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*% detected as AI
AI detection includes the possibility of false positives. Although some text in 
this submission is likely AI generated, scores below the 20% threshold are not 
surfaced because they have a higher likelihood of false positives.

Caution: Review required.

It is essential to understand the limitations of AI detection before making decisions 
about a student’s work. We encourage you to learn more about Turnitin’s AI detection 
capabilities before using the tool.

Disclaimer
Our AI writing assessment is designed to help educators identify text that might be prepared by a generative AI tool. Our AI writing assessment may not always be accurate (i.e., our AI models 
may produce either false positive results or false negative results), so it should not be used as the sole basis for adverse actions against a student. It takes further scrutiny and human 
judgment in conjunction with an organization's application of its specific academic policies to determine whether any academic misconduct has occurred.

Frequently Asked Questions

How should I interpret Turnitin's AI writing percentage and false positives?
The percentage shown in the AI writing report is the amount of qualifying text within the submission that Turnitin’s AI writing 
detection model determines was either likely AI-generated text from a large-language model or likely AI-generated text that was 
likely revised using an AI paraphrase tool or word spinner.
 
False positives (incorrectly flagging human-written text as AI-generated) are a possibility in AI models.
 
AI detection scores under 20%, which we do not surface in new reports, have a higher likelihood of false positives. To reduce the 
likelihood of misinterpretation, no score or highlights are attributed and are indicated with an asterisk in the report (*%).
 
The AI writing percentage should not be the sole basis to determine whether misconduct has occurred. The reviewer/instructor 
should use the percentage as a means to start a formative conversation with their student and/or use it to examine the submitted 
assignment in accordance with their school's policies.

What does 'qualifying text' mean?
Our model only processes qualifying text in the form of long-form writing. Long-form writing means individual sentences contained in paragraphs that make up a 
longer piece of written work, such as an essay, a dissertation, or an article, etc. Qualifying text that has been determined to be likely AI-generated will be 
highlighted in cyan in the submission, and likely AI-generated and then likely AI-paraphrased will be highlighted purple.
 
Non-qualifying text, such as bullet points, annotated bibliographies, etc., will not be processed and can create disparity between the submission highlights and the 
percentage shown.
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Unit 1: IntroducƟon to Financial Statement Analysis 

 

Learning ObjecƟves 

1. Define the significance, purpose and coverage of financial statement analysis for 
internal and external users. 

2. Examine financial statements and evaluate profitability, liquidity, solvency, and 
efficiency of companies. 

3. ANALYZE the use of financial statement analysis in management decision making, 
investment decisions, credit granƟng, and public policy. 

4. Emphasize the observaƟons of the different stakeholders (management, investors, 
creditors and regulators) on financial statements interpretaƟon. 

5. IdenƟfy and criƟcize financial statement analysis limitaƟons, such as historical cost 
bias, cosmeƟcs, nonfinancial performance measures, and accounƟng alternaƟves. 

6. UƟlize financial statement analysis concepts to analyze business cases in the real 
world for decision making. 

 

Content 

1.0 Introductory Caselet 

1.1 Meaning, ObjecƟve, and Scope of Financial Statement Analysis 

1.2 Role of Financial Statement Analysis in Decision-Making 

1.3 LimitaƟons of Financial Statement Analysis 

1.4 Summary 

1.5 Key Terms 

1.6 DescripƟve QuesƟons 

1.7 References 

1.8 Case Study 
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1.0 Introductory Caselet 

“Making Sense of the Numbers: The Case of Alpha TexƟles Ltd.” 

Latest Annual Financial Report For the Period 1 November 2018 to Alpha TexƟles Ltd. an 
intermediate holding company released at beginning of month its annual financial 
statements. The management is keen to know if the profit performance of the company has 
become beƩer as compared to that for last year when there was increase of 15% in sales. But 
even as sales are booming, net profit margins look flat. The finance team is also seeing a spike 
in short-term borrowings, which has raised concerns around the firm’s liquidity situaƟon. 

Meanwhile, investors and shareholders are poring over Alpha’s communicaƟons to help 
determine whether they should add to their posiƟons. Creditors, meanwhile, are evaluaƟng 
the company’s solvency in order to ensure it can meet its long-term obligaƟons. Regulators 
have also stressed the importance of transparency, notably as industries come under greater 
scruƟny. 

Although the analysis of financial statements can provide us with an important informaƟon, 
they would rather have the management at Alpha TexƟles on record. To them, they know that 
financial statements are dated, not indicaƟve of future risk and can also be distorted by 
accounƟng policies. In addiƟon, the disclosures provide scant informaƟon on non-financial 
maƩers such as employee morale, operaƟng performance or brand image that might also 
have a material long-term effect. 

In this situaƟon, Alpha TexƟles wants the financial analysis to help it as a basis for saƟng its 
consƟtuents and as an aid in guiding strategic decisions in a compeƟƟve market. 

CriƟcal Thinking QuesƟon: 

How can Alpha TexƟles Ltd ensure that it uses financial statement analysis and non-financial 
indicators to base its decision on a comprehensive as well as forward-looking approach? 
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1.1 Meaning, ObjecƟve, and Scope of Financial Statement Analysis 

1.1.1 Meaning of Financial Statement Analysis 

What is financial statement analysis financial statement analysis is the process of examining 
a company's financial statements to describe its financial health, operaƟonal performance and 
future potenƟal. These statements are usually comprised of the balance sheet, income 
statement, cash flow statement and statement of changes in equity. The ulƟmate goal of 
document study is to help interested parƟes (both inside and outside the firm) in creaƟng 
knowledge that can guide business decisions. 

Financial statement analysis is required due to the massive amount of financial data 
communicated by an enƟty’s accounƟng system. The uninterpreted mass spectrometric data 
are meaningless and overwhelming without a systemaƟc procedure for analysis. Analysis 
methods are used to aggregate, condense, and interpret these numbers. 

DefiniƟon 

Financial statement analysis can be defined as: 

“An acƟvity that seeks to assess the financial informaƟon of an enterprise as presented in its 
financial statements, so that those relying on it can make informed decisions. 

This process involves various techniques such as comparisons (period versus period or similar 
items in the same period), trends analysis, comparaƟve accounƟng analysis, comparison 
balance sheet and profit & loss statement) verƟcal comparisons for a single period (such as a 
year to see if they are in line percentage wise), notes to financial statements and raƟo analysis 
of key raƟos impacted by operaƟng results. 

Importance in Decision-Making 

Decision makers anywhere from company execuƟves to investors depend on financial 
analysis for important decisions. It enables: 

• Managers for spoƫng trends and adjusƟng strategic business plans. 

• Investors to weigh risk and reward. 

• Creditors to assess the company’s ability to repay debts. 

• Regulators to verify transparency and adherence to sound financial pracƟce. 

Historical PerspecƟve and EvoluƟon 

There is a great deal more to say about financial statement analysis, including its history and 
evoluƟon over the past century. Its origins lay in basic bookkeeping checkouts, evolving as 
accounƟng standards and reporƟng frameworks were established. In fact, in an era of 
increasingly globalized and Ɵghtly integrated capital markets, the importance of serious 
analysis cannot be overstated. 
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As complex derivaƟves and more diverse business organizaƟons came into being, the modern 
financial analysis includes not only quanƟtaƟve but a qualitaƟve aspect such as market 
condiƟon, industry situaƟon and management power. 

RelaƟonship with AccounƟng and Finance 

However, although accounƟng systems are designed to provide an accurate mechanism of 
recording, classifying and summarizing all the financial transacƟons of a business or industry 
into reports which enable interpreters to interpret and analyze their significance as well as to 
take decisions on the basis of those reports, there is sƟll something lacking. It is a link 
between accounƟng and the decision sciences. 

Investment, financing and dividend decisions of financial managers are based on analysis of 
the financial statements. So, for corporate finance, investment management, and financial 
planning, financial analysis is an essenƟal tool. 

 

1.1.2 ObjecƟves of Financial Statement Analysis 

There are several purposes for which financial statement analysis is done, all for the purpose 
of evaluaƟng the performance and financial status of a business. The aims fit four main 
headings: profitability, liquidity, solvency and efficiency. 

Assessing Profitability 

Profitability refers to a company’s ability to earn income compared to its expenses and other 
costs over a set period of Ɵme. It is a significant factor in the aƩracƟveness of the business to 
investors and its long-term viability. 

Key Profitability Metrics 

• Gross Profit Margin: This represents the percentage of revenue above and beyond the cost 
of goods sold. 

• OperaƟng Profit Margin: It reveals the raƟo of operaƟng income to revenues — a measure 
of how efficiently the company is operaƟng. 

• Profitability: The end result of all expenses, taxes & interest. 

• Return on Assets (ROA): The measure of how well assets are used to generate profits. 

•ROE: IndicaƟon of profitability from the shareholders’ point of view. The above raƟos aid in 
the comparison of a company’s profitability across periods and with industry standards. 
Measuring Liquidity 

Liquidity is a measure of how easy it is for a company to pay its short-term liabiliƟes with its 
short-term assets. Poor liquidity", in other words unable to meet future obligaƟons, can thus 
cause the demise of an otherwise profitable company. 
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Key Liquidity Metrics 

• Current RaƟo: 

Current RaƟo = Current Assets 

Current LiabiliƟes 

A raƟo number greater than 1 is thought to be posiƟve because current assets should exceed 
its current liabiliƟes. 

• Quick RaƟo (Acid-Test RaƟo): 

Quick RaƟo = Current Assets−Inventory 

Current LiabiliƟes 

This would back out inventory to more stringent measure ready liquidity. 

• Working Capital: 

Working Capital is calculated as: Working Capital = Current Assets – Current LiabiliƟes 

Liquidity analysis enables management and creditors to assess the near-term solvency and 
operaƟng capacity of the firm. 

EvaluaƟng Solvency 

The firm’s solvency signifies its ability to pay long-term debts and obligaƟons. It’s a reflecƟon 
of how the business is financially structured and how long-lasƟng it is. 

Key Solvency Metrics 

• Debt-to-Equity RaƟo: 

Debt-to-Equity RaƟo = Total Debt 

Total Equity 

This number is a measurement of debt against shareholders’ equity. 

• Interest Coverage RaƟo: 

Interest Coverage RaƟo = Earnings Before Interest and Taxes (EBIT 

Interest Expense 

It is a reflecƟon of how close a company can come to meeƟng its interest payments. 

Solvency analysis is important for ¡°long term lenders and investors who want toevaluate the 
risk in company¡¯s capital structure. 

Understanding Efficiency 
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Efficiency is about what a company does relaƟvely efficiently to generate revenue. A 
producƟve company create as much output with least input which reduces the cost for it and 
hence pave way for maximum profit. 

Key Efficiency Metrics 

• Asset Turnover RaƟo: 

• Inventory Turnover RaƟo: 

Asset Turnover RaƟo = Net Sales / Total Assets 

Average Total Assets 

Inventory Turnover RaƟo = Cost of Goods Sold (A higher raƟo is beƩer) 102. 

Average Inventory 

• Accounts Receivable Turnover: 

Receivables Turnover RaƟo = Net Credit Sales 2015 gross receivables=. $675.00 ×365 
days5550.63-receivable turnover raƟo 86688.|} 

Average Accounts Receivable 

These indicators aid in how fast the company is turning its inventory, receivables to cash and 
how efficiently it uses its assets to generate sales. 

 

Did You Know? 

 

“Companies with a high interest coverage raƟo—oŌen above 5—are generally considered 
financially healthy, meaning they earn at least five Ɵmes their interest expense, making them 
low-risk in the eyes of lenders and investors. This raƟo is a key tool in solvency analysis and 
reflects a firm’s capacity to meet long-term obligaƟons.” 

 

 

1.1.3 Scope of Financial Statement Analysis 

The domain of financial statements is broad and the analysis proced from it has wide 
applicaƟons in studies by stakeholders who have different interests. These users can generally 
be clustered as internal and external users, who has different fields of interests and 
responsibiliƟes for decision making. 

Internal Users Management 

Page 8 of 32 - AI Writing Submission Submission ID trn:oid:::3618:127377532

Page 8 of 32 - AI Writing Submission Submission ID trn:oid:::3618:127377532



Within the company, financial analysis is irreplaceable for short and long-term planning, 
performance evaluaƟon and exercise of control. Managers apply a number of financial 
measures to: 

• Assess department-wise performance 

• Allocate resources efficiently 

• Set budgets and financial targets 

• IdenƟfy cost-saving opportuniƟes 

• Make capital investment decisions 

Analysis of financial statements allows management to compare how well they are 
performing now compared to previous Ɵme periods, and relaƟve to other companies in the 
industry. Knowing the trends and being able to do raƟo analysis are especially valuable for 
idenƟfying developing problems and opportuniƟes. 

Employees 

‘Workers—especially those who are unionized or who parƟcipate in plans Ɵed to profits and 
bonuses—are interested in how the company is doing financially. A firm that has good 
profitability or liquidity will have a higher probability to: 

• Offer stable employment 

• Provide salary increments and bonuses 

• Invest in employees and employee training 

So financial analysis does have an indirect impact on employee morale, producƟvity and job 
saƟsfacƟon. 

 

1.2 Role of Analysis  in decision-making 

1.2.1 Importance for Management Decisions 

The analysis of financial statements is a key aspect in the process of management making 
decision. Internally, such views of the company using financial data can be used to evaluate 
how well a firm is performing today and in the future. A well-conducted analysis allows 
management to make fact-based decisions in planning, operaƟons and capacity expansions. 

BudgeƟng and Planning 

BudgeƟng is the foundaƟon of financial management. Management can use financial 
statement analysis to set realisƟc budget revenue and expenditure projecƟons based on their 
historical performance and trends. Historical income statements, for example, can highlight 
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cyclicality in sales and expense trends and become an important tool in building future 
budgets. 

In comparing actual results with budgetary targets, managers can quickly noƟce mismatches 
and look into the reasons for them. If the gross margin, for instance, is declining, it may 
indicate that your producƟon costs are increasing or you’re facing pricing pressures and 
maybe something else is wrong that needs invesƟgaƟng — or a change in strategy. 

Performance Monitoring and Variance Analysis 

One of the most important management funcƟon is, departmental and organiza- Ɵonal 
performance appraisal. Financial statement analysis contributes to that effort by providing a 
set of quanƟfiable measures—raƟos, trends and benchmarks—that can lead the way in 
tracking both financial and operaƟng performance. 

Variance analysis The process of comparing the actual results with expected results, in order 
to idenƟfy any differences between them and explaining these variances. For instance, a large 
deviaƟon in administraƟve expenses may lead to cost controlling measures or re-negoƟaƟons 
with suppliers. 

OperaƟonal Efficiency and Cost Control 

Economy of scale factors into profitability. Managers evaluate the efficiency with which 
resources are being exploited through the analysis of financial statements. This is interesƟng 
because these raƟos are the efficiency raƟos; they tell us how speedily inputs are being 
transformed into outputs. 

A decreasing asset turnover raƟo can be a sign of idle assets or overinvestment in fixed assets 
that’s calling for some reallocaƟon of capital. The fact can direct decisions of process 
reengineering, outsourcing and automaƟon improving producƟvity. 

Capital Investment Decisions 

Financial statement analysis helps in assessing capital expenditure projects since they give a 
historical and current financial background within which the decisions pertaining such 
projects must be made. In pracƟce, financial raƟos such as ROI, NPV and IRR play on straight 
figures from the annual report. Knowing the company’s liquidity, solvency, and cash flow 
behavior will also help ensure that capital investments are within its fiscal budget and in 
accordance with strategic goals. 

Strategic ForecasƟng 

When you’re creaƟng a strategic plan, values-based projecƟons need to be firmly planted in 
financial reality. From those financial trends—profit margins, levels of debt and cash 
reserves—predicƟons are made about what will come next. Managers can use scenario 
analysis – with the support of previous financial movements – to be in a posiƟon to anƟcipate 
market developments, economic slumps or compeƟtors. 
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Figure 1.1 

 

1.2.2 Usefulness for Investors and Shareholders 

Financial RaƟo Analysis – for Investors & Shareholders Financial statement analysis is key to 
understanding a company’s profit, cash flow and stock valuaƟon. To them financial metrics are 
the only way to judge a company and see where it stands in comparison with compeƟtors. 

EvaluaƟng Financial Health and Profitability 

Shareholders want to be assured that the Company is in good shape and can show consistent 
profitability. Analysis of the Financial Statement makes certain factors evident such as: 

• Earnings per Share (EPS) 

• Return on Equity (ROE) 

• Profit Margins 

• Cash Flow from OperaƟons 

These performance indicators assist investors in determining whether a company is creaƟng 
value for shareholders and deploying its capital efficiently. 

So if EPS is rising year on year, it could be a sign of good hemorraging profitability (and 
therefore good management) and the shares might really deserve that long-term investment. 
On the other hand, falling ROE may point to a capital efficiency issue. 

Risk Assessment and Porƞolio Management 
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Financial statements are the basis for risk appraisals. Investors look at volaƟlity of earnings, 
debt levels and the stability of cash flow to idenƟfy a company's exposure to financial risk. 
RaƟos such as debt-to-equity, interest coverage, and beta (if public) are very useful for 
approach 1. 

A high debt load can signal an increased likelihood of default, parƟcularly in unpredictable 
sectors. Through the examinaƟon of these risks, investors can determine if they want to 
diversify their porƞolios, divest posiƟon, or increase exposure in firms with lower financial 
leverage. 

Dividend Policy Analysis 

Income-focused investors oŌen gravitate toward dividend-paying stocks. The financial 
statements (specifically the statement of retained earnings and cash flow statement) tell 
whether: 

• The stability and sustainability of dividends 

• Dividend policy of the firm (e.g., stable, residual) 

• The raƟo of retained earnings to distributed profits 

For example, a high net income company with low dividend payments may be holding onto 
earnings to invest for growth in the future and therefore aƩracƟve to the growth investor. 
Conversely, established firms whose cash flow is stable generally have a high payout raƟo, 
appealing to conservaƟve investors. 

Long-Term Value CreaƟon 

Shareholders are concerned about the creaƟon of long-term value. As with anything, 
financial analysis acts as a tool to screen out those companies that have the ability and 
willingness not just to make money in one period but also reinvest for strategic advantages 
and manage well their financing. 

Price-based figures such as: P/E, P/B and FCF are essenƟal in confirming whether the market 
valuaƟon of a given company for sale reflects its intrinsic value. 

Market Comparisons and Benchmarking 

Investors oŌen benchmark a firm’s financial performance against its industry compeƟtors. 
Benchmarking compares the raƟos like ROA, GM or liquidity raƟos vis-á-vis compeƟtors. 

This kind of comparison enables investors to find outperformers and underperformers, 
making it possible more raƟonal investment choice. And it reveals structural vulnerabiliƟes 
that are less apparent in standalone financial statements. 
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1.2.3 Role in Credit and Lending Decisions 

Creditors and lenders, for example banks, bondholders or suppliers to the business also use 
financial statement analysis to reduce possible credit risk on loans that they made by 
assessing a company's credit worthiness or/and repayment ability. This consideraƟon applies 
not just in the decision to lend or borrow, but also in the terms of credit. 

Assessing Creditworthiness 

Lenders are very concerned with whether a company can meet its short-term and long term 
liabiliƟes. The current raƟo and quick raƟos are liquidity measures that lenders use to 
determine if a company has sufficient liquid assets to meet short-term liabiliƟes. 

For long-term liabiliƟes, solvency raƟos such as the debt-to-equity raƟo and interest coverage 
raƟo are important. These are guiding you as to the capital structure for the business and its 
capacity to support hard financial commitments. 

High interest coverage raƟo (i.e., a 10-fold EBIT is compared to an interest expense) would 
indicate there’s ample buffer for downturns of any sort and boosts in confidence from the 
lender. 

Analyzing Repayment Capacity 

The ability to repay is closely related to the cash flow. Thus, the cash flow statement is an 
important document in credit analysis. Lenders look at: 

• Ocf/debt to cover interest, principal and lease payments 

• Discussion of free cash flow (for discreƟonary payments) 

• Debt service coverage raƟo (DSCR) 

DSCR = Net OperaƟng Income 

Debt Service (Principal + Interest) 

A DSCR above 1.0 demonstrates that the company has more than enough earnings to pay its 
debt payments. 

EvaluaƟng Leverage and Debt Coverage 

Excessive leverage increases default risk. Financial analysis helps lenders examine: 

• Total debt levels 

• RaƟo of short-term to long-term debt 

• Collateral coverage raƟos 

• Covenant compliance 
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This analysis is required in the context of negoƟaƟng loan agreements, as these may include 
terms (covenants) that rely on financial raƟos. For instance, a loan could include a covenanƟs 
to retain at least the current raƟo on borrowed funds or that they not borrow money in 
addiƟon of certain dollar amount. 

Structuring Loan Terms 

Using the assessment, lenders adjust loan characterisƟcs including interest rate, term, and 
collateral. A strong company would be able to take out loans at low rates with relaƟvely scant 
security, while a weaker borrower could face more onerous terms and greater oversight. 

Ongoing Credit Monitoring 

Credit risk doesn’t end aŌer a loan is disbursed. The objecƟve of this paper: we believe that 
regular examinaƟon of updated financial statements is crucial to idenƟfy the warning signals 
reliably. Ongoing monitoring also supports the lenders in reducing risk, altering terms, 
changing exposures or pursuing collecƟons if required. 

 

1.2.4 ApplicaƟon in Policy FormulaƟon and Strategy 

Analysis to financial reports is not confined for the purpose of internal decision making and 
planning or in forming investment decisions individually, but serves as well in seƫng policies 
and developing strategies at insƟtuƟonal, government, and corporate governance levels. The 
informaƟon revealed through this type of analysis, at a macro-level can inform decisions that 
affect regulatory structures, fiscal mechanisms, industrial policy and business reshaping. 

Government and Regulatory Oversight 

State agencies, financial insƟtuƟons and regulators (e.g: the SEC, RBI or tax authoriƟes) will 
use hundreds of varying types of financial metrics to monitor how well a company performs 
at various levels in their operaƟng statement to ensure compliance with protected margins. 
Aggregate financial data can provide policymakers with: 

• Assess the system risk of big companies or financial insƟtuƟons. 

• Assess industry profitability and tax payments. 

• Spot market manipulaƟons, accounƟng fraud or financial misstatements. 

• Review the financial stability of key sectors, such as banking, insurance or energy. 

In the wake of financial crises, regulators ratchet up scruƟny of finance using tools like stress 
tesƟng and capital adequacy assessments — both rooted in deep analysis to begin with. 

In addiƟon, financial analysis provides support to prudenƟal standards such as capital 
requirement (Basel III) or for disclosures (IFRS). 
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Tax Policy and Fiscal Planning 

We took up financial statements of corporaƟons by governments for tax policy design and 
fiscal planning. The relaƟonship between reported profits and taxable income is then 
scruƟnised to make sure that the firms are behaving in a law abiding manner as regards tax, 
that they have not indulged in aggressive tax avoidance. 

The taxman employs trend analysis and raƟo analysis to spot any inconsistencies, anomalies 
or even signs of possible income suppression. For example: 

Persistent cash flow combined with low taxable earnings may be a symptom of tax shields 
and aggressive depreciaƟon. 

Strange inter-company transacƟons revealed in financial reports could indicate a transfer 
price invesƟgaƟon. 

Moreover, consolidaƟng financial informaƟon about firms effecƟvely supports governments 
in predicƟng tax incomes and managing public spending as well as gauging economic 
performance, which directly influences the allocaƟon of the naƟonal budget. 

Trends in Industry and Macroeconomic Analysis 

Macro-economists and policy makers use financial statements of corporate enƟƟes to 
determinetrends in their economies. 

economic indicators, such as: 

• Sectoral growth trends 

• Investment and capital formaƟon 

• ProducƟvity metrics 

• Employment generaƟon capacity 

• Corporate indebtedness 

Looking at industrywide data can allow governments and think tanks to see what areas are 
growing, which are in stasis and where intervenƟon may be necessary. For example: 

• Rising inventories across a range of companies could indicate slowing demand, leading to 
monetary or fiscal sƟmulus. 

• Elevated leverage raƟos for businesses in real estate or infrastructure may be signal of an 
overheaƟng sector that jusƟfies the imposiƟon of credit constraints. 

Aggregate financial data at industry level also provides the basis for formulaƟon of industrial 
policy including incenƟves for high growth sectors, packages for stressed industries and 
import-export policies to achieve trade balance. 
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Mergers, AcquisiƟons, and Restructuring 

Mergers, acquisiƟons, divesture and corporate restructuring as part of this prepare their bases 
from a disciplined analysis of financial statements. Such acƟviƟes require: 

• ValuaƟon, from financial metrics like EBITDA and P/E raƟos to the status of book value. 

• Synergy review, on which costs are saved or revenues increased through the pooling of 
procedures. 

• Due diligence (to verify that there are no hidden liabiliƟes or off-balance-sheet exposures). 

• Capital structuring, to figure out how to finance the deal (equity vs. debt). For instance, if a 
company is thinking of buying out its compeƟƟon, then it needs to consider: 

• The profitability tendency and the growth of the vicƟm. 

• Confidence in cash flows. 

• The debt profile (including conƟngent liabiliƟes). 

• Quality of earnings, perhaps by use of a common size analysis. 

Similarly in a corporate restructuring or turnaround situaƟon, management and advisors use 
financial analysis to determine: 

• Loss-making segments for divestment. 

• OpportuniƟes for cost reducƟon. 

• Working capital opƟmizaƟon. 

• Debt renegoƟaƟon plans. 

all such strategy decisions need to be based upon a thorough understanding of the firm’s 
historical and projected financial status. 

Sustainable Growth and Corporate Governance 

In today's marketplace, sustainability and governance have become hot topics for strategic 
discussion. Financial statement analysis is also used to determine if a company's growth is 
having a marked influence on it’s stability, responsibility, and sustainability. 

Sustainability and ESG ReporƟng 

Where historical financial statements address profit and solvency, contemporary reporƟng 
pracƟces are incorporaƟng Environmental, Social and Governance (ESG) measurements into 
the analysis within a framework of financial indicators. Many market parƟcipants and 
regulators around the world now ask: 
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• ReporƟng on the basis of Integrated ReporƟng (IR), linking financial and extra-financial 
performance together. 

• Assessments against the Sustainability AccounƟng Standards Board (SASB) metrics. 

• Disclosure of carbon footprint and usage of resources. 

The analysis against standard financial metrics helps determine whether companies are 
marrying short-term profits and long-term sustainability efforts. 

For example: 

• A firm that has good profitability but receives high environmental fines might be exposed to 
future compliance risks. 

• Companies with strong social responsibility raƟngs could receive greater brand loyalty, less 
regulatory pressure and lower long-term risk. 

Corporate Governance Indicators 

Transparency and accountability are part of the objecƟves of good governance. Financial 
statement analysis assists in explaining: 

• The effecƟveness of the board, as evidenced by sustained profits and risk-adjusted returns. 

• TransacƟons with related parƟes, which might suggest governance deficiencies. 

• ExecuƟve pay pegged to financial performance. 

The audit commiƩee disclosures, internal control statements, and auditor’s opinions (from 
the annual report) are examined to assess culpability of financial disclosure credibility. 

Strategic Benchmarking and CompeƟƟve PosiƟoning 

At an organizaƟonal level, strategic planning begins with understanding your place in the 
industry. Analysis of financial statements helps you bench-mark—compare your performance 
against others in the industry. This includes: 

• Revenue growth rate 

• Cost structure and margins 

• Return on capital employed (ROCE) 

• Customer acquisiƟon cost v. lifeƟme value These types of comparisons allow companies to: 

• IdenƟfy areas of underperformance. 

• Set realisƟc strategic goals. 

• Strengthen value proposiƟons and pricing logic. 
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• Maximize the allocaƟon of capital and minimize costs. 

In addiƟon, companies employ financial analysis to build models of what might happen in the 
future - how profits vary with changes in sales volume, for example — and to esƟmate the 
extent of such variaƟon (risk). 

Scenario Planning and Risk Management 

Strategic uncertainty Uncertainty is a central issue in strategic management. QuanƟtaƟvely, 
financial analysis serves as the foundaƟon for scenario planning and risk management, 
enabling companies to anƟcipate best-case, worst-case and most-likely financial prospects. 

For instance: 

• For example, a business could rely on financial models to test the effects of scenario that is 
really common like 10% increase in interest rates on their ability to service debt. 

• An exporter can assess the effect of changes in foreign exchange on earnings and hedge 
accordingly. 

And while forward-looking tacƟcs can be sound, they are also only as conƟngent as the 
financial informaƟon and intelligence on which they rest. Therefore comprehensive financial 
statement analysis is important for risk management. 

 

“AcƟvity: Financial Decision-Making SimulaƟon” 

 

Form small groups and select a publicly listed company. Using its latest financial statements, 
each group will perform a brief financial analysis to support one strategic decision: (a) invest 
in new assets, (b) issue new equity, (c) take on debt, or (d) distribute dividends. Use raƟos 
such as ROE, current raƟo, and debt-to- equity to jusƟfy the decision. Present your 
recommendaƟon and supporƟng analysis to the class in a 3- minute pitch. This acƟvity will 
help reinforce the pracƟcal applicaƟon of financial statement analysis in real-world decision-
making. 

 

1.3 LimitaƟons of Financial Statement Analysis 

Analysis of financial statements is vital for both financial and strategic planning. But like 
everything, even as ubiquitous and crucial it gets used, face’s is no sucker. The users of 
financial statements have to beware and realize the limitaƟons in extrapolaƟng future or 
taking strategic decisions using past financials. These constraints and limitaƟons may arise 
from the natural property of data, figure of reporƟng, arbitrariness of accounƟng and 
ignoring significant qualitaƟve aspects. 
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1.3.1 Historical Nature of Data 

Use of Past InformaƟon 

The dependence of financial statement analysis on data from prior periods is one of its most 
basic constraints. Financial statements are a snapshot of a company’s past accounƟng 
performance — the amount of revenue it brought in, the amount it spent, and so on. While 
this is valuable, to understand trends and learn from past decision making paƩerns, it may 
not give an accurate reflecƟon of current or future business. 

For example, a company that posted strong earnings last year could face industry disrupƟon, 
supply chain problems or regulatory invesƟgaƟons right now — red flags that would not yet 
appear on the financial statements. 

Also, financial statements are reported months aŌer the close of an accounƟng period – 
which minimizes their importance in highly compeƟƟve industries where access to Ɵmely 
informaƟon is essenƟal. 

Lack of PredicƟve Power 

Although financial analysis is historical in nature, it is used to develop forecasts that are 
forward looking for investments, borrowing and strategic planning. This mismatch poses 
significant risks. For example, a lender reviewing an employer’s income statement from last 
year may not see this week’s recent declines in revenue or customer loss. 

Historical financials cannot reliably capture: 

• Market shocks (pandemics or geopoliƟcal events) 

• Regulatory changes 

• Technological obsolescence 

• Changes in customer behavior 

Therefore, if decision is based on financial statements the consequences can be serious, 
parƟcularly in dynamic environments. 

Market VolaƟlity and Changing Dynamics 

The business world evolves quickly because of new technology and compeƟƟon, it gets 
affected by broad macroeconomic trends or shiŌs in consumer tastes. These moving parts 
are not reflected in financials. For example, a retailer with strong historical sales data could 
sƟll be suscepƟble to online compeƟtors or changing consumer preferences. 

