
CChhaapptteerr 22 Analysis of 
Financial
Statement

OBJECTIVES
At the end of this chapter, you should able to: 

1. identify the accounts contained in the income statement and in the 
balance sheet; 

2. prepare the statement of retained earnings and cash flow statement; 
3. observe the relation of the financial statements prepared; 
4. calculate and define three liquidity ratios, which are the net working 

capital, current ratio and quick ratio; 
5. calculate and explain the six asset management ratios, which are 

the account receivable turnover ratio, average collection period, 
inventory turnover, average inventory sales period, fixed assets 
turnover and total assets turnover; 

6. calculate and explain the three financial leverage ratios, which are 
the debt ratio, debt equity ratio, equity multiplier and interest 
coverage ratio; 

7. calculate and explain the four profitability ratios, which are the gross 
profit margin, net profit margin, return on asset and return on equity; 

8. calculate and explain the two market value ratios which are price 
earnings ratio and dividend yield ratio; and 

9. calculate the DuPont analysis and explaining its advantages to the 
finance managers. 
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INTRODUCTION

Financial statement is a summary data on asset, liability and equity as well as 
income and expenditure of a business for a specific period. Financial statement is 
used by financial managers to evaluate the companyÊs status and for making the 
companyÊs future planning.

In this chapter, you will learn about the four main financial statements, which are 
the income statement, balance sheet, statement of retained earnings and cash 
flow statement. In the beginning, you will be exposed to the basic format of each 
financial statement. Subsequently, you will learn how to prepare each of the 
financial statement. Understandings of the financial statements are important as 
these financial statements will assist in evaluating the companyÊs performance. 

Financial analysis is an evaluation of the companyÊs financial achievement for the 
previous years and its prospect in the future. Normally the evaluation will 
involve analysis of the companyÊs financial statement. Information from the 
financial statement is used to identify the relative strengths and weaknesses of 
the company compared to its competitor and providing indication on areas that 
needs to be investigated and improved.

Finance manager use the financial analysis for the companyÊs future planning. 
For example, shareholders and potential investors are interested in the level of 
returns and risks of the company. Creditors are interested in the short-term 
liquidity level and the ability of the company to settle its interests and debts. 
They will also emphasis on the profitability of the company as they want to 
ensure that the companyÊs performance is good and will be successful. Therefore, 
the finance manager must know the entire aspects of the financial analysis that 
are being focused by several parties having their own interests in evaluating the 
company.

Beside the finance manager, the management also uses the financial analysis to 
monitor the companyÊs achievement from time to time. Any unexpected changes 
will be examined to identify the problems that need to be dealt with. 



 CHAPTER 2    ANALYSIS OF FINANCIAL STATEMENT 24

2.1 ANNUAL REPORT AND USERS OF 
FINANCIAL STATEMENTS 

Figure 2.1: Information in the annual report 

Companies are required to report their businessÊs financial status at the end of 
each accounting period in the annual report. 

Annual reports usually contain messagesÊ from the chairman, financial 
statements and notes explaining the practices and policies adopted in reporting 
the companyÊs accounts. 

There are two types of information in an annual report. The first section is the 
message from the chairman. It reports the companyÊs achievement throughout 
that year and discusses on new developments that will affect the companyÊs 
future operations. The second section will report on the basic financial statements 
such as the income statement, balance sheet, statement of retained earnings and 
cash flow statement. 

Financial statements illustrate the operations and financial status of a company. 
Detailed data are prepared for past two or three years together with a summary 

Who are the users of financial statements? What sort or type of 
information is required by them? 
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of the main statistics for the past five or ten years. Normally, financial statements 
are followed by notes explaining in detail the items found in the statements. 
These notes explain the policies or accounting practices that were used in the 
preparation of the financial statements. For example, further notes on inventory 
might explain the method of inventory recording being adopted by the company. 

Several groups of users are interested in the information contained in the 
financial statements. They examine the statements in detail and interpret the 
information according to their own interests. The objective of the analysis is the 
evaluation on the specific aspect of the companyÊs performance. The information 
required by the user depends on the type of intended decision. We can divide the 
users of financial statements into two groups: 

Figure 2.2 Two groups of users of financial statements 

(a) IInternal users include the manager and other officers that operate the 
business. They are responsible in planning the strategies and operations of 
the company. Therefore, they use the financial statements to obtain 
information on the overall companyÊs performance. 

(b) EExternal users of the company are not directly involved in the operations of 
the company. They comprise of users whom have direct interest in the 
company (such as shareholders, investors and creditors) and users whom 
have indirect interest in the company (such as customers, tax agent and 
labour organisations). 

Shareholders and potential investors use financial statements to help them to 
interpret what will happen to the company in the future. Short-term creditors 
will look at the companyÊs liquidity while long-term creditors look at the ability 
of the company to settle the interests and payment of the long-term principal 
debts.
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The Companies Act 1965 stipulates that at least four of the following financial 
statements must to be included in the annual reports, which are: 

income statements; 
balance sheet; 
statement of retained earnings; and 
cash flow statement 

Let us look at these financial statements and the relationship between each of 
them by basing on the financial statements of Company FAZ as an example. 

