of financial analysis. Other methods are the study of financial management.
Do od AT GBI L L Qi) 33k e Laliely L) e el B sk ) GRS i
ALl 5 ) Al 3 aliatial
1. Return of Investment (ROI)
The ratio of profit expected from an investment project and the proposed investment

for the project is called Return on Investment (ROI).

This ROI ratio is used as a criterion for the evaluation of an investment project. The
greater the ROI of a project, the greater is its acceptability. There are three concepts
about the amount of investment on a project. The amount of investment may mean
the amount of assets, amount of capital invested, or the amount of equity capital. We
may obtain three types of ROI on the basis of these three concepts.

These are:

(i) Return on Assets (ROA) <ligasall o il

By definition, ROA is the ratio between net profit and the assets. We may write,
therefore,

ROA = net profit excluding taxes + total assets

Here net profit does not include the interest to be paid to the lenders. But, since

interest is included in the real return on total assets, an improved form of ROA is:

(ii) Return on Capital Employed (ROCE) aidwall Jlall (il A ilal)

ROA = (net profit excluding taxes+ interest paid) + total assets

ROCE is the second type of ROI. Here net profit, excluding tax, is expressed as a
ratio of the total amount of invested capital. The total amount of capital provided by
the owner of the firm and the lenders is the total invested capital in this case.

We may have this estimate of capital in two ways
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= First, the total amount of invested capital is the sum total of long-term
liabilities and equity of the shareholders.

= Second, invested capital is the summation of the net circulating capital and
fixed assets. Therefore, we may write here:-

net profit minus tax

ROCE=

total investment capital

Add the interest paid in net profit and write:

net profit minus tax+interest paid

ROCE =

total invested capital

(iii) Return on Shareholders’ Equity (ROSE) (sadluwal) (g8 o ilal)

By definition, a general estimate of ROSE is:

net profit minus tax
ROSE = L
total equity of the shareholders

Now the shares of a company may be of two types: preference shares and ordinary

shares. Here, if the shares are ordinary shares, then we may write:

net profit minus tax—dividend paid to perference shareholders
ROSE = =2 parcop

equity of the ordinary shareholders

We may mention here two more measures of the rate at which the owners of
ordinary shares may obtain return from their company. These two rates of return

are “earning per share” (EPS) and “dividend per share” (DPS).

By definition, we have:-

EPS = net profit minus tax—dividend paid to perference shareholders

number of ordinary shares

DPS = dividend paid to the owners of ordinary shares
number of ordinary shares

It may be noted here that the share owners may earn at the rate of EPS only when
the company actually distributes all the money equal to the numerator of the formula

for EPS among the shareholders.

< Investment Policy i) A
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The investment decisions are to choose the assets on which the money is being
spent. The assets are divided into two parts:

1. Long-term assets: which have an impact over many years.

2. Short-term assets: All assets that can be converted into cash or cash

equivalents during the period and are highly liquid.

Accordingly, asset selection has two aspects:

= The first aspect relates to capital investments.

= The second aspect relates to the management of working capital.
For the capital investments, there are key elements that are involved in making
capital decisions, including the group of assets in the entity and its composition, the
risks related to the entity's business in general, as well as the theory of measuring
the cost of capital.

Working capital management is one of the main tasks of financial
management. It must create a an equilibrium between profitability and liquidity
because of a conflict between the two.

Working capital means the difference between current assets and current liabilities
as in the following equation:

Working capital = Current assets - Current liabilities

If this difference is significant, there is a large amount of money frozen in current
assets that could have been invested in other areas effectively. If the difference is
small or negative, it means that the company is suffering from financial difficulties,
poor financial situation or financial failure. In this case, the entity must increase its
working capital so that it can meet its outstanding obligations during the financial
period. The company will resort to this in a number of ways, including the
introduction of new shares in the market, the increase in current assets or the sale of

part of the fixed assets.

Investment Policy Jbaia) dubu «
D omand )l g sall acdip Lgade ) sa¥) (G Aty A i g pall SLERI (b &y jlalaY) il ) R Jiais
AL sh & sl sa e W 058 g s0aY) Alygh clasase L1
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e Procedures of Investment Policy L) Al cils) s

You can increase the value of your business and increase your income by investing
the profits from your company. This policy will help you control how profits are
invested.
e Establishing an Investment Clearing Process
S g dulas £ LES)
You can set up a procedure for reviewing and approving investments. This
procedure should designate who can present investment ideas, who will approve

them and who will monitor the profits and losses from investments.

e Listing Prudent Investments  4dasSall <l Lyl daild pag
You can avoid making emotional investments by creating a list of the types of
investments you will consider. The "prudent man rule,"( aSsll Js ) 32 & Y)which comes
from common law but is endorsed by the Federal Deposit Insurance Corporation,

dictates that each investment must be considered on its own merits.
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e Setting Objectives

Your investment policy should include investment objectives. For example, you may

seek to create income by investing in dividend-paying stocks or interest-paying

bonds.

e Choosing a Strategy

Your investment policy should lay out a strategy for investing. That means explaining

ARy aaas

Al a) JLas)

exactly how and when you will invest.

«+ Exercises Solved

Exercise No. 1

The following are the summarized Profit and Loss A/c and Balance Sheet of Zane

Ltd. for
Dr. Profit and Loss Account Cr.
Particulars IQD Particulars IQD
To Opening Stock 99,000 |By Sales 950,000
To Purchases 545,000 By Closing Stock 150,000
To Freight Inward 16,000
To Gross Profit 440,000
1,100,000 1,100,000
To Operating Expenses 200,000 By Gross Profit 440,000
To Loss on Sale of Asset 40,000. |By Non-operating income| 60,000
To Net Profit 260,000
500,000 500,000
Balance Sheet
Liabilities 1QD Assets IQD
Share Capital 200,000 |Land and Building 150,000
Reserve and Surplus 260,000 |Plant and Machinery 180,000
Bill Payable 40,000 |Stocks 150,000
Other Current Liabilities 90,000 |Debtors 45,000
Bills Receivable 5,000
Cash & Bank 60,000
590,000 590,000

Requirement: Calculate the following:
Gross Profit Ratio.

Operating Profit Ratio.

Return on Capital Employed.
Stock Turnover Ratio.

Debtors Turnover Ratio.

Current Ratio.

Sales to Fixed Assets Ratio.

Net Profit to Fixed Assets Ratio.

N>R~ WNE
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9. Sales to Capital Employed Ratio.
10.Turnover to Total Assets Ratio.

Solution :
(1) Gross Profit Ratio =52 %100

- Sales

_ 440,000
950,000

=46.32 %

x100

(2) Operating Profit Ratio — Operating Profit -, 4 g1

Sales

240,000
990,000

=24.24%

Net Profit

= 100
Capital Employed
260,000

= x100

- 460,000 (200,000 + 260,000)

=56.52%

_ Cost of Goods Sold
Average Stock

x100

(3) Return on Capital Employed

(4) Stock Turnover Ratio

_ 510,000
124,750

=4.088

. Credit Sales
(5) Debtors Turnover Ratio = l . ,
Average Debtors (+) Average Bills Receivable

950,000

~ 45,000 + 5,000
_950.00

~ 50,000
=19

Current Assets

(6) Current Ratio

- Current Liabilities
_ 260,000 (150,000 + 45,000 + 5,000 + 60,000)

130,000(40,000 + 90,000)

=21
Sales

(7) Sale to Fixed Assets Ratio =
Fixed %sssgtos

~ 330,000
= 2.88 Times

(8) Net Profit to Fixed Assets Ratio = — NP %100

Fixed Assets

260,000
= x100
330,000

=78.79%
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Sales

(9) Sales to Capital Employed Ratio =

Capital Employed
_ 950,000

~ 460,000

=2.06

Sales

"~ Total Assets
_ 950,000

"~ 590,000
=1.61 Times

(10) Turnover to Total Assets Ratio

o
<
o
<
o
<
o
<
o

Exercise No.2
Betal Manufacturing company submits the following Profit and Loss Account for the
year ended 31°% March, 2019.