These macro or industry related variables are not incorporated in the classic raƟo analysis 
and trend analyses. This underscores the importance of marrying financial analysis with 
market research, industry research and scenario planning. 
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Relevance to Strategic Decision-Making 

Where financial statements provide a snapshot of where the business has been, strategic 
decisions require vision implemenƟng parts of where they are going. OrganizaƟons can 
overindex on historical informaƟon while ignoring emerging threats if they rely only on 
historical data. 

It follows that the analysis of financial statements should be considered as an aspect of a 
process, rather than a guide. 

 

1.3.2 Possibility of Window Dressing  

DefiniƟon and Examples 

Window dressing is the act by management of releasing financial statements or 
www.financetraining.com to show the company in a more favorable manner than it actually 
is. This is frequently completed before income statements are released, or else at various 
reporƟng intervals with the intent of impressing investors, lenders, regulators. 

Window dressing is not by definiƟon criminal — it might be within the rules of accounƟng 
only making things look beƩer than they are — but it hides much from financial reality. 

Examples include: 

• Relaxing balance sheets prior to the reporƟng date. 

• Delaying expense recogniƟon. 

• AcceleraƟng revenue recogniƟon. 

• Selling poor-performing assets in order to liŌ profits. 

Techniques of ManipulaƟon 

 

 

Fig. 1.3 Techniques of ManipulaƟon 
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ManipulaƟon of Revenue RecogniƟon: Recording revenue prior to shipping goods or providing 
services in order to increase earnings. 

CapitalizaƟon of Expenses: Deferral of expenses/ recogniƟon or capitalisaƟon of costs when 
they should be expensed. 

Short-term Liability TransformaƟon: LiquidaƟng debt immediately before the financial 
period, and re-borrowing directly aŌer. 

OverstaƟng Assets: Aggressive valuaƟons of intangibles or inventory. 

Off-Balane-Sheet Financing: Hiding liabiliƟes with special purpose enƟƟes (speicial purpose 
vehicles (SPVs) 

Such methods can confuse the analysts and the investors using only published accounƟng 
statements. 

Impact on Stakeholder Decisions 

Window dressing combined with self-selecƟon add bias to the dependability of financial 
analyses. Investors could overvalue a company; banks might lend on the basis of false 
assumpƟons; regulators may fail to see early signs of financial instability. When the actual 
financial condiƟon is later known, stakeholders suffer financial losses, legal liabiliƟes or 
reputaƟon drawbacks. 

The Enron scandal is a textbook example of how off-balance-sheet enƟƟes can be employed 
to keep liabiliƟes hidden and earnings inflated to deceive investors through years prior to 
catastrophic downfall. 

LimitaƟons for External Analysts 

Those outside users, like investors and credit analysts, usually have no access to internal 
records or management narraƟves behind the numbers. This leaves them especially open to 
window dressing. Yet I have seen other highly elaborate raƟo type analysis sent today’s trade, 
useless if the data being filtered is simply Ɵmed or twisted. 

This constraint emphasizes the significance of reading auditor s reports, examining footnotes 
and. 

quanƟtaƟve data and qualitaƟve process analysis -in the financial informaƟon. 

 

1.3.3 Ignores Non-Financial Factors 

Human Capital, InnovaƟon and Brand Value 
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ConvenƟonal accounƟng statements are only concerned with measurable monetary 
exchanges. Yet today’s businesses generate much of their value from intangibles and non-
financial phenomena that are not well-represented in financial statements. 

For example: 

• A talented staff, fine R&D operaƟon may create long-term value but never appear on the 
balance sheet. 

• A name like Coca-Cola or Apple has tremendous intangible value, but this brand equity isn’t 
always fully captured in boƩom-line financial measures. 

These types of oversights are parƟcularly costly for knowledge-based industries, including 
technology, media and consulƟng – where the most valuable assets are human capital not 
bricks and mortar. Corporate Social Responsibility (CSR) 

The society and the environment ethic is becoming an integral part of social responsibility 
assessment made by stakeholders when considering companies. Issues such as: 

• Environmental impact 

• Ethical sourcing 

• Labor pracƟces 

• Community engagement 

are essenƟal to create a strong brand equity and customer loyalty over Ɵme. They are, 
however, seldom reported in standard financial reports unless voluntarily disclosed via 
sustainability reporƟng or integrated reporƟng. 

A firm that fails to comply with environmental regulaƟons runs the risk of severe sancƟons, 
reputaƟonal damage or loss of market share — risks not captured in tradiƟonal financial 
analysis. 

Market PercepƟon and CompeƟƟve PosiƟoning 

Market percepƟon can have a sizable impact on how much a company is valued, especially in 
the case of public ones. However, market percepƟon, brand value, customer saƟsfacƟon and 
compeƟƟve standing are all non-financial variables that have significant financial 
implicaƟons. 

For example, a restaurant chain with bad press may lead to loss of customer loyalty and future 
revenues—events not reflected in the most recent financials. And vice versa — a new, 
innovaƟve startup may not be profitable yet; however, it could have a high market value 
simply based on future potenƟal. 

NeglecƟng these qualitaƟve aspects can result in biased conclusions and overlooked 
investment opportuniƟes. Strategic Risks and ESG Concerns 

Page 22 of 32 - AI Writing Submission Submission ID trn:oid:::3618:127377532

Page 22 of 32 - AI Writing Submission Submission ID trn:oid:::3618:127377532



Environmental, Social and Governance (ESG) issues are becoming more material to financial 
performance. ESG risks very oŌen don’t come with enough transparency in financial 
statements.” Examples include: 

• ElecƟng against violaƟng government regulaƟons and the consequent legal risk 

• Exposure to climate change-related risks 

• Lower standards of corporate governance leading to higher risk of fraud 

Investors and policymakers alike are now clamouring for more holisƟc reporƟng, yet many 
companies conƟnue to relegate ESG risks from their primary financial statements. This creates 
a parƟal perspecƟve of long-term sustainability. 

 

1.3.4 VariaƟon in AccounƟng Policies and Standards 

One of the major drawback of analysis financial statement is that is the lack of uniformity in 
accounƟng policies and pracƟces followed by firms. Financial statements are produced in the 
different GAAP regimes around the world, and also for or are reconciled to InternaƟonal 
Financial ReporƟng Standards (IFRS) such as those issued by the IASB. Though these guidelines 
are designed to promote transparency and consistency, the laƟtude and freedom they allow 
for oŌen result in a great deal of variaƟon among companies in how transacƟons are recorded 
and reported. 

This variance makes it difficult to compare across companies, distorts the significance of 
criƟcal financial raƟos and reduces the value of financial statement analysis from both internal 
and external perspecƟve. 

AccounƟng System Variance Differences between GAAP and IFRS 

The two major groups of accounƟng standards around the world are: 

• GAAP (Generally Accepted AccounƟng Principles): Primarily used in the United States. 

• IFRS (InternaƟonal Financial ReporƟng Standards): Used by more than 140 countries, 
including the European Union, Australia and much of Asia and Africa. 

Although GAAP and IFRS have recognized the necessity to provide Ɵmely, useful financial 
informaƟon that is comparable on a global basis, as you may have noƟced, there are major 
differences between the two accounƟng standards including: 

These discrepancies can lead to significant differences in reported income, asset values and 
solvency measures. E.g., a firm using LIFO (Last-in, First-out) in an inflaƟon may report lower 
profits and owe less tax under GAAP; however the same firm might have higher profits on 
their financial statements if they use IFRS (which does not permit LIFO) potenƟally obfuscaƟng 
comparison. 
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Hence, the direct comparison of firms reporƟng under different frameworks can lead to 
biased conclusions, parƟcularly if analysts do not adjust for these differences. 

Flexibility in EsƟmates and Judgments 

It does give companies leeway about what accounƟng policies, within the framework, they 
can adopt and decisions to make esƟmates which affect financial performance. Such flexibility, 
needed for a mulƟple of business models to express themselves in financial statements, adds 
subjecƟve input to the FS. 

Examples of Judgment Areas: 

DepreciaƟon Methods: Straight-line versus declining balance methods create various expense 
allocaƟons and asset book values. 

Inventory ValuaƟon: FIFO vs. Weighted Average (The difference it can make in Cost of Goods 
Sold and Ending Inventory) 

Allowance for Doubƞul Accounts: Statement on amounts that are required to be recorded in 
the accounts of an enƟty is subjecƟve, with its effect being reflected in income and net assets. 

Impairment: Whether a company decides when to write down an asset and by how much will 
entail future cash flow projecƟons, which are very flexible. 

2.) Useful Lives of Assets: The shorter or longer the useful lives are assumed, so is it going to 
translate in depreciaƟon expense and net income. Clearly, these effort-based categories are 
available for more management discreƟon in reporƟng financial performance. For example, 
two firms with similar economic posiƟons may disclose different profits based purely on their 
preferred accounƟng esƟmates. 

Inconsistency Across Firms and Countries 

AccounƟng pracƟces differ not only between accounƟng authoriƟes, but also among 
industries and individual firms as well. This has made it challenging for financial analysts, 
investors and creditor to: 

• Benchmark firms in different countries. 

• Compare performance across mulƟnaƟonal corporaƟons. 

• Assess sector-level financial health accurately. 

Global CorporaƟons Global companies operate in more than one country, and consolidate 
their financial statement subject to different rules. While many companies reconcile their 
financials to a single standard (e.g., IFRS, GAAP) differences in subsidiary-level reporƟng can 
obscure the corporate view. 

It may be more difficult to enforce as a pracƟcal maƩer, and some countries may have weaker 
enforcement or permit more lax accounƟng pracƟces, further compromising comparability. 
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Effects on Financial RaƟos and Comparability 

Since raƟo analysis is the most basic tool of financial statement analysis, inconsistent 
accounƟng policies can distort major financial raƟos such as: 

• Profitability RaƟos: A company capitalizing its development cost (under IFRS) may report 
higher net income compared to a similar company expensing them (under GAAP). 

• Liquidity RaƟos: The current assets differ under alternate methods of inventory valuaƟon, 
it affects the Current or Quick raƟos. 

• Liquidity RaƟos: Leases, conƟngent liabiliƟes & off-balance-sheet items can affect the 
definiƟon of debt raƟos. 

• DepreciaƟon and Assets: Changes in the amount of depreciaƟon and difference in asset 
value also have effect on asset turnover raƟos. As a result, inter-company or inter-industry 
comparisons are not robust unless normalizaƟon of the financial measures occurs. None the 
less such normalizaƟons are hard for outside analysts to make, as they have no direct access 
to internal assumpƟons etc/…nor clearly non-stated accounƟng policies. 

Impairment TesƟng and Fair Value AccounƟng 

Contemporary accounƟng standards are increasingly based on the concept of fair value, in 
parƟcular for financial instruments. Although this method adjusts to the economic 
environment, it increases the level of subjecƟvity and volaƟlity in the financial statements. 

For example: 

• A financial asset’s fair value is exclusively determined daily by its market price. 

• Goodwill and intangible asset impairment evaluaƟon - based on future cash flow esƟmates 
and discount rates – both are very sensiƟve to management’s assumpƟons; Some companies 
forecast 10 years (or more), we assume 5 years. 

Even though fair value accounƟng increases relevance, it may come at the expense of 
reliability, primarily where market prices cannot be readıly determined and level 3 inputs must 
be applied (Moon & Yu, 2012). 

These influences, in turn, diminish the reliability and comparability of financial informaƟon 
among companies and over Ɵme. 

Auditor DiscreƟon and Disclosure Quality 

The extent of disclosures in the financial statements is highly influenced by: 

• The integrity of management 

• The rigor of external auditors 

• The stringency of regulatory oversight 
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But audited financials—audited by donors themselves— can also be a spectrum of 
transparency. For instance: 

• Some companies might include detailed notes on both assumpƟons and policy choices. 

• Some will disclose only a minimum of compliance, leaving much up to interpretaƟon. 

If auditors give qualified opinion or draw aƩenƟon to material uncertainty, it serves as 
warning signal for potenƟal problem about the truthfulness of financial informaƟon. But many 
users are likely to gloss over the auditor's report and put too much faith in top-line figures. 

Relevance to Analysts assessing financial statement informaƟon 

In light of the inconsistent accounƟng and disclosure pracƟces, financial statements users 
should: 

Maintain a Sense of ScepƟcism: Do not accept financial informaƟon at face value, without 
considering how it is influenced by certain assumpƟons. 

Standardize Metrics for AccounƟng Differences: If you can make your numbers comparable 
across companies, do so. 

Use Common Size Statements: Examine the items as a proporƟon of total sales or assets to 
minimize differences in scale and policies. 

Be Sure to Read Footnotes: Disclosures frequently include vital informaƟon about policies, 
esƟmates and risks. 

Integrate QuanƟtaƟve and QualitaƟve Analysis Include industry analysis, governance review 
and macro-economic environment in the investment process. 

 

Choose the correct opƟon: 

 

1. Which one of the following is a limitaƟon to analysis financial statements? 

a) is based on projecƟons of the future b) represents market mood. 

c) It relies on past performance d) It's going to measure customer saƟsƞacƟon  

 

2. What is meant by “window dressing” in financial statements? 

a) Bolstering the value of your brand b) Puffery to get beƩer accounƟng 

c) Two companies are being compared d) Effects of inflaƟon. 
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3. What is something very commonly leŌ out in financial statements? 

a) The cash flow from operaƟons b) Morale of workers 

c)Inventory turnover d) Net profit margin 

 
4. Why is it challenging to compare companies based on different accounƟng standards? 

a) All companies use the same esƟmates b) IFRS allows window dressing 

c) Policy/Not financial are unequal d) Sub-thresholds are the same 

 

1.4 Summary 

 Find definiƟon of Financial statement analysis Financial InterpretaƟon of the 
informaƟon and relaƟonships from a company's financial statements to help with 
making an economic decision al Statement Analysis InterpreƟng financial data - such 
as the balance sheet, income statement, and cash flow statement - generated by 
business enƟƟes in order to evaluate performance. 

 It serves mulƟple objecƟves: 
o Financial strength: Measured by financial raƟos such as gross profit margin, ROE and 
net profit margin. 
o Liquidity: RaƟo screening including current raƟo, quick raƟo, and working capital. 

 o Solvency: Measured by Debt equity and Interests coverage raƟos. 
 o Efficiency: Most evident in Asset Turnover, Inventory Turnover, and Receivables 

Turnover. 
 Financial analysis helps in answering: To answer the following quesƟons, we use 

financial data. 
 Internal users (management and staff), that are of interest to planning, 

budgeƟng, control and job security evaluaƟon. 
 External users (Investors-Lenders) who directs their investment, and lending 

decisions as well as compliance. 
 In decision-making: 

 Managerial use of financial analysis for planning, budgeƟng, cost control, 
capital budgeƟng, and comparing actual with standard performances. 

 Investors analyze the profitability, risk, dividend policy and market 
comparisons. 

 CREDITORS In considering whether to lend, creditors also consider the ability 
of a company to repay its debt, as well as an analysis of leverage and liquidity. 
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 Governments process aggregated data on fiscal planning, regulatory reforms, 
and industrial strategy. 

 The usefulness of financial statement analysis is, however, limited by several 
downsides: 

 It is a snapshot in Ɵme and does not frequently reflect past or future states. 
 The financial reality can be distorted by window dressing or creaƟve 

accounƟng. 
 It disregards the many, non-financial drivers of value including ESG 

performance, employees’ spirit at work, innovaƟon capability and brand. 
 VariaƟons in accounƟng regulaƟons (GAAP vs. IFRS) and subjecƟve esƟmates 

decrease the comparability between companies and industries. 
 The rise in fair value accounƟng coupled with reliance on subjecƟve inputs and lack 

of standardized disclosure also undermines confidence in financial analysis. 
 Hence, financial statement analysis needs to be supported by qualitaƟve 

consideraƟons, industry studies, and a grasp of how the external environment affects 
the operaƟons of the company for informed decisions. 

 

1.5 Key Terms 

1. Liquidity: A company’s ability to pay short-term debts out of its current assets. 
2. Solvency: The ability of a company to pay long-term debts. 
3. Profitability: The ability of a business to generate revenue in proporƟon to its 

expenses and investments. 
4. Return on Investments (ROI) RaƟos: Measures that provide an indicaƟon of how well 

a business uses its assets to earn money. 
5. Window Dressing: Pretend accounƟng techniques to make financial statements look 

beƩer. 
6. Historical Cost: A principle of accounƟng that values assets at the actual original cost. 
7. GAAP: A common set of accounƟng standards in the U.S. that enable alternaƟve 

treatments such as LIFO. 
8. IFRS: An internaƟonally accepted set of standards focused on uniformity that does not 

permit LIFO accounƟng and requires asset revaluaƟon in specific situaƟons. 

 

1.6 DescripƟve QuesƟons 

1. What are the most important disƟncƟons between internal and external analysts of 
financial statements? 

2. How is the profitability of a company and the analysis done about it? 
3. What are the major limitaƟons of using historical financial informaƟon for future 

decision-making? 
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4. Describe the differences between liquidity raƟos and solvency raƟos using one 
illustraƟon in each case. 

5. What is window dressing, and how does it influence investor decisions? 
6. Why is it difficult to compare firms that use different accounƟng methods? 
7. Name three nonfinancial consideraƟons that financial statements commonly 

overlook. 
8. How does financial statement analysis assist in government policy development and 

long-range planning? 

 

1.7 References 

1. Horngren, C. T. et al. (2013) – IntroducƟon to Financial AccounƟng: Covers financial 
statement components and interpretaƟon techniques. 

2. White, G. I., Sondhi, A. C., & Fried, D. (2003) – The Analysis and Use of Financial 
Statements: Explores analyƟcal tools and their pracƟcal applicaƟon. 

3. Penman, S. H. (2012) – Financial Statement Analysis and Security ValuaƟon: Discusses 
investor perspecƟve in analysis. 

4. ICAI Study Material (2020) – Financial ReporƟng Standards: Focus on GAAP vs IFRS 
differences and regulatory impact. 

5. BhaƩacharyya, A. K. (2011) – EssenƟals of Financial AccounƟng: Indian context of raƟo 
analysis and policy variaƟon. 

6. Annual Reports of Public Companies – Used to apply real-world cases in areas like 
window dressing and policy disclosures. 

 

Answers to Knowledge Check 

 

Knowledge Check 1 

 

1. c) It is based on historical data 

2. b) AccounƟng manipulaƟon to look beƩer 

3. b) Employee morale 

4. c) Policy variaƟons affect figures 
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1.8 Case Study / PracƟcal Exercise 

Analysis of Financial Statements of Alpha TexƟles Ltd. 

IntroducƟon 

Financial statement analysis is an important tool used in by investors and managers to 
understand business health and sustainability. It offers profitability, liquidity, solvency and 
efficiency insights that aids internal management decision making also assists investors, 
creditors as well as governmental regulaƟon agencies. This work presents the ‘live’ case of 
financial statement analysis and real business as it was implemented in Alpha TexƟles Ltd.- 
medium-sized manufacturing company with growing turnover but organizaƟonal problems. 

Background 

DesƟny Ltd. Alpha TexƟles Ltd. saw its sales rise by 15% from last year's level. But 
management was worried: Net margins didn’t show the same kind of improvement. 
Simultaneously, short- term borrowings had risen, triggering alarm bells about the company’s 
liquidity. Stakeholders responded profoundly differently to these financial developments. 

• The management was preoccupied with idenƟfying operaƟonal losses. 

• Investors were looking at profit and value creaƟon in the long run. 

• Creditors were looking at solvency to see if the customer could pay. 

• Regulators called for transparent reporƟng in an era of increased industry scruƟny. 

Alpha TexƟles found itself operaƟng in an environment where its historical financial 
informaƟon was sƟll used as a primary management tool, alongside enlightened forward-
looking thinking and value drivers other than purely the financial well-being of the company 
(e.g., employee morale or market reputaƟon). 

Problem 1: Stagnant Profitability 

Sales were up, but profit margins were flat. Increased cost of inputs and inefficient assets 
uƟlizaƟon d ented oper aƟng efficiency. Management was worried about this as profitability 
is a big number for investors. 

SoluƟon: 

Alpha TexƟles has performed an extensive raƟo analysis and his conclusion was to use gross 
profit margin, operaƟng profit margin, ROA,and ROE. The cost escalaƟon in raw material and 
overheads could be accounted for by theroducƟon process. 

company implemented a same-sex marriage benefit in Europe and cauƟoned management 
against any harassment of gay employees. This efficiency and alignment in profitability was 
enhanced. 
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Problem 2: Liquidity Concerns 

The company used short-term borrowings extensively to fund ongoing operaƟons, prompƟng 
quesƟons about its ability to meet near-term obligaƟons. 

SoluƟon: 

The finance squad analyzed liquidity raƟos such as the current and quick raƟo to determine 
how solvent they are in the short-run. By controlling customers' credit limits, decreasing 
receivables, and increasing inventory turnover rate Alpha TexƟles improved its cash flow 
posiƟon and reduced its need to borrow from outside. 

Issue 3: Solvency and Durability In other words the scenario of “what if” can also mean staring 
down a bigger more volaƟle market trend. 

Increasing debt obligaƟons raised concerns among creditors of the company’s solvency. A 
negaƟve debt-to-equity raƟo indicated that Alpha TexƟles might be overleveraged. 

SoluƟon: 

Solvency raƟos—debt-to-equity and interest coverage, in parƟcular—were assessed to adjust 
financial policies. The company opted to uƟlize exisƟng accruals to reƟre a part of its short-
term debt and deferred expansion acƟvity, concentraƟng on building the equity capital. This 
had reassured lenders and strengthened the company’s long-term financial posiƟon. 

Issue 4: Financial Analysis Is Not Without LimitaƟons 

However, even having done the financial analysis drill with all due diligence, Alpha TexƟles 
realized a fundamental flaw in financials: they are historical; subject to window dressing; and 
ignore non-financial informaƟon such as employee morale, customer relaƟons and ESG 
performance. 

SoluƟon: 

The firm introduced non-financial gauges like employee saƟsfacƟon surveys and market 
percepƟon studies to its decision making matrix. Management gained a more rounded 
percepƟon of the organizaƟonal health from this holisƟc view. 

ReflecƟve QuesƟons 

1. How could Alpha TexƟles use financial raƟos in conjuncƟon with non-financial measures 
to improve its strategic decision making? 

2. What Other Tools Are Available for Management to Consider if They Want to Evaluate 
This Kind of Sustainability? 

3. In light of this, how should investors assess Alpha TexƟles if profitability raƟos has since 
flatlined despite a sales increase? 

Conclusion 
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The case of Alpha TexƟles Ltd underscoring the significance of financial statement analysis in 
decision-making to stake holders. By focusing on profitability, liquidity and solvency aspects, 
the firm employed raƟos and comparaƟve techniques to reveal weaknesses and to take 
acƟon for their correcƟon. At the same Ɵme, it acknowledged that non-financial 
consideraƟons needed to be incorporated into assessments. The case highlights the fact that 
although financial analysis is a necessary instrument, it should be combined with qualitaƟve 
consideraƟon in order to develop a future oriented strategy. 
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Unit 2: Annual Report 

Learning ObjecƟves 

1. Explain the structure, purpose, and regulatory significance of an annual report in the 
context of corporate communicaƟon with stakeholders. 

2. IdenƟfy and describe the core financial statements included in annual reports—
Balance Sheet, Income Statement, Cash Flow Statement, and Statement of Changes in 
Equity—and interpret their basic funcƟons. 

3. Summarize key non-financial informaƟon provided in annual reports, including details 
about company leadership, auditors, and shareholder structures. 

4. CriƟcally evaluate the purpose and contents of key disclosures, such as the Auditor’s 
Report, Chairman’s 

Report, Corporate Governance Report, and the Management Discussion & Analysis (MDA). 

5. Assess how various stakeholders—such as investors and analysts—use annual reports 
to make informed financial decisions, while recognizing the limitaƟons of relying solely on 
these reports. 

6. Apply analyƟcal techniques to interpret financial and non-financial data in an annual 
report, forming preliminary judgments about a company’s performance, governance, and 
strategic direcƟon. 

 

Content 

2.0 Introductory Caselet 

2.1 IntroducƟon to Annual Report 

2.2 Financial Statements in Annual Report 

2.3 Key InformaƟon in Annual Report 

2.4 Reports and Disclosures 

2.5 AnalyƟcal Use of Annual Report 

2.6 Summary 

2.7 Key Terms 

2.8 DescripƟve QuesƟons 

2.9 References 

2.10 Case Study 
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2.0 Introductory Caselet 

“Decoding Trust Through Annual Reports” 

When GreenTech Manufacturing Ltd., a mid-sized Indian manufacturer of renewable energy 
equipment, decided to go global, its management knew that investors, regulators and 
customers would consider its annual report more closely than the adverƟsing campaign it 
was busy designing. Annual reporƟng wasn’t only a legal requirement and compliance 
document, but also a vital communicaƟon tool that communicated the health of the business, 
its governance pracƟces and where it was headed. 

The regular financial reports offered a segmented perspecƟve: the balance sheet flaunƟng 
the strength of assets, profit & loss account recording revenue and outgoings, cash flow 
statement reflecƟng liquidity trends. Shareholders were also eagerly reading the statement of 
changes in equity to idenƟfy shareholder value creaƟon. 

The narraƟve disclosures were just as important, if not more so, than the numbers. Details of 
the Board of Directors, auditors and legal advisors increased confidence as regards credibility 
and ccompliance. The chairman’s report and the Management Discussion & Analysis (MDA) 
detailed growth plans, risk prospects in renewables. 

Analysts also noted that while annual reports were comprehensive, they had limitaƟons — 
delays in reporƟng, selecƟve disclosures and an inability to capture real-Ɵme risks. For 
GreenTech, walking the line of transparency while adhering to regulaƟons has become a 
strategic maƩer as they work toward establishing trust with investors in the long term. 

CriƟcal Thinking QuesƟon: 

If you were a potenƟal investor in GreenTech, what secƟon of the annual report would you 
be most interested in reading to determine its growth prospects and why? 

 

 

 

 

 

 

 

 

 

 

Page 4 of 34 - AI Writing Submission Submission ID trn:oid:::3618:127375948

Page 4 of 34 - AI Writing Submission Submission ID trn:oid:::3618:127375948



2.1 IntroducƟon to Annual Report 

The annual report is one of the most important documents any business, corporate, 
government or non-profit enƟty will produce. As it provides a thorough commentary on an 
enƟty’s financial results and achievements over the preceding fiscal year, it is at once a 
regulatory requirement and aids strategic communicaƟon. Annual reports are generally 
wriƩen to shareholders and other stakeholders, providing informaƟon on a company's 
financial condiƟon, operaƟonal results, corporate governance and future plans. In an age of 
owing to the rise in importance placed on corporate responsibility and stakeholder 
engagement, the yearly report has developed into much more than a financial document. It's 
now a strategic report which says something about the values, objecƟves, and sustainability 
that the reporƟng enƟty is engaged in. The importance of the report is not just in terms of its 
financial disclosures but also in that the annual report provides an overview of the 
organizaƟons performance and direcƟon. 

 

2.1.1 Meaning and Importance of Annual Report 

An annual report is a legal document most companies are required to provide to shareholders 
and submit to the SecuriƟes and Exchange Commission that serves as an update of what 
happened during the previous year's operaƟons. It typically features financial statements that 
have been audited for the company, management discussion/analysis, corporate governance 
highlights, risk profiles, market performance summaries and someƟmes sustainability/CSR 
(corporate social responsibility) reports. 

CharacterisƟcs of Annual Reports: 

• HolisƟc reporƟng: Addresses in financial and non-financial terms to give a full picture of an 
organizaƟon's performance. 

• Standardized format: Typically adheres to accounƟng and regulatory categories, allowing 
comparisons between companies and industries. 

• Forward-looking consideraƟons: Includes management discussion on difficulƟes, prospects 
and projecƟons. 

Historical Context: 

History The concept of the annual report has its origin in the late 19 century, but it was fully 
developed with the company law reform in early 20c where we have publicly traded 
companies aŌer that point where we required more data for the investor. Regulators like the 
US SecuriƟes and Exchange Commission (SEC) gradually required certain disclosure to protect 
investors and maintain financial health. Nowadays with the onset of globalizaƟon and more 
advance reporƟng standards e.g. InternaƟonal Financial 

IFRS and GAAP, the annual report has evolved to be a global tool of corporate accountability. 
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Importance of Annual Reports: 

Accountability and Transparency - Companies have a duty to truthfully inform shareholders 
by providing audited financial statements and management discussions. 

Decision Making Tool: It serves as a tool for investors, creditors and management in decision 
making. 

Benchmarking and Performance Review – These stakeholders evaluate if the company met 
its objecƟves, remained profitable and followed governance pracƟces. 

Risk Measure: In depth conversaƟons on business risks and market uncertainty enables 
stakeholders to gauge the external and internal threats facing the enƟty. 

Strategy and Vision CommunicaƟon - The report serves as an effecƟve tool of communicaƟon 
by the leadership, to convey the company’s mission, vision and strategy to a wider audience. 

 

Did You Know? 

 

“The tradiƟon of annual reports dates back to the early 20th century, when publicly traded 
companies began publishing them to aƩract investor trust. Today, they have evolved from 
simple financial statements into comprehensive documents that also showcase a company’s 
strategy, governance, and even sustainability pracƟces.” 

 

2.1.2 Purpose of Annual Reports for Stakeholders 

The other is an annual report which communicates the needs of the wide range of users. The 
report is used by each of these consƟtuencies in their own way to meet their needs and 
facilitate responsible decision making, accountability, and transparency. 

Most naƟons require such companies to prepare an annual report, the contents of which are 
mandatory in all publicly traded parts of the country and usually results in stock exchanges 
requiring these numbers (never before released) to be disclosed on a quarterly basis. 

Primary Stakeholders and Their Needs 

Shareholders and PotenƟal Investors 

o Aim: Appraise profit, expansion capability and return on capital. 

o How It Will Be Used: Analyze financials, dividend policies, earnings per share (EPS), and 
future strategies. 
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o Example: An investor reading a company’s net income and cashflow in an annual report 
submiƩed to the_SEC.xml =='2007'. 

SEBI to assess dividend sustainability. 

Creditors and Lenders 

o ObjecƟve: Determine of financial viability, repayment ability and risk level. 

o Report usage: Check liquidity, debt equity raƟos and the risk analysis. 

o Example: A lender invesƟgaƟng the organizaƟons current raƟo when making a working 
capital loan. 

Employees and Trade Unions 

o MoƟvaƟon: Gauge the financial stability, job security and growth prospects. 

o Report usage: Analysts to visit and research profitability, HR (Human Resource) disclosures 
and expansion plans. 

o Example: If a profits system was used during wage talks by a union to demand an increase 
in wages. 

Customers and Suppliers 

o ObjecƟve: To guarantee conƟnuity, quality of the product and the ETHICAL BUSINESS in the 
long term. 

o Use: Assess solvency, operaƟonal and sustainability measures. 

o Example: A supplier verifying his client’s solvency and solidity before entering into a long-
term contract. 

Regulators and Government Bodies 

o ObjecƟve: Determine the assurability of tax, legal and tax reporƟng requirements. 

o Report Usage: Review of audited financials, governance reports and tax disclosures. 

o Example: o Audit of annual filings by SEBI in India to protect the investor interest and fair 
market pracƟces; verificaƟon of proper declaraƟon of income by taxaƟon authoriƟes. 