INCOME STATEMENT

Income statement measures the operating performance of a company for a 
specific period, normally for a period of one year ending at a specific date, 
usually at 31 December. 

Monthly statements are also prepared for the usage of the management who 
required more frequent information to enable more prudent decisions to be 
made. Yearly quarter statements are also prepared for shareholders of public 
companies. 

Income statements provide information to evaluate the firmsÊ performances. To 
measure a firmÊs performance, several important aspects in the income statement 
must be given priority: 

Sales figure can be compared with the firmÊs sales for the previous year and 
the expected sales in the future. This information can be used for the firmÊs 
future planning. 
Gross profit/gross loss can be compared with the sales figure to show 
profit from the products/services sold. 
Firm expenditures can be compared with the firmÊs expenditures for the 
previous year to see which policy can be adopted to reduce costs. 

2.2

What are the usages of income statement to the financial operations of a 
company?
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Table 2.1 is the income statement of Company FAZ for year ended 31 December 
2002. This statement starts with ssales revenue that is the sales value in ringgit 
throughout the accounting period. CCost of goods sold is deducted from the sales 
revenue to obtain ggross profit of RM70,000. This total is the amount obtained 
from sales to cover the financial operating costs and tax. 

All the operating expenditures such as sales expenses, general and 
administrative expenses and depreciation expenses will be listed and totalled to 
obtain the total ooperating expenditure. This total will then be deducted from the 
gross profit to obtain pprofit from operations of RM37,000. Profit from operations 
is the profit obtained from activities of manufacturing and selling of products; it 
does not take into account the financial costs and tax. Profit from operations is 
also known as profit before interest and tax. 

Thereafter, the financial cost that is the interest expenses of RM7,000 will be 
deducted from the profit from operations to obtain the profit before tax of 
RM30,000. After deducting tax, we will obtain profit after tax (or profit before 
preference shares) of RM18,000. 

Any dividends for preference shares must be deducted from the profit after tax 
to obtain net profit. This total is also known as profit available to the ordinary 
shareholders and is the total obtained by the company on behalf of ordinary 
shareholders throughout the specific period. Normally, reports on earnings per 
share are provided at the last section of the income statement. Earnings per share 
show the total obtained by the company throughout the specific period for each 
ordinary share. In year 2002, Company FAZ obtained RM17,000 for the ordinary 
shareholders or RM0.17 for each share issued (total ordinary shares is 100,000). 
Earnings per share are often referred as the Âbottom lineÊ to show that earnings 
per share are the most important item in the income statement compared to the 
other items.  
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Figure 2.3: CompanyÊs objectives are to increase earnings and maximise profit 

If you are one of the preference shareholders in Company FAZ, how 
would the information contained in the company’s financial statements 
be useful to you? 
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Table 2.1: Income Statement 

Company FAZ 
Income Statement 

for the Year Ended 31 December 2002 

Sales RM 
Less: Cost of goods sold 170,000 
Gross profit  100,000
Less: Operating expenditure 70,000 

Sales expenses  8,000 
Administrative and general expenses  15,000 
Depreciation expenses 10,000
Total operating expenditure  33,000

Profit before interest and tax  37,000 
Interest  7,000
Profit before tax 30,000 
Tax (40%)  12,000
Profit after tax  18,000 
Less: Dividend for preference shares  1,000
Net profit (or profit available for ordinary shareholders) 17,000
Earnings per share  = Net profit/ total ordinary shares              0.17 

BALANCE SHEET 

Balance sheet is a statement that summarises the status of a company at a specific 
point of time. Balance sheet shows the accounts for assets, liabilities and equities. It 
balances the companyÊs assets (what it owns) with its financing, either debts 
(provided by creditors) or equity (provided by owner). The balance sheet of 
Company FAZ as at 31 December 2001 and 31 December 2002 is shown in Table 2.2. 

2.3

Explain in further detail the difference between asset, liability and equity. 
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Table 2.2: Balance Sheet 

Company FAZ 
Balance Sheet 

As at 31 December 2002 and 2001 
      
  31-12-2002  31-12-2001 
      
  RM  RM 
Assets
Current assets 
Cash  40,000  30,000 
Marketable securities 60,000  20,000 
Account receivables 40,000  50,000 
Inventory  60,000  90,000
Total current assets 200,000  190,000
Long-term assets 
Land and building           120,000  105,000 
Machines and equipment 85,000  80,000 
Fixtures and fittings 30,000  22,000 
Vehicles 10,000  8,000 
Others (including lease) 5,000  5,000
Total fixed assets 250,000  220,000 
Less: Accumulated depreciation           130,000            120,000
Fixed assets, net 120,000  100,000
TOTAL ASSETS 320,000             290,000

Liabilities and Equities
Current liabilities 
Account payable 70,000  50,000 
Notes payable 60,000  70,000 
Tax accrual 10,000  20,000
Total current liabilities            140,000  140,000 
Long-term debts 60,000   40,000
Total liabilities 200,000             180,000
Equities
Preference shares 10,000  10,000 
Ordinary shares, RM10 par value, 
4,500 shares 12,000  12,000 
Paid-up capital above par 38,000  38,000 
Retained earnings 60,000  50,000
Total equities            120,000            110,000

TOTAL LIABILITIES AND EQUITIES 320,000            290,000
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2.3.1 Assets 

Assets are valuable economy resources owned by the business. It can be used in 
several activities such as manufacturing, usage and exchange. Assets have 
Âservice potentialÊ or will Âbring economic benefit in the futureÊ. Assets have the 
capability to provide services or generate benefit to the business entity that owns 
it. In businesses, services or economic benefit will generate cash inflow (receiving 
cash) to the business. 

