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Composition of financial statements
Financial statements

Summary of financial transactions which can be classified into

Capital revenue
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Items of capital nature are 
reflected in the

Items of revenue nature are     
reflected in the

Profit & Loss accountBalance Sheet

The impact on Cash Balances due to the operations and financing 
activities during the period

Cash Flow Statement
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FINANCIAL STATEMENTS
Balance Sheet

Value of assets and Liabilities in a MOMENT  of time
Profit and Loss Account

Value of transactions impacting the value of the 
assets and liabilities during A PERIOD  of time

Cash Flow Statement
Summarises the impact on CASH balances , 
independent of valuation

Notes to the Accounts & Schedules
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Users of financial statements
Lenders
Employees (potential employees)
Suppliers
Managers
Bankers
Financial planners
Investors
Regulators
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Elements of financial statements
Financial statements portray the effects of financial 
transactions by grouping these into broad classes 
according to their economic characteristics.

Assets
Liabilities

Income
Expenditure , all impacting

Equity
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Assets

Asset is the resource controlled by the enterprise as  a result 
of past events and from which benefits are expected to flow 
to the enterprise.

Example 
Plant and machinery, Buildings, office equipments etc.,
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Liability

Liability is a present obligation of the enterprise arising 
from past events, settlement of which is expected to result 
in out flow from the enterprise of resources embodying 
economic benefits

Example
Long term loans, working capital loans, overdrafts, public deposits 
etc.
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Equity

Equity is the residual interest in the assets of the enterprise 
after deducting all its liabilities.
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Recognition of the elements of financial 
statements

Recognition is the process of incorporating an item 
in the balance sheet or income statement.

For example, if an item meets the definition of 
expense, it cannot be shown as an asset.
Customer Deposits are obligations of the enterprise 
which have to be returned, unless it is certain that the 
unclaimed deposits do not have to be returned
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Recognition of the elements of financial 
statements

Financial statement element should be recognised if
It is probable that future economic benefit associated 
with the item will flow to or from the enterprise, and
The item has a cost or value that can be measured 
with reliability.
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Measurement of the financial statement 
elements

Historical cost
The assets and liabilities are recorded at the values at which 
they are acquired or incurred.

Current cost
The assets and liabilities are recorded at the values as if they
are acquired or incurred currently.

Realisable value
The assets and liabilities are recorded at the value which can be 
obtained it they are sold or settled.

Present value
The present discounted value of the future net cash inflows or 
outflows.
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Basis for measurement 
The basis for measuring the items in the financial 
statement should be 

Reliability
Relevance 
Consistency
Comparability 
Understandability and
Standardisation.
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Accounting Environment
GAAP
Companies Act
Income Tax Act
ESSAR
Accounting Standards
Guidelines & Opinions Of Expert Committees
Regulators
Accounting Policies of the Company
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Accounting standards
Accounting standards are developed to present a

Fair
Clear and
Complete financial statement. 
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Accounting Standards
Why do we need Accounting Standards?
Who develops Accounting Standards?
How are they Introduced?
Are they mandatory?
Do they cover all transactions?
Are Indian Accounting Standards contemporary?
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Fundamental Accounting Assumptions
Accrual basis

Effects of transactions are recognised when they occur and not 
when their cash or cash equivalent is received or paid.

Going concern
Enterprise will continue for the foreseeable future and has no 
intention to curtail its operations.

Consistency
To achieve comparability of financial statements, accounting 
standards are consistently followed.
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Distinction of capital and revenue

Capital Revenue 

Expenditure which ensures future 
economic benefits

Expenses which arise in the ordinary 
course of business activities.

efficiency

equity

tax

employees

size

Underlying value

Financial position

Liabilities/obligations
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R & D expense – an example
As Expense

Income 1000
Expense 500
R&D 200
Profit 300

Assets 800
Liabilities 400
Equity (Net Worth)        400

As Asset

Income 1000
Expense 500

Profit 500

Assets 800
R & D exp                    200
Liabilities 400
Equity (Net Worth)       600
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Items of capital and revenue
Capital

