
 

 

 

Strategic Analysis of Financial Statements 



Challenges of a Financial Manager
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6 Part One Value

 What do financial managers do for a living? That simple question can be answered in 
several ways. We can start with financial managers’ job titles. Most large corporations have 
a  chief financial officer (CFO),  who oversees the work of all financial staff. The CFO is 
deeply involved in financial policy and financial planning and is in constant contact with 
the Chief Executive Officer (CEO) and other top management. The CFO is the most 
important financial voice of the corporation, and explains earnings results and forecasts to 
investors and the media. 

 Below the CFO are usually a  treasurer  and a  controller.  The treasurer is responsible for 
short-term cash management, currency trading, financing transactions, and bank relation-
ships. The controller manages the company’s internal accounting systems and oversees 
preparation of its financial statements and tax returns. The largest corporations have dozens 
of more specialized financial managers, including tax lawyers and accountants, experts in 
planning and forecasting, and managers responsible for investing the money set aside for 
employee retirement plans. 

 Financial decisions are not restricted to financial specialists. Top management must sign 
off on major investment projects, for example. But the engineer who designs a new produc-
tion line is also involved, because the design determines the real assets that the corporation 
holds. The engineer also rejects many designs before proposing what he or she thinks is the 
best one. Those rejections are also investment decisions, because they amount to decisions 
 not  to invest in other types of real assets. 

 In this book we use the term  financial manager  to refer to anyone responsible for an 
investment or financing decision. Often we use the term collectively for all the managers 
drawn into such decisions. 

 Let’s go beyond job titles. What is the essential role of the financial manager?  Figure 1.1  
gives one answer. The figure traces how money flows from investors to the corporation and 
back to investors again. The flow starts when cash is raised from investors (arrow 1 in the 
figure). The cash could come from banks or from securities sold to investors in financial 
markets. The cash is then used to pay for the real assets (investment projects) needed for 
the corporation’s business (arrow 2). Later, as the business operates, the assets generate cash 
inflows (arrow 3). That cash is either reinvested (arrow 4 a ) or returned to the investors who 
furnished the money in the first place (arrow 4 b ). Of course, the choice between arrows 4 a  
and 4 b  is constrained by the promises made when cash was raised at arrow 1. For example, 
if the firm borrows money from a bank at arrow 1, it must repay this money plus interest 
at arrow 4 b.  

 1-2 The Role of the Financial Manager and the Opportunity Cost of Capital
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 ! FIGURE 1.1 
 Flow of cash between financial markets and 
the firm’s operations. Key: (1) Cash raised by 
selling financial assets to investors; (2) cash 
invested in the firm’s operations and used to 
purchase real assets; (3) cash generated by the 
firm’s operations; (4 a ) cash reinvested; (4 b ) 
cash returned to investors. 
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Overall Approach to Valuation

Source:  Hamberg, 2014



Financial Results: A few caveats
} A firm is not profitable because it thinks it is performing 

profitably
} Others must analyse its records and deem it to be profitable 

according to some norms
} These norms may vary over time, with industry, etc.

} Financial Statements are summary of a large numbers of 
transactions
} There may be a need to “drill down” the aggregates and find 

out what is the reality behind the numbers
} Accounting systems provides some discretion to 

management
} Sometimes the discretion may be used to mislead the world



What to Look at?
} Complete Annual Accounts

} Auditors’ Report
} Directors’ Report
} P&L with Schedules
} BS with Schedules
} Segment wise Performance, if applicable
} Notes to Accounts
} Tax Audit Reports
} Others, if applicable 



Important Issues to Note
} Accounting policy

} Cash-based v/s Accrual Based Accounting
} Accrual based accounting is always better

} Accounting Standard Followed
} IND-AS
} IFRS
} GAAP 

} The accounting policies constantly undergo changes
} Necessary adjustments may be required to make figures comparable 

over years
} Adherence to disclosure norms 



A Typical  (Simple) Profit & Loss Statement
PROFIT AND LOSS STATEMENT for A PERIOD

12 months 12 months 12 months 12 months 
31.03.2018 31.03.2019 31.03.2020 31.03.2021 

1Gross Sales
a) Domestic Sales 3,840.45 6,151.99 6,127.36 6,703.18 
b) Others
TOTAL 3,840.45 6,151.99 6,127.36 6,703.18 

Indirect Taxes 580.13 870.04 841.56 925.31 
2Net Sales  (Net of Indirect Taxes) 3,260.32 5,281.95 5,285.80 5,777.87 
3Direct Costs