Assets can be categorised into current assets and long-term assets. Assets are 
listed in the balance sheet according to its liquidity level from the most liquid to 
the less liquid. Therefore, ccurrent assets are arranged first, followed by ffixed 
assets.

(a)   Current Assets 
 Current assets are assets that can be converted into cash in the shortest 

period, which is within a year or less. The current assets for Company FAZ 
comprised of: 

Cash
Marketable securities 
Account receivables 
Inventory

Cash is the most liquid of current assets. MMarketable securities such as 
government bills or deposit certificates are short-term investments that are 
highly liquid. Marketable securities can sometimes be seen as a form of cash 
due to its high liquidity. AAccount receivables are debts owed by customers 
who bought goods by credit from the company. IInventory comprised of 
raw materials, work in process and finished goods held by the company. 

Other current assets which are not in Company FAZÊs balance sheet are 
prepaid expenses (prepayment). Prepaid expenses are expenses that have 
been paid in advance by cash but the benefits from the expenses have not 
been received. Examples of prepaid expenses are prepaid rental, prepaid 
insurance and office supplies. 

(b)   Long-Term Assets 
 Long-term assets are assets that are held by the company for a rather long 

period, which is more than a year. Long-term assets are categorised into 
fixed assets, other long-term assets and intangible assets. The long-term 
assets of Company FAZ only comprised of fixed assets. 
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 Fixed assets are land and buildings, machines and equipment, fixtures and 
fittings and vehicles. Usually, a company will report the ttotal fixed asset
that is the original cost of all the fixed assets owned by the company. From 
that total, the company will deduct the accumulated depreciation for all 
fixed assets to obtain nnet fixed assets. All fixed assets must be depreciated 
except for land. This is because the value of land will always increase while 
the values of other fixed assets such as machines and equipment, as well as 
vehicles will decrease when the life span of the asset increases.  

 Other long-term assets comprise of long-term investments (such as bonds 
and shares) prepaid expenses and account receivables that involve a period 
of more than a year. 

 Besides current assets and fixed assets, a business might show intangible 
assets in its balance sheet. Intangible assets are long-term assets that cannot 
be physically seen and usually provides a competitive advantage compared 
to the competitors. Examples of intangible assets are patents, franchise 
licences, licences, trademarks, copyrights and goodwill. Although these 
assets cannot be physically seen, it is recorded using the same method as 
the other fixed assets. This means that the assets will be recorded at its 
original cost and this cost will be amortised throughout its lifetime. Among 
the intangible assets that are famous are the patent of Polaroid, the 
franchise of McDonald and the trademark of Colonel SanderÊs Kentucky 
Fried Chicken. 

2.3.2 Liabilities 

Most businesses have been in situations where they need to take loans to finance 
the businessÊs assets or to buy assets such as raw materials on credit. Liabilities 
are claims made by creditors on the company assets. In other words, liabilities 
are debts and obligations of a company. Liabilities comprise of current liabilities 
and long-term liabilities. 

If a situation occurs where the company is unable to pay its business liabilities, 
the creditors can force the company to be liquidated. In this situation, the 

If you used a private vehicle to conduct the company’s business, would 
that vehicle be considered a company’s asset? 
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creditorsÊ claims must be settled first before the company can settle the claims of 
the shareholders. 

(a)   Current Liabilities 
 Current liabilities are short-term debts, or debts that will mature within the 

period of one year or less. Company FAZÊs current liabilities are: 

Account payable; 
Notes payable; and 
Tax accrual 

 Account payable is the obligation of the company towards its suppliers 
when the company purchases raw materials and finished goods on credit. 
Notes payable is a written obligation of Company FAZ. The obligation is 
with the Bank for the loan to purchase vehicles for the usage of the 
company. The company also has tax accrual, that is the tax that must be 
paid to the government but still outstanding. 

 Other current liability that is not in the balance sheet of Company FAZ is 
deferred income. Deferred income is cash that had been received from 
customers but the services or products paid had not been provided. 
Examples of deferred income are deferred rental and deposit from 
customers.

(b)  Long-Term Liabilities 
Long-term liabilities are the responsibilities or obligations that mature in a 
period of more than a year. These claims might be in the type of bonds, 
long-term notes payable and lease. 

Bonds are a type of fixed income securities that are issued by companies. 
Notes payables are a type of credit transaction that involves a written 
agreement between the company and creditors. Mortgage loans are long-
term loan that use the assets (such as land and buildings) as a mortgage for 
the loan. Notes payable can also be mortgaged with the other assets as a 
security for the loan. A lease is a contractual agreement between the lessor 
and the lessee. The lessor gives the right to the lessee to use the asset for a 
specific period and will impose charges for usage of the asset. 