Land, building, Plant & Machinery
Revenue

Salaries, Purchases of Inventory, Rent
Some Issues

Pre Incorporation 
Advertisement
Research & Development
Asset Repairs
Foreign Exchange Differences
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Balance sheet of a Power Utility 
company
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Profit and loss account
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Cash flow 
statement
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Standardized Financial Statements
Common-Size Balance Sheets

Compute all accounts as a percent of total assets
Common-Size Income Statements

Compute all line items as a percent of sales
Standardized statements make it easier to compare 
financial information, particularly as the company 
grows
They are also useful for comparing companies of 
different sizes, particularly within the same industry
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Ratio Analysis
Ratios recognise the symbiotic relationships of 
various items of the Financial Statements
Ratios also allow for better comparison through time 
or between companies
As we look at each ratio, ask yourself what the ratio 
is trying to measure and why is that information  
important
Ratios are used both internally and externally
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Categories of Financial Ratios
Short-term solvency or liquidity ratios
Long-term solvency or financial leverage ratios
Asset management or turnover ratios
Profitability ratios
Market value ratios
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Computing Liquidity Ratios
Current Ratio = CA / CL

2256 / 1995 = 1.13 times

Quick Ratio = (CA – Inventory) / CL
(2256 – 1995) / 1995 = .1308 times

Cash Ratio = Cash / CL
696 / 1995 = .35 times

NWC to Total Assets = NWC / TA
(2256 – 1995) / 5394 = .05

Interval Measure = CA / average daily operating costs
2256 / ((2006 + 1740)/365) = 219.8 days
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Computing Long-term Solvency Ratios
Total Debt Ratio = (TA – TE) / TA

(5394 – 2556) / 5394 = 52.61%

Debt/Equity = TD / TE
(5394 – 2556) / 2556 = 1.11 times

Equity Multiplier = TA / TE = 1 + D/E
1 + 1.11 = 2.11

Long-term debt ratio = LTD / (LTD + TE)
843 / (843 + 2556) = 24.80%
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Computing Coverage Ratios

Times Interest Earned = EBIT / Interest
1138 / 7 = 162.57 times

Cash Coverage = (EBIT + Depreciation) / Interest
(1138 + 116) / 7 = 179.14 times
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Computing Inventory Ratios

Inventory Turnover = Cost of Goods Sold / Inventory
2006 / 301 = 6.66 times

Days’ Sales in Inventory = 365 / Inventory Turnover
365 / 6.66 = 55 days



M.Anandam & Co. 31

Computing Receivables Ratios

Receivables Turnover = Sales / Accounts 
Receivable

5000 / 956 = 5.23 times

Days’ Sales in Receivables = 365 / Receivables 
Turnover

365 / 5.23 = 70 days
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Computing Total Asset Turnover

Total Asset Turnover = Sales / Total Assets
5000 / 5394 = .93
It is not unusual for TAT < 1, especially if a firm has a large 
amount of fixed assets

NWC Turnover = Sales / NWC
5000 / (2256 – 1995) = 19.16 times

Fixed Asset Turnover = Sales / NFA
5000 / 3138 = 1.59 times
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Computing Profitability Measures

Profit Margin = Net Income / Sales
689 / 5000 = 13.78%

Return on Assets (ROA) = Net Income / Total 
Assets

689 / 5394 = 12.77%

Return on Equity (ROE) = Net Income / Total Equity
689 / 2556 = 26.96%
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Computing Market Value Measures

Market Price = $87.65 per share

Shares outstanding = 190.9 million

PE Ratio = Price per share / Earnings per share
87.65 / 3.61 = 24.28 times

Market-to-book ratio = market value per share / book value 
per share

87.65 / (2556 / 190.9) = 6.56 times
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Why Evaluate Financial Statements?
Internal uses

Performance evaluation – compensation and 
comparison between divisions
Planning for the future – guide in estimating future 
cash flows

External uses
Creditors
Suppliers
Customers
Stockholders
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Potential Problems
There is no underlying theory, so there is no way to 
know which ratios are most relevant
Benchmarking is difficult for diversified firms
Globalization and international competition makes 
comparison more difficult because of differences in 
accounting regulations
Varying accounting procedures, i.e. FIFO vs. LIFO
Different fiscal years
Extraordinary events
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