Analysts and Media 

o ObjecƟve: Analyze performance paƩerns and share with the broad public. 

o Report Usage: Perform raƟo analysis, monitor strategy changes and criƟque corporate 
governance. 

o Example: Financial journalists covering a company’s increase in revenue or important 
mergers. 
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Non-Governmental OrganizaƟons (NGOs) and Environmentalist OrganizaƟons 

o ObjecƟve: Track CSR and sustainability trends. 

o Report Usage: Analyze on ESG (Environmental, Social and Governance) disclosures, CSR 
spend requirement under Indian Companies Act and carbon foot print data. 

o Example: An NGO assessing a company’s CSR under SEBI mandated Business Responsibility 
and Sustainability Report (BRSR). 

 

2.1.3 Regulatory Requirements for Annual Reports 

Annual reporƟng is not only a best pracƟce, but also a requirement by law for most companies 
of authoriƟes within various jurisdicƟons. Regulatory authoriƟes in several countries have 
formulated rules and standards for financial reporƟng to avoid fraud, mismanagement of 
investor funds and also to increase the credibility of reports. 

Key Regulatory Frameworks: 

 

 

Fig. 2.1 Key Regulatory Frameworks 
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Companies Act (such as Companies Act 2013 in India) 

o Company to prepare and laying of financial statements, directors’ report and audiers’ 
requirements statement or not with explanatory Auditor’s requirements (aŌer a concern, etc.) 
in certain cases . 

reports annually. 

o Requires corporate governance, related transacƟons and director remuneraƟon 
disclosures. 

SecuriƟes and Exchange Commission (SEC) – US: 

o Public companies are required to submit watered down versions of the financials, along with 
Form 10-K’s. 

o The report will be required to contain risk factors, management’s discussion and analysis, 
and audited financial statements. 

InternaƟonal Financial ReporƟng Standards (IFRS): 

o InternaƟonally well regarded accounƟng standard adopted by more than 140 countries. 

o Promotes comparability of financial informaƟon between countries, especially in the case 
of mulƟnaƟonal companies. 

Generally Accepted AccounƟng Principles (GAAP): 

o Frameworks used to prepare financial statements in the U.S. 

o Prescribes the principles of recogniƟon, measurement and disclosure for revenue. 

European Union DirecƟves: 

o Companies listed in the EU must adhere to certain disclosure standards, notably regarding 
non- financial reporƟng, sustainability and corporate governance. 

Timelines and PenalƟes: 

• Now: A submission period within 60-120 days aŌer the fiscal year-end is typical for most 
jurisdicƟons. 

• PenalƟes: Failure to comply could result in financial penalƟes, removal from stock 
exchanges, reputaƟonal injury and also criminal charges against directors. 

AudiƟng and Assurance: 

• Statutory Auditors: Should be appointed as per the regulaƟons to cerƟfy an independent 
audit opinion. 
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• Internal Controls: CorporaƟons are to maintain and disclose sufficient internal controls 
including miƟgaƟon of risks. 

By enshrining these features in law, regulators make it so the annual report is truly a 
reputable and complete provider of corporate data, increases investor confidence, and 
protects public interest. 

 

2.2 Financial Statements in Annual Report 

FREQUENTLY ASKED QUESTIONS Are annual reports the best source of informaƟon on an 
organisaƟon? Financial statements are at the centre of broad spectrum of elements 
documented as part of them that reflect the financial performance and posiƟon of a business 
in an organised manner. The financial statements are created based upon the same 
accounƟng standards, whether IFRS or general U.S. GAAP that were used to prepare historical 
financial statements known as consistent, comparable company data (CCCD). 

In company’s annual report, there are usually four major financial statements: SSAE No. 104-
AT1Balance Sheet, Profit & Loss Account (Income Statement), Cash Flow Statement and 
Report of Changes in Equity. Together, these give a mulƟ-dimensional picture of how the 
company is doing in terms of operaƟonal performance, liquidity, and profitability – as well as 
movement on shareholder equity. 

 

2.2.1 Balance Sheet 

The Balance Sheet (A.K.A.: The Statement of Financial PosiƟon) is a “snapshot” of the 
Company’s financial condiƟon at a specific date, typically the last day of the fiscal year. Unlike 
the income statement, which shows a company’s acƟviƟes over a period of Ɵme, the balance 
sheet gives an instant snapshot of what a company owns and owes and how much 
shareholders have invested. 

Structure of the Balance Sheet 

The balance sheet is based on the accounƟng equaƟon: 

Assets = LiabiliƟes + Equity 

Assets 

o Current Assets: Cash, accounts receivable, inventory and other assets that can or will be 
converted to cash within one year. 

o Non-Current Investments: Property, plant equipment (PPE), long-term investments, 
intangible assets including goodwill and patents. 

LiabiliƟes 
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o Short Term DebtCurrent LiabiliƟes: These are debts due within 1 year and may include 
accounts payable, accrued expenses, and short term borrowings. 

o Non-Current LiabiliƟes: Long-term interest-bearing debt, pension obligaƟons, lease 
liabiliƟes and other long term commitments. 

Equity 

o Share capital, reserves and retained earnings, other comprehensive income. 

Importance of the Balance Sheet 

• Liquidity and Solvency: For the analysis of the company’s liquidity and solvency, investors 
can calculate current and quick raƟos. 

• Capital Structure Review: By uƟlizing the debt to equity raƟo, it helps analysts gauge 
financial risk and the use of exogenous, or borrowed funds. 

• Asset UƟlizaƟon: Aids investors to determine if assets are efficiently being employed to 
generate income. The balance sheet, therefore, becomes a criƟcal document to help 
determine the company’s financial well-being and long-term stability. 

 

Did You Know? 

 

“The balance sheet is oŌen called the "snapshot" of a company because, unlike the income 
statement that covers a period of Ɵme, it captures the financial posiƟon of a business on a 
single day—usually the last day of the fiscal year.” 

 

2.2.2 Income Statement (Profit & Loss Account) 

The Profit & Loss Account (or Income Statement), reflects the business performance of the 
company over a certain period of Ɵme. It provides to the net profit / loss for shareholders and 
how it came from the revenues obtained and expenses incurred. 

Structure of the Income Statement 

Revenue (Sales/Income) 

o Revenue from sale of goods or services rendered. 

o Discounts / Returns and allowances. 

Cost of Goods Sold (COGS) 

o Labour/materials and the like associated with producing a good or service. 
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Gross Profit 

o Difference between revenue and COGS. 

OperaƟng Expenses 

o OperaƟng expenses (including selling and distribuƟon as well as administraƟve). 

EBIT – Earning Before Interest and Taxes (OperaƟng Profit) 

Other Income/Expenses 

o Items that are not part of a company’s operaƟng operaƟons including interest income, 
dividends and foreign exchange gains/losses. 

Net Profit Before Tax (PBT) 

TaxaƟon 

Net Profit AŌer Tax (NPAT) Significance of Income Statement 

• Profitability Analysis: The degree of success the organizaƟon generates profit from its 
investment in resources. 

• Trend Analysis : MulƟ-year comparisons can indicate business growth, stability or decline. 

• Investment:% Shareholders go through EPS and profit margins to evaluate returns. 

• Cient Control: Using the expense breakdown, managers can determine where money is 
being wasted. 

Income statement – the income statement iniƟally portrays the boƩom line, but it also 
explains how revenues were generated and costs were managed to portray operaƟng 
strengths and weaknesses. 

 

2.2.3 Cash Flow Statement 

The CA reports are one of the most significant financial statements because it shows an actual 
cash and cash equivalent of inflows and ouƞlows over a period. The profit and loss statement 
(P&L) gives you an overall view of how profitable your company is but it won’t show you the 
state of your cash in the bank. The Cash Flow Statement fills this gap and shows how much 
cash the company actually generates and uses during a quarter or year. 

FormaƟons of the Statement of Cash Flows 

Prepared under direct (where actual cash receipts and payments are listed) or indirect (net 
income adjusted for non-cash items) presentaƟon, the statement is classified into three main 
parts: 
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OperaƟng AcƟviƟes 

o Cash received from operaƟons o Money coming in the door by trading. 

o Working capital variaƟon, amorƟsaƟon and provisions adjustments. 

InvesƟng AcƟviƟes 

o Money spent on purchasing of fixed assets, long-term investments or acquiring subsidiary. 

o Proceeds on disposal of assets or from sale of investments. 

Financing AcƟviƟes 

o Receipts on issuing of securiƟes, bonds or loans. 

o Ouƞlows received, like dividends paid or loans returned as well as share repurchases. 

Significance of the cash flow statement 

• Liquidity Review: This assists investors and creditors in determining if the firm has sufficient 
cash flow to maintain operaƟons and make payments. 

• Investment Appraisal: Investors are observing the extent that excess cash flow is being 
reinvested in new projects or new assets. 

• Debt Service Coverage: Lenders assess the ability of the company to service principal and 
interest payments. 

• Quality of Earnings: A company can be profitable while not having cash flow. The 
announcement assists in confirming the quality of earnings. 

Hence, the statement of cash flows offers an overview of what is actually financial flexibility 
and cash flow generaƟng capacity for the company. 

 

2.2.4 Statement of Changes in Equity 

The Statement of Changes in Equity (also known as the Equity Statement) presents a 
summary of changes to shareholders' equity in the reporƟng period. It establishes 
consistency between the opening and closing balances of equity, in other words how profits, 
dividends or some other an adjustment affect ownership interests. 

Structure of the Statement 

Share Capital 

o Changes in issued common and preferred shares during the period. 

Reserves and Surpluses 
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o Transfer to/ from reserves-general reserve, capital reserve, revaluaƟon reserve. 

Retained Earnings 

o Retained earnings for reinvestment vis-à-vis dividend payments. 

Other Comprehensive Income (OCI) 

o Items not recognised in the statement of profit or loss, including revaluaƟon of assets, 
foreign exchange translaƟon reserve and unrealised gains on financial instruments. 

Minority Interests (Non-Controlling Interests) 

o Share of minority interests in the equity of subsidiaries. 

Importance of the Statement 

• Dividend Policy Insights: How the earnings have been paid to shareholders versus 
reinvested in the company. 

• New share informaƟon: Indicates as to whether addiƟonal new shares were created and 
under what terms. 

• Solvency of Equity Base: Indicates whether equity is accumulaƟng through retained profits 
or being “eaten up” by losses. 

• Transparency in Other Comprehensive Income: Allows insight into other income and 
expenses that avoid the profit & loss account but sƟll affect equity. 

This announcement is especially helpful for investors and analysts who want to gauge long-
term growth prospects; it provides a window onto how the company manages the tension 
between keeping profits in-house versus sharing them with shareholders. 

 

“AcƟvity: Financial Decision-Making SimulaƟon” 

 

Imagine you are a financial analyst reviewing a company’s annual report. Using the Balance 
Sheet (2.2.1), idenƟfy the company’s total assets and compare them with total liabiliƟes to 
calculate the debt-to-equity raƟo. Next, from the Income Statement, examine revenues and 
expenses to determine the net profit margin. Finally, refer to the Cash Flow Statement and 
assess whether cash generated from operaƟng acƟviƟes is sufficient to cover invesƟng and 
financing needs. Summarize your findings in a short note explaining the company’s financial 
health from these three perspecƟves. 
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2.3 Key InformaƟon in Annual Report 

"Annual report is one of the most crucial and a potent communicaƟon medium between an 
organizaƟon and its stakeholders. In addiƟon to the figures, they publish informaƟon criƟcal 
for assessing corporate governance performance, leadership responsibility and control 
structures. These disclosures provide transparency, trust and are a basis for informed 
decision-making that goes beyond just understanding their financial health but delves into the 
organizaƟonal structure that supports it. 

InformaƟon on Board of Directors (BOD), bankers, auditors and legal advisors, top 
management and shareholding paƩerns added helps readers understand about the people 
and insƟtuƟons behind steering business strategy, ensuring compliance and maintaining 
credibility. In this secƟon, we walk you through these building blocks in a step-by-step 
manner. 

 

2.3.1 InformaƟon on Board of Directors (BOD) 

The board of directors [BOD] is the upper most hierarchy in corporate structure. It has 
responsibility for supervising the directors, accountability and protecƟng the interests of 
shareholders. The annual report generally discloses in great detail informaƟon about board 
members, their background as well as their independence. Key Elements Disclosed 

Profiles of Directors 

o Name, DesignaƟon (Chairman, Managing Director/Whole Time Director, Independent 
Director etc.) 

o Work, industry and educaƟonal profile. 

o Membership of other boards or commiƩees. 

Roles and ResponsibiliƟes 

o Strategic oversight of corporate objecƟves. 

o Budgets, Investments and Policies. 

o Monitoring compliance with regulatory requirements. 

o Risk management and ethical governance. 

Board ComposiƟon 

o RaƟo of execuƟve to non-execuƟve directors. 

o The existence of independent directors as ascribed by the regulaƟons. 

o Gender diversity and representaƟon. 
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CommiƩee Memberships 

o Members of Audit CommiƩee, RemuneraƟon CommiƩee and Risk Management 
CommiƩee. 

Importance for Stakeholders 

• Responsibility: Indicates who is in charge of decision-making and governance. 

• Investor trust: Strong, independent and experienced directors drives confidence in the 
management of corporate leadership. 

•  Compliance VerificaƟon: Acknowledges compliance with laws including corporate 
governance codes and securiƟes legislaƟon. 

• TacƟcal EvaluaƟon: InsƟtute regular company reviews to determimne if the board’s 
experƟse meets your company’s industry. 

For example, a tech company whose board members have relevant skills such as innovaƟon 
and digital transformaƟon could improve investor appeƟte — versus those who have had 
other roles. 

2.3.2 Details of Bankers, Auditors, and Legal Advisors 

 

 

Fig. 2.3 Bankers, Auditors, and Legal Advisors 

 

Besides internal management, enterprises depend on external organizaƟons which play a 
great part in governance, compliance and financial soundness. The names of the bankers, 
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auditors and legal advisors are menƟoned in annual reports to make them transparent, 
forthright and credible. 

Bankers 

• Banks offer loans and other financial services. 

• The revealing of bankers’ names helps calm investors concerned about the status of the 
company’s financial backstop. 

• Big banks of good repute signal credit-worthiness and reliability. 

Auditors 

• Auditors: External professionals who provide an independent verificaƟon of the fair and 
accurate representaƟon of an enƟty’s financial statements in accordance with accounƟng 
standards. 

• Disclosure contains: Firm name, audit opinion, and occasionally -- length of stay. 

• Users of accounƟng informaƟon count a great deal on the independence of auditors to 
verify he integrity of financial statements. 

Legal Advisors 

• Business appoints legal advisors who are in charge everything from compliance with 
corporate laws, contract management and liƟgaƟons. 

• We have a duty to demonstrate that we’re doing legal = governance and are ready to deal 
sensibly with potenƟal disputes/claims. 

• Credibility and Comfort: Stakeholder confidence gains on account of being audited by 
reputed bankers and auditors. 

• Management of Legal Risk: Counsel send the message that a company is prepared to defend 
itself if faced with regulatory or contractual threats. 

• Transparency: If stakeholders know of connecƟons then potenƟal conflicts of interest can be 
averted. 

For instance, an annual report that reveals auditors who are well known internaƟonally (such 
as DeloiƩe or PwC) could raise more confidence than other firms also considered unknown or 
related party. 

 

2.3.3 InformaƟon on Top Management 

It is among the top that management, or the execuƟve leadership team, can be found and 
yet at these levels one must find a way to translate boardroom strategies into on-the-ground 
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acƟviƟes. The board is responsible for strategic control, but top management engages in day-
to-day operaƟons. 

InformaƟon Typically Included 

Profiles of Key ExecuƟves 

o Chief ExecuƟve Officer (CEO) 

o Chief Financial Officer (CFO) 

o Chief OperaƟng Officer (COO) 

o All other funcƟonal heads (MarkeƟng, HR, Technology). 

Experience and QualificaƟons 

o EducaƟonal background, level of professional experience and previous successful career 
achievements. 

Roles and ResponsibiliƟes 

o CEO (average): Entrepreneurial Leadership and total performance. 

o CFO: Planning, reporƟng and compliance of finance related issues. 

o COO: Efficiency in operaƟon and process improvement. 

RemuneraƟon and IncenƟves 

o Wages, performance payments, stock incenƟves and other bonuses. 

o Good corporate governance reports are beginning to reveal links between pay and 
performance. 

Succession Planning 

o Data regarding leadership conƟnuity plans and their capacity to maintain stability 
throughout a transiƟon. 

• Performance Appraisal: Assessing whether the leaders have the skills to navigate a 
compeƟƟve field. 

• Responsibility: Knowing who is responsible for financial and operaƟonal decisions. 

• ExecuƟve Pay for Performance Disclosure: Provides shareholders and investors the ability to 
assess whether execuƟve pay packages are aligned with company performance. 

• Strategic PerspecƟves: Provides insight into how the management team views growth, 
innovaƟon and sustainability. By contrast, a manufacturing company whose execuƟves have 
strong process engineering and supply chain backgrounds would be seen as being beƩer 
posiƟoned with respect to operaƟonal issues. 
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Did You Know? 

 

“Annual reports oŌen disclose the remuneraƟon of top management, and in many countries, 
regulaƟons require companies to reveal the raƟo of a CEO’s pay to that of the average 
employee—providing insights into corporate governance and fairness in compensaƟon 
pracƟces.” 

 

2.3.4 Shareholder and Promoter Holding PaƩerns 

One of the highly watched porƟon of this annual report is disclosure on shareholding paƩern 
that highlights percentage holding in company among different categories or groups. This is 
especially important when evaluaƟng control, market senƟment and investor trust. 

Key Components 

Promoter Holding 

o Promoters’ “family” shareholding. 

o Promoter holding stability is usually perceived as the company shows of long term promise. 

InsƟtuƟonal Investors 

o DIIs like Mutual funds, Banks, and insurance companies. 

o Foreigners InsƟtuƟonal Investors (FIIs) or Foreign Porƞolio Investors (FPIs. 

Public Shareholding 

o Individual retail investors’ shareholding percentages. 

o Reflects on the reach of the company with general investors. 

Government Holding (if applicable) 

o Shareholding of government in public sector enterprises is reported. 

Changes During the Year 

o Any change in the level of promoter /insƟtuƟonal holding. 

o Promoters share pledges to be disclosed. 

Importance for Stakeholders 

• Control and Governance: Promoter holding may be high, which is a source of comfort as it 
suggests stability but can also throw up quesƟons about minority shareholders rights. 
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• InsƟtuƟonal Confidence: When insƟtuƟons are more involved, they could be seen as those 
with the most to lose—and therefore have greater confidence in the market. 

• Market Liquidity: More the public shareholding, beƩer is the liquidity in stock trading. 

• MeeƟng Regulatory Requirements: In many territories there is a requirement for minimum 
public shareholding (for example 25% in India). 

For instance, if promoters offload a large proporƟon of their stake in any given year, 
stakeholders may take it to mean that the promoter is not confident in the company anymore 
and the stock can be impacted. On the other hand, a pickup in FII holding can keep investor 
senƟment firm. 

 

Knowledge Check 1 

 

Choose the correct opƟon: 

1. Which is the primary enƟty for monitoring corporate governance at an organizaƟon? 

a) Top Management b) Shareholders 

c) Board of Directors d) Auditors 

 
2. The revelaƟon of auditor in the annual report is significant as it: 

a) This shows the company's profit margins b) It verifies that financial statements are 
credible 

c) Increases public ownership d) Discloses CEO pay 

 

3. Which officer is generally responsible for financial planning and compliance? 

a) COO b) CFO 

c) CEO d) HR Head 

 

4. When the promoter holding goes up considerably: 

a) Loss of faith by investors b) Higher commitment from promoters 

c) Lower corporate governance d) Less insƟtuƟonal interest 
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2.4 Reports and Disclosures 

Annual reports are more than just the financials -- they're a wide-ranging set of supplements 
and disclosures that report on operaƟons, governance, future prospects for the company. 
These provisions are key to promoƟng transparency and trust in stake-holders, since they keep 
investors, regulators, creditors, employees and the society-at-large informed with accurate-
verifiable-meaningful informaƟon.” 

The key among these are the Auditor’s Report, Corporate Governance Report, Chairman’s 
Speech and Managing Directorâ€™s /& nbsp;CEO‟s Review Report. 

Report and also in the Report by Board of Directors (MDA). Each has a 

purpose, audience, and content focus but when you put everything together it tells a 
complete story about the business’s 

health, compliance, and strategy. 

Fig. 2.4 Reports and Disclosures 

2.4.1 Auditor’s Report – ObjecƟve and Contents 

The Auditor's Report is a professional opinion given by either an internal auditor or external 
auditor as a result of an internal or external audit or aƩestaƟon engagement performed on a 
company or firm. Its entry funcƟon is to provide confidence that the financial statements show 
a true and fair view of the company’s posiƟon and earnings, in accordance with accounƟng 
standards and other statutes. 

Purpose of Auditor’s Report 

Credibility and Reliability: Adds an element of credibility to financial statements, staƟng that 
there are no material omissions or misstatements. 

Regulatory adherence: Openly operates in compliance with the accounƟng basis (IFRS, GAAP) 
and statutory regulaƟons (e.g. Companies Act, SEC). 

Risk ConsideraƟon: Indicates risks through uncertainty or emphasis paragraphs. 

Maintain Confidence Investor: Builds confidence of investors and creditors in company, 
thereby decisions for investment and lending can also be made by the stakeholders based on 
true company facts. 

Types of Audit Opinions 

• Unqualified or clean: Financial statements set out a true and fair view. 

• Unqualified Opinion with ExcepƟon or QualificaƟonMinor restricƟons or reservaƟons are 
present, but the overall statements are considered reliable. 
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• Unfavourable Opinion: The statements are so wrong that the true financial posiƟon cannot 
be determined. 

• Disclaimer of Opinion: Auditor cannot form an opinion due to lack of evidence or 
management constraints. 

Typical Contents 

Title and Addressee -- Usually addressed to shareholders. 

Note: Scope of Audit – Describes standards applied and the nature of the work. 

Management’s Responsibility – Describes the company’s responsibility to prepare its 
financial statements. 

Auditor’s Responsibility – Provides the auditor’s tasks in relaƟon to an opinion. 

Audit Opinion – The primary report on the financial statements. 

Other ReporƟng – Legal or regulatory requirements is another requirement - reporƟng on 
internal controls. Therefore, the auditor's report is one of the fundamental disclosures 
designed to safeguard independence and objecƟvity in financial reporƟng. 

 

2.4.2 Corporate Governance Report 

Cor0porate Governance Report describes how well a company follows the principles of 
accountability, equitability, transparency and responsibility in its relaƟonship with 
stakeholders. Amid growing focus on ethical behaviour and sustainable acƟvity, the report 
has become a feature of annual disclosures. 

Purpose of Corporate Governance Report 

Fosters Accountability: It’s important to have leaders who are accountable for their decisions. 

InsƟlling confidence in investment: An assurance for investors that care about the good 
governance of the company. 

Regulatory: Most exchanges require governance disclosure from listed companies. 

Ethical pledge: Reflects individual company’s ethical and moral culture. 

Key Contents 

Board ComposiƟon 

o Profiles of execuƟve, non-execuƟve and independent directors. 

o Diversity and independence staƟsƟcs. 

CommiƩees of the Board 
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o Other CommiƩees such as: -Audit CommiƩee, NominaƟon and RemuneraƟon CommiƩee, 
Risk Management CommiƩee. 

o MeeƟng frequency and aƩendance records. 

Disclosures of Related Party TransacƟons 

o Brings in transparency on transacƟons with promoters &/or group cos. 

RemuneraƟon Policies 

o Director and senior execuƟve remuneraƟon structures. 

Risk Management Framework 

o Risk idenƟficaƟon, risk miƟgaƟon and management systems established. 

Shareholder Rights 

o Mechanism for the protecƟon of minority shareholders. 

Corporate Social Responsibility Programme (someƟmes in some countries) 

o Sustainable, environmental and community development projects. 

Significance 

Corporate governance reporƟng provides investors with evidence that a company is being 
managed with the consideraƟon of reducing conflicts of interest and enhancing long-term 
shareholder value, along with some respect for social responsibility. 

 

Did You Know? 

 

“Many stock exchanges around the world, including those in the U.S., U.K., and India, make it 
mandatory for listed companies to publish a Corporate Governance Report—ensuring 
transparency about board pracƟces, execuƟve pay, and shareholder rights.” 

 

2.4.3 Chairman’s Report 

The Chairman’s Report (or Chairperson’s Statement) A form of narraƟve secƟon in the annual 
report usually at the front. This leƩer, from the chair of the board, is an effecƟve high level 
communicaƟons tool that creates a good combinaƟon between reflecƟng upon what has been 
achieved in the year and what will need to happen in the year to come. 

Purpose of Chairman’s Report 
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Strategic CommunicaƟon: Summarizes the company’s success, idenƟfies areas it needs to 
improve and informs of their direcƟon. 

Leadership Voice: Personalises the annual report with insights from the highest governance 
authority. 

Stakeholder Involvement: Aids investors, employees, and customers in idenƟfying with the 
company. 

Building Confidence: Builds confidence by addressing challenges while providing pracƟcal 
soluƟons for improvement. 

Typical Contents 

Overview of Economic Environment 

understand the world and local economies that effect their business. 

Review of Company Performance 

o Financial and operaƟng highlights. 

o Milestones reached and projects executed. 

Challenges Faced 

o Market compeƟƟon, regulatory challenges and supply chain constraints/ macro pressures. 

Future Outlook and Strategy 

o Growth strategies, investments, entry in new markets, iniƟaƟves to innovate. 

Commitment to Sustainability and Governance 

o CSR, Ethics, Environmental Responsibility statements. 

The Chairman’s Report serves as a teaser of the annual report, highlighƟng achievements 
alongside aspiraƟons— providing stakeholders with a healthy dose of progress and resilience. 

 

2.4.4 Report by Board of Directors (Management Discussion & Analysis – MDA) 

The Board of Directors Report, MDA, includes a detailed discussion on how the company 
performed operaƟonally, financially and strategically during the year, as well as all a look to 
risks and future prospects facing the company. It links the numbers that appear in financial 
statements with management’s interpretaƟon of those numbers. 

Purpose of MDA 

Contextual Clarity: Interprets financial performance in relaƟon to operaƟons and the 
marketplace. 
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Disclosure of risk: IdenƟfies risks both internal and external, and suggests how these can be 
miƟgated. 

Forward-Looking InformaƟon: Management’s current understanding on potenƟal future 
developments. 

Decision Visibility: Demonstrates the connecƟons between decisions and strategic goals. 

Typical Contents 

Industry Overview 

o The industry trends, market growth and factors that playing role in the market. 

Company Performance Overview 

o Segment-wise analysis (products, services, geographies). 

o Comparison with previous years. 

Financial Analysis 

o RaƟos, revenue, cost structure, profitability. 

Risk Management 

o Risk to market, risk to credit, and operaƟonal risks and palliaƟves. 

Internal Control Systems 

o Systems of quality control and procedures for an adequate postgres://§k security visit this 
website review. 

Human Resource Development 

o Employment numbers, training schemes, worker parƟcipaƟon. 

Future Outlook 

o OpportuniƟes for growth, advance technology and expansion strategies. 

Significance for Stakeholders 

• Investors get a sense of how the companies plan to grow and finance themselves. 

• Lenders assess risk management and debt repayment ability. 

Employees get what it means to have an organizaƟon that is stable and has opportuniƟes. 

• Regulators look to see if disclosure norms have been met. 

That is how the MDA serves as a living document that puts financial figures into business 
stories for stakeholders to measure or evaluate. 
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“AcƟvity: Exploring Reports and Disclosures” 

 

Select the annual report of any listed company. IdenƟfy and review four key secƟons: Auditor’s 
Report, Corporate Governance Report, Chairman’s Report, and Management Discussion & 
Analysis (MDA). Summarize in 3–4 sentences the purpose of each secƟon and highlight one 
insight you found most useful (e.g., risk disclosure in MDA or board independence in 
governance report). Compare your findings with another company’s report to see how 
disclosures differ in tone, detail, and transparency. 

 

2.5 AnalyƟcal Use of Annual Report 

Annual reports are invaluable resources for learning about a company’s performance, 
governance and outlook. The reports are not only required by law, they also serve as an 
important window into the financial condiƟon, operaƟng efficiency and long term plans of a 
company for various stakeholders. For investors, analysts are the heaviest users of annual 
reports and is most dependent on such informaƟon in making decisions. 

Nevertheless, the annual reports are an important data source with limitaƟons on Ɵmeliness 
and being objecƟve and complete. Consequently, they should be regarded as a component of 
the total decision making criteria and not be used in isolaƟon to evaluate an insƟtuƟon. 

 

2.5.1 How Analysts and Investors Use Annual Reports 

Both analysts and investors rely on annual reports for a plethora of reasons – profit analysis, 
corporate governance to name some. These applicaƟons can be classified to the categories 
below: 

EvaluaƟng Financial Performance 

Audited financial statements, including the balance sheet, income statement and cash flow 
statement, are available from annual reports. 

•Analysts rely on raƟo analysis — including ROE, net profit margin and the debt-to-equity 
raƟo— to assess efficiency and profitability. 

• Earnings per share (EPS) and dividend policies are scruƟnized by investors to forecast future 
returns. 

For instance, steady top-line expansion and healthy margins could potenƟally appeal to long-
term investors, while evaporaƟng cash flow might sound warning bells. 

Assessing Risk and Solvency 
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• The risk exposures like market volaƟlity, credit risk or operaƟonal inefficiencies are 
menƟoned in notes to account and the Management Discussion and Analysis (MDA) secƟon. 

• Investors use this informaƟon to determine if a company has protecƟons in place including 
diversificaƟon of sources of income or hedges. 

Understanding Strategic DirecƟon 

• The Chairman’s Report and MDA offer views on the long term, market expansion and 
innovaƟve strategies. 

• This is informaƟon that allows investors to temper their expectaƟons about how the 
company will fare in the future. 

For example, a company that places an emphasis on sustainability and investments in 
renewable energy opƟons could be of interest to socially responsible investors. 

Corporate Governance and Ethical PracƟces 

• The Corporate Governance Report provides informaƟon on the composiƟon of the board, 
independence of its members and commiƩee organizaƟon. 

• Investors study these parƟculars to ascertain governance structures exist to safeguard 
minority shareholders. 

InsƟtuƟonal investors are also enƟced by firms with strong governance, because it miƟgates 
against a risk of being mismanaged. 

Benchmarking Against Peers 

Annual reports are also employed to benchmark performance across the industry. 

• Analysts pore over margins, levels of debt and growth rates versus those of compeƟtors. 

• This relaƟve study works well in with porƞolio allocaƟon calls, such as overweighing stocks 
of outperformers. 

Building ValuaƟon Models 

The annual reports are an essenƟal basis on which analysts base valuaƟon models -including 
DCFs, P/E mulƟple or enterprise value calculaƟons. Such models allow making predicƟons 
about intrinsic value, using which buy/hold/sell recommendaƟons can be advised. 

In effect, the annual reports are both used as a retracƟon tool (evaluaƟng performance) and 
an expansion tool (predicƟng the future). 
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Did You Know? 

 

“Analysts oŌen use the Management Discussion & Analysis (MDA) secƟon of annual reports 
not just to review past performance, but also to gauge management’s outlook on risks, 
opportuniƟes, and future strategies—making it one of the most forward-looking parts of the 
report.” 

 

2.5.2 LimitaƟons of Annual Reports for Decision-Making 

Despite their significance, annual reports possess certain limitaƟons. For this reason, analysts 
and investors need to know about these shortcomings so that they do not become overly 
dependent upon them in their decision making. 