2.3.3 Owners’ Equity or Shareholder’s Equity 

OwnersÊ or shareholdersÊ claim towards the assets are known as ownersÊ equity 
or shareholdersÊ equity. In the balance sheet of Company FAZ, the ownersÊ 
equity comprised of: 
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(a) preference shares; 

(b) ordinary shares; 

(c) paid up capital above par; and 

(d) retained earnings 

Preference shares are securities that provide fixed return dividend to its holders. 
Preference shareholders do not have ownership in the company. 

Ordinary shares are securities that reflect the ownership of the company. 
Ordinary shareholders are the real owners of the company. They will receive 
returns in dividends that will be paid to them in cash or shares (bonus issues). 

There will be situations where the par value (stated value) is not equal to the 
market price of the ordinary shares at the time of issue. Cash earnings from the 
issuance of shares might be equal, more or less from the par value. When this 
situation occurs, the company will record the issuance of shares at the par value 
in the Ordinary Shares account and the difference between the par value and the 
shareÊs selling price (surplus earnings) will be recorded in a separate account 
known as PPaid Up Capital Above Par.

Retained earnings are the total accumulated earnings since incorporation that 
had not been distributed to the shareholders as dividend but was re-invested into 
the company. It is important to remember that retained earnings are not cash but 
are earnings that have been used to finance the companyÊs assets. 

2.3.4 Summary of Basic Accounting 

Assuming that a newly started business was self financed by the businessÊs 
owner. This means that all the companyÊs assets belongs or claimable by the 
businessÊs owner.

This relationship can be shown by the equation below: 

Assets = OwnerÊs Equity 

However, businesses are normally financed by the businessesÊ owners and 
creditors. Therefore, claims on the assets are equal to the claims by the creditors 
(liabilities) added with the claims by the owner of the business (ownerÊs equity) 
towards the assets. This relationship can be shown in the equation below: 

Assets = Liabilities + OwnerÊs Equity  
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The equation above is known as the ssummary of basic accounting where the total 
assets must be equal to the total liabilities plus owner's equity. Owner's equity is 
equal to total assets less total liabilities. This is because the assets of a business 
are financed by either the creditors or the owner. To determine the owner's 
portion (owner's equity), we must deduct the creditors' portion (liabilities) from 
the assets. The balance will be the claim of the owner on the business's assets. As 
the creditors' claims would be given priority over the owner's claims upon 
liquidation, the owner's claims are also known as rresidual equity. 

By using the summary of basic accounting, connect the relationship 
between cash, account payable, account receivable, retained 
earnings, marketable securities and ordinary shares.  

EXERCISE 2.1

1.  Balance sheet is the statement on the financial status of a 
company for a specific period. 
(a)  True (b) False 

2.  Income statement is the statement that attempts to measure the 
result of a company's operating decisions at specific point of 
time.

 (a)  True (b) False 

3.  Fixed assets are items would not be converted into cash within a 
period of one year. 

 (a) True (b) False 

4.  Investments in financial securities are considered as current 
assets

 (a) True (b) False 

5.  Which is FFALSE?
A. Assets = Liabilities + Owner's Equity 
B. Assets  Liabilities = Owner's Equity 
C. Assets + Liabilities = Owner's Equity 
D. Assets  Owner's Equity = Liabilities 
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6.  Mark on each of the accounts listed below as follows: 
(a) In column (1), state the appropriate statement  whether the 

account is in the Income Statement (IS) or the Balance Sheet 
(BS)

(b) In column (2), state whether the account is a current asset 
(CA), fixed asset (FA), current liabilities (CL), long term 
liabilities (LTL), shareholder's equity (SE), income (I) or 
expenditure (EX). 

Account  (1) Statement (2) Type of Account 
Account payable   _______________ ___________________ 
Account receivable  _______________ ___________________ 
Accrual    _______________ ___________________ 
Building    _______________ ___________________ 
General expenses   _______________ ___________________ 
Interest expenses   _______________ ___________________ 
Sales expenses   _______________ ___________________ 
Operating expenses  _______________ ___________________ 
Administrative expenses  _______________ ___________________ 
Tax    _______________ ___________________ 
Preference sharesÊ dividends _______________ ___________________ 
Sales revenue   _______________ ___________________ 
Long-term debts   _______________ ___________________ 
Inventory   _______________ ___________________ 
Cost of goods sold  _______________ ___________________ 
Paid up capital above par  _______________ ___________________ 
Notes payable   _______________ ___________________ 
Retained earnings   _______________ ___________________ 
Equipments   _______________ ___________________ 
Ordinary shares   _______________ ___________________ 
Preference share   _______________ ___________________ 
Marketable securities  _______________ ___________________ 
Depreciation   _______________ ___________________ 
Accumulated depreciation  _______________ ___________________ 
Land    _______________ ___________________ 
Cash    _______________ _________________ 
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7. Use the relevant items listed below to prepare the income 
statement for Company PC for period ending 31 December 2001. 