Dr. Profit and Loss Alc Cr.
Particulars IQD Particulars IQD
By Sales 320,000
_ By Closing Stock 76,000
To Opening Stock 52,000
To Purchase 160,000
To Wages 48.000
To Manufacturing Expenses 32,000
To Gross Profit c/d 104,000
396,000 396,000
To Selling & Distribute 8,000 By Gross Profit b/d 104,000
Expenses
By Profit on Sale of
To Administrative Expenses 45,600 [Shares 9,600
To Loss by Fire 2,400
To Loss on Sale of Furniture 1,600
To Net Profit 56,000
113,600 113,600
Calculate :

1. Gross profit ratio,

2. Net profit ratio,

3. Operating profit ratio,

4. Operating net profit ratio.

Solution :

_ Gross profit

(i) Gross Profit Ratio x 100

Sales

_ 104,000
320,000

=32.5%

x 100
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__Net Profit
Sales

x 100

(i1) Net Profit Ratio

_ 56,000
320,000

=17.5%

x 100

_ Costof Goods Sold (+)Operating Expenes

(iii) Operating Ratio

Sales

216,000 (+)53,600
= ) x 100

320,000
=84.25%
_ Operating Net Profit

(iv) Operating Profit Ratio = x100

Sales

_ 56,000 (+) 1,600 (=) 9,600

x100
320,000
_48000 100
320,000
=15%

Exercise No.3

x 100

From the following Balance-sheet of XYZ Ltd., calculate the following ratios:

1. Current ratio,

2. Liquid ratio,

3. Absolute liquidity ratio,

4. Current assets to Fixed assets ratio,

5. Debt to equity ratio,

6. Proprietary ratio,

7. Capital gearing ratio,

8. Fixed assets ratio.

Balance Sheet as on 31° March, 2019
Liabilities 1IQD Assets QD

Equity Capital 1,000,000 |Goodwill (At cost) 500,000
6% Preference Capital 500,000 |Plant and Machinery 600,000
General Reserve 100,000 |Land and Building 700,000
Profit and Loss Alc 400,000 [Furniture 100,000
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Provision for Taxation 176,000 |Inventories 600,000
Bills Payable 124,000 [Bills Receivable 30,000
Bank Overdraft 20,000 |Debtors 150,000
Creditors 80,000 [Bank 200,000
12% Debentures 500,000 |investments (Short-term) 20,000
2,900,000 2,900,000
Solution :
Current Assets

. Current Ratio

" Current Liabilities
__ 1,000,000

~ 400,000

=251

Note : Current assets include inventories, debtors, bills receivable, bank balance and
short-term investments.
Current liabilities include creditors, bills payable, bank overdraft, taxation provision.

I Liquid Ratio _ Current Assets
1,000,000 (—) 600,000
400,000 (=) 20,000
Liquid Assets= Current Assets (-) Stock
Liquid Liabilities = Current Liabilities (-) Bank Overdraft

" Liquid Liabilities

400,000
Overheads =
380,000
=1.05:1
. .. . Cash at Bank (+) Short—term Investments
lll.  Absolute Liquidity Ratio = (+) Short—terr
Current Liabilities
220,000
~ 400,000
=0.55:1
. Current Assets
IV. Current assets to fixed assets = ——————
Fixed Assets
_ 1,000,000
~ 1,900,000
=0.526:1

Note : Fixed assets include Goodwill, Plant and Machinery, Furniture and Land and
Building.

V. Debt to Equity Ratio

Long—term Debt  _ 500,000
" Shareholders Funds 1,000,000 500,000 100,000 400,000
Equity Capital (+) Preference Capital (+) General Reserve (+) Profit and Loss A/c

_ 500,000
2,000,000

=0.25:1
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b Long—term Debt _ 500,000
Long—term Debt 500,000+2,000,000

+
Shareholders Funds

500,000
a. =
2,500,000
b. =0.20:1
. . Shareholders Funds
VI. Proprietary Ratio = -
Total Assets
2,000,000
~ 2,900,000
=069:1

Fixed Interest Bearing Securities

VII. Capital Gearing Ratio = — .
Equity Capital+Reserves and Surplus

1,000,000 {500,000 Preference + 500,000 Debt}
1,000,000 + 500,000

_ 1,000,000
~ 1,500,000
=0.66:1
VIII.  (viii) Fixed Assets Ratio
_ 1,900,000

2,500,000
(Shareholders' Funds + Long-term debt)

=0.76:1

Fixed Assets
Capital Employed

C R K R R R R R AR
X BN SN S XX EXEXEXE X4

Exercise No. 4
From the following details prepare the balance sheet of ABC Ltd.

Stock Turnover 6
Capital Turnover Ratio 2
Fixed Assets Turnover Ratio 4
Gross Profit 2%
Debt Collection Period 2 months
Creditors Payment Period 73 days

The Gross Profit IQD 6,00,000. Closing Stock IQD 5,000 in excess of Opening
Stock.

Solution :
Balance Sheet of ABC Ltd,
Liabilities IQD Assets IQD
Capital 120,000 (Closing Stock 42,500
Creditors 49,000 |Debtors 50,000
Fixed Assets 60,000
Cash 16,500
169,000 169,000
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Working Notes:
Gross Profit

1. Gross Profit Ratio ————— x 100

Sales
600,000
2%-=
Sales

x 100

_ 600,000

Sales

Sales = 300,000 IQD
Cost of Goods Sold = Sales - Gross Profit
= 300,000 - 60,000
= 240,000 1QD

Cost of Goods Sold

2. Stock Turnover = Average Stock

240,000
Average Stock

Average Stock = 40,000 IQD

Opening Stock + Closing Stock

But.  Average Stock = >

Opening Stock + Closing Stock

40,000 1QD =——"7">——"—">—+ ...

2

5,000 1QD = Opening Stock + Closing Stock ...

Solving the above two equations.
- Closing Stock + Opening Stock = 80,000 1QD

- Closing Stock - Opening Stock = 5,000 1QD

Subtracting equation (2) from equation(3) , we get
2 (Opening Stock) = 75,000 1QD
Opening Stock =37,000 1QD
But, Closing Stock + Opening Stock = 80,000 IQD
Closing Stock + 1QD 37,500 = 80,000 IQD
Closing Stock =42,500(80,000- 37,500)
3. Capital Turnover Ratio =22Lof Sales
Capital
_ 240,000

- Capital

Capital = 120,000 IQD

Cost of Sales

Fixed Assets
240,000

- Fixed Assets

Fixed Assets = 60,000 IQD

4. Fixed Assets Turnover Ratio =

5. Debt Collection Period = 2 Months

. 12 Month
Debtor Turnover Ratio = ons

Debt Collection Period
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12
2

=6

Credit Sales
Average Debtors

Assuming Sales as Credit Sales and Debtors Turnover Ratio is based on year-end
figures, we have,

OR Debtors Turnover Ratio =

300,000

Debtors =

= 50,000 IQD
6. Creditors Payment Period = 73 Days

365 Days
Creditors Payment Period

Creditors Turnover Ratio =

__365days
73 days

=5 days

Assuming all purchases to be credit purchases, the amount of purchase is
determined as follows :
Cost of Goods Sold= Opening Stock (+) Purchases (-) Closing Stock
240,000 = 37,500 (+) Purchases (-) 42,500
240,000 (+) 42,500 (-) 37,500= Purchases
Purchases = 245,000 1QD

Credit Purchases

Now. Creditors Turnover Ratio = ,
Closing Stock

_ 245,000
Closing Stock

Closing Stock = 49,000 1QD

AR K R R R R TR AR
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Exercise No. 5
Following are the ratios relating to the trading activities of an organization.