Historical Nature of InformaƟon 

• Reports are based on the past year, and may not reflect current condiƟons. 

• Past performance may be a bad indicator of future prospects in fast-changing industries, like 
technology or pharmaceuƟcals. 

PotenƟal Bias in NarraƟve SecƟons 

• Management-prepared reports (e.g. the Chairman’s Statement, MDA) can be skewed, 
painƟng a rosier picture and minimizing downside risk. 

• This selecƟve divulging can lead to an overly rosy picture. 

Limited Non-Financial InformaƟon 

• Despite growing aƩenƟon to environmental, social and governance (ESG) data in recent 
Ɵmes, many contemporary reports remain largely financially focused. 

• Unmeasured factors such as a company’s brand, morale of employees and saƟsfacƟon of 
customers are not always fully represented. 

Complexity and Volume of InformaƟon 

• Annual reports are typically long documents heavy with technical details, which means they 
are generally hard for the small investor to decipher. 

• Analysts with specialized training can harvest useful insights, but retail investors may not 
find it easy. 

Possibility of CreaƟve AccounƟng 

• Although reports are audited, companies sƟll can employ accounƟng pracƟces (such as 
Ɵming of revenue recogniƟon and off-balance-sheet financing) to paint a rosier hue. 
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• So analysts ought to read closely, especially the notes to accounts. 

Lag in PublicaƟon 

• Market condiƟons and/or company specific factors may have changed profoundly by the 
Ɵme annual reports are produced (which could be many months aŌer year-end). 

• Traders who rely on them alone might make outdated trades. 

Limited ForecasƟng UƟlity 

• The forward-looking statements in filings tend to be vague and do not make specific 
financial projecƟons. 

• These must be complemented with live market data, analyst calls and quarterly results. 

 

Choose the correct opƟon: 

1. In a annual report, which part is most informaƟve in order to know what future risks and 
strategies are? 

a) Balance Sheet b) Auditor’s Report 

c) MDA d) Notes to Accounts 

 

2. One of the drawbacks over annual reports is that they are: 

a) Forward-looking b) Historical 

c) Real-Ɵme d) InteracƟve 

 

3. What is the oŌen used investor measurement of profitability from annual reports? 

a) Debt-to-equity b) Earnings per share (EPS) 

c) Current raƟo d) Asset turnover 

 

4. What possible reasons would you have to charge bias against the Chairman Statement? 

a) Recorded by the auditors b) Only what went wrong 

c) Compiled by management d) No financial instrument at all 
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2.6 Summary 

 Annual reports are dense documents that contain financial and nonfinancial 
informaƟon for both regulatory compliance and strategic communicaƟon uses. 

 They include audited financial statements, management discussion and analysis of 
results of operaƟons interacƟve with governance disclosures and strategic outlooks; 
thus are important resources for a wide range of stakeholders including investors, 
creditors, regulators employees and members of the public. 

 They render an account (annual reports), promoƟng accountability and transparency, 
facilitaƟng decision making by comparison, benchmarking and risk assessment. They 
even share the company’s vision, mission and sustainability stories. 

 Reports are all things to all men: investors think about profit, creditors look at solvency, 
regulators look for compliance, employees want to know well-being and NGO’s need 
signs of CSR/ESG ambiƟon. 

 RegulaƟons such as the Companies Act, SEC requirements (Form 10-K), IFRS, GAAP 
and EU direcƟves require disclosures that will establish comparability and protect 
investors. 

 The balance sheet shows the value of assets, liabiliƟes and equity as at period end. 
The profit and loss statement represents revenues and expenses to demonstrate the 
profit or loss of the operaƟon. The cash flow statement focuses on cash movements, 
whereas the statement of changes in equity reveals shareholder ownership and 
reserve fluctuaƟons. 

 Key informaƟon apart from financials are profiles of the Board of Directors with their 
roles and independence, names of auditors, bankers and legal advisors amongst 
others. Disclosures are made on top management. These lend credibility and 
transparency to ownership. 

 Supplementary disclosures include AUDITOR’S REPORT (assurance of fair reporƟng), 
C ORPORATE), GOVERNANCE REPORT; (transparency in board and ethical pracƟces 
),CHAIRMAN,S REPOR71(strategic 10 overview )and MDA (management ts perspecƟve 
on operaƟons, Risks and outlook). 

 Analysts and investors rely on annual reports for financial performance evaluaƟon, risk 
analysis, benchmarking exercises, checks on governance standards and inputs into 
building valuaƟon models. 

 Relevant limitaƟons: historical nature of data, management bias in narraƟves, lack of 
non-financial informaƟon, complexity for lay investors, possible creaƟve accounƟng 
and delayed publicaƟon entailing the need for supplementary sources for Ɵmely 
decisions. 

 

 

2.7 Key Terms 
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1. Annual Report – Annual publicaƟon of a company, detailing the financial performance, 
governance and anƟcipated strategies. 

2. Balance Sheet – A statement of financial posiƟon represenƟng assets, liabiliƟes and the 
remaining equity at a point in Ɵme, or simply as the difference between assets and 
liabiliƟes. 

3. Income Statement – A summary of your revenues, expenses and profits for a fiscal period. 
4. Cash Flow Statement – Summary of money moving in and out of the business, categorized 

by operaƟng, invesƟng, and financing acƟviƟes. 
5. Corporate Governance Report – Another disclosure, this one about how officers are 

chosen for the commiƩee, and what shareholder rights they have. 
6. Management Discussion & Analysis (MDA) – A write-up that describes performance, risk 

and future outlook. 
7. Report of the Auditor – The independent professional opinion that a financial report gives 

a true and fair view. 
8. Shareholdning PaƩern – Chanelising of ownership between promoters, insƟtuƟons and 

public. 

 

2.8 DescripƟve QuesƟons 

1. Why do stakeholders require an annual report? 
2. How is the balance sheet different from an income statement in terms of reporƟng? 
3. What is the importance of cash flow statement in evaluaƟon of liqudity. 
4. What specific details about the board of directors are typically reported in annual 

reports? 
5. How does the Corporate Governance Report impart confidence to investors? 
6. What does the Chairman’s Report do as an annual communicaƟon? 
7. How do analysts use annual reports for peer benchmarking? 
8. What are two shortcomings of annual reports as a decision-making tool? 

 

2.9 References 

1. Companies Act, 2013 – Regulatory framework for corporate disclosures in India. 

2. U.S. SEC, Form 10-K – Mandatory annual filing requirements for listed companies. 

3. IFRS FoundaƟon – InternaƟonal standards for financial reporƟng. 

4. FASB, GAAP Guidelines – U.S. accounƟng principles. 

5. OECD Principles of Corporate Governance – Best pracƟces for governance disclosures. 

6. ICWAI Study Material, Financial Statement Analysis – Academic reference on report 
structures and analysis. 
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Answers to Knowledge Check 

 

Knowledge Check 1 

1. c) Board of Directors 

2. b) Ensures credibility of financial statements 

3. b) CFO 

4. b) Stronger promoter commitment 

 

 

Knowledge Check 2 

1. c) MDA 

2. b) Historical 

3. b) Earnings per share (EPS) 

4. c) Prepared by management 
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2.10 Case Study / PracƟcal Exercise 

Enhancing Investor Trust Through Transparent ReporƟng at Solvita Pharma 

IntroducƟon 

In a rapidly transforming pharma world, credibility and transparency is key to safeguard 
investor interest and regulatory compliance. Solvita Pharma Ltd, a mid-cap Mumbai-based 
public company and pharmaceuƟcal company upset investment interest as well as share 
prices stunk largely on account of poor disclosure and delay in annual report submission. This 
case discusses how Solvita aŌer delivering improved annual reports, was able to change the 
way in which it communicated financially, building trust of stakeholders and leading their 
decisions. 

Background 

Solvita Pharma has been working to be a successful establishment for more than twenty years, 
based on generic drug producƟon and regional health care systems. Despite the stability of 
its income, it was criƟcised for opaque disclosure, minimal strategic commentary and low 
governance transparency in its annual reports. InsƟtuƟonal investors started to doubt the 
accuracy of its financial data and its predicaƟon, which eventually caused low VASP 
transacƟon volumes and confidence issues for long-term investment in it. 

They also noted lopsided financial raƟos in the last two years -- ROE fell while the DA raƟo 
increased -- without explanaƟon from management in its annual file (CI No 3,230). This raised 
doubts about liquidity, earnings' quality, and the manager's intenƟon. 

Issue 1: Annual report is not being used as strategic tool. 

The Solvita Pharma annual report was mainly about legal compliance. They released 
financials, but without an enƟre MDA or Chairman’s Statement on risks moving forward and 
growth strategies moving forward. and (iii) looking forward, the market could no longer trust 
that there was a company strategy. 

SoluƟon: 

The execuƟve team overhauled the annual report structure, adding a comprehensive MDA 
secƟon on industry trends, financial highlights, key risks and R&D investments. A shareholder 
in 2019: A new Chairman’s LeƩer directly addressed shareholders, and touched on Solvita's 
five-year strategic roadmap, commitment to ethics and transparency. 

Issue 2: Low-Quality and Delays of Financial ReporƟng //~ In some cases, financial reporƟng 
was low-quality and delayed. 

In the previous reports of auditor’s qualificaƟons, certain issues pertaining to delayed 
submission of tax payments and variaƟon in inventory valuaƟon were disclosed. Furthermore, 
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the firm’s footnotes were not clear enough and offered limited explanaƟon about non-
current liabiliƟes and provisions, which set alarms with analysts and creditors. 

SoluƟon: 

Solvita hired a new audit firm that has internaƟonal reach and established internal controls 
consisent with GAAP. Finance made sure that the audited reports were submiƩed within 90 
days of the fiscal year. Detailed footnotes and accounƟng policy disclosures were included to 
improve the quality of disclosure. 

Issue 3: Discrepancy with the Stakeholder InformaƟon Requirements 

Shareholders, regulators and even employees had liƩle access to informaƟon about how the 
company is governed, director duƟes and ESG acƟviƟes. Lack of detailed Corporate 
Governance Report and informaƟon on board independence made it difficult for the 
stakeholders to compare managerial responsibility. 

SoluƟon: 

The company published a Corporate Governance Report on board composiƟon, independent 
director proporƟon, commiƩee funcƟons and aƩendance. They also included disclosures on 
sustainability efforts and employee well-being via voluntary ESG reporƟng standards to aƩract 
ethical investors. 

ReflecƟve QuesƟons 

1. How do annual reports go beyond reporƟng financial informaƟon to impact investor 
percepƟon? 

2. How does the MDA secƟon play a key role in bridging between number and strategy? 
3. What is the significance of governance disclosures to the confidence of investors in public 

companies? 

Conclusion 

Solvita Pharma’s story shows how annual reports can go beyond compliance to serve as 
strategic communicaƟon tools. The company achieved higher financial transparency, 
complied with investor demands and global reporƟng requirements, recovered its stock price 
and prepared for long-term growth. The case highlights the importance of annual reporƟng 
in financial analysis, stakeholder management and strategic planning. 
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*% detected as AI
AI detection includes the possibility of false positives. Although some text in 
this submission is likely AI generated, scores below the 20% threshold are not 
surfaced because they have a higher likelihood of false positives.

Caution: Review required.

It is essential to understand the limitations of AI detection before making decisions 
about a student’s work. We encourage you to learn more about Turnitin’s AI detection 
capabilities before using the tool.

Disclaimer
Our AI writing assessment is designed to help educators identify text that might be prepared by a generative AI tool. Our AI writing assessment may not always be accurate (i.e., our AI models 
may produce either false positive results or false negative results), so it should not be used as the sole basis for adverse actions against a student. It takes further scrutiny and human 
judgment in conjunction with an organization's application of its specific academic policies to determine whether any academic misconduct has occurred.

Frequently Asked Questions

How should I interpret Turnitin's AI writing percentage and false positives?
The percentage shown in the AI writing report is the amount of qualifying text within the submission that Turnitin’s AI writing 
detection model determines was either likely AI-generated text from a large-language model or likely AI-generated text that was 
likely revised using an AI paraphrase tool or word spinner.
 
False positives (incorrectly flagging human-written text as AI-generated) are a possibility in AI models.
 
AI detection scores under 20%, which we do not surface in new reports, have a higher likelihood of false positives. To reduce the 
likelihood of misinterpretation, no score or highlights are attributed and are indicated with an asterisk in the report (*%).
 
The AI writing percentage should not be the sole basis to determine whether misconduct has occurred. The reviewer/instructor 
should use the percentage as a means to start a formative conversation with their student and/or use it to examine the submitted 
assignment in accordance with their school's policies.

What does 'qualifying text' mean?
Our model only processes qualifying text in the form of long-form writing. Long-form writing means individual sentences contained in paragraphs that make up a 
longer piece of written work, such as an essay, a dissertation, or an article, etc. Qualifying text that has been determined to be likely AI-generated will be 
highlighted in cyan in the submission, and likely AI-generated and then likely AI-paraphrased will be highlighted purple.
 
Non-qualifying text, such as bullet points, annotated bibliographies, etc., will not be processed and can create disparity between the submission highlights and the 
percentage shown.
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Unit 3: VerƟcal Income Statement 

 

Learning ObjecƟves 

1. Define the concept and structure of a verƟcal income statement, and explain its 
significance compared to the horizontal format. 

2. DifferenƟate between various types of income, including operaƟng, non-operaƟng, 
and extraordinary incomes, and illustrate their roles in the income statement. 

3. IdenƟfy and categorize different types of expenses, such as operaƟng, financial, and 
excepƟonal expenses, and explain how they affect profitability. 

4. Explain and calculate different profit levels, including Gross Profit, EBIT, PBT, PAT, and 
EPS, using data from a verƟcal income statement. 

5. Analyze a verƟcal income statement to derive key profitability margins, such as gross, 
operaƟng, and net margins, and explain their implicaƟons. 

6. Evaluate the usefulness and limitaƟons of the verƟcal income statement in comparing 
company performance and supporƟng financial decision-making. 

 

Content 

3.0 Introductory Caselet 

3.1 IntroducƟon to VerƟcal Income Statement 

3.2 Different Types of Income 

3.3 Different Types of Expenses 

3.4 Different Types of Profits 

3.5 AnalyƟcal Use of VerƟcal Income Statement 

3.6 Summary 

3.7 Key Terms 

3.8 DescripƟve QuesƟons 

3.9 References 

3.10 Case Study 
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3.0 Introductory Caselet 

“The Strange Case of Stellar Electronics Pvt. Ltd.” 

Stellar Electronics Pvt. Ltd., a midsize producer of consumer gadgets, was trying to 
understand why its profits appeared strong on paper but weak in real life. The financial 
manager, Riya, prepared the income statement of the company in convenƟonal horizontal 
form. Despite its reporƟng of rising revenues and profits over a period of three years, the CEO 
was skepƟcal. “We’re making more money, but margins feel compressed,” he said. 

To find out, Riya took the six panes of the income statement and reformaƩed them 
verƟcally—by expressing each line as a percentage of total revenue. What emerged was eye-
opening. But sales had risen, and so had operaƟng expenses—especially administraƟve costs, 
which rose from 12% to 20% of sales. And, in addiƟon, a jump in non- operaƟng income had 
hidden a weakening of core operaƟons. 

Such an analysis may uncover informaƟon that was hidden in the horizontal version. It also 
enabled Stellar to compare how it was performing over the course of Ɵme, which is useful for 
benchmarking against industry peers. It also embarked on a cost-control program, beginning 
with overheads, and re-examined its revenue streams to prioriƟze operaƟng income over 
one-off gains. 

The shiŌ to a verƟcal income statement wasn’t just a game changer for financial reporƟng — 
it meant smarter strategy. 

CriƟcal Thinking QuesƟon: 

Why would a company want to use verƟcal rather than horizontal income statements as part 
of their preparaƟon for investor presentaƟons or internal audits? 
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3.1 IntroducƟon to VerƟcal Income Statement 

The profit and loss statement, also known as the income statement, is a really important 
financial statement that highlights the revenues and costs (or expenses) generated by a 
company for an accounƟng period. It aids stakeholders to evaluate an enterprise's financial 
performance comparably between several accounƟng periods. One of the types of income 
statement is the verƟcal income statement, which is considered to be the simplest and most 
common form of reporƟng. 

 

3.1.1 Concept of VerƟcal Income Statement 

The classified income statement is an easy-to-understand, step-by-step display of revenues 
and expenses in a up-and-down (verƟcal) fashion. Each line item is presented in the order that 
it appears, from revenues to income from conƟnuing operaƟons to net income at the boƩom. 

Whereas the horizontal (comparaƟve) income statement stacks up figures from mulƟple 
periods in columns, the verƟcal version makes payments to you on financial acƟviƟes from 
just one period more readable and easy to follow. (Misleading, does not recast as a 
percentage of some base) Does NOT translate items into % amounts. 

A typical structure of a verƟcal income statement is as follows: 

IllustraƟon of VerƟcal Income Statement ParƟculars Amount ($) 

Revenue (Net Sales) 1,000,000 Less: Cost of Goods Sold (COGS) 400,000 

Gross Profit 600,000 

Less: OperaƟng Expenses 200,000 

OperaƟng Income (EBIT) 400,000 

Less: Interest Expense 50,000 

Net Income Before Taxes 350,000 

Less: Tax Expense 105,000 

Net Income 245,000 

 

3.1.2 Importance of VerƟcal Income Statement 

The verƟcal income statement is significant as it: 

• Delivers a straighƞorward step-by-step presentaƟon of how revenues become net income. 
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• Assists managers, investors and creditors in immediately assessing the profitability of the 
business. 

• It becomes the financial statement for making comparaƟve statements and in-depth 
analysis. 

• Is feasible, straight forward and widely acceptable in pracƟce. 

So, the verƟcal income statement is a simple report layout that breaks out a company’s 
performance, line by line, so that investors and others can easily understand it. 

3.1.3 SeparaƟon between verƟcal and horizontal formats 

Horizontal and VerƟcal Analysis Horizontal analysis is another method of analyzing the 
financial informaƟon, compared to verƟcal that has two main difference; one in presenƟng a 
picture on different forms like balance sheet and profit loss account. It is important to 
appreciate these differences in order to know the suitable applicaƟon in financial analysi s. 

PresentaƟon Style 

• VerƟcal Filter: All line items wriƩen as a percent of an amount (generally total revenue for 
income statement). This format highlights the degree to which each item contributes towards 
sales. 

• The Horizontal Format: Used for comparisons (also referred to as comparaƟve or trend 
analysis), this format concentrates on the change over Ɵme, comparing line items across 
mulƟple periods; usually it shows both how much of an absolute change has occurred year 
to year as well as what percentage shiŌ in such a comparison. 

ObjecƟve 

The columnar statement seeks to portray a part of the verƟcal distribuƟon of revenue among 
cost and expense categories and show some aspects of operaƟonal structure and behavior. 

In contrast, the horizontal statement seeks to display the direcƟon of a business’s acƟvity, 
spotlighƟng trends in growth, anomalies or major swings within revenue or cost categories 
as they have appeared over Ɵme. 

AnalyƟcal Insights 

• VerƟcal analysis is important in cross secƟonal analysis, for comparison of financial 
performance among companies in the same industry irrespecƟve of sizes. 

• Horizontal analysis is the cornerstone of Ɵme series analysis, which seeks to assess up down 
consistency and direcƟonality of financial performance. 

In pracƟce, both are typically employed in a comprehensive financial analysis for a more 
complete understanding of whether a company is financially sound. 
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Did You Know? 

 

“While verƟcal income statements show each item as a percentage of total revenue for a 
single period, horizontal income statements focus on trends over Ɵme—revealing not just 
what a company earned or spent, but how those figures have changed from year to year. This 
makes horizontal analysis a powerful tool for spoƫng growth paƩerns or red flags that single-
year data might miss.” 

 

3.1.4 Importance of VerƟcal PresentaƟon in Analysis 

The income statement orientaƟon down the page serves internal management needs and 
external financial analysis. The importance of this method allows the comparison and 
interpretaƟon of financial data to be normalized across different organizaƟons or periods. 

Enhances Comparability 

One of the most useful features of the verƟcal income statement is that it facilitates 
comparison. Raw amounts can't be compared across firms of different sizes. However, where 
financial figures are as a percentage of gross receipts comparability is possible. 

InterpreƟng Perpendicular Income Statements Per Firm 

When you compare your ledger to that of another business, the real numbers (in rupees, 
dollars...) could be all over the place—one company’s sales might be ₹10 lakhs and another 
₹100 crores. This discrepancy in scale renders comparisons between the two problemaƟc. 

Displayed in a verƟcal format, each element (for example, cost of goods sold, salaries or net 
profit) is presented as a percentage of total sales. This takes the emphasis away from size and 
leads you to financial structure, whereby comparisons are meaningful no maƩer at what 
scale a company operates. 

For example, if Company A has a materials spend of 25% of sales and Company B’s is 40%, you 
immediately know that Company B has faƩer cost structure. This approach helps highlight 
differences in cost containment, profit margins and spending paƩerns — and to ask why. 

VerƟcal analysis is also important when comparing firms across different industries and 
countries; differences in currencies otherwise distort what are supposed to be raw numbers. 
A retailer with a gross profit margin of 35%, for example, can be compared directly to any 
other retailer in the world—irrespecƟve of currency. 

Even though store Y is over 10 Ɵmes bigger in C [for] T, both have the same cost structure as 
evidenced by the matching percentages. Which is another thing we learned: the power of 
verƟcal income statements can make companies of all sizes look the same. 
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Simplifies RaƟo Analysis 

Financial raƟo analysis is exclusively made by verƟcal analysis. VerƟcal Format - RaƟos like 
gross profit margin, operaƟng margin, and net profit margin naturally lend themselves to the 
verƟcal format because they are derived from (to put it another way) the revenue formula. 

• Gross Profit Margin = (Gross Profit / Revenue) * 100 

• OperaƟng Margin = (OperaƟng Income / Revenue) x 100  

• Net Profit Margin = (Net Income ÷ Revenue) * 100 

This is an applicaƟon-oriented posiƟon, meaning for example management can make quick 
decisions based on those numbers. 

Aids Internal Decision-Making 

VerƟcal income statements are what managers use to look for misguided budget 
management. When expense categories are viewed as a % of revenue it is much simpler to 
find areas where expenses are not in line. 

For example, a sharp increase in administraƟve expense rate from 12% to 18% may warrant 
consideraƟon of cost controls or budgeƟng processes. 

VerƟcal analysis is parƟcularly helpful when it comes to budgeƟng and forecasƟng, as it helps 
build flexible models that work under different revenue scenarios. If the managers are 
expecƟng revenue to increase with 10%, a verƟcally integrated model will be able to provide 
a forward looking view on how much those costs and profits could also grow accordingly. 

Supports Stakeholder CommunicaƟon 

Financial reporƟng should be readily understandable by those who have a reasonable 
understanding of business and what it reports to represent, without having to go to the 
extreme of hiring accountants, auditors and lawyers just to know that something is roƩen in 
whatever they are reading. The verƟcal income statement is a format to discuss financial 
condiƟon in simple terms and summarize performance data for those without an accounƟng 
background. 

Creditors, for example, may measure interest cost as a percentage of revenue to determine a 
company’s ability to cover debt obligaƟons. Long-term profitability and efficiency can be 
evaluated by looking at the trends in the net profit margin. 
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“AcƟvity: Financial Decision-Making SimulaƟon” 

 

Choose two publicly listed companies from the same industry. Locate their latest annual 
income statements and convert them into verƟcal format by expressing each line item as a 
percentage of total revenue. Compare the cost structures and profit margins between the two 
companies. Then, briefly discuss which company appears more efficient and why, based on 
your analysis. Finally, explain how the verƟcal format helped you in comparing companies of 
different sizes. 

 

3.2 Different Types of Income 

For financial reporƟng purposes, income is the economic benefits (increase in assets or 
decrease in liabiliƟes) during an accounƟng period other than inflows caused by contribuƟons 
from equityholders. Income is one of the main elements on an income statement that are 
used to determine a company's performance and future prospecƟve earnings. Yet income 
isn’t monolithic, and can be categorized into different types by source or character. It's 
important to know these types for correct financial reporƟng and analysis. There major types 
are operaƟng income, non-operaƟng income and extraordinary or other incomes. They all 
have a different purpose in our analysis and provide unique views on an organizaƟon’s 
financials. 

 

 

Fig. 3.2 Types of Income 

 

3.2.1 OperaƟng Income (Sales Revenue, Service Revenue) 

EBIT stands for earnings before interest and taxes. It is the most stable and reliable income 
form and a key indicator of its performance in the company’s core business area. This may 
include sales revenue, service revenue or a combinaƟon of both. 
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Sales Revenue 

Sales revenue refers to income generated from selling goods to customers. For manufacturers 
and retailers, it’s usually the largest element of overall income. The realizaƟon principle is 
met in the period when the goods are dispatched and earnings process has been completed. 

For instance, a garment merchant’s main source of income is selling clothes. In this case, the 
sales 

sales line item in the income statement will be immediately linked to the operaƟng success 
of the company on retail markets. 

MathemaƟcally, its wriƩen as where is the similarity between two variables [] and represents 
a staƟsƟcal measurement of mismatch. 

Sales Revenue = Volume Sold × Selling Price Per Volume. 

Service Revenue 

Gross income For services-oriented businesses that don’t have tangible goods to sell; only 
income generated with the provision of a service. Service Revenue Service revenue should be 
recognized when a service is performed and can be reliably measured. This includes 
consulƟng, legal, accounƟng and IT support services. 

For example, a law firm has service revenue when it gives legal advice or represents someone 
in court. Sectors such as healthcare, educaƟon, financial services and SaaS companies are 
parƟcularly important for this type of operaƟng income. 

Importance in Financial Analysis 

OperaƟng Income and Profit analysis is closely associated with operaƟng income. It affects 
directly the most representaƟve financial raƟos such as: 

• Gross Profit Margin 

• OperaƟng Margin 

• Return on Sales 

These metrics offer commentary on how well a company is running its core business (as well 
as how it manages producƟon and overhead costs). If a company has a healthy and rising 
operaƟng income, we assume that’s preƩy good evidence of its business model being 
sustainable and scalable. 

 

3.2.2 Non-OperaƟng Income (Interest, Dividend, Rental Income) 

Non-operaƟng income is income derived from acƟviƟes unrelated to a company’s primary 
operaƟons. Although this income affects the net profit of the company, it is generally one-off 
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or non-recurring, which is not a good measure of the operaƟonal effecƟveness oŌhe 
company. 

Interest Income 

Interest is earned on interest bearing assets, such as government bonds, cerƟficates of 
deposit, or corporate notes. This is also the cost of circulaƟng as well as fixed capital (the first 
for short periods, and the last for longer ones). 

For instance, if a company has more cash than it needs in its fixed deposit account and earns 
interest on the cash, that interest is classified as an interest income. While it may not be a 
core aspect of their regular business, interest revenue adds up quickly – that’s especially true 
for capital-intensive businesses with significant cash holdings. 

Dividend Income 

Revenue from dividends arises where the investee possesses equity investments in other 
companies, which return a porƟon of their earnings as dividends. Income generated from 
shareholdings in subsidiaries or associates is something that can happen to holding 
companies/conglomerates/investment houses. 

Such income is recognised when the enƟtlement to receipt of the dividend is established, 
which for investee company means that the company has declared it. 

Rental Income 

Rental income occurs when a company rents out real estate or equipment that it owns. Real 
estate companies consider this operaƟng income, and non-real estate companies report it as 
non-operaƟng. For instance, if a factory business runs its spare warehouse, the rent it collects 
will be classified as income: other than from operaƟons. 

AnalyƟcal Significance 

While it is not a factor when measuring operaƟonal performance, non-operaƟng income can 
act as a smokescreen for weak operaƟng results or overstated profitability. Analysts 
someƟmes parse out core and non-core income to build a clearer picture of operaƟonal 
efficiency. EBIT and EBITDA are oŌen used in this regard due to the isolaƟon of operaƟng 
performance from non-operaƟng effects. 

 

Did You Know? 

 

“Non-operaƟng income, such as interest and dividend earnings, can someƟmes exceed a 
company’s operaƟng income—especially in investment firms or holding companies. However, 
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analysts oŌen exclude these figures when assessing core performance, as they don’t reflect 
the company’s ability to generate profit from its main business operaƟons.” 

 

3.2.3 Extraordinary/Other Incomes 

Extraordinary or special items are gains that are both unusual and infrequent, meaning rare 
in occurrence and snapshot of Ɵme. Such earnings are not anƟcipated to come in the normal 
course of business and therefore analysts oŌen exclude such items when reported separately 
in an income statement so as not to give a false impression to investors. 

Examples of such income include: 

• Gain on sale of fixed assets: What a company shows when it sells a piece of machinery or 
property for more than its book value. 

• Insurance seƩlement gains: For instance, if a company is paid all at once by its insurance 
provider for a natural disaster. 

• SeƩlement income: Money received for prevailing in a lawsuit. 

• Foreign exchange gains: Gains arising from favourable currency movements on foreign 
denominated assets / liabiliƟes. 

• Debt forgiveness or write-backs: One-off financial reliefs not occurring in the normal course 
of business. 

Treatment in Financial ReporƟng 

Extraordinary items are no longer shown separately under IFRS and GAAP, but companies can 
provide further detail on other income to enhance transparency. They are shown within net 
income, but well idenƟfied so that users do not confuse them with ongoing sources of 
revenue. 

Relevance for Stakeholders 

The importance of an excepƟonal item is indicated by its being extraordinary. Investors and 
analysts need to be careful in not taking these gains as evidence of lasƟng profitability. For 
example, an unexpected increase in net income from gains on the sale of assets might look 
good but doesn’t indicate improved operaƟons or that the business can sustain itself. 

As a result, many analysts like to focus on adjusted earnings - or core earnings that strip out 
extraordinary and one-Ɵme items - to get some sense of what a company's economic reality 
looks like. 
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Knowledge Check 1 

 

Choose the correct opƟon: 

What is considered as operaƟng income? 

a) #Dividend income b) Profit on the sale of asset 

c) Sales revenue d) Rental income 

Interest income is considered: 

a) OperaƟng income b) Extraordinary income 

c) Non-operaƟng income d) Deferred revenue 

One of the following is instance of extraordinary or other income, which one? 

a) ConsulƟng fees b) Insurance seƩlement 

c) Dividends d) Sales of goods 

Types of service revenue Service revenue is earned by: 

a) Retailers b) Manufacturers 

c) Real estate companies d) Service firms 

 

3.3 Different Types of Expenses 

Expenses In financial accounƟng, an ouƞlow of money or other assets as a result of the 
operaƟon of the business. Accurate expense classificaƟon is crucial for financial reporƟng, 
cost management, and decision-making. Charges in the income statement are classified 
based on their nature and purpose. Such categorizaƟon enables in-depth profitability analysis 
to be conducted and allows the stakeholders to easily judge operaƟonal efficiency, financial 
condiƟons, and items that may require addiƟonal managerial aƩenƟon. The most common 
expenses are operaƟng, financial, depreciaƟon and amorƟzaƟon (D&A), as well as 
excepƟonal or extraordinary expenses. 

Fig. 3.3 Types of Expenses 
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3.3.1 OperaƟng Expenses 

OperaƟng expenses are costs a business incurs to carry out its fundamental operaƟons. Such 
costs are essenƟal to producing income and them materialize with such regularity that they 
become a normal incident of doing business. Cost and Expenses are generally classified into 
three categories: 

Cost of Goods Sold (COGS) 

COGS Cost of Goods Sold (COGS) measures the direct cost incurred in the producƟon or 
manufacturing of goods What is COGS? Direct cost of goods sold, or cost of goods sold (COGS) 
which include counƟng fair value to from Storage Weekly. For manufacturing companies, 
COGS comprises the cost of raw materials, direct labour and producƟon overheads. For 
retailers, it is the cost of inventory sold. 