Items Value as at 31 December 2001 
  (RM Â000) 
Account receivable 3,500 
Accumulated depreciation 2,050 
Cost of goods sold 2,850 
Depreciation expenses    550 
General and administrative expenses    600 
Interest expenses 250 
Preference sharesÊ dividends    100 
Sales revenue 5,250 
Sales expenses    350 
ShareholdersÊ equity 2,650 
Tax Rate = 30% 

8. Use the relevant items from the list below to prepare the balance 
sheet for Company ODC as at 31 December 2001. 

Item Value at 31 December 2001 
 (RM Â000) 
Account payable 2,200 
Account receivable 4,500 
Accrual    550 
Building 2,250 
General expenses 3,200 
Depreciation expenses    450 
Sales revenue 3,600 
Long-term loans 4,200  
Inventory 3,750 
Equipments 2,350 
Cost of goods sold            25,000 
Machines 4,200 
Paid up capital above par 3,600 
Note payable 4,750 
Retained earnings 2,100 
Ordinary shares (at par)    900 
Preference shares 1,000 
Marketable securities    750 
Accumulated depreciation 2,650 
Land 2,000 
Cash 2,150 
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STATEMENT OF RETAINED EARNINGS

Statement of retained earnings showed how the retained earnings account in the 
balance sheet is adjusted between two dates of the balance sheet. Statement of 
retained earnings will adjust the net profit generated throughout the period and 
any dividends paid, with the changes in the retained earnings in the beginning 
and ending of the year. Table 2.3 showed the statement of retained earnings for 
Company FAZ for year ended 31 December 2002. 

The statement showed that the company started with a retained earnings of 
RM50,000 on 31 December 2001 or 1 January 2002 and profit after tax of 
RM18,000 (data obtained from the income statement). From this total, the 
company had paid dividends for preference shares of RM1,000 and dividends for 
ordinary shares of RM7,000. Therefore, the retained earnings had increased by 
RM10,000 from RM50,000 as at 1 January 2002 to RM60,000 as at 31 December 
2002. 

Table 2.3: Statement of Retained Earnings 

CASH FLOW STATEMENT2.5

2.4

What will affect the status of cash and marketable securities of a 
company?

Company FAZ 
Statement of Retained Earnings 

for the Year Ended 31 December 2002 

Retained earnings, 1 January 2002    RM50,000 
+ Net profit (throughout year 2002)          18,000 
Dividends paid (throughout year 2002)     
Preference shares    RM1,000 
Ordinary shares           7,000         8,000
Retained earnings, 31 December 2002    RM60,000
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Cash flow statement shows how the activities in a company such as operating, 
investing and financing activity that can influence the status of cash and 
marketable securities. Cash flow statement is the statement that summarises the 
cash flow throughout a specific period, normally for the current year ended. Data 
from the balance sheet and income statement are  used to prepare the cash flow 
statements.

Cash flow statement can assist the finance manager to: 

evaluate the companyÊs capability to generate positive cash flow in the 
future; and 
evaluate the companyÊs capability to settle debts, pay dividends and 
provide loans. 

(a)   Operating Activities 
 Operating activities refer to the activities that are directly related to the 

production of products, sales and services of the company such as the sales 
and purchases of goods/services, rental income, fees income, wages and 
salaries of employees, utility expenses and rental expenses. 

(b)   Investing Activities 
 Investing activities refer to the activities that are related with the buying 

and selling of long-term assets such as the sale and purchase of fixed assets, 
selling of investments, buying of stocks and bonds (investing) and loans to 
other entities.  

(c) FFinancing Activities 
 Financing activities refer to the activities that are related to the current 

liabilities and long-term liabilities as well as ownerÊs equity such as 
repayment of loans, short-term and long-term loans and shares buyback. 

2.5.1 Preparing Cash Flow Statement 

Data obtained from the balance sheet together with the net profit, depreciation 
and dividends obtained from the income statement can be used to prepare the 
cash flow statement. You can do this by using the three steps below: 

Step 1 Classify the data into one of these three components: 

(a) Cash flow from operating activities 
(b) Cash flow from investing activities 
(c) Cash flow from financing activities 
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Step 2 List the data according to the arrangement in Table 2.4. All resources 
and net profit including depreciation are positive cash flow, which is 
the cash flowing in; while all usages, any losses and dividends payable 
are negative cash flow, which is the cash flowing out. Obtain the total 
for the items in each component. 

Step 3 Add the total from each component to obtain the „Increase (or decrease) 
of net cash and marketable securities‰. To check whether you had 
prepared the statement correctly, ensure that the value is equal to the 
changes in cash and marketable securities for the relevant year by 
looking at the opening and closing balances of cash and marketable 
securities in the balance sheet. 