- Debtors Velocity = 3 months

- Stock Velocity = 4 months

- Creditors Velocity = 2month

- G. P. Ratio = 25%

- Capital Turnover Ratio =3

Fixed Assets Turnover Ratio =4

Gross Profit for 2018-19 IQD 750,000. Stock as on 31-3-2019 was 30,000 IQD more
than it was on 1-4-2018. At the end of the year Bills Payable and Bills Receivable
were 45,000 IQD and 50,000 IQD and Bank Overdraft was 110,000 IQD.
Reguirement: Prepare a statement of Proprietary Fund for the year ended 31-3-
2019.
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Solution :

Statement Showing Proprietary Fund as on 31-3-2019

Particulars IQD IQD
Fixed Assets 750,000
Add : Current Assets (CA):
Closing Stock 765,000
Debtors 750,000
Bills Receivable 50,000 1,565,000
Less : Current Liabilities (CL): 2,315,000
Creditors 380,000
Bills Payable 45,000
Overdraft 110,000 535,000
Proprietary Fund 1,780,000
Working Notes :
1- Debtors Velocity =222
Sales
OR - Debtors 12
3,000,000
Debtors = 2222000
= 750,000 IQD
2- G.P. Ratio = === x 100
Sales
25= — % 100
Sales
750,000
~ Sales x100
Sales = 750,000 x4
= 3,000,000 1QD
.. Costof Goods Sold
3- Stock Velocity= Averags Stock
Here, Stock Velocity = 4 months
=2 months
4
=3 times
Now, Cost of Goods Sold = Sales — G.P.

Cost of Goods Sold = 3,000,000 — 750,000
= 2,250,000 1QD

Let the Opening Stock be y.

Closing Stock =y + 30,000
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y+y+ 30,000

Average Stock = >

_ 2y + 30,000
2

_2(y + 15,000)

2
=y + 15,000
., _ Costof Goods Sold
Now. Stock Velocity = Average Stock
. 2,250,000
l.e., =
y+15,000
3y+45,000 = 2,250,000
3y = 2,205,000
_ 2,205,000
T3
= 735,000 IQD
Opening Stock = 735,000 (y)
Now. Closing Stock = y+ 30,000
Closing Stock = 735,000 + 30,000
= 765,000 IQD
4- Capital Turnover Ratio = Tarmover
Capital
_ 3,000,000
- Capital
Capital = 1,000,000 IQD
5- Fixed Asset Turnover Ratio = ——mover_
Fixed Assets
3,000,000
"~ Fixed Assets
Fixed Assets = 750,000 1QD
6- Creditors Velocity = <2408 12
Pl_lrchase
- Creditors x 12
2,280,000 %
2,280,000
Creditors = ———
6
= 380,000 IQD

(*)The Purchase figure of 2,280,000 IQD can be found by Opening Trading A/c.
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Trading Alc (31-3-2019)

Particulars QD Particulars 1IQD
To Opening Stock 735,000 | By Sales 3,000,000
To Purchase (Balancing Figure) 2,280,000 | By Closing Stock 765,000
To Gross Profit 750,000
3,765,000 3,765,000

CR JK R R R R R AR
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Exercise No. 6

With the help of the following ratios regarding Kachin Ltd. draw the balance sheet for

the year ended 31 March, 2019.
Current ratio 2.5 Liquid ratio 1.5
= Net working capital 300,000 IQD.

= Stock turnover ratio (cost of sales/closing stock) 6 times Gross profit ratio

20%

» Fixed assets turnover ratio (on cost of sales) 2 times Debt collection period 2
months Fixed assets to shareholders net worth 0.80

»= Reserve and surplus to capital 0.50.
Solution :
Working Notes:

(1) Working Capital = CA-CL
_ca

CL

25=%4
CL

CA=25CL
Working Capital = 2.5 CL — CL
300,000 =1.5CL
CL = 200,000
CA = 2.5 x 200,000
CA= 500,000 IQD

Quick Assets
Quick Liabilities
CA-Stock
1.5=——
200,000

(2) Liquid Ratio

CA — Stock= 300,000
Stock =500,000 — 300,000
Stock = 200,000 1QD

157




(3) Stock Turnover Ratio

_ Cost of Sales
Closing Stock

_ Costof Sales
200,000

Cost of Sales = 1,200,000 IQD

(4) Sales = Cost of Sales (+) Gross Profit
= 1,200,000 (+)300,000

=1,500,000 IQD
Sales

Cost of Sales G.P.

100

80

1,200,000

(5) Debtors

- 1,500,000 %

20

1,200,000 x g
= 300,000 - (Gross Profit)

2

12
= 250,000

(6) Fixed Assets

=2x12,00,000

= 2,400,000 1QD

(7) Fixed Assets to Net worth =
0.80 =

(8) Reserves and Surplus to Share Capital
- Reserves and Surplus

Fixed Assets

Net Worth
2,400,000

Net Worth
Net Worth = 3,000,000 IQD

Equity Share Capital

0.50

Reserves and Surplus = % of Equity Share Capital
But, Net Worth = Capital (+) Reserve

= 3,000,000 1QD

3,000,000 = [Equity Share Capital (+)% Equity Share Capital]

Share Capital = 3,000,000%>

= 2,000,000
Reserves and Surplus = 0.50 of 2,000,000
= 1,000,000 1QD
Balance Sheet of Kachin Ltd. for the year ended 31-3-2019
Liabilities IQD Assets IQD

Share Capital 2,000,000 [Fixed Assets 2,400,000
Reserves and Surplus 1,000,000 | Current Assets:
Current Liabilities 200,000 |[Stock 200,000

Debtors 250,000

Cash 50,000 500,000
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Figure)

300,000

3,200,000

3,200,000

Exercise No. 7

CR JRK R R R R R AR
X BN SN EXEXEXEXEXE X4

Following information is given for two companies A Ltd. and B Ltd.

Particulars A Ltd. B Ltd.
Current Ratio 1.25 1.01
Liquid Ratio 0.96 0.69
Gross Profit Ratio 26.7% 33.3%
Debt Equity Ratio 0 0.33
Net Profit Ratio 15% 10%

Requirement: Analyze the financial position of the two companies.

Solution :

(a) Current Ratio of A. Ltd is 1.25 which is not favorable. Hence, the short-term
financial position of the company is not strong.

Current Ratio of B. Ltd. is 1.01 which is not favorable. Hence, the short-term
financial position of the company is not strong.

(b) Liquid Ratio of A. Ltd. is 0.96, which shows that the solvency position of A.
Ltd. is not strong.

satisfactory. (0.96 < 1)
Liquid Ratio of B. Ltd. is 0.69, which shows that the solvency position of B. Ltd. is
not satisfactory.(0.69 < 1)

(c) Gross Profit Ratio of A. Ltd. is 26.7% and B. Ltd is 33.3% which shows
that the profitability of both the companies seems to be satisfactory. However,
whether there is an improvement in the profitability or not depends on the
comparative study of figures of the previous accounting periods.

(d) Debt Equity Ratio of A. Ltd is 0 and B. Ltd is 0.33. Banking Companies
consider debt equity ratio upto 2 : 1 as normal. Debt equity ratio in both our
cases was lower than the normal debt equity ratio. This shows that there was
a greater margin of safety available to loan creditors. Both the companies was
eligible for long-term financial assistance.