COGS = Opening Inventory + Purchases – Closing Inventory 15. 

COGS is one of the main indicators for gross profit and controlling it at a proper level is the 
cornerstone of successful margin growth. High COGS could indicate higher input costs or 
inefficiencies in the producƟon process. 

Selling & DistribuƟon Expenses 

Selling and distribuƟon expenses Selling and distribuƟon expenses are incurred in promoƟng, 
adverƟsing, markeƟng and delivering the goods or services to customers. These costs are 
needed to grow and stay present in the market. 

Common examples include: 

• AdverƟsing and promoƟonal costs 

• Sales commissions 

• Freight and shipping charges 

• Warehousing and logisƟcs costs 

• Trade show parƟcipaƟon 

They are expense items that, in the long run, generate sales revenue and for which costs are 
normally variable and coincident with volume. 

AdministraƟve Expenses 

AdministraƟon overhead costs include all of the general or indirect expenses required for 
running and administraƟng a business. These are indirect costs that do not per se pertain to 
any one funcƟon, for example producƟon or sales, but which are necessary however for the 
day-to-day operaƟon of the enƟty. 

Examples include: 
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• Office salaries and benefits 

• Legal and accounƟng fees 

• UƟliƟes and office supplies 

• Rent for administraƟve offices 

• Insurance premiums 

AdministraƟve costs are indispensable, but they also do not generate revenues and thus need 
to be managed Ɵghtly in order to prevent waste and cost escalaƟon. 

 

3.3.2 Financial Expenses (Interest, Bank Charges) 

Financial expenses are costs a company bears while financing operaƟons, which is parƟcularly 
related to debt. These expenses are “non-operaƟng”, because they do not result from the 
producƟon and sale of goods and services, but rather from how the firm chooses to raise 
money; how much equity-cash cushion it decides to keep in its bank-account. 

Interest Expense 

Interest cost is the level of interest payment on a debt. This would cover the interest on loans, 
bonds or debentures or any kind of borrowing. It is a value determined by the loan amount 
and interest rate with the lender. 

Interest Expense = Principal * Interest Rate 

Interest expense reduces net income and is a major managerial factor in calculaƟng earnings 
before interest and taxes (EBIT). 

Bank Charges 

Bank charges refer to fees charged by banks for various transacƟons and account 
maintenance. These may include: 

• Monthly service fees 

• Charges for wire transfer or overdraŌ 

• Foreign currency transacƟon fees 

Even though bank fees are oŌen minuscule, they can add up and also light a light on the 
charges associated with cash processing and banking systems. 

Controlling the costs of the financial distress is very important for the firm to sustain a well 
balance capital structure such that it can prevent itself from being forced into financial 
troubles especially those having levels of high leverage. 

Page 15 of 30 - AI Writing Submission Submission ID trn:oid:::3618:127377539

Page 15 of 30 - AI Writing Submission Submission ID trn:oid:::3618:127377539



Did You Know? 

 

“Interest expense, a key component of financial expenses, doesn't just reduce net income—it 
also impacts a company’s leverage raƟos, influencing how risky lenders and investors perceive 
the business. High interest costs can signal heavy debt reliance, even if core operaƟons remain 
profitable.” 

 

3.3.3 DepreciaƟon & AmorƟzaƟon 

D&A is a non-cash charge which represents the allocaƟon of assets costs over their respecƟve 
useful lives. These costs reflect the deterioraƟon, consumpƟon or obsolescence of long-term 
assets. DepreciaƟon 

Tangible fixed assets like plants, equipment, machinery and buildings are subject to 
depreciaƟon. It allocates the cost of these assets over their projected useful lives to make sure 
expenses are matched with the income those costs help bring in. 

Common methods include: 

• Straight-Line Method 

• Declining Balance Method 

• Units of ProducƟon Method Example: 

Asset Cost−Salvage Value 

Annual DepreciaƟon (Straight Line) = 

Useful Life 

AmorƟzaƟon depresses both the financial statement of income and balance sheet (to the 
extent it reduces asset book value). 

AmorƟzaƟon 

AmorƟzaƟon is much like depreciaƟon, but it refers to intangible assets such as patents, 
copyrights, brands or soŌware. It also spreads the cost of asset and expense over its useful 
life. 

AmorƟzaƟon is essenƟal to portray the decreasing value of intangible benefits over Ɵme, and 
so provide reasonable valuaƟon for assets and expenses. 

Both depreciaƟon and amorƟzaƟon are useful for investors because they show how the use 
of assets affects operaƟng costs and profitability as Ɵme passes. 
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3.3.4 ExcepƟonal/Extraordinary Expenses 

Extraordinary or unusual expenses are a one-Ɵme, weird cost that is not the normal course 
of business. These are normally substanƟal and infrequent expenses, and therefore not 
included in operaƟng results for the purpose of presenƟng the accurate picture of ongoing 
operaƟons. 

Examples include: 

• Perils such as fire or flood 

• One-Ɵme legal seƩlements 

• ReorganizaƟon costs (such as plant closure, layoffs) 

• Impairment losses (e.g., asset write-downs) 

• Loss from disconƟnued operaƟons 

Anyway, under almost all accounƟng rules these days, genuinely “extraordinary” items don’t 
appear as a separate line item but rather get folded into “other expenses’ or menƟoned in 
footnotes. 

Importance in Analysis 

Extraordinary costs have to be disƟnguished from operaƟng expenses in order to determine 
the intrinsic profitability of the enterprise. Adjustments include, among other things: We 
believe it is useful to consider core earnings, adjusted net income and fixed charges as 
supplemental measures in evaluaƟng the performance of our fundamental operaƟons. 

While these costs do not recur, they can highlight potenƟal system risks, or longer-term 
strategic decisions such as re-structuring for cost efficiency and wriƟng-off obsolete assets. 

 

“AcƟvity: Classify and Analyze Business Expenses” 

 

Select the latest income statement of any publicly listed company. IdenƟfy and list at least two 
expenses under each of the following categories: operaƟng expenses, financial expenses, 
depreciaƟon/amorƟzaƟon, and excepƟonal expenses. Create a table showing the amount and 
classificaƟon of each expense. Then, briefly analyze which category forms the largest 
proporƟon of total expenses and discuss what this indicates about the company’s cost 
structure. This acƟvity will enhance your understanding of expense categorizaƟon and 
improve your skills in financial statement interpretaƟon. 
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3.4 Different Types of Profits 

Earnings is one of the most important measures in determining a companys overall health 
and for its growth. It is the remaining earnings aŌer all operaƟng expenses are subtracted 
from revenue in a given Ɵme frame. But, when it comes to financial reporƟng, profit is not a 
single number – there are different variants for different purposes in determining how well 
the company's doing. These include gross profit, operaƟng profit (EBIT), Pre-tax profit (PBT), 
Post-tax profit (PAT) and earnings per share (EPS). Knowing these different profits are is 
crucial for proper financial analysis, strategic planning, investment esƟmaƟon etc. 

 

Fig. 3.4 Types of Profits 

 

 

3.4.1 Gross Profit 

Gross Profit equals net sales revenue minus COGS. It is indicaƟve of the company's early 
profitability and efficiency in producing or sourcing its products or services. 

Gross Profits = Net Sales – COGS 

Rentability of the Giants This parƟcular indicator measures fundamental producƟon or 
sourcing efficiency apart from operaƟon, administraƟve or financial expense. 

Example: 

If a company sells $1,000,000 worth of product and has $600,000 in COGS: 

Gross Profit = 1,000,000 − 600,000 Gross profit = 400,000 

AnalyƟcal Importance: 

• Cost control indicator: If the gross profit margin is high, efficient producƟon and a good 
pricing strategy may be in place. 

• Pricing policy consideraƟon: Assists in formulaƟng pricing policies which can cover all the 
costs and earn a profit. 
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• Margin analysis: Usually presented as a share of revenue. 

 

3.4.2 OperaƟng Profit (EBIT) 

OperaƟng Profit, which is the same as Earnings Before Interest and Taxes (EBIT), is profit 
generated from core acƟviƟes so excluding all operaƟng expenses but before interest and tax. 

OperaƟng Profit = Gross Profit − OperaƟng Costs 

Expenses - OperaƟng Selling, distribuƟon and administraƟve costs. EBIT excludes income 
from non- operaƟng acƟviƟes, interest income and financial charges. 

Example: 

Working backwards, based on a previous gross profit of $400,000 if operaƟng expenses are 
$150,000: 

OperaƟng profit is = 400,000 − 150,000 = 250,000 

AnalyƟcal Importance: 

• Core performance indicator: Demonstrates how effecƟvely the company is operaƟng its 
business. 

• Excludes financing and tax decisions: A clean look at operaƟng efficiency. 

• Applied in EBITDA and valuaƟon mulƟples. 

 

3.4.3 Profit Before Tax (PBT) 

Profit Before Tax (PBT) is the earning of a company aŌer all expenses including operaƟng and 
financial expenses have been paid but before paying income tax. This measure considers not 
just the operaƟng profit, but also source of non-operaƟng income or expense, such as interest 
income and expense in addiƟon to gains (losses) from selling assets. 

PBT = OperaƟng earnings + NonoperaƟng income -Interest Costs 

Example: 

Where operaƟng profit is $250,000, non-operaƟng income amounts to $30,000 and interest 
charges are $20,000: 

PBT = 30,000 + 250,000 − 20,000 = 260,000 

AnalyƟcal Importance: 

• Meaning of profitability: Shows the outcome subtracƟng all income and expenses (tax 
excluded). 
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• MoT is Useful for Comparison Between Companies Belonging to the Same Group: Since tax 
structures differ between countries, PBT provides a basis for comparing the financial 
performance of companies on a uniform scale. 

 Impact on Tax Planning: Serves as a foundaƟon of determining the income tax liabiliƟes. 

 

Did You Know? 

 

“Profit Before Tax (PBT) provides a clearer picture of a company's financial health across 
internaƟonal markets, as it excludes the effects of country-specific tax policies. This makes PBT 
especially useful for comparing profitability between mulƟnaƟonal companies operaƟng 
under different tax regimes.” 

 

3.4.4 Profit AŌer Tax (PAT) 

PAT (Profit AŌer Tax), like net profit, is the final figure of income aŌer all deducƟons have been 
made including tax. It is the amount that belongs to shareholders or, for a non-profit 
organizaƟon, what remains and is not spent. 

PAT = PBT − Income Tax 

PAT – The profit aŌer tax is at the boƩom of the income statement, and it is one of the most 
important to show how company plays in terms of finance. 

Example: 

If PBT is $260,000 and income tax is $78,000: 

PAT = 260,000 − 78,000 =182,000 

AnalyƟcal Importance: 

• Earnings retained: PAT is usually ploughed back or paid out as dividends. 

• Shareholder orientaƟon: It represents the profitability for the owners. 

A higher PAT number reflects that company's financial fitness; beƩer control over its costs 
and growth sustainability. 

 

3.4.5 Earnings Per Share (EPS) 

Earnings Per Share (EPS) is a foundaƟonal financial staƟsƟc that quanƟfies how much cash 
each share of common stock contributed to net income. It's a straighƞorward calculaƟon 
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that measures how much profit the company is making for each share of its stock and it’s 
something that investors oŌen use to evaluate how much money the company could make. 

EPS = PAT − Preferred Dividends Number of Outstanding Common Shares 

The two types of EPS are: 

• Basic EPS: Relies on the actual outstanding shares alone. 

• Diluted EPS: Includes the potenƟal shares of converƟble securiƟes, opƟons or warrants. 

Example: 

If PAT is $182,000, there are no preferred dividends and 100,000 shares Issued: 

182,000 

AnalyƟcal Importance: 

EPS = 

100,000 

= 1.82 

• Investor aƩenƟon: The EPS is a key measure of share price, and the place where most 
investors focus their aƩenƟon. 

• Performance benchmark: A measure of performance that can be used to compare against 
peers or across periods. 

• RaƟo source: Serves as a basis for the price-earnings or P/E raƟo. 

P/E RaƟo = Price per Share in the Market 

𝐸𝑃𝑆 

An increasing EPS is usually a sign of growth and value, while decreasing EPS can point to 
operaƟonal or financial struggles. 

 

Knowledge Check 2 

 

Choose the correct opƟon: 

What does Gross Profit measure? 

a) AŌer tax income b) Core operaƟng profitability 

c) Interest expense d) Net income per share 
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OperaƟng Profit is also referred to as: 

a) PAT b) EPS 

c) EBIT d) PBT 

What is the name of that type of profit which consists interest and other non-operaƟng items 
but tax is not there? 

a) PAT b) Gross Profit 

c) EPS d) PBT 

EPS is calculated based on: 

a)Sales per product b)Net income per share 

c) Dividends paid d) COGs per share 

 

3.5 AnalyƟcal Use of VerƟcal Income Statement 

The verƟcal income statement disƟls complicated financial informaƟon and improves 
comparability, making it convenient for internal review, investor reporƟng, and benchmarking 
purposes. 

We look at how the verƟcal income statement facilitates financial analysis in terms of 
margins, benchmarking and also its limitaƟons. 

 

3.5.1 Understanding Margins (Gross, OperaƟng, Net) 

One of the fundamental advantages in employing a verƟcal income statement is 
demonstraƟng profit margins with transparency and consistency. Analysts can also 
understand how much of each dollar earned is eaten up by different cost components and 
how much actually stays as profit by represenƟng income and expense items as a percent of 
total revenue. 
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Fig. 3.5 Margins 

 

a) Gross Profit Margin 

The gross profit margin reflects the percentage of revenue remaining aŌer paying costs of 
goods sold (COGS). It demonstrates how well a company is able to make or get its products. 

InterpretaƟon: 

• A high margin suggests good control over producƟon costs or strong pricing power. 

• A contracƟng margin could be a sign that input costs are growing, inventory management 
is bad or compeƟƟon is increasing. 

b) OperaƟng Profit Margin 

EBIT margin EBIT margin (also referred to as operaƟng profit margin) is a profitability raƟo 
that measures the proporƟon of revenue leŌ over, aŌer deducƟng the non-operaƟng 
expenses and cost of producƟon. It includes operaƟng costs, such as administraƟve and 
selling expenses. 

InterpretaƟon: 

• This is a good margin, indicaƟng strong cost control and solid operaƟng efficiency. 

• OscillaƟons over Ɵme can reflect shiŌs in strategic prioriƟes, pricing or efficiency. 

c) Net Profit Margin 
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Net profit margin is the percentage of revenue that remains aŌer all expenses, including 
interest and taxes, have been subtracted. This is just the ulƟmate test of profitability. 

InterpretaƟon: 

• High net margins mean that operaƟons are strong business while being managed effecƟvely 
in the operaƟonal and financial sense. 

• NegaƟve net margins can result from an increased debt, higher taxes or unforeseen costs. 

VerƟcal analysis, which permits all three margins to be calculated from a single period’s 
income statement, is an economical way of internal review or external reporƟng. By looking 
at the trend in these margins over Ɵme, companies can see where they have improved, where 
there are inefficiencies and make any strategic changes. 

 

3.5.2 FacilitaƟng Comparison Across Companies 

The verƟcal income statement, where revenues and expenses is shown in a step-by-step 
comparison format, is also helpful for comparisons between companies. While the exact 
numbers will vary naturally depending on a company's size, with a verƟcal format it is easy to 
see how revenues translate into profits and costs are allocated. 

When analyzing between two or more corporaƟons, people are able to: 

• Spread each companies’ balance-sheets next to one another on a horizontal basis for all 
accounƟng periods. 

• Annotate variance analysis to sales, cost of goods sold, SG&A and net income. 

• Evaluate how well each firm is operaƟng and keeping expenses in check. 

So if Company A and B both report results in a verƟcal way, observers can clearly see the 
effect that operaƟng or financing costs have on profitability, regardless of those enƟƟes 
different bases for revenue. 

The verƟcal income statement presents comparable reporƟng by industry managers, those 
who require funds by way of investment or lending, and securiƟes analysts to more easily 
analyze performance, uƟlity consumpƟon or profit levels with companies which are larger 
than themselves. 

 

QuesƟons for Students 

1. Compare the Gross Profit levels of Company Alpha and Company Beta. Which company 
is controlling its producƟon costs beƩer? 
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2. Look at the OperaƟng Profit and Net Profit. Which business is beƩer at managing its 
costs and obligaƟons? 

3. Assuming that both companies make the same amount of sales, what does the variance 
between Net Profits reveal about each company's financial strength and operaƟonal 
effecƟveness? 

 

3.5.3 LimitaƟons of VerƟcal Income Statement 

Despite a number of analyƟcal advantages that the verƟcal income statement provides; it 
does have its drawbacks. We have to account for these constraints so that the interpretaƟon 
is sensible and context appropriate. 

a) Ignores Absolute Values 

VerƟcal analysis is concerned with relaƟve, not absolute, performances. Another company 
may have amazing profit margins, but not much revenue – meaning it doesn't actually make 
very much money in gross terms. And unless actual numbers are defined in addiƟon to a 
percentage, the whole story is not being told. 

b) One-Period Focus 

A regular verƟcal statement of income is prepared for only one accounƟng year. For structural 
analysis it is valuable but has no possibility for trend monitoring by itself except when 
combined with horizontal or Ɵme-series analysis. 

To have more meaningful results, this verƟcal analysis needs to be done among several 
periods, in order to idenƟfy up or downward trends and the seasonality effects. 

c) Limited Insight into Non-Recurring Items 

VerƟcal income statements do not allow us to differenƟate between non-recurring and 
recurring items. Unusual expenses or gains are a part of the percentage calculaƟons, which 
can give clouded view of operaƟng performance. Analysts have to look at notes to the 
financial statements to adjust for such items on more thorough analyses. 

d) Inadequate for Cash Flow Analysis 

In this case, the verƟcal income statements are only based on accrual accounƟng and do not 
provide informaƟon on cash inflows or ouƞlows. Thus, they do not fully subsƟtute the cash 
flow statement when evaluaƟng liquidity, the management of working capital or the Ɵming of 
expenditures and income. 

e) Dependence on Revenue as Criterion 

Focusing on revenue as the primary metric might lead to biased results, especially when one 
of these alternaƟve measures is more informaƟve in a given industry. For instance, interest 
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income or investment returns might be beƩer benchmarks in financial insƟtuƟons or real 
estate companies. Consequently a general applicaƟon of verƟcal approach may not 
adequately reflect industry specific determinants. 

 

3.6 Summary 

 A verƟcal income statement reflects each line item as a percent of sales, yielding the 
common-size format needed for raƟo analysis, comparisons, and trends informaƟon. 

 It is parƟcularly useful when: * comparing companies of different sizes * examining 
changes in cost structure from one period to the next. 

 VerƟcal vs. Horizontal Format: 
o VerƟcal format emphasises relaƟve composiƟon of each item in a single period. 
o The horizontal format makes the changes more sense over Ɵme Both absolute and 

percentage changes, year to year. 
 Importance of VerƟcal Format: 

o Facilitates benchmarking and industry comparison. 
o Helps to inform internal decision-making with cost inefficiencies. 

 o Facilitates margin analysis, stakeholder communicaƟon, etc. 
 Types of Income: 

o OperaƟng Income : Form is core that means not other income such as sales or 
services. 

o Non-operaƟng Income: It consists of interest, dividends and rent income from 
non-basic acƟviƟes. 

o Extraordinary Gain: A one-Ɵme profit (e.g. from a sale of an asset or insurance 
recovery), which is generally reported separately. 

 Types of Expenses: 
o Opex: Cost of Goods Sold (COGS) + selling & distribuƟon + admin. 
o Expenses of Financial Character: Interest and bank charges would comprise these. 
o DepreciaƟon and AmorƟzaƟon: Non-cash expenses arising from tangible and 

intangible assets. 
o Extraordinary Items: One-Ɵme or seldom-occurring expenses such as legal 

seƩlements and write-downs. 
 Types of Profits: 

o Gross Profit: Revenue minus COGS. 
o EBIT (Earnings before interest and tax): Gross profit – operaƟng expenses. 
o Profit Before Tax (PBT): EBIT plus non-operaƟng income less financial charges. 
o Profit Before Tax (PBT): its PAT + taxes. 
o Earnings Per Share (EPS): PAT/Number of outstanding shares. 

 AnalyƟcal Use of VerƟcal Statement: 
o Assists in the determinaƟon of important margins: gross, operaƟng and net. 
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o Allows comparability of structures between companies and sectors. 
o LimitaƟons: only one period subject (1) no cash flow informaƟon, and (3) possible 

distorƟon from non-recurring maƩers. 

 

3.7 Key Terms 

1. VerƟcal Income Statement – A financial statement in which all items are expressed as a 
percentage of total revenue. 

2. OperaƟng Income – Money from central business operaƟons such as sales of products or 
services. 

3. Non-OperaƟng Income – Revenue generated from non-primary business acƟviƟes (e.g. 
interest, dividends, rent). 

4. COGS (Cost of Goods Sold) – Direct costs associated with the producƟon or purchase of 
goods sold. 

5. DepreciaƟon – UƟlizaƟon of cost to ascertain the value, charging of such costs as expense 
in the year in which it is incurred. 

6. EBIT (OperaƟng Profit) - also called profit aŌer taxes and cost of capital. 
7. PAT(Profit AŌer Tax) – The last profit that remains post all the costs and taxes. 
8. EPS (Earnings Per Share) – A net profit per share raƟo. 

 

3.8 DescripƟve QuesƟons 

1. What is the main reason for preparing a verƟcal income statement? 
2. What is difference between verƟcal and horizontal form in accounts? 
3. What are two benefits of expressing income-statement items as a percentage of total 

revenues? 
4. What are some examples of non-operaƟng income? 
5. Provide two examples of unusual items and why they are presented net of tax. 
6. What all is subtracted from this profit to get the PBT? 
7. Why is EPS important for investors? 
8. What are two drawbacks of relying on solely a verƟcal income statement? 
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3. ICAI AccounƟng Standards – DefiniƟons and treatments of income and expenses in 
Indian accounƟng. 

4. Harvard Business Review – ArƟcles on benchmarking and financial analysis using 
verƟcal formats. 

5. Investopedia – DefiniƟons of Gross Profit, EBIT, and EPS for investor understanding. 

6. McKinsey & Company Reports – Industry insights on using verƟcal statements for 
strategic decision-making. 

 

Answers to Knowledge Check 

 

Knowledge Check 1 

1. c) Sales revenue 

2. c) Non-operaƟng income 

3. b) Insurance seƩlement 

4. d) Service-based companies 

 

 

Knowledge Check 2 

1. b) Core operaƟonal efficiency 

2. c) EBIT 

3. d) PBT 

4. b) Net profit per share 

 

3.10 Case Study / PracƟcal Exercise 

“TechNova Appliances Ltd. - Improves OperaƟonal Efficiency with VerƟcal Analysis”. 

IntroducƟon 

As the consumer electronics industry becomes increasingly dynamic, profit margins also 
change due to increasing producƟon and markeƟng costs. TechNova Appliances Ltd, an 
indigenous kitchen appliances manufacturer had been experiencing consistent increase in 
revenue. But the management was sƟll afraid of a decline in net income. This case 
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demonstrates how TechNova's move to the verƟcal income statement format helped it 
unmask inefficiencies and make correcƟons so that its financial performance and strategic 
aƩenƟon measure up. 

Background 

TechNova Appliances Ltd. had been using side by side income statements to report on its 
financials Historically. Although statements like these made for double-digit year-over-year 
revenue growth, the net income raƟo had been on a slippery slope downwards. OperaƟng 
Profit Margins were contracƟng, despite sales improving and administraƟve overheads 
appeared to be high. The sustainability of the TechNova growth path started to be called into 
quesƟon. 

As a result, the finance team under the guidance of CFO Ananya Sharma recommended 
reformaƫng the income statement in a verƟcal style. We used this to idenƟfy hidden drivers 
of profitability by converƟng everything into as a percentage of revenue so that both 
structural comparison and margin analysis could be done. 

Problem 1: EscalaƟng AdministraƟve Expenses 

In verƟcal form, administraƟve overheads increased from 9% to 15% of top line over two 
years. Now the numbers previously hidden under the cushion of high topline, began 
screaming increased uncontrolled growth in non-operaƟonal expenses— hr, travel or office 
rentals. The cost structure of the firm showed discontented inconsistencies with industry 
benchmarks. 

SoluƟon: 

An internal audit found excesses in support-services funcƟons and needless overspending on 
vendors. It centralized procurement and digiƟzed its HR and payroll. This led to a 3% 
reducƟon in administraƟve costs of sales for future fiscal year. 

Issue 2: OperaƟng Performance Could Be Misleading Because Of Non OperaƟng Income 

TechNova had posted huge non-operaƟng income last year from the sales of factory’s vacant 
land. Though the inflated net profit number appeared in the horizontal statement, it was 
clear on the verƟcal that core operaƟng margins have actually dropped. EBIT margin came 
down to 14% of revenue from previous quarter level of 18%, and PAT was somewhat 
erroneously higher aŌer one-off income from assets sale. 

SoluƟon: 

The finance organizaƟon reformaƩed its internal performance reporƟng to exclude one-Ɵme 
income from operaƟons metrics. They rolled out EBIT and operaƟng margins KPIs to all 
funcƟons to shiŌ the focus from short-term improvements to sustainable performance. This 
resulted in beƩer operaƟonal behaviour and more efficient linkage between strategic goals 
to financial evaluaƟon. 
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Issue 3: Core Product Lines are Compressed by Margin Pressure 

VerƟcal analysis had shown that cost of goods sold (COGS) grew from 62% to 68% of revenue 
in two years, squeezing gross margins. He added that the rise in input prices and sales 
promoƟons linked discounƟng led to profitability being higher. 

SoluƟon: 

TechNova renegoƟated contracts with suppliers and moved to cheaper raw materials. The 
company also cut back on promoƟonal discounƟng and introduced a premium product 
category to help discipline price. These acƟons returned the gross margin to 60% by year 
end. 

Conclusion 

Using verƟcal income statements TechNova Appliances Ltd. was able to detect and correct 
inefficiencies that were masked in old reporƟng styles. VerƟcal format helped not only in the 
internal decision-making but also provided greater transparency for stakeholders. This case 
also illustrate the criƟcal role that verƟcal analysis plays in achieving on going profitability and 
efficiency. 
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Unit 4: VerƟcal Balance Sheet 

 

Learning ObjecƟves: 

1. Define the concept of a verƟcal balance sheet and differenƟate it from the horizontal 
format. 

2. IdenƟfy and classify various types of non-current assets. 

3. Analyze the components of current assets and their role in liquidity. 

4. DifferenƟate between non-current and current liabiliƟes with examples. 

5. Evaluate the importance of shareholders’ funds in financial stability. 

6. Apply the verƟcal balance sheet to assess liquidity, solvency, and capital structure. 

7. Interpret financial performance using insights from the verƟcal balance sheet. 

 

Content 

4.0 Introductory Caselet 

4.1 IntroducƟon to VerƟcal Balance Sheet 

4.2 Non-Current Assets 

4.3 Current Assets 

4.4 Non-Current LiabiliƟes 

4.5 Current LiabiliƟes 

4.6 Shareholders’ Funds 

4.7 AnalyƟcal Use of VerƟcal Balance Sheet 

4.8 Summary 

4.9 Key Terms 

4.10 DescripƟve QuesƟons 

4.11 References 

4.12 Case Study 
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4.0 Introductory Caselet 

Help with VerƟcal and RaƟos on aBalance sheet Sunrise Traders –VerƟcal Balance Sheet... 

Sunrise Traders is a retail concern that specialises in household appliances. The firm has been 
gradually increasing its business operaƟons and wants to represent its financial posiƟon as at 
31st March 2025 in the verƟcal style of balance sheet. 

The informaƟon given in the books, is as follows:- 

• The share capital of the business is ₹15,00,000 and reserves and surplus accumulated over 
the years are ₹5,00,000. 

•It has obtained long-term borrowing from a bank of ₹10,00,000 on account of expansion. 

• The company has also short term borrowings of ₹4,00,000 and trade payables of ₹6,00,000 
and 

other current liabiliƟes worth ₹2,00,000. 

On the assets side: 

• The company posses Fixed Assets of ₹ 18,00,000 tangible and also have an intangible asset 
offor. 

₹2,00,000 (mainly goodwill and soŌware). 

• It has current assets of ₹8,00,000 as inventory, ₹6,00,000 in trade receivables and ₹5,00,000 
as cash and bank balance and other current asset of ₹3,00,000. 

Show these items under appropriate heads including ‘Equity & LiabiliƟes’ and ‘Assets’. Prepare 
a verƟcal form of Balance Sheet as on 31st March, 2025 for Sunrise Traders. 

QuesƟons for Students 

1. From the above informaƟon, prepare the VerƟcal Balance Sheet of Sunrise Traders as on 
31st March 2025. 

2. Compute the Current RaƟo and interpret your results, indicaƟng the health of their short 
term finances? 

3. Describe two benefits of preparing financial statements in a verƟcally formaƩed form as 
opposed to a tradiƟon horizontal format. 
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4.1 IntroducƟon to VerƟcal Balance Sheet 

The verƟcal balance sheet is a form for financial reporƟng in which assets, liabiliƟes and 
equiƟes are presented in a top down layout on the page. Unlike the convenƟonal, widely 
opposed horizontal format which makes it extremely difficult to read on screens or take along 
to PowerPoint presentaƟons due to the lack of space, VerƟcal layout ensures a faster and 
more readable experience. This presentaƟon is consistent with internaƟonal standards - IFRS 
and serves as a clean snapshot of enƟty’s financial posiƟon at the date shown. VerƟcal Format 
for Balance Sheet Lenders, creditors and investors might be using the verƟcal balance sheet 
to make comparisons, calculate raƟos or when making an investment decision. 

 

4.1.1 Concept of VerƟcal Balance Sheet 

VerƟcal balance sheet is a format for preparaƟon of financial statements where all the line 
items are presented in a single column. In this arrangement: 

• Assets are presented first in order of liquidity (easiest to use) (cash is the most liquid asset 
and fixed assets are the least liquid). 

• LiabiliƟes then come next including current liabiliƟes (payable within one year), followed 
by long-term liabiliƟes. 

• Shareholders’ equity is listed on the boƩom. 

It does so through a focus on the order of liquidity for assets and the order of maturiƟes for 
liabiliƟes, thereby allowing analysts, investors and other stakeholders to rapidly reach 
judgments about an organizaƟon’s short-term financial viability and long-term risks. 

Why to do a verƟcal balance sheet? 

Clarity in PresentaƟon 

Data is presented in a logical manner, it’s not difficult to see what the liquidity of assets and 
the maturity profile of liabiliƟes are. 

Facilitates RaƟo Analysis 

o With the net working capital concept, it is easy to calculate liquidity raƟos by grouping the 
current assets and current liabiliƟes. 

o Drawing together debt and equity assists in solvency assessment. Key RaƟos: 

o Current RaƟo = Current Assets / Current LiabiliƟes 

Example: (80,000 + 1,20,000 + 1,00,000) / (60,000 + 40,000) = 3,00,000 / 1,00,000 = 3.0 

This demonstrates high liquidity (opƟmal raƟo over 1.5). 
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o Debt to Equity RaƟo = Total Debt / Equity 

Example: (40,000+1,00,000) ÷ 2,00,000= 1,40,000 ÷ 2,00,000 = 0.7 

This reflects moderate financial leverage. 