Raw Materials/Stores consumpn. 2,578.13 4438.10 4641.70 4,470.34 
Finished goods puchases
Power and Fuel 160.45 195.45 247.77 208.25 
Direct Labour 185.04 206.55 209.39 217.90 
Other Mfg. Expenses 27.10 53.10 59.50 37.16 

4Increase/Decrease In Finished Goods/S-I-P (94.41) -191.08 -408.44 474.67 
5Depreciation 20.54 46.10 44.32 45.59 
6Cost Of Sales  [(3 + 4) + 5] 2,876.85 4,748.22 4,794.24 5,453.91 
7Selling, General & admin Expenses 301.20 208.05 218.98 140.30 
8Interest 162.31 200.14 180.43 137.12 

9Operating Profit (80.04) 125.54 92.15 46.54 
10Other non-Operating Income / Expenses (Net) 79.19 40.92 64.55 93.00 
11Other Non-cash expenses (i.e. amortisation etc.) 247.96 

12Profit Before Tax (248.81) 166.46 156.70 139.54 
13Provision For Taxes 57.45 59.75 37.05 

14Net Profit (248.81) 109.01 96.95 102.49 
15Dividend incl. Dividend Tax

16Retained Profit (248.81) 109.01 96.95 102.49 



A Typical Profit & Loss

Retrieved from 
http://investors.tatamotors.co
m/financials/72-ar-html/profit-
loss.html



Some important ratios/measures related to 
P&L: A Recapitulation 
} Trend of Revenue

} Operating 
} Non-Operating

} Trend of Expenses
} Cash
} Non-Cash
} Operating & Non-Operating
} % of Operating Revenue

} Trend of Profitability
} PAT
} PBT
} PBIDT
} PBIDTA

} Profitability Margins

} Trend of Retained Earnings
} Dividend Pay-out Ratio
} Retention Ratio



P&L: Theoretical Background 
} An enterprise commences its operation at the beginning of a 

fiscal year
} At that time, the it has a certain stock of liabilities and assets

} Operation during the year, coupled with the economic 
situation, industry conditions and events taking place during 
the fiscal year, changes its stock of assets and liabilities and 
equity
} ∆𝐸𝑞𝑢𝑖𝑡𝑦 ∝ 𝐺𝑎𝑖𝑛𝑠	𝑑𝑢𝑟𝑖𝑛𝑔	𝑡ℎ𝑒	𝑦𝑒𝑎𝑟

} P&L summarizes the flow of revenue, expenses, gains/losses 
during the fiscal year (current year)
} P&L statement, therefore, provides an overview of the understanding 

of the firm’s performance during the fiscal year
} It also provides an overview of how equity has changed during the 

year



Expenses
} Expenses in the P&L statement can be any one of the 

following:
} Cost of goods sold, administrative expenses, selling and 

distribution expenses, income tax expenses, financing charges
} Expenditure incurred during the period from which no asset 

could be recognized (e.g. research expenses)
} Allocation of expenditure incurred during the period or in any of 

the previous periods and recognized as an asset during that 
period (e.g. depreciation of fixed assets and/or amortization of 
intangible assets)
} This is also called non-cash expenses



Discretionary Expenses
} Contemporary accounting approach is the asset-liability 

management approach
} Accordingly, an expenditure that cannot be recognized as 

an asset on the balance sheet is recognized as an expense 
in the income statement whether it has contributed to the 
current operation or not
} Hence, there are items in income statement that has no cause-

effect relationship with the revenue in the income statement

} Examples: R&D Expenses, Advertising Expenses, Training 
Expenses, Expenses on Preventive Maintenance, etc.

} Such expenses are called discretionary expenses 



Deferred Revenue Expenses and Fictitious 
Assets

} An expenditure that is not an asset yet is allocated over more than 
one reporting period is called a deferred revenue expenditure
} E.g. Advertising expenditure to launch a product, training expenditure 

other than that on regular training, expenditure on voluntary retirement 
scheme

} Fictitious Assets: sometimes accountants use this term to represent 
an expenditure that is not an asset, and is shown in the asset side 
of the balance sheet by accounting fiction
} Example: In 2023-24, Rado Limited has spent Rs. 1.00 million promotional 

expenses for launching a new brand of washing machine that will be 
launched towards the end of the financial year. This amount is over and 
above its routine advertising expenses. The company expects that the life-
cycle of the washing machine will be about 5 years  



Fictitious Assets…contd.
} Accordingly, Rado plans to amortize Rs. 0.20 million every 

year
} In 2023-24, Rs. 0.20 million is recognized as expense in the 

income statement
} Balance Rs. 0.80 million will be carried forward to the balance 

sheet (assets) and will be shown as “miscellaneous expenses to 
the extent not written off”.