(e) The Net Profit Ratio of A. Ltd is 15%, which shows that the profitability of
the company seems to be quite satisfactory.

The Net Profit Ratio of B. Ltd. is 10% which is quite low. This shows that the
profitability position of the company is quite unsatisfactory. The management is not
efficient in controlling cost.

LR K FK TR AR )
A XX BN R X XX R X R XX
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Exercise No. 8
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The Current Ratio is twice than Quick Ratio. Calculate value of stock, if working
capital is 40,000/- IQD , & bank overdraft is 10,000/- IQD .

Solution :

Here, Current Ratio = 2

. C tA ts (CA
Now, Current Ratio = —current Assets (CA)

Current Liabilities (CL)

CA-CL= Working Capital
5= 40,000+CL
T Ca —cl =40.000 1QD

2CL =40,000 + CL
CL = 40,000 IQD

CA =40.000 + CL

and CA= 80,000 IQD
now Quick Ratio =1
Quick Ratio = &= Stock
CL-BOD

__80,000— Stock
40,000— 10,000

__80,000- Stock
30,000

30,000= 80,000 — Stock
Stock = 50,000 IQD
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Questions and Exercises

Questions

Describe the Classification and Types of Ratios.
What is the Liquidity Ratios and Solvency Ratios?

What are The important liquidity ratios?

P w0 NP

What are The important turnover ratios ?
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. What are types of profitability ratios?

. Indicate the Balance Sheet Ratios.

. Explain the Composite Ratios.

5
6
7. Indicate the Profit and Loss Account Ratios.
8
9

. Indicate the methods of project evaluation in a firm.

10.Explain the Investment Policy.

11.What is the meaning of Working capital?

12.Explain the Procedures of Investment Policies.

e EXxercises

Exercise No.1:

The following is the balance sheet of Iraqi Rubber Industries Company for the
financial year ended 31/12/2019:

Liabilities IQD Assets IQD

capital 2,000,000 | building 1,000,000

Net profit 302,000 | equipment 1,200,000

long-term loans 320,000 |inventory 31/12 at a sales | 480,000
price

creditors 440,000 | Financial investments 98,000

Provision for depreciation | 280,000 | Bills receivable 120,000

of machinery

Provision for doubtful 16,000 Debtors 336,000

debts

Accrued Salaries 20,000 cash 120,000
Rent prepaid 24,000

Total 3,378,000 | Total 3,378,000

Additional Information:

1. The value of the beginning inventory at 1/1/2019 was 320,000 dinars at

cost.
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The selling price is determined in accordance with the company's policy

plus 20% as the profit margin for the cost.

3. Total profit for the year amounted to 360,000 dinars.

4. Credit purchases represent two-thirds (2/3) of the cost of net sales.

5. The discount rate charged by the bank is 5%. The average maturity of

6.
7.
8.

the notes receivable is 4 months.
Payment period average planned by the company is 3 months.
Storage period average planned by the company is 80 days.

Cash ratio (monetary standard) accepted by the company is 50%.

Required:

1.

Rebalancing the balance sheet in accordance with accounting standards
and applying financial analysis.

Use the revised balance sheet data to extract the following ratios:

Cash ratio (cash standard).

Creditors Turnover.

Payment period average

Inventory turnover.

Storage period average .

Fixed asset turnover.

Exercise No.2

The net profit before interest and tax for an industrial company for the year 2019 is

520,000 dinars and the debit annual interest is 80,000 and the annual installments

due for the same year are 120,000.

Required : Determine the company's ability to service its debt for the year 2019 and

compare it with the year 2018 by 1.5 times.

Exercise N0.3

The following is the financial data extracted from the records of a company for the
years 2018 and 2019.

particular 2018 2019
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Net profit before interest and taxes 500,000 1,800,000
Net operating assets 2,000,000 5,000,000
Net sales 2,500,000 7,500,000
Required:

A. Determine the profit margin, and turnover of operating assets.
B. Determine The company's earning power during the two years and comment
on it.
Exercise No.4
the following data abstracted from records of an industrial company for the years
2018 and 2019

particular 2018 2019
Total assets (fixed and current) 480,000 520,000
Total long and short term debt 360,000 240,000

Require : find the ratio of debt (financial leverage) of the company for 2018 and
2019.

Exercise No.5
The following is the data of a company for the period ended 31/12/2019:

particular Amount particular Amount
Creditors ¢ Cash ¢
Accrued Expenses 875000 | notes receivable ¢
Total current liabilities ¢ Debtors ¢
Long-term liabilities ¢ inventory ¢
Total liabilities ¢ Expenses paid in advance ¢
Equity ¢ Total Current Assets ¢

¢ machinery and equipment 550000
Total Liabilities and Equity ¢ Total assets ¢

Additional Information:
1. Inventory turnover =10 times
2. Quick Liquidity ratio = 2:1
3. Gross profit = 7,800,000
4. Net profit = 2,080,000
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Total debt to the equity ratio = 1:4
Asset turnover rate = 2
Profit margin ratio = 8%

Debtors Turnover rate = 8 times

© © N o v

Balances of accounts receivable, inventory, equity and total assets as of
31/12/2019 are identical to their balances as at 31/12/2018.
10.Convertible quick assets to cash consist of the following:
= cash 27%
* notes receivable 8%
= debtors 65%
11.All sales and procurement results.
Required:
a. Find the values of the balances indicated by a question mark (?).
b. Find arate of return on assets.

c. Find arate of return on equity.

Exercise N0.6

The balance sheet of an industrial corporation for the year ended 31 December 2019

is as follows:
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Liabilities Assets
equity fixed assets 770.000
capital 500.000 ) 150.000
Depreciation of
Fixed assets
net profit for 40.000 Current assets:
the year
Total equity 540.000 | ending Goods 116.000
long-term 50.000 | notes receivable 20.000
loans
Short - term Debtors 43.600
liabilities
creditors 123.000 provision of 8.600 | 35.000
doubtful debts
Notes payable | 97.000 Current 10.000
securities
Other credit Cash on hand 12.800
balances
10.000 | Other debit
due salaries balances
Prepaid 6.200
expenses
Total Current 230.000 | Total Current 200.000
Liabilities Assets
820.000 | Total assets 820.000

Total liabilities

additional information

* Annual net sales of

* Annual net purchases of

* Cost of sales is

Current ratio

. Quick liquidity ratio

1,260,000 dinars
600,000 dinars

1,181,600 dinars

Required: Calculate the following financial ratios:

. Creditors turnover and notes payable

. Inventory turnover

. Storage period average

. Fixed asset turnover
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8.

Debtors collection period average and notes receivable and their comparison

with creditors payment period average and notes payable.

Exercise No. 7

The following elements of a balance sheet as on 31/12/2019:

o Assets: Cash? Inventory? Total current assets? fixed assets ?

o

Liabilities : Loans? Current liabilities? Total liabilities? equity?

Information's additional:

1.

o gk wN

Equity of stockholders = 500,000 1QD

Ratio of Current Liabilities to Total Debt = 40%
Total debt to equity = 60%

Ratio of fixed assets to equity = 60%

Asset turnover = 2 times

Inventory turnover = 8 times

Required: Complete the balance sheet using the information available above.