Comparability and Trend Analysis 

Because it is a standard format, firms oŌen use it to compare their own financial situaƟon 
with peers’ or track changes over Ɵme. 

Compliance 

The verƟcal balance sheet is recommended or required by numerous accounƟng frameworks 
and regulatory agencies for external financial reporƟng and disclosures. 

Example: An esƟmated balance sheet of ABC Ltd., as on 31st March 2025 Balance Sheet 
(VerƟcal Form) 

ParƟculars Amount (₹) 

Assets  

Cash 80,000 

Accounts Receivable 1,20,000 

Inventory 1,00,000 

Fixed Assets 1,00,000 

Total Assets 4,00,000 

LiabiliƟes  

Accounts Payable 60,000 

Short-term Debt 40,000 

Long-term Debt 1,00,000 

Equity  

Shareholders’ Equity 2,00,000 

Total LiabiliƟes & Equity 4,00,000 

Use in Decision-Making 

Managers, investors and creditors can use the verƟcal balance sheet to: 

• Evaluate operaƟng liquidity and ability to pay. 

• Assess financial leverage and risk exposure. 
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• Easily compare financial health between companies or over Ɵme. 

4.1.2 Difference Between VerƟcal and Horizontal Formats 

The balance sheet can look wildly different depending on which format is used. VerƟcal 
format and horizontal format are two main formats. Each opƟon has its’ own parƟculariƟes, 
pros and cons. 

Key differences: 

OrientaƟon: 

InformaƟon is organized in a list one beneath the other, except for all informaƟon in a single 
column to such extent available and pracƟcal.".". However, asset accounts are always placed 
on the leŌ (or they will be increased) and liability and equity accounts appear on the right 
(decreases to liability or equity side) following accounƟng equaƟon format: 

Assets = LiabiliƟes + Equity 

Use Case: 

VerƟcal balance sheets are the type you see in corporate annual reports and financial 
dashboards. Horizontal balance sheets are more commonly found in the financial statement 
of older manual accounƟng system. 

AnalyƟcal Flexibility: 

Users can compute, in the verƟcal arrangement, sums or subtotals but also percentages and 
raƟos as they keep items aligned straight along a line. Horizontal arrangement, although 
conceptually sound, is not so natural for visual or trend analysis. 

StandardizaƟon: 

Being verƟcal fits with exisƟng internaƟonally accepted accounƟng standards, such as IFRS 
and US GAAP, thus is preferred for cross border financial reporƟng. 

So, in conclusion, although the two formats aim to serve the same ulƟmate objecƟve 
(showing a company’s financial posiƟon), the verƟcal format is more clear and useful for 
contemporary analysis and reporƟng needs. 

 

4.1.3 Importance of VerƟcal PresentaƟon in Analysis 

The verƟcal format of the balance sheet is especially useful when comparing financial raƟos. 
Its rigid, linear structure enables more in-depth analysis and makes it easier for financial data 
to be put to use by interested parƟes. 

a) Enhanced ComparaƟve Analysis 
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The year-over-year and cross-company comparisons are easier in the verƟcal format, i.e., 
when combined with verƟcal Analysis tools. Under verƟcal analysis, the balance sheet 
amounts are converted to a percentage of another amount on the same financial statement. 
This pracƟce aides the analyst in determining the percentage composiƟon of each line item 
to beƩer reveal financial trends and outliers. 

Example of verƟcal analysis: 

If total assets are 1,000,000 and the inventory is 200,000 then the inventory accounts for 20 
percent of the assets. It allows the stakeholders to determine if their asset allocaƟon is 
normal in the industry. 

b) SimplificaƟon of RaƟo Analysis 

RaƟos are the lifeblood of common-size statement analysis and the simplicity with which 
their computaƟon is approached is enhanced by use of verƟcal presentaƟon. Key raƟos such 
as: 

• Current RaƟo: 

Current Assets ÷ Current LiabiliƟes 

• Debt-to-Equity RaƟo: 

Total LiabiliƟes ÷ Shareholders’ Equity 

• Working Capital: 

Current Assets − Current LiabiliƟes 

all which are easier to infer from a verƟcally wriƩen statement, as opposed to lisƟng related 
things in an array. 

c) Improved Visual RepresentaƟon 

Financial statement readers such as investors, creditors and regulators will see a crisp, clear 
portrayal of the company’s financial structure when presented with details in a verƟcal 
arrangement. Such clarity can help you make beƩer financial decisions with more certainty 
and lack of delay. 

d) InternaƟonal Financial ReporƟng Standards (IFRS) aha ab IFRS l. 

The verƟcal format is generally more transparent and consistent under IFRS. VerƟcal 
reporƟng is oŌen required by regulators and public companies to encourage a consistent and 
comparable review among statements. 

e) Digital and Technological CompaƟbility 

In the age of digital reading, when financial data is being read more and more on screens of 
all sizes, it’s a fact that the verƟcal format is just more universal. Balance sheets are presented 
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in verƟcal aspect over the Internet along with mobile apps and cloud-based accounƟng 
systems because they integrate well into user interfaces. 

f) Strategic Decision Support 

Managers and financiers uƟlize a verƟcal balance sheet to evaluate the liquidity, solvency, 
and leverage of the company. The wisdom extracted from verƟcal statements also impacts 
decisions about how much to borrow, what to invest in and how to structure revenue and 
expense budgets. 

 

4.2 Non-Current Assets 

Non-current assets are items of value that include long-term investments and property, plant 
and equipment: make up this balance sheet account Non-Current Asset DefiniƟon Long-term 
assets that are not expected to be converted to cash or be consumed within one year of the 
balance sheet date. They are an integral part of a company's asset base and represent 
investments underlying the organizaƟon’s operaƟons and generaƟon value for several years. 
These are resources which any business needs for long-term stability and growth, such as 
physical items (e.g. property, machinery), non-physical items (e.g. patents, goodwill) and 
financial investments that will take a number of years to mature. The equally important part 
is that being able to comprehend non-current assets allows investors the calculaƟon of its 
financial and operaƟonal leverage as well as a sense on its future income generaƟng power. 

 

4.2.1 Tangible Assets (Property, Plant & Equipment) 

There is a definiƟon of property, plant and equipment or tangible asset in general : are tangible 
assets which are held for use in the producƟon or supply of goods or services, for rental to 
others, or for administraƟve purposes; and It is expected that they will be used during more 
than one period. These assets are generally necessary for the business to operate on a daily 
basis and commonly comprise a large porƟon of the company's total assets. 

Key Components: 

• Land: Land doesn’t depreciate — as opposed to the other assets menƟoned, land is not 
wriƩen off because of a finite usefulness. 

• Building: Offices, factories, warehouses etc. DepreciaƟon is provided with respect to the life 
of building. 

• Equipment and Machinery: UƟlized in manufacturing operaƟons or the producƟon of 
goods. These are depreciable assets. 

• Vehicles: Delivery trucks, company cars and other transportaƟon-related property. 
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• Furniture and Equipment: Office furniture, shelving, and equipment used in the business 
operaƟons. 

AccounƟng Treatment: 

Property, plant and equipment Property, plant and equipment are recognized at cost under 
the historical cost method Cost includes purchase price plus import duƟes and other costs 
that directly increase the asset to its operaƟonal state. They depreciate in value over Ɵme, a 
process of spreading the cost of an asset gradually over its useful life. 

DepreciaƟon methods commonly used include: 

• Linear depreciaƟon: The same expense every year 

• Sinking fund method: DepreciaƟon is high at the iniƟal years 

• QuanƟty: In terms of use or output 

RouƟne maintenance is charged to expense, while major improvements are capitalized. It 
must be wriƩen down and impaired to this extent if its carrying value is higher than the 
recoverable amount of an asset. 

Relevance in Financial Analysis: 

When it comes to valuing a business, PPE is key for one reason: capital intensity. High tangible 
assets could signal relaƟvely large investment needs and entry barriers. Analysts oŌen assess 
metrics like: 

• Asset Turnover RaƟo = Sales / Average Total Assets 

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

 

4.2.2 Intangible Assets (Goodwill, Patents, Trademarks) 

Intangible assets are non-physical assets which can not be seen, touched or physically 
measured and which provide long term value to a business. Such assets are typically based 
on legal enƟtlements, on compeƟƟve posiƟons or on intellectual property that generates 
economic benefits over Ɵme. Unlike real property, they are not tangible and cannot be shown 
or touched, but can have high value. 

Key Types: 

• Goodwill: Generated when one company buys another and pays a price higher than the fair 
value of its net assets. Goodwill comprises nonmaterial assets such as brand name value, 
customer base strength and employee relaƟons. 

• Patents: Legal protecƟon given to inventors that allows them alone to produce or use an 
invenƟon for a certain period (oŌen 20 years). 
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• Trademarks: Officially registered symbols, names or slogans that set a company’s products 
or services apart. 

• Copyrights: Covers the right to make copies of original works in literature, art or music. 

• Franchise Rights & Licenses: This could include a right to operate under someone’s business 
model, or use patented technology or processes. 

AccounƟng Treatment: 

• Intangible assets acquired are stated at cost. 

• Developed in house goodwill is not recognised under IFRS or many GAAP regimes. 

• Intangible assets that have finite useful lives (such as patents) are amorƟzed on a straight-
line basis over the projected useful life. 

• Assets with indefinite lives (such as goodwill, trademarks) are not amorƟzed and instead are 
reviewed for impairment on an annual basis. 

The asset is impaired if the recoverable amount is lower than the carrying value. But in these 
situaƟons, asset value has to be wriƩen down which hits net income. 

Strategic Significance: 

Intangible assets oŌen represent a company’s compeƟƟve advantage. Intangible assets may 
be a significant component of total assets for technology, pharma and media companies. 
They are essenƟal amounts in appraisal models and strategic decisions. 

Financial metrics include: 

• ROI on Intangible Assets = Net Profit / Average Intangible Assets 

• Asset RaƟo = Intangible Assets / Total Assets 

 

Did You Know? 

 

“Goodwill, one of the most recognized intangible assets, only appears on a balance sheet 
when a company acquires another company for more than the fair value of its net assets. It 
reflects the value of brand reputaƟon, customer loyalty, and employee relaƟons—none of 
which can be independently sold or directly measured, yet they can significantly impact a 
company’s market value.” 
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4.2.3 Long-Term Investments 

"Long-term investments" are investments that a company plans to hold for over a year. Such 
assets may include stocks, bonds, real estate or subsidiaries and joint ventures. “These aren’t 
things we are actually using in … operaƟons, they are just allocaƟons of slope,” Gurley said. 

Common Types: 

• Equity SecuriƟes: Share of other companies, especially if with holding influence (20-50%) or 
control (>50%). 

• Debt SecuriƟes: Long-term bonds and debentures held to collect interest. 

• Real Estate: Assets held for the purpose of capital appreciaƟon or as a lease for financial 
return; not used in the conduct of business. 

• Affiliates & Joint Ventures: Where a corporaƟon or business holds considerable interest in 
another. 

AccounƟng Methods: 

• Held-to-Maturity SecuriƟes: Recorded at amorƟzed cost, for securiƟes with fixed cash 
flows. 

• Available-for-Sale SecuriƟes: Valued at fair value with the unrealized gains/losses included 
in other comprehensive income. 

• Equity Method: If there is significant influence (usually ownership of 20 to 50 percent), the 
investor records its proporƟonate share of the profits and losses of the investee. 

• ConsolidaƟon: If control is present (ownership >50%), the investee is consolidated in the 
parent’s financial statements. 

Strategic Purpose: 

Long-term investments are part of both financial and strategic consideraƟons. Their income 
can come in the form of dividends, interest or capital appreciaƟon. Investment in affiliates / 
joint ventures could strategically lead to supply chain protecƟon, market posiƟon 
development, or technology partnerships. 

AnalyƟcal Importance: 

Long-term investments are also examined for assessing the risk, potenƟal income generaƟon 
and efficient allocaƟon of capital. Key raƟos and measures include: 

• Investment Turnover = Investment Income / Average Long-term Investment 

• Dividend Yield (equity investment) = Dividend per Share / Market Price per Share 

• Capital Gains Yield = (Selling Price - Purchase Price) / Purchase Price 
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Long-term investments are one of those things that help assess a company’s long-term vision 
and whether it is heading in the right direcƟon financially. But when the returns are not 
consistent with risk, an over investment in non-operaƟonal assets could be a waste of capital. 

 

4.2.4 Other Non-current Assets (Deferred Tax Assets, etc.) 

Everything that isn't property, plant and equipment (PPE), intangible assets on non-current 
investments fits into other non-current assets on the balance sheet. These are assets or rights 
that a firm expects to convert, uƟlize, or realize outside of one year's Ɵme. A verƟcal balance 
sheet presents these assets as a proporƟon of total assets, helping readers see exactly how 
much weight they carry within the company’s finances. 

This category will generally include deferred tax assets (DTA), long-term advances, security 
deposits and the like that do not easily fit within the normal non-current asset classificaƟons. 
Since they are not designed for the short-term, they convey longer-term economic benefits 
and are vital in determining an enƟty’s future financial posiƟon (stability). 

Key Components 

Deferred Tax Assets (DTA) 

o Deferred tax asset – deferred tax assets are those taxes paid too early, or expenses booked 
as an expense for a last-year profit-taking in the financial books not yet deducted from the 
calculaƟon of taxable income. In effect, DTAs are future tax advantages that the company will 
enjoy. 

o Example – A company books a provision for warranty expenses, but tax rules allow 
deducƟon only upon actual payment of such provisions. This result in a temporary Ɵming 
difference between the accounƟng income and taxable income. The future deducƟble 
expense in this type of tax benefit for which the deducƟon has not been realized, is a deferred 
tax asset. 

o Effect: DTAs benefit future net income by decreasing tax amounts in future periods. 

Long-Term Advances and Deposits 

o ExplanaƟon: Enterprises tend to make advance payments to suppliers or rent prepayments 
for facility/equipment that will be held over a period of more than one year. These other non-
current holdings are categorized in other long-term assets. 

o Example: A business that leases a factory rents the facility and pays a security deposit 
(which is refundable) to the landlord for a 10-year lease. This is a refundable deposit which 
the company will be geƫng back at the end of the lease. This is treated as a non-current 
asset. 

Prepaid Expenses (Long-Term) 
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o DefiniƟon: Certain prepaid expenses apply overstay more than one fiscal year. These 
expenditures are classified under other non-current assets unƟl the benefits are realized. 

o Example: Insurance of plant and machinery taken out for five years will have unexpired 
porƟon as non-current assets. 

Capital Advances 

o DefiniƟon: Payments made on account of fixed assets not yet capitalized in the books are 
known as capital advances. These will eventually be posted to the applicable fixed asset 
account once your shipment has been entered. 

o Example: An enƟty which makes an advance payment to a contractor for work done in 
building a warehouse, books the same as Capital Advance under other NCA. 

Other Long-Term Receivables 

o DefiniƟon: Includes receivables from employees, affiliates or others which will not be 
collected within one year. 

o Example: Other non-current assets could include a long-term employee housing loan with 
7 years to repay. 

Why These Assets MaƩer 

• Future Economic Benefits: These are indicators of benefits to be received in the future (e.g., 
tax deducƟons, refundable deposits, or advances that will result in assets or future cost 
reducƟons). 

• Liquidity and Leverage: These are more volaƟle assets, but show where a company puts 
resources to help future stability. 

• Visibility to Stakeholders: Adequate reporƟng of the other non-current assets helps 
investors, creditors and regulators to know a company’s total financial obligaƟons as well as 
possible future benefits. 

Example of Balance Sheet PresentaƟon (VerƟcal Format) 

ParƟculars (₹ in millions) % of Total Assets 

Property, Plant & Equipment 40% 

Intangible Assets 15% 

Financial Investments 10% 

Other Non-Current Assets 5% 

– Deferred Tax Assets 3% 

– Long-Term Deposits/Advances 2% 
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ParƟculars (₹ in millions) % of Total Assets 

Current Assets 30% 

 

VerƟcal presentaƟon This verƟcal format presentaƟon facilitates ascertaining the extent that 
other non-current assets (including deferred tax asset) represent of total assets and to assess 
their importance in context of company’s standing over the long run. 

 

4.3 Current Assets 

Current assets are economic resources which can be converted into cash, sold or consumed 
within 12 months (during normal business operaƟons). These are west essenƟal to a 
company’s operaƟng needs on an ongoing basis, and as such is a major indicator of a 
company’s liquidity. Well-managed inventory of current assets results in the smooth 
funcƟoning efficiency; managing working capital efficiently and maintaining financial stability 
in the short-term liquidity. Common examples of current assets include cash, stock 
inventories, trade receivables and other short term monetary or non-monetary assets. 

 

4.3.1 Cash and Cash Equivalents 

Cash and its equivalents are the most liquid type of current assets, and are vital for a company 
to be able to meet short-term liabiliƟes and day-to-day operaƟons. 

Components: 

• Cash: Paper currency kept for immediate use. 

• Bank: Cash on hand and demand deposits. 

• Cash and cash equivalents: Short-term, highly liquid investments that are readily 
converƟble to known amounts of cash and have an insignificant risk of value change. These 
typically are Treasury bills, commercial paper and money market funds maturing in 3 months 
or less. 

Importance: 

Cash is the oxygen of any organizaƟon. Sufficient cash in the bank enables businesses to 
meet their payroll, pay their suppliers, and 

handle unforeseen expenses. Cash raƟo and Current raƟo are two such measures to evaluate 
the liquidity posiƟon: 

Cash RaƟo = Cash and Its Financial Equivalent 
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Current LiabiliƟes 

Cash allows for operaƟonal flexibility, and poor liquidity can create solvency headwinds for 
even the most profitable companies. 

 

4.3.2 Inventories 

Inventories include the goods and materials a business holds for the ulƟmate purpose of 
resale or producƟon. Inventory management is a major part of supply chain efficiency and 
cost control. 

Types of Inventories: 

• Inputs: IniƟal materials that go into the manufacturing process. 

• Works-in-process (WIP): Products that are not yet complete. 

• Finished products: Goods that are ready for sale. 

ValuaƟon: 

Stocks are valued at the lower of cost or Net Realizable Value (NRV). The price is normally 
calculated by one of the following techniques: 

• FIFO (First-In, First-Out) – Aging is based on the sale of oldest inventory. 

• LIFO (Last-In, First-Out): Presumes that the most recent inventory is sold first (not allowed 
under IFRS). 

• Average Cost: Averages the cost of all units. 

Financial ImplicaƟons: 

Inventory has impact on the balance sheet and income statement. Too much inventory sucks 
up cash and drives storage costs higher while too liƩle can result in stockouts and lost sales. 
Inventory turnover raƟo is an important performance measure: 

Inventory Turnover = Cost of Goods Sold (Your annual cost of goods sold in the example above 
is $900,000) 2. 

Average Inventory 

This raƟo is used to determine how well a company controls its inventory. 

 

4.3.3 Trade Receivables (Debtors) 

Trade receivables, accounts receivable or debtors are the amounts which customers owe to a 
company for goods or services that it has delivered but not yet been paid for. Receivables are 
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an important item on many businesses' balance sheets, for these organizaƟons receivables 
may be among the largest current assets and liquidity. 

Key Aspects 

• Pledged at the amount anƟcipated to be received. 

• Can be classified as: 

o Gross Receivables: CumulaƟve customer balance before provisions. 

o Net Receivables: Total receivable less allowance for bad debts. 

Allowance for Doubƞul Debts 

Because no business knows whether all its customers will pay, companies predict the amount 
of debts they are likely not to collect in an Account Ɵtled Allowance for Doubƞul Accounts. 
And this is in line with the prudence concept to make sure don’t have them too high on the 
balance sheet. 

Formula: 

Net Trade Receivables = Gross Receivables – Allowance for Doubƞul Debt 

Example: 

Gross Receivables = ₹1,00,000 

Provision for Doubƞul Debts = ₹5,000 

Net Trade Receivables = 1,00,000 − 5,000 = ₹95,000 

AnalyƟcal PerspecƟve 

EffecƟve management of its trade receivables is necessary for strong cash flow and working 
capital control. Two common measures used are: 

Receivables Turnover RaƟo 

Receivables Turnover = Net Credit Sales / Average Trade Receivables 

Days Sales Outstanding (DSO) 

DSO = (Average Trade Receivables ÷ Net Credit Sales) × 365 = 34.06 days 

• High DSO would mean that collecƟon is being delayed and may cause credit control issues. 

• A super low DSO might mean Ɵght credit terms; such can impede how much product you 
sell. 

Example: 

Net Credit Sales = ₹12,00,000 
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Average Trade Receivables = ₹2,00,000 

Receivables Turnover = 12,00,000 ÷ 2,00,000 = 6.0 Ɵmes 

DSO = (2,00,000 ÷ 12,00,000) × 365 = 60.8 days ⁣ 

In other words, the company gets its receivables every 61 days or so. 

 

4.3.4 Other Current Assets (e.g., Prepaid Expenses, Advances) 

Other current assets refers to any other short-term items, which do not fit into a primary 
category such as cash or receivables and yet are sƟll available to contribute to the company’s 
short-term financial needs. 

Common Types: 

• Prepaid Expenses: Expenditure incurred for goods Services not yet received, such as 
insurance or rent. This is reported as an asset because it will be used to generate future 
economic benefits. 

• Advances to Suppliers or Employees: These are the payments in advance for goods/services 
not received yet, or Employee related cost such as travel. 

• Loans & Advances/Deposits repayable on Demand – Loans granted/made& deposits 
received that fall due for repayment within 1 year. 

• Accrual Income: Receipts have not been received yet but the income has accrued such as 
interest or dividends. 

AccounƟng Treatment: 

These instruments are accounted for as current assets, since they will either be consumed or 
realised within the operaƟng cycle. Pre-paid expenses, which are proporƟonally matched to 
the related period against income / expense for appropriate recogniƟon. 

 

“AcƟvity: Analyzing Current Assets” 

 

Select the balance sheet of any publicly listed company and examine the secƟon on current 
assets. IdenƟfy and note down key components such as cash and cash equivalents, 
inventories, trade receivables, and other current assets. Using the available data, calculate the 
company’s current raƟo by dividing total current assets by current liabiliƟes, and the quick 
raƟo by subtracƟng inventories from current assets and then dividing by current liabiliƟes. 
AŌer performing these calculaƟons, write a brief paragraph analyzing the company's short-
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term liquidity posiƟon. Comment on whether the company appears capable of meeƟng its 
short-term obligaƟons and managing its working capital effecƟvely. 

 

4.4 Non-Current LiabiliƟes 

Non current liabiliƟes refer to the financial obligaƟons of a company that are not due for 
payment within one financial year or the normal operaƟng cycle of the business, whichever is 
longer. Such liabiliƟes are a criƟcal component of the capital structure of a company and are 
used to fund expansions, build new plants, purchase equipment, or carry out other long-term 
investments. Noncurrent liabiliƟes are similar to current liabiliƟes, except they indicate future 
ouƞlows of resources and help evaluate a company’s solvency and long-term financial 
strength. Examples of non-current liabiliƟes are long-dated borrowings, provisions including 
deferred tax liabiliƟes and future right-of-use operaƟng lease obligaƟons. 

 

4.4.1 Long-Term Borrowings (Debentures, Bonds, Loans) 

Long-term borrowings are loans and debt securiƟes that are to be paid back aŌer one year. 
Typically, these funds are applied to a capital purchase, infrastructure project or business 
expansion, but someƟmes they may refinance the exisƟng debt. They represent an important 
form of external finance. 

Common Types: 

• Debentures: Security usually long term, unsecured and dependent on the credit of the 
issuer. Debentures may be either converƟble or non-converƟble and generally pay a fixed rate 
of interest. 

• Bonds: Usually backed by large corporaƟons or governments. There are different formats 
to bonds (fixed rate, float, zero). 

• Bank Term Loan/Financial InsƟtuƟons: These are loans with an ideally fixed term, repayment 
schedule or schedule of amorƟzaƟon and interest rate. These can be either collateralized or 
uncollateralized. 

AccounƟng Treatment: 

Long Term Borrowings Long term borrowings are iniƟally recognised at the fair value of 
consideraƟon received, in case of premium or discount on issue. Interest costs are charged 
to the income statement using the effecƟve interest rate. Principal payments due within one 
year are presented as current liabiliƟes in current maturiƟes of long-term debt. 

AnalyƟcal Importance: 
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Long-term debt is criƟcal for assessing the capital structure and leverage of a company, as 
well as its financial risk. Key raƟos include: 

Debt to Equity RaƟo = Total Debt / Shareholders' Equity 

Shareholders’ Equity 

Interest Coverage RaƟo = EBIT 

Interest Expense 

A debt-to-equity raƟo may be high, or there is financial risk with aggressive growth. 

 

4.4.2 Long-Term Provisions 

Provisions A provision is a liability of uncertain Ɵming or amount, recognised when the group 
has a present obligaƟon (legal or construcƟve) as a result of a past event and it is probable 
that an ouƞlow of resources embodying economic benefits will be required to seƩle the 
obligaƟon. Long-term liabiliƟes are obligaƟons that are expected to be seƩled in more than 
one year. 

Examples: 

• Employee Benefit Provision: Comprising of gratuity, pension and encashment of l ong term 
leaves. 

• WarranƟes: Expected future costs of saƟsfying warranty claims related to sales of products 
or services. 

• Asset ReƟrement ObligaƟons (AROs): LiabiliƟes related to decommissioning or reclaiming 
assets at the end of their useful lives. 

AccounƟng and Measurement: 

Provisions are accounted for in accordance with accounƟng principles comparable to IAS 37 
(Provisions, ConƟngent LiabiliƟes and Rühli Risks). The amount is determined based on the 
present value of the expenditure expected to be required to seƩle the present obligaƟon, 
measured at its best esƟmate and discounted if the effect of discounƟng is material. 

Where: 

• r = Discount rate 

• n = Years to go for seƩlement •. 

Financial Relevance: 

Page 20 of 35 - AI Writing Submission Submission ID trn:oid:::3618:127377537

Page 20 of 35 - AI Writing Submission Submission ID trn:oid:::3618:127377537



A long-term provision is a promise about the future that we need to know about to see what 
it will really cost the company. They don’t involve the cash-like transacƟons, but they affect 
profitability and long-term planning. 

 

 

4.4.3 Deferred Tax LiabiliƟes 

DTLs occur when there is a difference on a temporary basis between the book value of an 
asset or liability and its tax base, which will lead to increased taxable income in future. 

Causes of Deferred Tax LiabiliƟes: 

• DepreciaƟon Timing Differences: Firms frequently rely on accelerated depreciaƟon for tax 
reporƟng, but straight-line deprecaƟon for accounƟng purposes. 

• Revenue RecogniƟon Mismatch: Timing differences in income recogniƟon for accounƟng 
and tax purposes. 

• Asset RevaluaƟon: where fair value has been assessed for accounƟng purposes, which is 
then not reflected in the tax computaƟons. 

AccounƟng Treatment: 

DTLs are measured on the basis of future taxable amounts and enacted or substanƟvely 
enacted tax rates. The principle relies on the matching idea, where tax consequences are 
matched with the recogniƟon of associated income or expenses. 

DTL = Deferred Tax Liability × (Tax Rate) 

AnalyƟcal Significance: 

Deferred tax liabiliƟes are not current cash taxes, but they play a significant role in long-term 
tax planning, evaluaƟng the quality of earnings, and in valuaƟon models. A consistent rising 
trend in DTLs may be a red flag of aggressive tax planning, or Ɵming differences that require 
aƩenƟon. 

 

Did You Know? 

 

“Deferred tax liabiliƟes arise not because a company owes more tax today, but because it will 
owe more tax in the future due to temporary differences in accounƟng and tax treatments—
such as using different depreciaƟon methods. For example, if a company uses accelerated 
depreciaƟon for tax purposes but straight- line depreciaƟon for accounƟng, it will iniƟally 
report lower taxable income, creaƟng a deferred tax liability that reverses over Ɵme.” 
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4.4.4 Other Non-Current ObligaƟons 

Other long-term liabiliƟes, which are also not due within one year and do not fit under the 
normal categories of borrowings, provisions or taxes. These duƟes differ depending on the 
sector and structure of the business. 

Common Examples: 

• Lease LiabiliƟes: IFRS 16 and ASC 842 require long-term lease commitments to be 
accounted for as liabiliƟes as well as right-to-use assets. 

• Income Received In Advance (Non-Current): Awards received in advance for delivery of 
goods or services more than 12 months from the award start date. 

• ConƟngent LiabiliƟes (Not Recognized as Probable): Comprises legal claims or regulatory 
penalƟes whose resoluƟon will occur in the long term. 

• Customer Deposits and RetenƟons: Considered to be amounts held by the company 
repayment or seƩlement of which is anƟcipated beyond one year. 

Financial ImplicaƟons: 

Other long-term obligaƟons can have material impact on a company's free cash flow, covenant 
compliance, and long-term solvency. AccounƟng principles require that disclosure of such 
liabiliƟes is carried out to promote transparency and support informed decisions. 

 

Knowledge Check 1 

 

Choose the correct opƟon: 

Which of the following most closely represents a verƟcal bond? 

A.Asset and liabiliƟes are side-to-side displayed. 

B. Inventory is a list from top to boƩom 

C. Only non-current items are included 

D. It is used for tax purposes only 

Financial Analysis* The VerƟcal Format of the Balance Sheet What is a significant advantage 
of the verƟcal format for a balance sheet in financial analysis? 

A. NULL Eliminates the use of raƟos 

B.Hides the financing structure from the view of users 

C. Improves readability and facilitates comparison 
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D. Presents individual income and spending flows 

Which one of the following is NOT a normal non-current asset? 

A. Goodwill 

B. Inventory 

C. Patents 

D. Property, Plant & Equipment 

4) Trade receivables on balance sheet mean: 

A. Loans given to suppliers 

B. Cash in hand 

C. Customers owed on credit sales 

D. Profits not distributed as dividends 

The following items would be classified as current liabiliƟes except a? 

A. Deferred tax liability 

B. Provision for long-term employee benefits 

C. Trade payables 

D. Bonds payable aŌer 5 years 

 

4.6 Shareholders’ Funds 

Shareholders’ funds (also known as owner’s equity or net worth) is what remains when a 
company’s liabiliƟes are subtracted from its assets. It represents shareholders put equity in 
the company and cumulate profit gain working at full rate. These reserves are a significant 
measure of an organizaƟon's financial viability, as well as solvency and long-run survival. 
Shareholders funds anchored the capital structure of the company providing a buffer against 
financial vulnerability. 

 

4.6.1 Share Capital (Equity & Preference) 

Share capital is the amount of a company’s shareholders’ funds that it raises by issuing shares 
to an investor. It is the beginning capital along with surplus invested by shareholders and 
divided into two: equity share capital and preference share capital. 

a) Equity Share Capital: 
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Owners of a company are the equity shareholders. They can vote and receive dividends 
based on company profits. But they’re the last paid in a liquidaƟon. 

• Features: 

o Variable dividend (not guaranteed) 

o Ownership and control rights 

o Higher risk, higher potenƟal return 

b) Preference Share Capital: 

There is a preference right for the payment of interest and capital to the preference 
shareholders over equity holders in liquidaƟon. They are not generally given voƟng rights. 