} This unamortized asset of Rs. 0.80 million is termed as 
fictitious asset - as the extent of benefits generated by this 
asset in the future years is uncertain

} Other examples of deferred revenue expenditure are 
preliminary expenses, share issue expenses, discount on 
issue of shares or debentures, discretionary expenses, etc. 



A Simple Balance Sheet
Name

ALPHA-BETA-
GAMMA LIMITED

12 months 12 months 12 months 12 months 
31.03.2018 31.03.2019 31.03.2020 31.03.2021 

CURRENT ASSETS
1 Cash & Bank Balances 74.03 75.76 70.70 62.00 
2 Marketable Securities
3 Accounts Receivable 514.23 1,217.27 322.87 798.26 
4 Advances to suppliers
5 Inventory     - Raw Materials / Stores 764.52 457.74 767.83 260.50 

- Stock in Progress 378.73 569.81 978.25 503.58 
- Finished Goods

6 Other Current Assets 30.68 10.07 5.40 4.90 
7 Deposits/Advance to staff & others 137.04 147.08 210.49 275.60 
8 ICD's/Accrued Interest/Tax etc.
A TOTAL CURRENT ASSETS (1-8) 1,899.23 2,477.73 2,355.54 1,904.84 

FIXED / SLOW ASSETS
9 Gross Block (incl. capital w-i-p) 1,421.94 1,439.18 1,472.61 1,488.93 

10 Less : Depreciation 948.70 989.18 1,025.00 1,062.58 
11 Net Block 473.24 450.00 447.61 426.35 
12 Other Investments / Loans & Advances 96.17 96.02 96.02 70.04 
13 Other Non-Current Assets 85.21 67.76 66.14 45.98 
B TOTAL FIXED & SLOW ASSETS 654.62 613.78 609.77 542.37 

C INTANGIBLES ASSETS 2.39 1.80 1.20 

TOTAL ASSETS  (A+B+C) 2,553.85 3,093.90 2,967.11 2,448.41 

CURRENT LIABILITIES
14 Bank Borrowings 507.06 553.12 516.88 413.77 
15 Accounts Payable (Trade Creditors) 582.80 614.23 564.81 118.02 
16 Provision For Taxation (net of adv tax paid) 27.42 70.25 93.06 105.70 
17 Term liabilities due Within 1 Year
18 Other Short term borrowings
19 Other Current Liabilities 248.58 263.84 301.22 232.71 
20 Liabilities for expenses
E TOTAL CURRENT LIABILITIES 1,365.86 1,501.44 1,475.97 870.20 

TERM LIABILITIES
22 Term Loans
23 Deferred Payment Credits 12.09 40.84 40.89 
24 Debentures (RedeemablePrefence Shares)
25 Other Term Borrowings 373.37 652.79 457.94 478.30 

F TOTAL TERM LIABILITIES 373.37 664.88 498.78 519.19 

G TOTAL OUTSIDE LIABILITIES  (E + F) 1,739.23 2,166.32 1,974.75 1,389.39 

NET  WORTH
26 Share Capital 250.00 250.00 250.00 250.00 
27 Reserves & Surplus 564.64 561.82 630.63 700.99 
28 Unsecured Loan/Quasi Equity
29 Revaluation Reserve 115.76 111.72 108.03 
30 Other Reserve

H NET WORTH 814.64 927.58 992.35 1,059.02 

I TOTAL LIABILITIES (G + H) 2,553.87 3,093.90 2,967.10 2,448.41 



A Typical Balance Sheet

Retrieved from 
http://investors.tatamotors.co
m/financials/72-ar-html/cons-
bal-sheet.html



Some important ratios related to BS: A 
Recapitulation 
} Trend in Equity & Reserves

} Composition
} Pattern of Movement in Capital Structure

} Leverage Ratios
} Pattern of Movement in NWC
} Pattern of Movement in Non-Current Assets

} Fixed Assets
} Financial Assets

} Build-up of Current Assets
} Holding Periods
} % of Sales
} Cash & Marketable Securities

} Build up of Current Liabilities
} % of Purchases

} Pattern of Financing Current Assets
} CLOB, Borrowings, NWC



Statement of Cashflow
} Operating Activities: 

Principal activities of an 
organization
} Cashflows associated with the 

principal activities (sale, 
purchase, other expense, etc.)