0606006060606000
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Chapter (9)

Financial Leverage

Agllal) ( Adial) ) dadl

LEARNING OBJECTIVES .....
A auladl) Cilaad)
After reading this chapter, you can certainly be able to

understand the following subjects :

% Concept of Leverage Ratios
* Leverage Ratios
% Degree of Financial Leverage

* Leverage Degree Analysis
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Chapter (9)

Financial Leverage

Agilal) ((Aliad) ) dad)

Financial leverage refers to the use of debt to acquire additional assets.
Financial leverage is also known as trading on equity. Financial leverage is the
amount of debt that an entity uses to buy more assets. Leverage is employed to
avoid using too much equity to fund operations. An excessive amount of financial
leverage increases the risk of failure, since it becomes more difficult to repay debt.

% Concept of Leverage Ratios dad) ) Cad asalia

Leverage ratios are used to determine the relative level of debt load that a
business has incurred. These ratios compare the total debt obligation to either the
assets or equity of a business. A high ratio indicates that a business may have
incurred a higher level of debt than it can be reasonably expected to service with
ongoing cash flows.

Al Mea) G il sda ¢l A 405 A G gall Jaeadl sl (5 stusal) apaal Gadl ) Cans i
e (5 sivne DS 38 (685 Layy 4S80 O ) A el dpeail) i AS 80 ASLe G 5l o s L) 0 gl
Apoladl dpaal) sl ae Jaall J gl S0 dad 55 (S Laa JS) cpall (4

The two main leverage ratios are:

= Debt ratio (&gl i), Compares assets to debt, and is calculated as total
debt divided by total assets. A high ratio indicates that the bulk of asset
purchases are being funded with debt.

= Debt to equity ratio (&l 3 A cpal 4ud). Compares equity to debt, and is
calculated as total debt divided by total equity. A high ratio indicates that the
business owners may not be providing sufficient equity to fund a business.

Leverage ratios are essentially measures of risk, since a borrower that cannot
pay back its debt obligations is at considerable risk of entering bankruptcy protection.
However, a modest amount of leverage can be beneficial to shareholders, since it
means that a business is minimizing its use of equity to fund operations, which
increases the return on equity for existing shareholders.

A prospective lender may use leverage ratios as part of its analysis of whether

to lend funds to a business. However, these ratios do not provide sufficient
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information for a lending decision. A lender also needs to know if a business is
generating sufficient cash flows to pay back debt, which involves a review of both
the income statement and statement of cash flows. A lender will also review a
company's budget, to see if projected cash flows can continue to support ongoing
debt payments.

In addition, the nature of the industry in which a business is located plays a
significant role in the lending decision. For example, if an industry has few
competitors, there are high barriers to entry, and there is a long history of above-
average profits, then an organization could probably maintain a high debt load over a
long period of time. Conversely, in an industry where market share changes
continually, product cycles are short, and capital investment requirements are high, it
is quite difficult to have stable cash flows - and lenders will be less inclined to lend
money.

In short, leverage ratios are used for a portion of the analysis when
determining whether to lend money, but a great deal of additional information is
needed before a lending decision can be made.

% Leverage Ratios Allal) Alkial) qaad

A leverage ratio is any one of several financial measurements that look at how
much capital comes in the form of debt (loans), or assesses the ability of a company
to meet its financial obligations.

The leverage ratio is important given that companies rely on a mixture of
equity and debt to finance their operations, and knowing the amount of debt held by
a company is useful in evaluating whether it can pay its debts off as they come due.

Leverage Ratios for Evaluating Solvency and Capital Structure. The most

well-known financial leverage ratio is the debt-to-equity ratio. It is expressed as:

D/E Ratio = Total Debt + Total Equity

The equity multiplier is similar, but replaces debt with assets in the

numerator:

Equity Multiplier = Total Assets + Total Equity

The equity multiplier is a component of the DuPont analysis for

calculating return on equity (ROE):
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ROE = Net Profit Margin x Asset Turnover x Equity Multiplier

An indicator that measures the amount of debt in a company’s capital

structure is the debt-to-capitalization ratio, which measures a company’s financial

leverage. It is calculated as:

Long-term Debt to Capitalization Ratio = Long-term Debt + (Long-Term Debt +

minority interest + equity)

In this ratio, operating leases are capitalized and equity includes both
common and preferred shares. Instead of using long-term debt, an analyst may
decide to use total debt to measure the debt used in a firm's capital structure. The

formula, in this case, is:

Total Debt to Capitalization Ratio = (current liabilities + Long-Term Debt)

+(current liabilities + Long-Term Debt + minority interest + equity)

s Degree of Financial Leverage 0La) dady ) A 0

Degree of financial leverage (DFL) is a ratio that measures the sensitivity of a

company’s earnings per share (EPS) to fluctuations in its operating income, as a

result of changes in its capital structure. It measures the percentage change in EPS

for a unit change in earnings before interest and taxes (EBIT), and is represented as:

% Change in EPS
DFL = ———19¢.
% Change in EBIT

DFL can also be represented by the equation below:

EBIT

DFL = EBIT-Interest

This ratio indicates that the higher the degree of financial leverage, the more
volatile earnings will be. Since interest is usually a fixed expense, leverage magnifies
returns and EPS. This is good when operating income is rising, but it can be a

problem when operating income is under pressure.

% Leverage Degree Analysis 43Il 43 3 Julas
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A lever is defined as the extent to which profits can be increased in an
enterprise as a result of increased reliance on fixed costs or borrowed funds or
together.

Thus, the concept of crane covers three main areas:

1. Operational leverage: It is linked to the cost structure.
Financial leverage: It is linked to the financing structure.
3. Common leverage: A combined result of the operational and financial
leverage.
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e Operating Leverage Agbaial) dad)

The operating leverage is concerned mainly with fixed costs as the cost

incurred by the firm in a continuous manner regardless of the volume of production
and sales. Thus, the share of fixed unit costs will decrease when the production
increases. This will result in additional net profits. The variable costs are directly
related to the production. The share of an unit of variable costs remains constant as
production levels change and the price is associated with the policy of the firm and
often by factors beyond control.
operating leverage Al gd )l o
oo DBl Gk aiuay sl sliiall Lani 28K g5 5S AN il Gulad IS5 Ll ad Ll A s gl
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Therefore, the efficiency of the operational leverage is related to the maximum
utilization of available operational capacity to increase production and thus increase

sales. Therefore, the operational leverage measures the degree to which the change

in operating profit responds to the change in sales and accordingly: Operational
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leverage is defined as the extent or percentage of increase in profits use fixed costs

Determine the operating leverage by the following equation:

Contribution Return

Operational leverage = - -
Net operating Profit before Interests and taxes

This means that any change in the number of units sold will result in a positive
(or negative) change in the net profit, so that the operational leverage is a key

indicator of what is known as business risk or operational risks.
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Another method to calculate the operating leverage by using profit as a
percentage of sales is to what extent the change in the operating profit of the change
in sales is accounted for by the following equation:

Operating Profit Change Ratio

Sales Change Ratio
If we assume that the change in sales is 10%, any that year's sales are more
than 10% sales last year, leading to a 20% change in profits before interest and
taxes, the operational leverage level is 2.
oAl i) st o) Cilasal) (e AuudS gl aladialy el ad ) Ay e GladaY 5 AT Al b dua
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e Financial leverage Adlal) dad)

A financial leverage is defined as the extent or proportion of the increase in
profits as a result of the use of the money of others in the business of the firm. The
effect of the financial leverage is positive on the return if the management of the
entity succeeds in investing the borrowed funds at a rate of return that exceeds the
interest paid on them. In other words, a financial leverage is in favor of the company
if the rate of return on investment is greater than the interest rate and vice versa, and

thus the financial leverage is related to the financial risks.