• Features: 

o Fixed dividend rate 

o Dividends if declared and capital upon a return will also be made aŌer any payment of 
dividends on equity. 

o Can be redeemable or converƟble 

AccounƟng: 

the share capital is stated at the amount of shares issued therefor. Anything received in excess 
of face value is taken to securiƟes premium, a component of reserves. 

Example: 

If company issues 1,000 equity shares at a face value of ₹10 to the public for a premium of 
₹5, 

• Share Capital = ₹10,000 

• SecuriƟes Premium = ₹5,000 

 

4.6.2 Other Equity 

In contemporary accounƟng and financial reporƟng, especially in the case of reporƟng based 
on IAS (Indian AccounƟng Standards) or IFRS, the erstwhile classificaƟon Ɵtled “Reserves and 
Surplus” has been replaced with a broader Ɵtle known as “Other Equity”. It lumps all of these 
equity-type balances together that aren’t basic share capital, presenƟng a company’s 
retained earnings, reserves and other comprehensive income (OCI) elements in a single 
classificaƟon. By grouping all ´such items under "Other Equity," financial statements provide 
a clearer picture of shareholders' funds and their movements over Ɵme. 
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Other Equity generally comprises retained earnings (previously called surplus), capital 
reserves, securiƟes premium, revaluaƟon reserve and other comprehensive income. Together, 
these factors represent the aggregated amount aƩributable to past profits (or losses), minus 
dividends, since the creaƟon/incorporaƟon of the company from basic share capital. 

Key Components of Other Equity 

Retained Earnings (Previously Surplus) 

o Meaning: It is the collecƟve balance amount of profit remaining aŌer deducƟng dividends, 
taxes and transfer to specific reserves. It is profit company keeps for themselves to reinvest 
or building up their credit. 

o Example: If the company has a net profit of ₹50 million and pays out only ₹10 million as 
dividends, then it would transfer remaining ₹40 million into retained earnings through the 
other equity. 

Capital Reserves 

o ExplanaƟon: Capital reserves are generated by non-operaƟng income like asset revaluaƟon, 
premium on issue of shares and profits made by selling fixed assets. These reserves are not 
available for dividend distribuƟon and have long-term purposes, such as to strengthen the 
capital base. 

o For instance: Excess of proceeds on the sale of a piece of land over its book value can be 
credited to capital reserves. 

SecuriƟes Premium Account 

o Explain: If, on issue of share, a company adds any premium to its face value then it is credited 
to “Security Premium Account”. This sum may be applied for purposes specified in company 
law such as allotment of fully paid bonus shares, or wriƟng off of preliminary expenses. 

o Example: Issue of shares at ₹120 that are ₹100 FV would create a securiƟes premium of 20 
per share. 

RevaluaƟon Reserve / Other comprehensive income (OCI) 

o DescripƟon: Non share holder related reserving which arises from the revaluaƟon of assets, 
translaƟon differences on foreign operaƟons and actuarial gains/losses under OCI; 
accumulated in Other Equity. These are not going directly through the P&L but affect 
shareholders’ funds. 

o Example: RecogniƟon of an upward revaluaƟon of land and buildings ₹10m Gain to be 
credited to OCI under REVALUATION surplus 42. 

Specific Reserves (if applicable) 
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o Type of reserves: ParƟcular reserves, like dividend equalizaƟon reserve, debenture 
redempƟon reserve or conƟngency reserve can be also presented in Other Equity. Such 
designated cushion faciliƟes add to the strength of a credit and as an indicator of conservaƟve 
management. 

Significance of Other Equity 

• Comprehensive overview of equity: Other Equity groups together all non-share capital 
income and expenses, resulƟng in a holisƟc representaƟon of the company’s aggregate 
earnings, reserves and other comprehensive income. 

• Stronger Financial Flexibility: Strong Other Equity provides a valuable buffer, allowing the 
firm more protecƟon for unexpected losses and less reliance on reserve borrowings and bank 
lending. 

• Transparency and Compliances: Ind AS / IFRS would enhance comparability and 
transparency with investors, regulators and creditors. 

• Dividend Security: Retained earnings in Other Equity secure dividend payments and also 
miƟgate volaƟlity of operaƟng earnings. 

• Promotes Strategic Decisions: An insight into the nature of Other Equity helps management 
in strategizing mergers & acquisiƟons, capital reorganizaƟon and expansion plans. 

Retained Earnings 

The name of this secƟon is “Retained Earnings” and strictly under the current accounƟng 
norms (Ind AS, IFRS) it comes as part of other equity. Retained earnings conƟnue to be the 
centre piece, but are now grouped alongside addiƟonal equity elements like reserves, 
securiƟes premium and other comprehensive income (OCI). This change mirrors the trend 
toward a less reducƟonist and more explicit representaƟon of shareholders’ funds. 

The other component under OE is the retained earnings which are those net profits that the 
company has leŌ aŌer paying dividends and transferring to reserves. Along with other 
factors, this balance reflects the company’s internal financial strength which will support 
future growth. 

Elements of Retained Earnings in Other Equity 

Accumulated Profits 

The amounts are net income before distribuƟons as dividends and reinvestments in the 
business. They consolidate the financial foundaƟon and minimize reliance on external credit. 

Example: A business has a profit of ₹50 million, pays ₹15 million as dividends and transfers ₹5 
million to a reserve; remaining is retained earnings in Other Equity which is the conƟnued 
value. 

Page 26 of 35 - AI Writing Submission Submission ID trn:oid:::3618:127377537

Page 26 of 35 - AI Writing Submission Submission ID trn:oid:::3618:127377537



Reserves and Surpluses Combined 

In the Other Equity category, retained earnings are joined by capital reserves (those created 
through non-operaƟng income such as revaluaƟon surplus or asset sales), securiƟes premium 
and other comprehensive income balances. 

Other Comprehensive Income (OCI) 

It consists of cumulaƟve profits and losses, and the effect on transacƟons denominated in 
foreign currency which have been booked in equity. Taken together with the other items, they 
reveal the total changes in equity apart from those disclosed in the profit and loss account. 

Recycling of Retained Earnings in Other Equity 

• Commercial Growth: Retained profits mean companies are able to internally fund new 
iniƟaƟves, increasing capacity and acquiring other firms. 

• Research and development: CumulaƟve funds generate income that is used for innovaƟons 
(technological improvements), long-term projects or other investments that don’t require 
external funding in the short term. 

• Debt ReducƟon: Strength Marine Equity reduces the leverage raƟos, hence focusing on debt 
reducƟon. 

• Asset AcquisiƟon: A retained profit can be uƟlised to acquire or improve long-term assets 
like plant, machinery, technology etc. 

AnalyƟcal PerspecƟve 

• Financial Health: Steady accumulaƟon of retained earnings in Other Equity reflects a firm’s 
high profitability, disciplined financial pracƟces and capacity to self-finance. 

• Investor senƟment: Strong retained earnings provide support to steady dividend payments, 
and also miƟgate risk in downturns. 

• Balanced Policy Desired: Although earnings retenƟon enhances equity, over-accumulaƟon 
without improvement in return on equity might be worrisome for investors looking for taxable 
income from dividends. 

• HolisƟc PerspecƟve: Retained earnings is now also viewed as part of Other Equity in order 
to gain a comprehensive view of shareholder funds’ impact on leverage, solvency and growth 
potenƟal. 

 

4.6.3 Importance of Shareholders’ Funds in Financial Stability 

The role that shareholders’ funds have in a company’s sound financial fooƟng and business 
strength is very significant. They have many strategic and financial uses: 
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a) Capital Cushion: 

If you are trying to build an Uber that connect willing riders and drivers – it should have a nice 
cushion. It's in downturns or volaƟle markets that companies with substanƟal shareholders' 
funds are able to survive a hit and not risk going out of business. 

b) Creditworthiness: 

Lenders examine shareholders’ funds as a measure of the solvency and gearing posiƟon of 
an organisaƟon. The stronger the equity base, more will be the borrowing capacity and lesser 
would be cost of capital. 

c) Financial RaƟos: 

Shareholders’ equity is also important when looking at a company's financial health with 
raƟos such as: 

• Debt-to-Equity RaƟo = Total Debts / Shareholders’ Equity 

• Return on Equity (ROE) = Net Profit / Shareholder Funds 

We feel that the debt-to-equity raƟo should be maintained in a healthy range of 3x. 

d) Investor Confidence: 

Steady increase in shareholders’ funds is a sign for investors to be comfortable with the 
performance of and governance in the firm. It also endorses reliable dividend policies and 
indicates sustainable business operaƟons. 

e) Internal Financing: 

Shareholders funds Companies can finance projects out of shareholders’ funds, avoiding the 
need to borrow and maintain financial independence. 

 

Did You Know? 

 

“Shareholders’ funds not only represent the ownership interest in a company but also serve 
as a financial cushion during Ɵmes of economic uncertainty. A strong base of shareholders’ 
equity—comprising share capital, reserves, and retained earnings—can enhance a company's 
creditworthiness, reduce dependence on external debt, and support long-term growth 
without increasing financial risk.” 
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4.7 AnalyƟcal Use of VBS 

A columnar balance sheet arranges asset, liability and shareholders’ equity items verƟcally, 
in order from the top of the page to the boƩom. This reduced format increases readability 
and makes it easy for financial analysts and stakeholders to pull valuable insights. Beyond 
structural choice And verƟcal is not just any format: It forms an important part of the review 
and analysis process when you are analyzing liquidity, solvency and capital structure for a 
company, helping to highlight financial strengths and weaknesses. But, as with any reporƟng 
mechanism, it also has some limitaƟons that need to be noted. 

 

4.7.1 Understanding Liquidity and Solvency 

The verƟcal presentaƟon of the balance sheet is oŌen helpful to evaluate a company’s 
liquidity, or its ability to pay short-term debt. III LIQUIDITY ANALYSIS This analysis studies the 
relaƟon between current assets and current liabiliƟes, oŌen using raƟos such as: 

• Current RaƟo = Current Assets / Current LiabiliƟes Calculate the current raƟo and provide 
an analysis of its results. 

• Quick RaƟo = (Current Assets – Inventory) / Current LiabiliƟes 

When the present assets and liabiliƟes are presented in descending order of maturity or 
liquidity, the verƟcal form presents a clear and concise picture of the company’s immediate 
obligaƟons compared to its liquid resources. 

Along with liquidity, the verƟcal approach also aids in assessing solvency, which is a company’s 
ability to saƟsfy long-term obligaƟons. Some key solvency measurements, such as Debt-to-
Equity RaƟo and Interest Coverage RaƟo can even be calculated directly using the well-
organised total liabiliƟes and shareholders’ funds from the balance sheet. 

Debt-to-Equity RaƟo = Total LiabiliƟes 

Shareholders’ Funds 

This provides stakeholders with an insight in the level of financial leverage and over Ɵme, the 
riskiness of the company. 

 

4.7.2 EvaluaƟng Capital Structure 

VerƟcal format of the balance sheet is very useful in evaluaƟng the solvency posiƟon of a 
company. Capital structure is the combinaƟon of debt and equity used to finance a company's 
operaƟons and growth. 

The format allows users to: 
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• Make a clear demarcaƟon of short-term and long-term liabiliƟes 

• Evaluate the raƟo of equity to debt in financing 

• Assess trends in accumulaƟon of capital or debt over Ɵme 

A balanced, capital structure (which is oŌen made evident by verƟcal analysis) fosters stability 
and prevents the cost of capital from being too high. It also lets readers determine the equity 
and long-term debt raƟos, thus narrowing down financial risk staƟsƟcs. 

 

4.7.3 LimitaƟons of VerƟcal Balance Sheet 

However, the verƟcal posiƟon of company’s assets statement has its own restricƟons: 

• ComparaƟve Context: If shown alone, does not display how it compares to past periods, thus 
trend analysis is difficult if measuring the indicator without historical data. 

• No FuncƟonal ClassificaƟon: Financial order, rather than funcƟonal grouping is the focus of 
the verƟcally oriented presentaƟon so applicaƟons for internal analysis are limited. 

• StaƟc Page: Being a Balance Sheet, it depends upon the situaƟon at 1 parƟcular date and 
may not include seasonal or transiƟons that are ongoing. 

• Restricted Cash Flow Knowledge: Instead of offering greater details, the balance sheet is 
used for comparison purposes only and as a result, does not outline cash coming in and going 
out. 

That being said, although the verƟcal balance sheet is a very useful financial analysis tool, it 
must be used in conjuncƟon with horizontal analysis and both the income statement and cash 
flow statements to get a complete picture of company’s economic health. 

 

4.8 Summary 

 Balance sheet is verƟcal in form and depicts accounƟng informaƟon top to boƩom for the 
parts of asset, liability 8& owners’ equity. It is more readable, accessorises raƟo analysis 
and converges with internaƟonal pracƟce. 

 The use of the verƟcal format makes a financial analysis easy in lisƟng items according to 
their liquidity or permanence for comparison and trend readings. 

 VerƟcal and horizontal formats are mainly different in their arrangement: the first is 
columnar and modern, while the second is side-by-side and tradiƟonal. 

 In financial analysis, verƟcal presentaƟon assumes vital significance and is used especially 
for working out liquidity raƟos (current raƟo) or solvency raƟos (debt-equity raƟo). 
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 Non-current Assets comprises of physical assets (PPE), intangibles for example goodwill 
and patents, and long-term investments. These contribute to a durable operaƟon and to 
future benefits. 

 TANGIBLE ASSETS also called fixed or capital assets, circumstances should be disƟnguished 
between those that are physical properƟes (see property) – such as businesses’ land, 
buildings machinery – and other long-tern parts of the operaƟons completely skilled PPE 
is shown in the accounts as fixtures and fiƫngs. 

 intangible assets are not physical in nature but they value. 
 Long Term investments are those investments in Equity shares, bonds, real assets (For 

more than 1 Year).These provide strategic benefits to the companies or financial benefits. 
 Short-term assets are current assets that a business holds, such as cash, items held in 

inventory and accounts receivable that will allow it to have liquidity. They are uƟlized or 
converted to cash in one operaƟon cycle. 

 EffecƟve management of current assets is crucial for operaƟonal liquidity and it involves 
the control of prepaid expenses and advances. 

 Other long-term LiabiliƟes refer to the liabiliƟes which are not due for payment within a 
year, they could include Long-term borrowings; Provisions and Deferred Tax Liability 
IndicaƟng the long term capital structure policy of the company. 

 Short term obligaƟons such as trade payables, short-term borrowings, accrued expenses 
and provisions are part of current liabiliƟes which is necessary for management of working 
capital. 

 Shareholders funds include share capital, reserves and retained earnings which represent 
the owners’ interest in the business and help to give financial backing as well as risk 
cushioning. 

 The analyƟcal applicaƟon of the verƟcal balance sheet The analysis of liquidity, solvency 
and capital structure. However it is challenged by its staƟc form and lack of comparaƟve 
historical data. 

 

4.9 Key Terms 

1. VerƟcal Balance Sheet: A financial statement which shows assets, liabiliƟes and equity 
in a top-to-boƩom order. 

2. Fixed Assets: Long-term physical assets from which the concern derives its income, 
e.g.: land, buildings and machinery. 

3. Intangible Assets: Nonphysical items that offer future economic advantages, such as 
goodwill, patents and trademarks. 

4. Trade Debtors: Money that is owed to a company as a result of the goods or services 
it sold on credit. 

5. Deferred Tax Liability: The tax liability to be paid in the future because of temporary 
differences between book and taxable income. 
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6. No. of Shares = 1,00,000 Share Capital in India The share capital of a company is the 
total amount raised by the issue of shares to shareholders It also represents the face 
value/unit value per share. 

7. I’ll seƩle for retained Earnings – Profits that have not been distributed in dividends, 
but rather reinvested back into the business in order to foster its growth. 

8. Liquidity: The ability of a company to cover its short-term obligaƟons with its current 
assets. 

 

4.10 DescripƟve QuesƟons 

1. How does a verƟcal balance sheet differ from a horizontal balance sheet, both in 
presentaƟon and analysis? 

2. “Explain the differences between amorƟzaƟon and recogniƟon of tangible and 
intangible non-current assets. 

3. Why is inventory management so important for controlling current assets? 
4. What are the raƟos extractable from a verƟcal balance sheet? 
5. Explain how long-term borrowings differ from short-term borrowings in financial 

planning. 
6. How do you think about retained earnings in terms of the balance sheet and financial 

stability? 
7. Describe the implicaƟons of deferred tax liability for future tax planning. 
8. Why is the verƟcal balance sheet useful for capital structure? 
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Answers to Knowledge Check 

 

Knowledge Check 1 

1. B. Items are listed in a top-to-boƩom sequence 

2. C. Improves readability and facilitates comparison 

3. B. Inventory 

4. C. Amounts owed by customers for credit sales 

5. C. Trade payables 

 

4.12 Case Study 

Enhancement of Financial PerspecƟve via VerƟcal Balance Sheet - A Case of Alpha 
Engineering Pvt. Ltd. 

IntroducƟon 

The value of accurate financial statements cannot be overstated in a high-stakes 
manufacturing industry. Alpha Engineering Pvt. Ltd., a medium-sized company in the business 
of industrial machinery, there were concerns that their financial condiƟon was deterioraƟng 
even though sales remained constant. The company was also stuck with anƟquated 
horizontal reporƟng formats that made it difficult to visualize internal financial dynamics. In 
the process of moving to a verƟcal balance sheet, Alpha was looking for beƩer insight into 
how it managed its assets, liabiliƟes and shareholders' equity as well as an improved strategic 
analysis and stronger financial stability. 

Background 

Alpha Engineering was formed in 2010 by reps from each region and has grown incrementally 
via naƟonal and regional contracts. But the company has been under liquidity pressure and 
increasing short-term borrowings for over two years, however. Investors and lenders 
expressed doubts about the company’s capital structure and operaƟng efficiency. 
Management relied on tradiƟonal horizonal balance sheet, which while valuable to compare 
from period to period did not give a sense of the financial makeup at any point in Ɵme. 

Aware that reporƟng and analysis could be improved, the finance department also 
incorporated the verƟcal balance sheet. Each balance was reported as a percentage of total 
assets or total liabiliƟes and equity. The focus change made hidden inefficiencies in handling 
of the money more visible. 

Issue 1: Too Much Exposure to Non-Current Assets 
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A verƟcal analysis showed 68% of Alpha’s assets were non-current, mainly comprised of old 
equipment and land being under-used. These resources were low yielding and dropping in 
value. 

SoluƟon: 

Management decided to refocus the asset base by divesƟng non-operaƟng real estate and 
replacing older equipment on lease rather than capital so as to reduce investments Ɵed up in 
use and increase capital turnover. 

Problem 2: Lack of Liquidity on Account of High Receivables 

Piraeus SecuriƟes break down In the last page, Piraeus SecuriƟes compile a full breakdown in 
its Notes Receivables (linked to Trade Receivables, which accounted for 32% of current 
assets), moƟvaƟon by slow customer collecƟons. This lack of balance was a drain on cash flow, 
and the company frequently used short term loans to cover the shorƞall. SoluƟon: 

The finance department had Ɵghtened the credit control procedures and switched to an 
automated invoice soluƟon. A specialized thermal management & field promoƟon team to 
monitor Ɵme collecƟons and shorten the receivable cycle. 

Problem 3: Weak Retained Earnings 

The deployment analysis revealed an over-dependence on foreign debts. There was not 
enough in the way of retained earnings to finance expansion and the level of shareholder 
funds was very small compared to total liabiliƟes. 

SoluƟon: 

Alpha chose to hold on to more of the profits, pay less in dividends for some Ɵme, and use 
profit income instead only to build up its equity reserves. Over Ɵme, and with its successful 
implementaƟon of this plan, the company enhanced its debt to equity raƟos and conƟnued 
to secure favourable borrowing rates. 

ReflecƟve QuesƟons 

• How did the “verƟcal” balance sheet help Alpha Engineering expose waste in its operaƟons? 

• How have current and noncurrent assets been instrumental in analyzing liquidity? 

•How companies can strike a balance between paying out dividends and retaining earnings 
to help support growth. 

Conclusion 

The move to a verƟcal balance sheet structure allowed Alpha Engineering to idenƟfy areas 
where the firm was weak in asset uƟlizaƟon, receivables management, and capital structure. 
With financial reporƟng in lockstep with strategic planning, the company improved internal 
controls and long-term financial well-being. The case demonstrates that structural 
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presentaƟon of financial data can influence informed decision making and long-term 
sustainability. 
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Unit 5: Users of Financial Statements 

 

Learning ObjecƟves 

1. IdenƟfy and differenƟate between internal and external users of financial statements, 
explaining their disƟnct informaƟon needs and objecƟves. 

2. Analyze the importance of financial statements for various stakeholders, illustraƟng 
how financial data supports decision-making processes. 

3. Evaluate how external users—such as lenders, analysts, suppliers, and tax 
authoriƟes—interpret financial informaƟon to assess creditworthiness, performance, and 
compliance. 

4. Interpret the specific uses of financial statements by internal users, including 
management, employees, and shareholders, for strategic planning and performance 
evaluaƟon. 

5. Assess how different stakeholders may interpret the same financial informaƟon in 
contrasƟng ways, and explain the implicaƟons of these differences for financial 
communicaƟon. 

6. Demonstrate an understanding of the challenges in balancing the diverse needs of 
mulƟple financial statement users, and propose strategies for transparent and effecƟve 
reporƟng. 

 

Content 

5.0 Introductory Caselet 

5.1 IntroducƟon to Users of Financial Statements 

5.2 External Users 

5.3 Internal Users 

5.4 AnalyƟcal Importance 

5.5 Summary 

5.6 Key Terms 

5.7 DescripƟve QuesƟons 

5.8 References 

5.9 Case Study 
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5.0 Introductory Caselet 

“The Financial Mirror” 

Nexora Tech Ltd., a company in Singapore that is of medium size, just published their annual 
accounts. While sales were up significantly, long-term debt also rose quite a bit. The word 
broke fast among the parƟes. 

A credit officer at a major bank Rajiv, which granted Nexora a new credit line had studied the 
statements to check on how much loan the company can repay. At the same Ɵme, Meera, a 
financial analyst, looked at that report to predict the company’s market value and give advice 
to her clients. Nexora's suppliers, alarmed by payment delays, checked liquidity raƟos to 
determine whether they should extend further trade credit. Meanwhile, the HR department 
was able to analyse profit trends so that they could jusƟfy human resources bonuses on profit 
levels and the CEO uƟlised informaƟon for strategic regional expansion plans. The company’s 
shareholders, meanwhile, evaluated a firm’s good financials and dividend-paying potenƟal in 
deciding whether to keep their investments. 

Even though all were given access to the idenƟcal financial reports, each individual used the 
data differently based on their biases and decision making needs. 

The case illustrates that financial informaƟon is not merely numbers, but rather a strategic 
instrument used to serve its mulƟple (and someƟmes compeƟng) users. 

CriƟcal Thinking QuesƟon: 

QuesƟon: How can a company like Nexora saƟsfy the needs of its various stakeholders for 
useful financial statement informaƟon while at the same Ɵme maintaining transparency and 
not giving away too much about what it is trying to do strategically? 
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5.1 IntroducƟon to Users of Financial Statements 

Financial statements are a cornerstone of the business landscape. They present on a fixed 
date, and in an orderly manner, a company's financial posiƟon, and its cash flows and the 
results of operaƟons. These records serve as vital components not only of legal and 
regulatory obligaƟon, but also in supporƟng the ability to help facilitate important decision 
making by a broad spectrum of stakeholders. With the development of a world-wide 
economy, increasingly more complicated integrated economic acƟviƟes on global scale have 
made financial reports be more important than ever. Their funcƟon is not only historical and 
archival, they are also living instruments for forecasƟng, planning, investment and 
governance. 

It is necessary to know the users of financial statement since such users are uƟlizing different 
parts of these statements according their purpose and interest. For example, creditor would 
deal with liquidity raƟos or solvency while shareholders are more concern on profitability and 
return on equity. OrganizaƟon The role of the finance funcƟon in organizaƟons Stakeholders, 
financial reporƟng and accounƟng informaƟon Users of accounƟng informaƟon This secƟon 
explains the relevance of accounƟng informaƟon to stakeholders in an organizaƟon and then 
classifies users as either internal or external before considering how the use of finance data 
influences decision making. 

 

5.1.1 Importance of Financial Statements for Stakeholders 

The value of financial statements is found in the usefulness to supply informaƟon about a 
business’ operaƟons, which is both comprehensive and reliable or comparable. These are 
oŌen in the form of a Statement of Financial PosiƟon (Balance Sheet), a Statement of Profit 
or Loss (Income Statement), a Statement of Changes in Equity, a Cash Flow statement and 
statements from key accounƟng policies / esƟmates which require disclosure. Every 
component serves a defined purpose to communicate parƟcular fiscal details. 

A. Enhancing Transparency and Accountability 

Transparency is one of the basic concept throughout financial reporƟng. Financial reports 
reveal important informaƟon by which stakeholders can evaluate an enƟty\'s financial 
condiƟon and performance. For public companies, this transparency is essenƟal to investor 
confidence and capital market efficiency. This principle is backed up by regulatory standards 
established by the FASB and IASB like GAAP and IFRS, which allow for companies in different 
companies to be compared across countries. 

B. SupporƟng Economic and Strategic Decisions 

Shareholders, lenders, suppliers, customers, employees and government use financial 
statements to make economic decisions. For example, an investor might uƟlize the EPS and 
dividend payout raƟos to assess how profitable or much of a return is possible in relaƟon to 
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his investment. The leverage and interest coverage raƟos of the company are evaluated by 
creditors to reflect default risk. These judgments are based on the empirical evidence 
contained in financial reports. 

C. Legal and Contractual ObligaƟons 

Businesses are bound by law to review and release financial statements regularly, as 
prescribed by laws in their parƟcular country. Public companies, for instance, are usually 
mandated to publish quarterly and annual financial reports. In addiƟon, financal data is 
someƟmes buried in contracts terms, including debt covenants, lease agreernents and 
execuƟve compensaƟon. ViolaƟons of performance metrics wriƩen in contracts could result 
in penalƟes, re-negoƟaƟon or law suits. 

D. FacilitaƟng Corporate Governance and Stewardship 

Financial statements are the key source for shareholders and board members to evaluate 
management stewardship. Published variances, comparing planned performance with actual 
operaƟons, enable stakeholders to see where inefficiencies may be arising or 
mismanagement or financial trouble occurring. This becomes more crucial in a market riddled 
with corporate and financial frauds. Therefore, sound financial reporƟng underlies the 
corporate governance process. 

 

5.1.2 ClassificaƟon of Users: Internal vs External 

In order to appreciate the purpose for which financial data is put, its users must be idenƟfied. 
Generally, users of financial statements can be divided into internal and external based on 
their relaƟonship with the enƟty and their interest in the informaƟon parƟcularly. 

A. Internal Users 

Internal users are parƟes inside of the company who use accounƟng data to assist in their 
decision making, for example control acƟviƟes and strategy formulaƟon. Their privileges of 
informaƟon are, in general terms, wider and deeper than those available to external users. 

• Management: With financial informaƟon, upper management and departmental managers 
budget for future spending, predict upcoming trends, and determine performance 
assessments. For example, product pricing decisions are supported by cost analysis from 
income statements and liquidity management is aided by cash flow statements. 

• Employees: Staff can also use financial statements to determine job security, the prospect 
of receiving bonuses and wage negoƟaƟons. Unions specifically would look at profitability and 
cash reserves in collecƟve bargaining contracts. 
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• Internal Auditors – responsible for and providing a level of assurance onthe effecƟveness of 
internal controls and compliance with rules and regulaƟons...internal auditors rely on 
financial data to idenƟfy errors, fraud, or operaƟonal inefficiencies. 

B. External Users 

External users are parƟes that are not controlling the organizaƟon but have interest in the 
bank’s informaƟon such as investors, creditors and others. Unlike inside users, however, they 
typically find these reports in financial statements. 

• Investors and Shareholders –Focusing on profitability, risk and growth investors explore 
financial indicators such as return on equity (ROE), Price-to-earnings raƟos or earnings per 
share (EPS). They are hoping to determine whether or not they should buy, hold, or sell their 
investment. 

• Creditors and Creditors: Banks and lenders look at liquidity raƟos such as the (current/QuiCk) 
raƟo, debt-to-equity to determine whether a company can pay back its loans. 

• Suppliers — Suppliers look at a firm’s financial status before offering trade credit. They care 
about short-term solvency and payment history. 

• Customers: In the case of B2B, clients possibly perform a financial screening of their 
provider to gauge long-term service and contract dependability. 

• Regulators: Tax authoriƟes, securiƟes commissions and industry regulators need access to 
financial statements for compliance and oversight. Those are the ones who assess tax liability, 
adherence to financial laws and comportment as members of the corporate world. 

• Public and Community Groups: Analysts, researchers, NGOs and other academics can use 
financial statements to esƟmate the social and environmental effect of corporate operaƟons. 

This is not a strict classificaƟon however, as in some cases staff for be both internal and 
external depending on their duƟes. For instance, a director could be a shareholder as well as 
an insider. 

 

Did You Know? 

 

“Users of financial statements are not just investors and accountants. They're actually divided 
into two main categories: internal users, like managers and employees who rely on detailed 
data for planning and control, and external users, such as creditors, regulators, suppliers, and 
customers, who use summarized financial reports to assess performance and risk. Each group 
interprets the same statements differently—depending on their role and decisions at stake.” 
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5.1.3 Decision-Making Based on Financial InformaƟon 

There are various decision that can be made by reference to financial statement and not only 
informaƟon is provided in the statements. RaƟo analysis, trend analysis, comparaƟve analysis 
and models for forecasƟng are among the different techniques by which informaƟon 
embodies in these statements is converted into useful knowledge. 

A. Investment Decisions 

Investors use statements to help decide when and how much investment they should buy, 
sell or hold. Key performance indicators that move the needle when deciding on such are: 

• Profit raƟos, consisƟng of indicators like net profit margin, return on assets (ROA), and 
return on equity (ROE). 

• Growth Metrics such as Revenue growth rate and CAGR. 

• Market valuaƟon mulƟples such as Earnings per Share (EPS), Dividend Yield and Price-to 
Book Value. 

These measures assist investors in determining the historic paƩern of a company’s growth, 
and further allow insight into the expected earnings capacity and relaƟve riskiness of the firm. 

B. Credit and Lending Decisions 

Creditors are interested in determining creditworthiness based on financial informaƟon. They 
are parƟcularly interested in: 

• Short-term solvency raƟos (such as current raƟo and quick raƟo) to assess the firm's ability 
to pay short-term obligaƟons. 

• Leverage raƟos such as debt-to-equity and interest coverage raƟo to analyze the long-term 
financial condiƟon of the borrower. 

• Cash flow statements to assess whether the company spins off enough operaƟng cash to 
meet interest and principal payments. 

In a lot of cases, these raƟos are the basis for financial loan covenant. 

C. Strategic and OperaƟonal Decisions 

Strategic and operaƟonal control is based on financial informaƟon that mangament uses. This 
decisions in this respect could be: 

• Capital budgeƟng- Deciding the investment project as with NPV (Net present value), IRR 
(Internal rate of return), Payback period, etc. these use forecasted financial statement to 
make a decision on whether to proceed with the project or not. 

• Costs and profitability: Comparing budget variances, overhead allocaƟon, and unit costs in 
order to Ɵghten operaƟons. 
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• Pricing and product line decisions: Using marginal cosƟng/ contribuƟon analysis and 
breakeven from income statements to make pricing and new product mix decisions. 