Table 2.4: Components and Data Sources that Must be Included into the  
Cash Flow Statement 

          RRM
Cash Flow from Operating Activities 

Net profit (Net loss) IS 
 Depreciation and other non-cash charges IS 
 Changes in all current assets BS 
 (except cash and marketable securities) 
 Changes in all current liabilities BS 
 (except notes payable) 
Cash flow from operating activities  xx

Cash Flow from Investing Activities 
Changes in total fixed assets BS 

 Changes in the companyÊs interest   BS 
Cash flow from investing activities  xx

Cash Flow from Financing Activities   
Changes in notes payable BS 

 Changes in long-term loans BS 
 Changes in shareholdersÊ equity BS 
 (other than retained earnings) 
Cash flow from financing activities  xx

Increase (or decrease) in cash and marketable securities  ___
    XX

Data Sources 
BS = Balance Sheet 
IS = Income Statement 
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Example of Cash Flow Statement: Company FAZ 
The cash flow statement of Company FAZ for year ended 31 December 2002 is 
shown in Table 2.5. Based on this cash flow statement, the company had enjoyed 
an increase of RM50,000 in cash and marketable securities for the year 2002 (refer 
to Table 2.5). The cash of the company increased by RM10,000 while the 
marketable securities increased by RM40,000 between the two dates. 

Table 2.5: Cash Flow Statement of Company FAZ 

Company FAZ 
Cash Flow Statement 

as at 31 December 2002 

RM    RM 
Cash Flow from Operating Activities 
 Net Profit     18,000 
 Depreciation     10,000 
 Decrease in account receivable   10,000 
 Decrease in inventory    30,000 
 Increase in account payable   20,000 
 Decrease in tax accrual    (10,000) 
Cash flow from operating services     78,000 

Cash Flow from Investing Activities 
Increase in total fixed assets   (30,000) 

Cash flow from investing activities     (30,000) 

Cash Flow from Financing Activities 
Decrease in short term notes payable  (10,000) 

 Increase in long term loan   20,000 
 Changes in shareholders' equity        - 
 Dividends paid     (8,000) 

Cash flow from financing activities    2,000

Net increase in cash and marketable securities    50,000 
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(a) CCash Flow from Operating Activities 
 The operating activities in the cash flow statements showed that the profit 

after tax of Company FAZ is RM18,000 for year 2002. Depreciation expenses 
of RM10,000 deducted from the income statement had been added back 
into the cash flow statement as it is not cash outflow. 

 Account receivable had decreased by RM10,000 which means that the 
company had collected credit accounts from its customers. Inventory had 
also decreased from RM90,000 in year 2001 to RM60,000 in year 2002, 
representing cash resources of RM30,000 to the company. In the liabilities 
section, notice that the account payable had increased by RM20,000. This 
means that the company had increase its debts from the suppliers and this 
represents cash inflow. Tax accrual had decreased by RM10,000 indicating 
that the company had used RM10,000 cash to pay tax. 

(b) CCash Flow from Investing Activities 
 Fixed assets of Company FAZ had increased by RM30,000 between 31 

December 2001 and 31 December 2002. This increment reflected in the cash 
outflow used to by additional assets. 

(c) CCash Flow from Financing Activities
 Notes payable of Company FAZ has decreased by RM10,000 indicating  

cash outflow  as the company paid its shor-term loans. Long-term liabilities 
increased by RM20,000 indicating cash inflow. The company obtained loans 
to acquire additional cash. 

2.5.2 Differentiating Cash Resources and Usage 

Before we can prepare the cash flow, we must classify the cash flow from 
operating, investing and financing activities into cash resources or usage. Table 
2.6 lists the basic cash resources and usage. 

Several issues that can help you to classify between cash resources and usage: 

Table 2.6: Cash Resources and Usage 

Cash Resources Cash Usage 

Decrease in asset

Increase in liability

Net profit

Depreciation

Sale of shares

Increase in asset 

Decrease in liability 

Net loss 

Payment of dividends 

Shares Buyback 
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(a) DDecrease in the asset account is a ccash inflow resource while iincrease in the 
asset account is a ccash usage or cash outflow. 

 Company bought new assets by cash. Therefore, any increase in the asset 
items between the two dates of the balance sheets will indicate that cash 
outflow had occurred. Any decrease in the asset items will indicate cash 
inflow as the company had sold the assets to obtain cash. 

(b) IIncrease in the liability account and ownerÊs equity is a ccash inflow 
resources and a ddecrease in the liability account is ccash usage.

 The company might use cash to settle its liability and claims on the assets. 
Therefore, any decrease in the liability items, preference shares or ordinary 
shares between the two dates of balance sheets indicates cash outflow. To 
obtain additional cash, the company can make loans. Therefore, any 
increase in the liability items, preference shares or ordinary shares 
indicated cash inflow. 

(c) Depreciation is a cash flow resource as is not cash expenses (non-cash 
charges). Non-cash expenditures are all expenses deducted from sales in 
the income statement but actually do not involve any cash outflow 
throughout the period. Depreciation and amortisation are examples of non-
cash expenses. 

(d) Direct changes in the retained earnings are not included in the cash flow 
statement as these items affects the retained earnings and are shown as 
profit after tax (or loss after tax) and cash dividends. 
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Table 2.7 shows changes in the balance sheet items of Company FAZ between 31 
December 2001 and 31 December 2002. 