Net Profit before Interests and taxes

Financial leverage = -
Net Profit before taxes
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A common leverage is defined as the extent or proportion of the increase in
profits due to the optimal use of fixed costs and the use of borrowed funds in

operations. Therefore, the common leverage arises from the combined effect of both
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the operational leverage and the leverage so that it reflects the combined effect of
the business risk and the risk of borrowing. Accordingly, the common leverage is a
measure of the overall risk of management and shareholders.

The common leverage is measured by the following equation:

common leverage = Operational Leverage Degreex Financial Leverage Degree

Contribution Return Net Profit before Interests and taxes

" Net operating Profit before Interests and taxes Net Profit before taxes

combined leverage : (A sf) didal) i o
pladicd g ALEN Al JiaY) aladial) Apdl LY A BaLS dud gl e Ll AS jdiall dad) ) Ga g
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Example :

The sales of the Company (x) were (400,000) IQD. The variable costs of
these sales amounted to (150,000) IQD. The fixed costs were (50,000) IQD and the
interest was 10,000 1QD.

Required : Prepare an Interpretation and analysis of:

1. Operational Leverage Degree.
2. Financial leverage Degree.

3. Common leverage Degree .

solution :

Contribution Return

1. Operational Leverage Degree =

Net operating Profit before Interests and taxes

DOL = (400,000 — 150,000 ) + 400,000 — (50,000 + 150,000)
DOL = (250,000) + (200,000) = 1.25 times
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250,000 150,000-400,000
= =DOL

3« 1.25= = =
> 200,000  (50,000+150,000)—400,000

This means that each change in the number of units sold by one unit will

result in a positive net change in net profits of 1.25 times.

Net Profit before Interests and taxes

2. Financial leverage (DFL)=

Net Profit before taxes

" 200,000 (50,000+150,000)—-400,000
8,21.05 = = =DFL
200,000 (10,000+50,000+150,000)—400,000

Since the degree of leverage is positive and greater than the right one, it
means that the decision of the firm to invest in borrowed money was a sound and
feasible decision, it was able to achieve a profit that covers the interests of debts and
achieve a net profit.

3. common leverage = Operational Leverage Degreex Financial Leverage

Degree .

DCL =1.25 x 1,05 = 1.31 times

In this case the company has achieved a degree of operational leverage
positive as well as the degree of financial leverage positive, the degree of common
leverage will be affected by both grades, which led to a positive degree of common

leverage also.
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8,0 1.25= =DOL

200,000  (50,000+150,000)—400,000
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Questions and Exercises

Questions

What is the Concept of Leverage Ratios?
What are The main leverage ratios?

Define the leverage ratio.

Explain the Degree of financial leverage (DFL).
Define A lever?

2 i o

Explain the concept of crane covers .
e Exercises
Exercise No.1:
The sales of a company amounted to 1,200,000 dinars, the variable costs
400,000 dinars, the fixed costs 400,000 dinars, and the interest of 40,000 dinars.
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Required: Compute and interpret the following:
1. operational leverage degree
2. financial leverage degree
3. common leverage degree

Exercise No.2:

The sales of a company amounted to 1,000,000 dinars, the costs of sales
600,000 dinars, the fixed costs 140,000 dinars, and the interest of 16,000 dinars.
Required: Calculate and interpret the following:

1. Operational leverage degree
2. Financial leverage degree

3. Common leverage degree

Exercise No. 3:

The following data has been extracted from the books of a company:

Amount particular Amount particular
240,000 | discount allowed 160,000 | Sales returns
160,000 | Bank commissions 440,000 | Depreciation of fixed assets
2,000,000 | sales 100,000 | Returns of purchases
%35 Tax rate 320,000 | Salaries and wages
200,000 | discount received 360,000 | beginning goods
440,000 | other revenues and 600,000 | Purchases
miscellaneous
40,000 | Selling and distribution 60,000 purchases transport expenses
expenses
300,000 | Loans interests 20,000 Advertising publicity and
expenses
40,000 | bank commissions 6,000,000 | Buildings
payable
400,000 | ending goods 12,000,000 | Machinery and equipment
50,000 | Dividends 20,000,000 | Capital
(20% of capital is preferred
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Required :
Calculate and analyze the following:

1. Operational leverage degree.
2. Financial leverage Degree.

3. Common leverage degree.

00000000000
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Chapter (10)

Predict Financial Failure

Al Sl )

LEARNING OBJECTIVES .....
A anladl) Cilaad)
After reading this chapter, you can certainly be able to

understand the following subjects :

% Predict of Financial Failure

* Predict Financial Failure Models
e Altman and Mccovgh Model Z-Score (1974)
e Kida Model Z-Score (1984)

e Sherrod Model Z-Score (1987)
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Chapter (10)
Predict Financial Failure
) JEaly s

«+ Predict of Financial Failure

Predicting the strength or weakness of an enterprise, and predicting its potential
failure may require the use of certain financial ratios, these are representative of
performance factors. The results of these ratios are then measured in the knowledge
of the performance of the entity. The scientific literature presents the existence of
many predictive models of the financial failure of the enterprises.
Alall Jldlly sl
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The American Institute of Certified Public Accountants (AICPA) and the Securities
and Exchange Commission (SEC) have been credited with finding and developing
these models in the wake of major corporate and banking crises that swept through
the United States after the Second World War and the accountability of accountants ,
the legal accountants were charged with taking responsibility for misinformation in the
financial statements. Hence, the role of the legal accountant in conducting tests on the
ability of the audited entity to audit the continuity of activity or giving early warning about

its failure and bankruptcy.

O sldl) Gmnlaall S eV dgrall (e paaidiny zilaill o3 sk sl 8 Sy el Gialll Juadll 3 gay
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«+ Predict Financial Failure Models

There are many analytical models to predict the financial failure put forward by many
researchers for the purpose of application in industrial and banking companies. Most
of these analytical models are based on the compound financial ratios. They are
based on quantitative indicators derived from published and sometimes unpublished
financial statements, which are aggregated from different sources. The main
difference between these models is the difference in the relative weight given to
each financial ratio used, and in the number of ratios used as independent variables.
e lial) S8l 8 Leulai el i) e aad) Lea la el Jsdlly 3iill Aldaill - 30ail) (e aaal) clllia
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The most common analytical models used to support the financial failure of a
business is:
1. (Altman and Mccovgh ) Model Z-Score (1974)
2. (Kida) Z-Score Model 1984
3. (Sherrod) Z-Score Model 1987
Do Jle ) cldial el Jadlly siall Laladiud g Lo gud Aadasl) oz 3adll JiSH crag
1974 (Altman And Mccovgh) sl .1

1984 (Kida) zisei .2
1987 (Sherrod) zisai .3

e Altman and Mccovgh Model (1974)

Altman is the first to use multivariate analysis to predict business failure problems.
He has collected more than one variable to achieve this goal. In a comparison of 33
failed companies and 33 successful companies in the same activity, an equation

known as z- score.
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The Altman and Mccovgh model is one of the most common models of business
failure forecasting. This model was developed in 1974 to complement a previous
model by Altman in 1968.