D. Regulatory and Tax Planning Decisions 

Tax authoriƟes and regulators, rely on financial statements to verify compliance with laws. 
Decisions in this domain include: 

• Tax valuaƟons that are based on amounts contained in financial statements. 

• Policing compliance with accounƟng and disclosure standards, in parƟcular for public 
companies and regulated businesses. 

• Other puniƟve or correcƟve acƟons for financial misreporƟng and failures to comply. 

CorporaƟons, in addiƟon to tax planning opportuniƟes based on their financial statements 
(such as managing deferred tax assets and liabiliƟes and their distribuƟon among various 
jurisdicƟons), also benefit from the possibility to opƟmize taxable income by applying 
divergent legal opinions. 

E. Mergers, AcquisiƟons, and Partnerships 

In the context of corporate reorganizaƟons and M&A contracts, financial statements are used 
as key due diligence documents. Analysts and decision-makers assess: 

•The assessment of assets and liabiliƟes. 

• Synergies can be achieved through horizontal or verƟcal merger. 

• Nature of risk factors or conƟngent liabiliƟes menƟoned in the notes to financial 
statements. 

For strategic partnerships, joint ventures or acquisiƟons, financial figures are essenƟal for 
valuaƟon and negoƟaƟon purposes. 

F. Risk Management 

Financial statement analysis is also the basis for some risk management decisions. Firms 
analyze financial metrics to: 

• Spot operaƟonal and financial risks. 

• Check liquidity risk, market exposure and leverage KRIs. 

• Develop hedging strategies and build reserves to minimize potenƟal losses. 
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5.2 External Users 

External users are those who are not involved in the operaƟon of business, but they need to 
rely on financial statements and other disclosures of an enterprise to enable them make 
decisions or judgments concerning the enƟty. Unlike managers who are typically more 
informed as internal users and can access detailed and up-to-date informaƟon, they rely on 
annual reports, audited financials, disclosures and SEC filings to inform their investment 
decision. 

Now these users use financial informaƟon for different reasons i.e to evaluate risk, calculate 
performance, make sure they're complying with any laws and also can we do business with 
them. Those judgments of outside users, like whether to grant credit or invest money, can 
have an enormous effect on the company’s life and death. Knowing how the external user 
types respond to and use financial statements is essenƟal in order to understand the broader 
context for the purposes of which financial reports are used within economic systems. 

 

5.2.1 Lenders – Assessing Creditworthiness and Repayment Capacity 

The most important group of external users who are also creditors like commercial banks, 
financial insƟtuƟons and bondholders. They primary consideraƟon is, can a borrower repay 
the loan – principal AND interest – within agreed Ɵme frames. It is financial statements that 
provide the factual base for assessing such credit risk. 

A. Financial InformaƟon Lender Review of School Financial InformaƟon1 

• Liquidity RaƟos: Financial raƟos like current and quick raƟo allude to a company’s capability 
in meeƟng its short-term liabiliƟes with liquid assets. 

• Solvency and Leverage RaƟos: The debt-equity raƟo and interest coverage raƟo are used by 
creditors to measure the long-term viability of a company's debt structure. 

• Statement of Cash Flows: Lenders review the statement of cash flows to determine if the 
business generates enough cash from operaƟons to service its debt. 

• Financial History: Years of historical financial informaƟon enable us to idenƟfy cash flow and 
revenue trends, spending paƩerns, franchise longevity as being indicators of operators' long-
term performance. 

B. ApplicaƟon in Lending Decisions 

This financial informaƟon is employed by the lenders in order to: 

• Review loan applicaƟons to assess the credit worthiness of applicants. 

• Charge interest rates and set loan terms according to an evaluaƟon of credit risk. 

Review of financials statements to track the conƟnued creditworthiness aŌer disbursement 
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Banks may also include loan covenants by certain financial metrics, such as profitability or 
leverage, that companies must maintain. Failure to comply with these covenants can result 
in penalƟes, re-pricing or even loan defaults. 

 

5.2.2 Analysts – EvaluaƟng Financial Health and Market Value 

Analysis reading are important in capital markets, because they convey financial informaƟon 
to investors and can influence prices and the allocaƟon of resources. These experts, also 
known as equity research analysts, investment analysts, and porƞolio managers, assess the 
financial performance of companies and securiƟes to idenƟfy fair value. 

A. Tools and Techniques of an Analyst 

• RaƟo Analysis: Analysts compare the profitability raƟos (Return on Assets, Return on Equity), 
efficiency raƟos (Asset Turnover) and valuaƟon raƟos (Price to Earnings raƟo) to measure 
performance. 

• Trends: PaƩerns in revenues, curves of costs and earnings growth are seen beƩer with Ɵme 
series analysis. 

• Benchmarking: Industry based compeƟƟve analysis, analysts compare the company’s 
financials to its peers or industry benchmarked and relaƟve performance is evaluated. 

• Discounted Cash Flow (DCF) Models: A model that esƟmates the current value of expected 
future cash flows, an important tool of stock analysis. 

B. Outcomes of Analyst EvaluaƟons 

• RecommendaƟons: Analysts give REKR a mean recommendaƟon of N/A. 

• Company ValuaƟon: The financial analysis is also crucial for IPOs, Mergers & AcquisiƟons 
and raising finances. 

• Investor Confidence: By providing independent research, analysts assist the retail and 
insƟtuƟonal investors to take beƩer investment decisions without worrying about risk factors. 

The quality of financial reporƟng is thereby key to preserve market credibility; analysts rely 
heavily on the reliability and correctness of financial statements. 

 

5.2.3 RaƟng Agencies – Assigning Credit RaƟngs 

Credit raƟng agencies (CRAs) are insƟtuƟon, which specialise in evaluaƟng the 
creditworthiness of an enƟty and its financial instruments. These firms provide independent 
assessments that assist investors in assessing the risk of default for an individual bond, 
issuer—or even a country. 
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A. Data on Finances as a Criteria for Credit Scoring 

• Balance Sheet and Capital: Agents consider the capital structure, asset quality and leverage 
raƟos. 

• Profit and cash: These are the factors that detect how much a borrower can earn to repays 
all of its interest or amounts. 

• Stability of Earnings: Firms earning more steadily are considered to be beƩer because the 
risk of default is less. 

• Macroeconomic Environment: Overall economic condiƟons, industry cycles and geopoliƟcal 
risks are also factored in. 

B. Impact of Credit RaƟngs 

• Cost of Capital: Higher credit raƟngs generally mean lower borrowing costs, as they indicate 
lower risk to investors. 

• Investor Access: InsƟtuƟonal investors may not invest in securiƟes unless the offer and sale 
of securiƟes are registered; or the securiƟes are exempt from registraƟon. 

• Market credibility: RaƟngs affect the trust of your suppliers, customers and any future 
business relaƟonship. 

It should be noted that CRAs apply quanƟtaƟve, as well as qualitaƟve informaƟon in their 
criteria to evaluate counterparƟes and financial statements are a key input in the raƟng 
process. In the event of inconsistencies or red flags in financial statements, downgrades may 
result, impacƟng the lender’s financial flexibility. 

 

5.2.4 Suppliers – Assessing Payment Ability and Trade Terms 

Suppliers are nonowners who sell goods or services to a business, frequently on open 
account. Suppliers vet the financial soundness of the purchasing company before offering 
such terms in order to ensure they are not paid late or indeed never. 

A. Key InformaƟon Considered by Suppliers 

• Liquidity RaƟos: The current raƟo and quick raƟo show if the company has sufficient current 
assets to meet it liabiliƟes, including accounts payable. 

• Accounts Payable Turnover: Shows how fast the company pays its suppliers which is a 
historical record of payment paƩern. 

• Statement of Cash Flows: A strong operaƟng cash flow posiƟon solaces suppliers as to the 
company’s ability to pay short term debt. 

B. ImplicaƟons for Trade Credit 
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Financial assessment determines, among other things, that the suppliers: 

• Limit of Credit: The maximum value of goods and/or services that can be supplied for on 
credit. 

• Payment Terms: The number of days or condiƟons for which payment is due, also known as 
Net 30 terms / Net 60 terms. 

• PromoƟonal Policies: Cash discounts can be offered to creditworthy customers who are in 
desperate need of cash, thereby improving the seller’s 147Copyright © 2006 JAI Press debit 
situaƟon. 

Whether a vendor will talk to, or conƟnue to work with, a company frequently relies on trust 
in the model company's ability to pay and financial discipline. 

 

5.2.5 Tax Department – Ensuring Accurate Tax ReporƟng and Compliance 

Tax authoriƟes":[5] Like the IRS in the U.S., HMRC in the UK use financial statements as a basis 
for assessment of tax. Their main aim is to ascertain the companies are observing tax laws 
and paying taxes as required. 

A. How Financial Statements Help the Tax Man 

• Revenue and Expense ValidaƟon: Tax departments are able to verify taxable income 
reported and assess validity of deducƟons and credits using income statements. 

• DepreciaƟon and AmorƟzaƟon Schedules: Tax regulaƟons can deviate from accounƟng 
standards, so financial statements (and their accompanying footnotes) help clarify how assets 
are applied. 

• Deferred Tax LiabiliƟes and Assets: These are reviewed to confirm that Ɵming differences 
are properly measured and reconciled with tax returns. 

• Transfer Pricing and Intercompany TransacƟons –For MulƟnaƟonals, commentators are 
watching the intra-group prices of products or services this year due to how they impact 
taxable income in mulƟple jurisdicƟons. 

B. Compliance and Enforcement 

How Tax Departments Use Financial Statements: 

• Review for possible underreporƟng or misstatement. 

• Discover tax avoidance or abusive tax shelter schemes. 

• Cross-reference with VAT returns, payroll tax and custom duƟes. 
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Failure to comply can lead to heŌy fines, lawsuits and damage to reputaƟon. Companies 
therefore spend substanƟal amounts of money ensuring their financial reporƟng and tax 
planning are such that they meet these externally imposed demands. 

 

“AcƟvity: IdenƟfying External Users and Their InformaƟon Needs” 

 

Review the annual financial report of a publicly listed company (e.g., Apple, Tata Motors, or 
Nestlé). IdenƟfy at least three different external users discussed in SecƟon 5.2 (e.g., lenders, 
analysts, suppliers) and describe what specific financial informaƟon each user would focus on. 
For each user, explain in 1–2 sentences how that informaƟon supports their decision-making. 
Present your findings in a short table or bullet points. This acƟvity encourages students to 
apply theoreƟcal knowledge to real-world financial reporƟng and understand the varied 
interests of external stakeholders. 

 

5.3 Internal Users 

ComparaƟvely external users of a company's financials make decisions about the business 
from outside of the company, but internal users work within the same organizaƟon and so 
have beƩer access to more detailed and up-to-date informaƟon. They don’t just watch past 
performance, but provide input to how the organizaƟon should be doing business now and in 
the future. Financial informaƟon is intended for internal use only to support operaƟonal 
control, strategic planning, assessment of performance and risk management. 

Internal users are workers and management living in a companies that use the informaƟon 
to help manage their organisaƟons. Each of these consƟtuencies understands and uses 
financial informaƟon in the context of their respecƟve interests and funcƟons. 

 

5.3.1 Employees – Understanding Stability, Wages, and Benefits 

Employees, who do not generally affect the strategy or financing at company level and are 
largely subservient users. They are very directly influenced by the financial well-being and 
operaƟng effecƟveness of the organizaƟon and use financial data — whether this is 
communicated to them ‘direct’, or filtered through their union representaƟve — as a measure 
of their job care security, pay prospects and career future. 

A. Financial InformaƟon Relevant to Employees 

• Profitability Metrics: RaƟos to measure if the company is profitable or not and by how 
much, such as Net Profit Margins, EBIT (Earning Before Interest and Tax), Gross Margin. 
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• Liquidity and solvency: The available funds, the brewery’s current raƟo [1], as well as its 
level of debt all reflect on a company's capacity to meet short- and long-term financial 
obligaƟons, consequently, also impact employee job security. 

• PosiƟve Cash Flows: PosiƟve cash flows from operaƟng acƟviƟes give employees the much-
needed assurance that a firm has money to pay them and invest in future operaƟons. 

• Cost and Headcount Disclosures Financial statements also provide input cost data, staff 
effecƟveness, and average pay. 

B. ApplicaƟon in Workforce Concerns 

Stability: There’s noƟng that takes priority over job security; during uncertain economic Ɵmes, 
these indices are closely monitored by employees. If there are losses or revenues are 
dropping, it may appear that layoffs, pay freezes or retooling is imminent. 

CollecƟve Bargaining: In unionized companies, employees or their representaƟves use 
financial reports in wage-benefit and working condiƟons negoƟaƟons. A company enjoying 
great profits might face even greater pressure to spread some of the wealth with its workers. 

Bonuses and IncenƟves: Employee bonuses may be based on profit measures or performance 
goals based on financial statements. These Ɵe compensaƟon directly to the firm’s financial 
performance. 

Career Growth and Morale: The state of the company’s finances will determine if they invest 
in training, educaƟon, or internal movement of staff. You stand more of a chance with a 
growing company that has increasing profits. 

In today's corporaƟons, in parƟcular those who pay based on performance or the ESOP 
companies, employees are becoming more financially savvy and aware of corporate metrics. 

 

5.3.2 Management – Strategic Planning and OperaƟonal Decisions  

Financial informaƟon is mainly a tool for internal reporƟng, and it is top management, 
execuƟve officers, department managers and operaƟon managers who are the principle 
internal users of financial informaƟon. They can see detailed financial results, inside reports 
that are not made public to outside stakeholders and so they can decide on how resources 
should be allocated, what strategy should look like as well as performance management. 

A. Traits of Financial InformaƟon UƟlized by Management 

• Budgets and Forecast: Such esƟmates, used for planning operaƟons and establishing 
performance goals. 

• Segment ReporƟng: Business unit, regional or product line segmentaƟon of internal data 
offers richer perspecƟves about profitability at a lower level. 
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• Variance Analysis: This provides the comparison of actual performance to budgets, in order 
to pinpoint where correcƟve acƟon is needed. 

• Cost AccounƟng Reports – Internal reports that include topics such as product cosƟng, 
overhead allocaƟon and breakeven analysis, which are necessary for pricing and producƟon 
decisions. 

B. Key Decisions Driven by Financial Data 

Strategic Planning: Long-term decisions such as the new markets you want to serve, what 
products you would like to bring into market, which companies should be acquired are based 
upon financial forecasƟng, capital budgeƟng analysis and investment appraisal. For these 
decisions, the net present value (NPV) and internal rate of return (IRR) are calculated on the 
basis of financial statements. 

OperaƟonal Efficiencies: Cost & producƟvity data is uƟlized by management to benchmark 
efficiency points in departments or processes. The objecƟve is to minimize waste, manage 
costs, and increase return on assets (ROA). 

Resource Management: Whether purchasing new equipment, building a facility or hiring 
employees, you’d like to make evidence-based decisions about which projects will have the 
greatest return on investment given limited resources. 

Monitoring Performance: Financial KPIs are used to evaluate profit and cost centres. 
AccounƟng-based dashboards and scorecards keep managers honest. 

Risk Management: Financial statements assist management in idenƟfying risk regarding 
liquidity, debt servicing, foreign exchange and market volaƟlity. In many cases, conƟngency 
planning will be formulated with the aid of scenario modelling based on historical and 
projected financial informaƟon. 

The financial decision making of the management is conƟnuous, informaƟon-based and can 
be cross-funcƟonal. In today’s business world, this process is increasingly becoming a part of 
real-Ɵme informaƟon and enterprise resources planning (ERP) systems that provide financial 
and non-financial indicators either. 

 

5.3.3 Owners/Shareholders – Assessing Returns and Growth 

Although they can be seen as external users in the case of public companies, owners and 
shareholders are also viewed as internal users - such as in a family business or closely held 
corporaƟon. With shareholders invested directly in a company’s 

performance and uƟlizing financial data to track returns, provide direcƟon on governance 
decisions, and assess growth opportuniƟes. 
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A. Key Numbers that Owners and Shareholders Should Know 

• Earnings Per Share (EPS): A company's profit divided by the number of outstanding shares 
of common stock, used to assess a firm's stock value. 

• Dividend Yield and Payout RaƟo: How much profit the company returns to shareholders 
versus how much it is using to grow. 

• Return on Equity (ROE): This raƟo tracks how well a company is using shareholders’ equity 
to generate earnings. 

• Growing Shareholder Equity: Meaning the company’s net asset value tends to flash bull. 

B. Role of Financial InformaƟon in Shareholder Decisions 

Tracking ROI: Shareholders want shareholder value. They track trends in profitability and 
capital efficiency as they determine if management is efficiently allocaƟng resources. 

EvaluaƟon of Dividend Policy: Financial data enable the owners to determine whether the 
company’s dividend policies are consistent with their income needs and reinvestment 
requirements. For example, healthy retained earnings can imply growth in the future, and 
reliable dividends may indicate a steady cash flow. 

VoƟng on Governance: Shareholders vote at shareholder meeƟngs for key issues, including 
voƟng for board members, approving mergers or authorizing the raising of capital. These 
choices presuppose a knowledge of financial results and predicƟons. 

Capital Gains Analysis: VariaƟons in equity value, generally influenced by reported earnings 
and market's view on financial health of an enƟty, affects shareholder wealth through stock 
price appreciaƟon. 

Strategic Oversight in Private Firms: With closely held or family-run concerns, for example, 
owners oŌen direct both the day-to-day operaƟon and long-term strategy. They rely on 
financial statements to inform where to reinvest, succession planning and exit strategies. 

While insƟtuƟonal investors can add or reduce exposure in a diversified and risk-managed 
porƞolio based on external analysis, internal owners—especially in smaller firms or family-
held companies—have greater insight into the operaƟonal and strategic implicaƟons of 
financial performance. 

 

Knowledge Check 1 

 

Choose the correct opƟon: 

Which of the following is NOT an external user of financial informaƟon? 
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A. Creditors 

B. Shareholders 

C. Employees 

D. Tax AuthoriƟes 

What is the key item for lenders to focus on when considering a company’s ability to repay 
debt? 

A. Statement of Changes in Equity 

B. Notes to the Financial Statements 

C. Statement of Cash Flows 

D. Inventory ValuaƟon Report 

How is it that analysts generally rely on financial statement? 

A. For paying employees and bonuses 

B. To evaluate the creditworthiness of customers 

C. To measure the economics and market value of a business 

D. To determine tax liabiliƟes 

Why it is important for employees in an organizaƟon to know the financial statements? 

A. For the purpose of invesƟng into other companies 

B. To bargain on wages and benefits linked to corporate performance 

C. To provide its company tax returns 

D. To evaluate compeƟtor strategies 

An important use of financial informaƟon by management is: a. 

A. CalculaƟng import duƟes 

B.  Establishing public dividend policies for other company 

C. Strategic planning and operaƟonal decision-making 

D. Assigning external credit raƟngs 

 

5.4 AnalyƟcal Importance 

Financial statements are an established means to provide informaƟon about the financial 
performance, posiƟon and cash flows of an enƟty. The form and content of such statements 
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are standardized based on frameworks like IFRS or GAAP, yet interpretaƟons can vary widely 
depending on the perspecƟve taken by the user. Every user group—internal or external—has 
unique informaƟon requirements, prioriƟes and goals. That makes financial statements not 
only reports, but rather analyƟc tools which substanƟate complicated mulƟ-dimensional 
decision-making. 

The role of financial statement analysis for the various parƟes interested in its results is also 
analysed, leading to insights into how management needs to accommodate conflicƟng 
interests when trying to saƟsfy a variety of users' needs and demands within the realm of fair 
presentaƟon and ethics. 

 

5.4.1 How Different Users Interpret the Same Statements Differently 

From the same set of financial statements, which include income statement, balance sheet, 
cash flow statement and notes, different people can interpret them in vastly different ways. 
These disƟncƟons are created by differences in stakeholder objecƟves, aversion to risk, 
investment Ɵmeframe and decision making environment. 

A. Income Statement InterpretaƟons 

•Investors: Look at net income, earnings per share (EPS), and revenue trends. Their key 
interest is 

returns on investment and for future capital value potenƟal. 

Creditors: Focus on interest coverage raƟos and EBIT to determine if there is enough income 
generated by the firm to service debt. 

• Management: Analyzes cost behavior, product margins, and efficiency by using the income 
statement— oŌen venturing past the boƩom line to evaluate performance at departmental 
or segment levels. 

• Workers: May see higher profits as a signal that the company has more money to pay them 
in wages or benefits, perhaps as they are negoƟaƟng as part of a union. 

B. Balance Sheet InterpretaƟons 

• Lenders: Consider the solvency raƟos including debt-to-equity raƟo and current raƟo, 
reviewing the 

company to meet its long term and short-term obligaƟons. 

• Buyers in the secondary market: SecƟon 14 tells you to look at how book value of equity, 
retained earnings and asset base have changed since lisƟng (i. 

company’s net equity and capital structure. 
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• Suppliers: Balance sheet data can be used to determine if the business has the capacity to 
pay its accounts Payable, and therefore whether the company is a reliable trade partner. 

• Regulatory Agencies and Taxing AuthoriƟes: Examine fixed assets and Ɵme to account for 
inventory for depreciaƟon roles, valuaƟon uniformity and tax regulaƟons. 

C. Cash Flow Statement InterpretaƟons 

• Investors and Analysts: Consider the cash flow from operaƟng acƟviƟes to measure the 
quality of the earnings. 

and sustainability of profits. 

• Creditors: Check to see if there are signs of strong operaƟonal cash flows, as it would indicate 
that the borrower has enough revenues to repay their loans. 

• Management: Relies on cash flows to decide on capital investment, for liquidity analysis and 
for choosing between investments or savings opportuniƟes. 

• Workers: Could see strong cash flows as a sign of the company’s capacity to fulfill wage 
agreements and spend on employees. 

D. Notes and Disclosures 

• Investors and Analysts: Look for comments on conƟngent liabiliƟes, accounƟng policies and 
segment performance. These shine the spotlight on risks that might not be obvious in the 
headlines. 

• Auditors and Regulators: Review disclosures to ensure conformity with guidelines, and to 
idenƟfy potenƟal cues of 

creaƟve accounƟng or earnings manipulaƟon. 

• Owners: Can use the notes to learn more about related party transacƟons, execuƟve 
compensaƟon and strategic plans. 

The same number in a financial statement, then, does not mean much in itself. High net 
income may indicate to a shareholder success of a company, excessive taxaƟon, or even 
higher risk. All of these readings are legiƟmate in their respecƟve contexts. 

 

Did You Know? 

 

“The same financial statement can tell different stories to different users. For example, a rising 
net income might excite investors looking for higher returns, but signal a potenƟal wage 
increase to employees or trigger higher tax scruƟny from authoriƟes. This means financial 
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statements aren't just about numbers—they're interpreted uniquely depending on the user’s 
goals, risks, and interests.” 

 

5.5 Summary 

 Financial statements play imperaƟve roles in enlightening a company's financial 
performance, posiƟon and cash flows among their potenƟal stakeholders. These are the 
profit and loss account, balance sheet, cash flow statement and notes to the accounts. 

 Decision makers rely on financial statement informaƟon. These parƟcipants comprise 
internal users (employees, shareholders, management) and external users (investors, 
creditors, etc.). 

 ConfidenƟality of Financial Statements may contribute to financial transparency and 
accountability, decision making in an economy and at strategic level and meeƟng 
regulatory, legal & corporate governance obligaƟon. 

 Internal users include: 
o Employees, who interpret financials to measure job security, wage opportunity 

and overall company health. 
o Management, under which comprehensive internal financial statements are used 

for operaƟonal planning purpose, budgeƟng, cost management and performance 
appraisal. 

o Ownership/shareholder, which measures profitability return on equity and the 
trend of growth, long term drasƟc decision making. 

 External users include: 
 X Lenders in liquidity raƟo, solvency and cash flow-based creditworthiness. 

o Analysts who analyze financial data and esƟmate company value, performance, 
and investment opportunity. 

o Credit-raƟng companies, which rate credits according to the amount of income 
they earn, their capital structure and whatever financial hazard is presented by 
them. 

o Vendors that consider financial health, to evaluate credit risk. 
o Revenue bodies that rely on financial statements to check income declaraƟon, tax 

burden and obligaƟon. 
 Different users use the same financial informaƟon and interpret in a different manner. For 

instance, an impressive profit could catch the eye of shareholders but trigger scruƟny from 
tax authoriƟes or demands for bonuses from employees. 

 User examine the financial statements from various viewpoints (profitability, solvency, 
liquidity or valuaƟon) and concentrate on that parƟcular issue which is more meaningful 
to them 10 With user’s objecƟve insight into consideraƟon it becomes evident that 
percentage-wise profitability materialize as most important being considered at twenty 
six percent but in absolute terms profits are considered less. 
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 Companies should be in and then focus on finding a balance to meet the expectaƟon of 
all its stakeholders (transparency, ethical reporƟng, consistency) while dealing with an 
informaƟon overflow or strategic confidenƟality. 

 Product segmentaƟon (segment reporƟng), integrated disclosure, effecƟve disclosure and 
stakeholder communicaƟon policies assist enterprises to respond to heterogeneous 
informaƟon demands. 

 The financial manager’s primary purpose is to transform raw data into informaƟon, 
maintain reporƟng neutrality and credibility, and remain in compliance with regulatory 
standards. 

 

5.6 Key Terms 

1. Stakeholders – ParƟes interested in the financial performance of a company; may be 
internal or external users. 

2. Liquidity RaƟos – Financial raƟos that assess the ability to pay short-term debts. 
3. Return on Equity (ROE) – Profitability raƟo that demonstrates how efficiently shareholder’s 

equity is used to produce earnings. 
4. Earnings Per Share (EPS) – A company’s profit divided by the number of shares. 
5. Segment ReporƟng – ReporƟng financial data for a business unit, product line or region 

selected for analysis. 
6. Variance Analysis – Monitoring financial results to determine the variance between 

actual and Budget amounts. 
7. Credit raƟng -Assessment of the credit worthiness of a corporaƟon by specialized 

agencies. 
8. Integrated ReporƟng – A comprehensive form of reporƟng that includes financial and non-

financial data to convey a full overview of company performance. 

 

5.7 DescripƟve QuesƟons 

1. What are the differences of the internal and external users of financial statements? 
2. Why is profit and cash flow reviewed by employees on company's financial 

statements? 
3. How do banks analyze financial statements to evaluate risk of credit? 
4. How do analysts affect investor decisions through interpretaƟon of financial reports? 
5. What are some measures owners might use to monitor the growth and profitability 

of a company? 
6. How can the exact same money amount (say, net income) be used with investors, 

employees and tax authoriƟes in different ways? 
7. How can an organisaƟon manage the informaƟon needs of a variety of interest 

groups? 
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8. Why is publicly available financial informaƟon, or transparency in financial reporƟng 
important if one is to have trust among a variety of user groups? 

 

5.8 References 

1. IFRS FoundaƟon (2023) – Provides internaƟonal standards for preparing financial 
statements, ensuring comparability and transparency. 

2. Horngren et al. (2021), IntroducƟon to Financial AccounƟng – Covers user perspecƟves 
and fundamental financial reporƟng principles. 

3. FASB Concepts Statement No. 8 – Defines qualitaƟve characterisƟcs and primary users 
of financial reports. 

4. Wild, Subramanyam & Halsey (2020), Financial Statement Analysis – Offers analyƟcal 
tools and perspecƟves for evaluaƟng financial performance. 

5. ICAEW (2022), Stakeholders and Financial ReporƟng – Discusses how different users 
engage with financial disclosures. 

6. OECD Corporate Governance Framework (2021) – Highlights the role of financial 
reporƟng in governance and stakeholder trust. 

 

Answers to Knowledge Check 

 

Knowledge Check 1 

1. C. Employees 

2. C. Statement of Cash Flows 

3. C. To evaluate financial health and market value of a company 

4. B. To negoƟate wages and benefits based on company performance 

5. C. Strategic planning and operaƟonal decision-making 
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5.9 Case Study 

Strategic Financial CommunicaƟon for Medisure Biotech 

IntroducƟon 

In an era of dynamic healthcare delivery, sustainability growth mandates transparency and 
the reciprocal engagement of all stakeholders. This study examines how an emerging 
pharmaceuƟcal company, Medisure Biotech, manages complex stakeholder interacƟons 
through financial reporƟng. The company had come under increasing pressure from financial 
statement users, both inside and outside the organizaƟon, to rethink how it produced and 
communicated financial informaƟon. 

Background 

Medisure Biotech, established in 2018, was working on affordable biologics for chronic 
diseases. The company has branched out its business in Asia aŌer a strong 2021 IPO. But the 
company’s financial reporƟng had not kept up with its growth. Investors wanted beƩer 
forecasts, lenders needed a more thorough understanding of what customers might spend 
and internal teams needed fine-grained financial data for planning. 

With increasing demands from stakeholders, the finance team at Medisure needed to resolve 
differing opinions and manage communicaƟon while protecƟng regulatory requirements and 
strategic confidenƟality. 

Issue #1: Investors Are Confused About Profitability Trends 

Despite the rise in revenue, Medisure’s own share price was not growing. Investors were 
baffled by conflicƟng net income numbers and a high level of R&D spending they read as 
ineficient. The annual report was materially deficient in segment disclosure and obscured the 
profitability of its marquee product lines. 

SoluƟon: 

• IniƟated segment reporƟng to address the performance of research, manufacturing and 
internaƟonal sales divisions. 

• Added management commentary to explain away high R&D as an investment with a long 
horizon, not loss. 

• Hosted quarterly investor briefings to Ɵe earnings reports back to strategic objecƟves. 

Issue 2: Creditors RequesƟng More Visibility on Cash Flow Financial insƟtuƟons and creditors 
are geƫng desperate . 

Lenders also fret about Medisure’s ballooning liabiliƟes and its plummeƟng current raƟo amid 
a poor FY16 showing. The statement of cash flows made no disƟncƟon between recurring 
and non-recurring items, which obfuscated the company's liquidity. 
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SoluƟon: 

• Modified cash flow presentaƟon to reflect ongoing operaƟonal cash inflows from one-off 
investment acƟviƟes. 

• Installed financial covenants based on EBITDA coverage raƟos in an effort to appease the 
lenders. 

• Posted monthly liquidity dashboards to creditors in order to be transparent and maintain 
trust. 

Issue 3: Unclear Bonus Eligibility for Workers 

Medisure’s workers became concerned about the distribuƟon of bonuses, and job security 
when earnings spiked and fell. HR were not connected to any financial performance data 
which caused doubt and ulƟmately low morale. 

SoluƟon: 

• Shared internal reports that connected performance metrics (such as gross margin) to 
employee incenƟves. 

• Arranged financial literacy workshops for employees to learn how to read simple financial 
statements. 

• Finance and HR worked together to develop department-level performance dashboards 
linked to bonus requirements. 

ReflecƟve QuesƟons 

How may the presentaƟon of segment informaƟon help to miƟgate misinterpretaƟon among 
financial statement readers? 

How does internal transparency benefit employee morale and retenƟon? 

How should companies weigh confidenƟal strategy against obligaƟons to investors and 
creditors? 

Conclusion 

Medisure Biotech serves as an example highlighted supporƟng the significance of corporate 
reporƟng in saƟsfying the diverse interests of stakeholders. By challenging its communicaƟon 
mindset, moneƟzing disclosure flow and maximizing transparency, the organizaƟon increased 
investor trust and gained credit backing as well as internal alignment. The case underscores 
the point that good financial reporƟng is more than a compliance exercise: it’s a strategic 
weapon for managing stakeholder expectaƟons and achieving sustainable growth. 
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