Table 2.7: Changes in the Balance Sheet Items  

Company FAZ 
Changes in the Balance Sheet Items between 31 December 2001 

and 31 December 2002 
                                                                                                      Classification 
                                        31-12-01         31-12-02     Changes         Resource           Usage 
Assets
 RM RM RM RM RM 
Cash                                30,000 40,000  +10,000  10,000 
Marketable securities 20,000 60,000 +40,000   40,000 
Account  Receivable 50,000 40,000  10,000  10,000 
Inventory 90,000 60,000  30,000  30,000 
Total fixed assets 220,000 250,000 +30,000  30,000 
Less:
Accumulated 
Depreciation (120,000) (130,000) 10,000           10,000 
Liabilities
Account payable 50,000 70,000 +20,000 20,000 
Notes payable 70,000 60,000  10,000  10,000 
Tax accrual 20,000 10,000 10,000  10,000 
Long-term loan 40,000 60,000 +20,000 20,000 
Equities
Preference shares 10,000 10,000 0 
Original shares at par 12,000 12,000 0 
Paid-up capital 38,000  38,000 0 
Retained earnings 50,000 60,000 +10,000 10,000 
TOTAL     100,000 100,000

From Table 2.7, we found that: 

Account receivable decreased by RM10,000 and this is considered as a cash 
resource as when debts are collected, the company obtain cash. 
Inventory decreased by RM30,000 and this is considered a cash resource as 
the company obtained cash from the product sold. 
Total fixed assets increased by RM30,000 and this is considered as cash 
usage as the company uses the cash to buy fixed assets. 
Increased in account payable and long-term loans of RM20,000 are 
considered cash sources as the company increased its debt with suppliers. 
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Notes payable and tax accrual decreased by RM10,000 and this are 
considered as cash usage as the cash was used to settle debts to the 
creditors and tax to the government. 

These types of classifications (based on Table 2.6) are made on every item in the 
balance sheet. The result of these classifications will be totalled to obtain the total 
cash resources and total cash usage. If these classifications are done correctly, the 
total cash resources will be equal to the total cash usages. 

        

All sorts of support and loan assistance had been provided by the 
government through organisations such as the Perbadanan Usahawan 
Nasional Berhad (PUNB) to encourage the participation of bumiputera in the 
area of entrepreneurship. Many have grabbed this opportunity to be involved 
in their own businesses covering various economic sectors but not all of 
them succeeded. What is your opinion on this matter? 

YOUR IDEA 
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EXERCISE 2.2

1.  In the Cash Flow Statement, you will see that both interest 
expenses and dividends paid in the section of financing activities. 
(a) True (b) False 

2.  Depreciation expense is one of the items that will be deducted 
from the net profit to determine the cash flow from operating 
activities.
(a)  True  (b) False 

3.  Profit from the sale of fixed assets will be deducted from the net 
profit to ascertain the cash flow from operating activities. 

 (a)  True  (b)  False 

4.  Payment to suppliers for the purchase of materials will be 
included into the cash flow statement in the section of cash from 
financing activities. 

 (a)  True  (b)  False 

5.  Information included in the cash flow statement are obtained 
from_______________. 

A. income statement 
B. balance sheet 
C. income statement and balance sheet 

6.  Interest expenses are regarded as _________________ in the 
income statement and ___________ in the cash flow statement. 

A. operating expenses; item from operating activity 
B. financing expenses; item from financing activity 
C. operating expenses; item from financing activity  
D. financing expenses; item from operating activity 
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7.  Hugo Enterprise begun the year 2000 with retained earnings of 
RM92,800. Throughout year 2000, the company obtained 
RM37,700 after tax. From this amount, preference shareholders 
were paid dividends of RM4,700. At the end of year 2000,  retained 
earnings of the company total RM104,800. 14,000 units of ordinary 
shares were issued throughout year 2000. 

(a) Prepare the retained earnings statement for the year ended 
31 December 2000 (ensure that you calculate and include the 
total dividends of ordinary shares paid in the year 2000). 

(b) Calculate the earnings per share for year 2000. 
(c) How much dividend per share was paid by the company to 

the ordinary shareholders for the year 2000? 

8.  Profit after tax of year 2001 for Company Ceria is RM186,000. The 
closing balance for retained earnings for year 2001 and 2000 were 
RM812,000 and RM736,000 accordingly. How much dividend did 
the company paid in the year 2000? 

9.  Classify each of the following items as funds resource (R) or usage 
(U), or neither (N) both. 

Item Changes (RM)       Cash Flow 

Cash +  1,000 ________________ 
Account payable  - 10,000 ________________ 
Notes payable +  5,000 ________________ 
Long term loans -  20,000 ________________ 
Inventory + 2,000 ________________ 
Fixed assets + 4,000 ________________ 
Account receivable - 7,000 ________________ 
Net profit + 6,000 ________________ 
Depreciation + 1,000 ________________ 
Share buyback  + 6,000 ________________ 
Cash dividend + 8,000 ________________ 
Sale of Share +10,000 ________________ 
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10.  Use the date from the balance sheet and several items from the 
income statement of Suresh Corporation to prepare the Cash Flow 
Statement for year ended 31 December 2001. 