} Investing Activities: Cashflow 
from acquisition/disposal of 
long term assets

} Financing Activities: Cashflow 
arising out of the change in 
equity of and/or borrowing 
by an organization  

Cashflow

Cashflow from 
Operations

Cashflow from 
Investments

Cashflow from 
Financing



Cashflows
} 𝐶𝐹	𝑓𝑟𝑜𝑚	𝑂𝑝𝑒𝑟𝑎𝑡𝑖𝑜𝑛𝑠 = 𝑃𝐴𝑇 + 𝐷𝑒𝑝𝑟𝑒𝑐𝑖𝑎𝑡𝑖𝑜𝑛 + ∆𝑁𝑜𝑛𝐶𝑎𝑠ℎ𝐶𝐴 +
∆𝐶𝐿𝑂𝐵

} 𝐶𝐹	𝑓𝑟𝑜𝑚	𝐼𝑛𝑣𝑒𝑠𝑡𝑖𝑛𝑔 = ∆𝑁𝑜𝑛𝐶𝑢𝑟𝑟𝑒𝑛𝑡	𝐴𝑠𝑠𝑒𝑡𝑠

} 𝐶𝐹	𝑓𝑟𝑜𝑚	𝐹𝑖𝑛𝑎𝑛𝑐𝑖𝑛𝑔 = ∆𝐸𝑞𝑢𝑖𝑡𝑦 + ∆𝐷𝑒𝑏𝑡

} 𝐶𝑎𝑠ℎ𝐹𝑙𝑜𝑤	𝑑𝑢𝑟𝑖𝑛𝑔	𝑡ℎ𝑒	𝑌𝑒𝑎𝑟 = 𝐶𝐹𝑂 + 𝐶𝐹𝐼 + 𝐶𝐹𝐹

} 𝑂𝑝𝑒𝑛𝑖𝑛𝑔	𝐶𝑎𝑠ℎ	&	𝐶𝐸 + 𝐶𝐹	𝑑𝑢𝑟𝑖𝑛𝑔	𝑡ℎ𝑒	𝑌𝑒𝑎𝑟𝑠 = 𝐶𝑙𝑜𝑠𝑖𝑛𝑔	𝐶𝑎𝑠ℎ	&	𝐶𝐸

} 𝑅𝑢𝑙𝑒:
} ∆𝐴𝑠𝑠𝑒𝑡𝑠 > 0 → 𝐶𝑎𝑠ℎ	𝑂𝑢𝑡𝑓𝑙𝑜𝑤;	∆𝐴𝑠𝑠𝑒𝑡𝑠 < 0 → 𝐶𝑎𝑠ℎ	𝐼𝑛𝑓𝑙𝑜𝑤
} ∆𝐿𝑖𝑎𝑏𝑖𝑙𝑖𝑡𝑖𝑒𝑠 > 0 → 𝐶𝑎𝑠ℎ	𝐼𝑛𝑓𝑙𝑜𝑤;	∆𝐿𝑖𝑎𝑏𝑖𝑙𝑖𝑡𝑖𝑒𝑠 < 0 → 𝐶𝑎𝑠ℎ	𝑂𝑢𝑡𝑓𝑙𝑜𝑤



Some More Ratios

} Whether Operating Cash Flows are sufficient to 
discharge the current liabilities

} Possible when the stock is publicly traded
} Closing price? (Or, intra-day average price?)
} An indication of value 

Operating Cash Flow Ratio OperatingCashFlow
CurrentLiabilities

=

Price per sharePrice-Cash Flow Ratio
Operating Cash Flow per share

=



Some More Ratios

} Provides an indicator for the ability of the firm to convert 
sales to cash
} Higher the ratio, the better

} Indicates the ability of the firm to meet its liabilities from 
cash flow from operations
} Sometimes, average liabilities is used
} Higher ratio is better

Cash Flow from OperationsCash Flow Margin Ratio=
Net Sales

Cash flow from OperationsCash Flow to Total Liabilities=
Total Liabilities



Some more ratios

} Extent to which fixed assets have been built-up by using 
long term  funds
} Ideally, less than 1 (Ask yourself, intuitively, why?)

} Leverage Ratios or Solvency Ratios

NFA (GFA-Acc. Depreciation)Fixed Assets Ratio= =
Long Term Funds NW+LTL

Long Term Debt/
Shareholders' Funds

Long Term Debt/ ( )
Total Long Term Funds

Total Outside Liabilities/
Shareholders' Funds

/
( )

D E

D D E

LTL CLTOL NW
NW

LTL CLTOL TNW
NW Adjustments

=

+ =

+
= =

+
=

-



Some more Ratios
} Short term Solvency Ratios/ Liquidity Ratios

} Significance? - Try yourself!