1974 _(Altman And Mccovgh) zisai e
g o8 3 (lae 1 il L OISy ) JaY eyl seie ) padind e Jsl Altman e
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By ¢ Juee Y clidid ) Jaally sl B e s g3l ) e (Altman And Mccovgh) gase s
.2 1968 sl Altman Jlaill axca s (il 73 el YLSiul 2 1974 Ziw z35alll 138 pua g

Variables Financial Ratio Nature Ratio Relative Weight

X1 Ratio of net working capital to | Activity ratio 0.012
total assets

X2 Ratio of reserves and retained Profitability 0.014
earnings to total assets. Ratio

X3 Ratio of net profit before interest Profitability 0.033
and tax to total assets Ratio

X4 Ratio of market value of capital Financial 0.006
to book value of debt (liabilities) Leverage

X5 ratio of net sales to total assets Activity ratio 0.0999

L o) oSy il s ¢ e laBl 5 el ol Juzadl i) ¢ Ale Gt raa i oli0) ez sSley pladll z3 sa
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Altman and Mccovgh, using statistical analysis, have developed a quantitative model
that gives the possibility of predicting failure in case of application according to the
following equation:

Z =0.012X1 + 0.014X2 + 0.033X3 + 0.006X4 + 0.0999X5

X1 to X5 = The variables, i.e. the financial ratios above, used in the model are any
ratios that vary from a firm to another depending on their performance. In other
words, this model is based on five financial ratios that study five independent
variables and a dependent variable denoted by the z symbol. This model is
expressed mathematically by the following formula:

Z =0.012X1 + 0.014X2 + 0.033X3 + 0.006X4 + 0.010X5

The ratios used in the model are:

X1 = Net working capital / total assets.

X2 = Retained Earnings / Total Assets

X3 = EBITDA / total assets

X4 = Market value of equity / total liabilities

X5 = Sales / Total Assets

Z = Continuity Guide

L) oy LaS Wi gad Glawday o (Alaay) o mail) Jaladl) uglad aladialyg zsSlay olaill glaind S
DAy Aslaal) (55 Aigdat AMa (B AN gail)

Z=0.012X1+0.014X2+0.033X3+0.006X4+0.0999X5
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Z=0.012X1+0.014X2 +0.033X3+0.006X4+0.010X5
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According to this model, companies are classified into three categories in terms of
failure or success in continuity of work and these categories are:
1. Successful companies should have a value of (Z) in them (2,99) and more.
2. Companies whose existence and probability of bankruptcy are doubtful are
limited to (Z) between (1,81) and (2,99).
3. Failed Companies The value of (Z) is less than (1,81).
This model is a good example of a financial failure study, which proved its ability to

predict the detection of financial failure two years earlier.

Al el (8 lgalan ) Lelds Cum (0 S8 SO0 ) caial IS AN (G 23 gail) 138 s s
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(2,99) 5(1,81)
(1,81) oo J8) (Z) B 585 ALEG iS50 3
Ll i) e a3 )08 ) s o ) Jall Al 6l aY suad) 23l e 23 salll 138 2ay
Ac By e (s J8 Alle da )a L) Jsl)
Example :
The following is the financial data extracted from the books of a business entity:
Total assets 1,600
Total Liabilities 600

Retained earnings 300

Net operating profit 350
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Stock Market Value 700

Current assets 800
Current Liabilities 500
Sales 1,200

Z = 0.012 (300/1600) + 0.014 (300/1600) +0.033 (350/1600) +0.006 (700/600)

+0.010 (1200/1600)

0.027 = 0.002 + 0.003 + 0.007 + 0.007 + 0.008

Comparing the results of the example with the indicators of the three categories

mentioned above, we find that the probability of failure of this company is certain
since the value of Z is (0.027) much lower than (1.81).
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0.027 = 0.002 + 0.003+0.007+0.007+0.008
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e Kida Model (1984):

. (1.81) & S BB (0.027) o4 Z dadd

This model is also based on five main financial ratios:

Variables Financial Ratio Nature Ratio Relative Weight
X1 Net Profit after Tax / Total | Profitability Ratio 1.042
Assets
X2 Equity / total assets Leverage rate 0.420
X3 Current Assets / Current | Liquidity Ratio 0.461
Liabilities
X4 Sales / Total assets activity ratio 0.463
X5 Assets Cash / Total Assets Activity ratio 0.271
: 1984 Kida zigs e
DY) B R ) Alle i (uad o GUAS ) gadl) 08 Aaling
) G5 8 L) dayula Allal) dpuall) sl
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The equation of this mathematical model is as follows:

Z=1.042X1 + 0.42X2 - 0.461X3 - 0.463X4 + 0.271X5

The probability of failure is high according to this model when the value of (Z) is

negative, but if the value of Z is positive, the firm is safe. That is, according to this

model, the probability of failure of the companies increases as the value of (2)

negative, but if the result is positive, the company's potential to continue to work

without financial failure.
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Z = 1.042X1+0.42X2-0.461X3-0.463X4+0.271X5
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Example :
The following balances appeared in the records of an industrial company:
Total Assets 3000

Total liabilities 1800
Sales 4000
Cash Assets 800

Current Liabilities 1200
Shareholders' Equity 2000
Net profit after tax 150
Required: prepare an analytical study of these data by using the KIDA model to
determine the extent of the entity's ability to continue.
Solution:
Z = 1.042 (150/3000) +0.42 (2000/1800) -0.461 (800/1200) -0.463 (4000/3000)
+0.271 (800/3000)
Z =0.052 + 0.466-0.307-0.617 + 0.072
Z =(0.334)
According to this model, we find that the firm of subject of the study is under the
probability of a high failure, this is because the value of (Z) was negative (0.334).
: Jha
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Z=1.042(m)+0.42(m) —-0.461

Z=0.052+0.466-0.307-0.617+0.072
Z= (0.334)
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s Sherrod Model (1987)

This model aims to achieve two main objectives:

1. Credit risk assessment: - The model is used by banks to assess the credit
risk when granting loans to economic projects, as the loans are divided into

five categories according to the degree of risk as in the following table:

Categories Risk Degree The value of Z interval
First excellent loans Z>25
Second low-risk loans 25272>5
Third Medium-risk loans 202Z>5
Fourth high-risk loans 52Z>-5
Fifth very high risk loans Z<5-

1987 Sherrord zisai e
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2. Financial failure: It is used to ascertain the principle of continuity of the
project in economic life to identify the extent of the project's ability to carry out
its activity in the future.

This model is prepared on the following regression equation:
Z=17X1 +9X2 + 3.5X3 + 20X4 + 1.2X5 + 0.1X6

whereas :

Z = Bankruptcy Index

X1 = Net Working Capital / Total Assets

X2 = Liquid Assets / Total Assets

X3 = Total Equity / Total Assets

X4 = Net profit before taxes / Total Assets

X5 = Total Assets / Total Liabilities

X6 = Total Equity / Fixed Assets

Weighing weights according to the importance of each

variables The relative weight of the variable in points Variable type
X1 17 Liquidity Index
X2 9 Liquidity Index
X3 3.5 leverage index
X4 20 Profitability Index
X5 1.2 Leverage index
X6 0.1 Leverage indicator

g o di il Lalaidy) Blaldl A g g pdall ) paiad fase cpe aSUD addig ;1 Al Jadl -2
. JM\@&W;\JJ\JAL’JG &J)&d\ 3JJ§
t A plasay) Lalea can gay 3 gall) 138 a9
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This model serves the purposes of credit analysis in commercial banks from two angles.
First, it can be used to assess the creditworthiness of companies applying for bank loans, as
a tool to guide the credit manager and the loan committee in granting facilities or loans.
Second, the model can also be used by the bank's audit department or by the external
auditor as a tool to assess the risk surrounding the loan portfolio and then to estimate the
provision for non-performing loans to be made in respect of this portfolio. It also helps in
determining the interest rate for loans as well as in the design of follow-up or review of loans,
and notes from this above model the following:

1. The biggest weight of the financial ratios of its constituent is the share of those that
test the customer's ability to repay a liquidity ratios, due largely to the use of the
model to two key goals to determine the organization's ability to continue its
economic effectiveness and then to meet its obligations on time.