CACurrent Ratio =
CL

Quick Ratio

Liquidity Ratio
Short Term Borrowings

Cash & MSSuper Quick Ratio=
CL

CA Stocks
CL

CA Stocks
CL

-
=

-
=

-



Some More Ratios
} Defensive Interval Ratio

} Ability of the quick assets to meet the daily cash requirements

} Debt Service Coverage Ratio

} What does this mean?

Quick Assets
Average Daily Cash Requirements

DIR =

PAT+Depreciation+Interest on Loan
Interest on Loan+Installment due on Loan during a year

DSCR =



3-Step Du Pont Analysis
} 𝑅𝑂𝐸 = !"#

#$%&'	)*+,%-
= !"#

./%	0&'/1
𝑥 ./%	0&'/1
#$%&'	"11/%1

𝑥 #$%&'	"11/%1
#$%&'	)*+,%-

} 𝑅𝑂𝐸 =
𝑁𝑒𝑡	𝑃𝑟𝑜𝑓𝑖𝑡	𝑀𝑎𝑟𝑔𝑖𝑛	𝑥	𝐴𝑠𝑠𝑒𝑡	𝑇𝑢𝑟𝑛𝑜𝑣𝑒𝑟	𝑅𝑎𝑡𝑖𝑜	𝑥 2

!"#$%	'()*#+
!"#$%	,--.#- 	

} 𝑅𝑂𝐸 = 𝑁𝑒𝑡	𝑃𝑟𝑜𝑓𝑖𝑡	𝑀𝑎𝑟𝑔𝑖𝑛	𝑥	𝐴𝑠𝑠𝑒𝑡	𝑇𝑢𝑟𝑛𝑜𝑣𝑒𝑟	𝑅𝑎𝑡𝑖𝑜	𝑥 !
(!#$%&'	')	*++%'	,-'.))



5-Step Du Pont Analysis
} 𝑅𝑂𝐸 = !"#

#$%&'	)*+,%-

} 𝑂𝑟, 𝑅𝑂𝐸 = !"#
!.#

𝑥 !.#
!./#

𝑥 !./#
01%	2&'13

	𝑥 01%	2&'13
#$%&'	"331%3

𝑥 #$%&'	"331%3
#$%&'	)*+,%-

} 𝑂𝑟, 𝑅𝑂𝐸 =
𝑇𝑎𝑥	𝐵𝑢𝑟𝑑𝑒𝑛	𝑅𝑎𝑡𝑖𝑜 𝑥 𝐼𝑛𝑡𝑒𝑟𝑒𝑠𝑡	𝐵𝑢𝑟𝑑𝑒𝑛	𝑅𝑎𝑡𝑖𝑜 𝑥 𝑂𝑝𝑒𝑟𝑎𝑡𝑖𝑛𝑔	𝑃𝑟𝑜𝑓𝑖𝑡	𝑀𝑎𝑟𝑔𝑖𝑛 𝑥	

𝑇𝑜𝑡𝑎𝑙	𝐴𝑠𝑠𝑒𝑡	𝑇𝑢𝑟𝑛𝑜𝑣𝑒𝑟 𝑥	(𝐿𝑒𝑣𝑒𝑟𝑎𝑔𝑒	𝑅𝑎𝑡𝑖𝑜)



Value Creation
} Value Creation = Return on Net Assets (RONA) exceeds 

WACC

} Value is created when:
} Earnings power increase (NOPAT/SALES)
} Asset Efficiency is Improved (SALES/NET_ASSETS)

} Analysts consider value creation when
} Profit Margin is increasing (P&L)
} Sales (P&L) are improving relative to level of assets (BS)

*
_ _

_

*(1 )

NOPAT NOPAT SALESRONA
NET ASSETS SALES NET ASSETS

NET ASSETS NFA NWC

NOPAT EBIT T

= =

= +

= -



Delve Deeper!
} Antill & Lee (2008) suggests special consideration be accorded 

to 
} Revenues from Warranties & Service Contracts
} Promotions & Discounts
} Lease Rentals paid
} Contingent Assets
} Contingent Liabilities
} Expenses for R&D
} Quasi-Equity 

} Management discussions is an important aspect
} Readjustment of P&L and BS may be necessary
} Current trends – Earnings Management & Window Dressing of 

Financials (Beware!)



Some Takeaway Messages
} How to Interpret Financial Structure and Financial 

Performance of a Firm?
} What Questions to ponder over?
} How the financial history can be used to predict the 

future financials?



Thank You!