2. The quality or quality index used in the classification established student loan or in
the classification of portfolio loans is moving in the reverse direction to the direction
of risk, in other word that the high value of this indicator shows the loan quality or the
strength of the financial position of the current company student loan and then lower
the degree of risk, and vice versa.

a8 Aal il (S dga (b L Ol e At Golaall 8 LY st (al el aay 23l 138 o)
e Lgr 2 iy 31K () ¢ 4 padll Mgl (a5 8 e Jsand) cililhy il il pall sl Sl
sl g i AT b g Al iy )

190




axll 31S a LAl Gaall U8 e s Cipeaddly G810 ) J8 e 23 sall aladial SIS (Say 5 AT dea e
Adainall 028 (a saady 4y S5 Cand b1 8 Jfiatall m g Bl Ganadia 5 A3 (e g ¢ g Al Aladaey Alapaall el
e a5 ¢ (s il danl ja gl Alie Jghan paanal 8 SNy (g il (aldll 3 Jaee a3 8 2y LS |
o e olef 3 sail) 138
i g5 ol e (3l 5508 yiaS A Gl a5t 4) A Sl Al ol Y1 0550 o (1
b i) e 4S50 5,0 A jpeal Lea () (agd 3 saill aladind Gl s 2 gmy Al g
Baaaall e ge 8 Lgilal il el gll a3y (s LaiBY) Lgiallad
e Adadaall g B Caiial b gl Al AU sl Caiial G aadiaall de gl ol 3asal) LE5e OF (2
38 e ol (mill Basa o Ju el 13 dad pli ) o) Al iea 6 lala) sladY ouSe ol b
- oSally (uSall 5 5 phalaall A ja (aliall & (e s AU Alad) AS il Ll Sl
Example
The following balances appeared in the records of an industrial company:
Total assets 8000

Current assets 3500
Fixed assets 4500
Total liabilities (liabilities) 6000
Cash assets 1000
Current liabilities 1500

Total shareholders' equity 2000

Net profit after tax 500

Required: Prepare an analytical study of these data using the Sherrod model to
determine the sustainability of the business.

Solution:

Working Capital Net = Current Assets - Current Liabilities

3500 - 1500 = 2000

Z = 17 (2000/8000) +9 (1000/8000) +3.5 (2000/8000) +20 (500/8000) +1.2
(8000/6000) +0.1 (2000/4500)

Z=425+1.125+0.875+1.25 + 1.600 + 0.044

Z=9.144

From the application of the Sherrod model above, the value of (Z) is equal to
(9.144).This value according to the degree of risk in granting loans to economic units
is in third category, In other words the loans granted by the company to the

economic units are medium risk loans.
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2000 = 1500 — 3500

2=17(500)+9(050) + 3.5 (5000 ) + 20 () + 1.2 (3055) + 0.1 (2222)

Z=4.25+1.125+0.875 + 1.25 + 1.600 + 0.044

Z=9.144
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At the end, it should be noted that the benefit of these models and others like them
remain the focus of interest of researchers and related parties after they have proved
useful, but the application of any of them as in its original form to study the
possibilities of financial failure in all circumstances is subject to some difficulties, The
study is different in the nature of its activity or in the environmental conditions
surrounding it. This is normal, because the economic, political and social conditions
surrounding the business companies vary from a country to another.
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The published financial literature on bankruptcy has identified many proportions that
were important in predicting bankruptcy. There are no specific ratios used to predict
the company's failure (Barnes, 1987; Altman, 1993; Mohamed, Li and Sanda, 2001).

Most researchers chose financial ratios based on their popularity and

predictive ability in pre-bankruptcy studies (Beaver, 1966; Altman, 1968; Olson,
1980; Altman and Cau, 1985; Casey and Parshak, 1985; Nur Adiana et.al; 2008,
Lifschuts and Jacobi, 2010; Y. Wu et.al 2010).
The most common financial ratios used by researchers were net income to total
assets (Beaver, 1966; Deakin, 1972; Libby, 1975; Ohlen, 1980; Lennox, 1999), total
liabilities to total assets (Beaver, 1966; Deakin, 1972; Ohlson, 1980; Zmijewski,
1984) and size (Ohlson, 1980; Lennox, 1999; Shumway, 2001; Halim et al., 2008).
The net income rate was used by Ohlson (1980) to represent growth. To explain the
bankruptcy in the UK, Lenox (1999) used cash to carry liabilities, turnover of debtors
and total cash flow to cash flow.

To explain bankruptcy in Korea, the result of Nam and Jinn (2000) was that
the financial expenses of sales, debt coverage and turnover were important. The
Nam and Jane study (2001) was consistent with Lenox (1999). Zulkarnain et al.
(2001) used the MDA model, which showed that total liabilities to total assets, sales
to current assets, cash to current liabilities, and market value of debt were significant
in explaining the financial failure of Malaysian companies between 1980 and 1996.
Altman (1968) created a model (Altman Z Score) consisting of a set of financial
ratios analyzed using multiple discrimination analysis (MDA), based on the
assumption of a relationship between financial ratios in previous years and the time
of bankruptcy for subsequent years.
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Questions and Exercises

e Questions
1. Define the Predict of Financial Failure.

2. Explain the most common analytical models used to support the financial
failure of a business.

3. Write the Altman and Mccovgh Model.

4. Write the (Kida) Model.

5. Write the Sherrod Model.

e Exercises
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Exercise No.1

The following are the data extracted from the records of the Iraqi National Metallurgical
Industries Company:

Total Current Assets 2500

Total Current Liabilities 1500

Total Assets 6000
Total Liabilities 2000
Retained earnings 500

Net operating profit 1200
Sales 5000
Market value of shares 4000
Required: Prepare an analytical study of these data by using the Altman and Mccovgh

model to determine the sustainability of the business.

Exercise No. 2

The following balances appeared in the records of an industrial company:
Total Assets 6,000

Total liabilities 3,600
Sales 10,000
Cash Assets 1,600
Current Liabilities 2,400
Shareholders' Equity 4,000
Net profit after tax 500

Required: prepare an analytical study of these data by using the KIDA model to

determine the extent of the entity's ability to continue.

Exercise No.3
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The following balances were extracted from the statements of a company (in

thousand dinars)

= Current assets 52,410
* Fixed assets 29,840
= Current liabilities 25,431
= Long term loans 2,315
= Cash 6,240

= Shareholders' equity 33,719

= Net profit before taxes 7,570
Required: Use the (Sherrod model) to classify the degree of risk surrounding the
loan if the company makes a loan from a bank.

ioJioZiodioXiofiofioXiofioXiofiofio)
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Book in brief

Financial statements and reports are prepared from the output of the
accounting function produced by the accounting and then communicated to the
financial analysts as the users of the financial statements. The function of the
financial analyst begins in terms of the termination of the accountant's post to
complete a substantial financial function of the entity's functions related to the
accounting function and not separate from it.

The function of the financial analyst is based on the analysis of the financial
statements, which is one of the main tools used in the financial and economic
decision-making by the various parties related to the entity such as management,
employees, investors, shareholders, lenders, customers, the government and the
public in general.

The analysis of the financial statements includes a set of basic and useful
topics that the student can understand. The most prominent of these topics are the
theoretical framework of financial analysis, the study of financial statements, the
statement of funds flows, the cash flow statement and financial analysis by using
financial ratios and prediction financial failures of companies and banks.

This book was prepared in a simplified methodology for the student and the
reader to ensure the translation of terms and titles and some important texts into
Arabic, as well as that the topics of the book were based on syllabus approved by
the Sectoral Committee of the Faculty of Management and Economics in the Ministry
of Higher Education and Scientific Research.

We hope that the modest scientific effort in this book will ensure the
acceptance and satisfaction of students and readers to take advantage of practical

and professional life.
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