Suresh Corporation 
Balance Sheet 

as at 31 December 2001 
Assets     RM    RM 
 Cash   15,000   10,000 
 Marketable securities   18,000   12,000 
 Account receivable   20,000   18,000 
 Inventory   29,000   28,000 
Total current assets   82,000   68,000 
Total fixed assets 295,000 281,000 
 Less: Accumulated depreciation  147,000 131,000 
Net fixed assets 148,000 150,000 
Total Assets 230,000 218,000 

Liabilities 
Current liabilities 
 Account payable   16,000   15,000 
 Notes payable   28,000   22,000 
 Wages accrual     2,000     3,000 
Total current liabilities   46,000   40,000 
Long-term loans   50,000   50,000 

OwnerÊs Equities 
 Ordinary shares 100,000 100,000 
 Retained earnings   34,000   28,000 
Total shareholdersÊ equity 134,000 128,000 
Total liabilities and  
shareholdersÊ equities 230,000  218,000 

Data from Income Statement (2001) 
Depreciation expenses RM16,000 
Net Profit RM14,000 
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FINANCIAL RATIO ANALYSIS

Financial ratio analysis involves the calculation of several ratios that will enable 
the manager to evaluate the performance and financial status of the company by 
comparing its financial ratios with the financial ratios of other companies. These 
ratios are divided into five groups or categories, which are: 

(a) LLiquidity Ratio 
 Liquidity ratio refers to the companyÊs ability to fulfil its short-term 

maturity claims or obligations. 

(b) AAsset Management Ratio 
 Asset management ratio refers to the efficiency of the company to use its 

assets and how fast specific accounts can be converted into sales or cash. 

(c) LLeverage Ratio 
 Leverage ratio refers to the level of debt usage or the ability of the company 

to fulfil its financial claims such as interest claims. 

(d) PProfitability Ratio 
 Profitability ratio refers to the effectiveness of the company in generating 

returns from investments and sales, for example, gross profit margin, net 
profit margin, operating profit margin, return from assets and returns from 
equity.

(e) MMarket value Ratio 
 Market value ratio refers to the ability of the company to create market 

values in excess of its investment costs. Liquidity, asset management and 
leverage ratios measure the companyÊs risk while the profitability ratio 
measures the companyÊs returns. 

Within the short-term period, liquidity, asset management and profitability ratios 
are important to the management of the company as these ratios provide critical 
information on the companyÊs short-term operations. If a business is unable to 
sustain within the short-term period, it would be irrelevant to discuss its long-
term prospects. 

2.6

What is the relevance in calculating the financial ratios for short term and 
long term operations? Should its value be in accordance with the average 
performance of the industry? Please explain. 
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Before preparing the ratio analysis, the finance manager must have consideration 
to the following issues: 

One ratio is unable to give complete information on the status of the 
company. This means that several categories of ratios must be looked at 
simultaneously before any conclusion can be made. 

Comparisons between the financial ratios for one company with other 
companies in the industry must be made at the same point of time. Industry 
average is not a figure that must be achieved by a company. There are 
many companies that had been managed efficiently but the performance of 
their financial ratios is much higher or lower than the performance of the 
industry average. The obvious difference between the financial ratios of the 
company and the industry average is an indication to the analysers to check 
on the ratio further. 

Use the financial statements that have been audited. This will show the 
actual status of the company. 

Use the same method to evaluate items in the financial statement that will 
be compared. For example, to record inventory, a company might use 
different accounting methods such as the first-in-first-out, first-in-last-out 
or moving average method. Choose only one of these methods for 
comparison purposes. Different methods will provide different ratio values. 
Therefore, actual evaluation cannot be done. 

Financial statements of the company are the main input for the manager who 
intend to prepare the ratio analysis for its company. Each example of the ratios 
that will be discussed in the next section will be using the financial information 
extracted from the income statement and balance sheet of Company ABC (refer 
to Table 2.8 and Table 2.9). 

2.6.1 Income Statement 

The income statement for Company ABC for the year ended 31 December 2001 
and 31 December 2002 are shown in Table 2.8. The income statement shows the 
operating performance of the company for a specific period.  
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Table 2.8: Income Statement for Company ABC 

2.6.2 Balance Sheet 

Balance sheet shows the overall value of various assets and claims on these assets 
at a specific point of time. For Company ABC, the balance sheet shows the assets, 
liabilities and equities as at 31 December 2001 and 31 December 2000 as shown in 
Table 2.9. 

Company ABC 
Income Statement 

for the Year Ended 31 December 2001 and 2000 
     
  2001 2000 
  RM    RM 
Sales  307,400 256,700 
Less: Cost of goods sold 208,800 171,000 
Gross profit 98,600 85,600 
Less: Operating expenses    
 Sales expenses 10,000 10,800 
 Administrative and general expenses 19,400 18,700 
 Lease expenses   3,500   3,500 
 Depreciation expenses 23,900 22,300 
 Total operating expenses 56,800 55,300 
Profit before interest and tax (operating profit) 41,800 30,300 
Less: Interest expense   9,300   9,100 
Profit before tax 32,500 21,200 
Less: Tax (29%)   9,400  6,100 
Profit after tax 23,100 15,100 
Less: Preference sharesÊ dividend   1,000   1,000 
Profit available for ordinary shareholders 22,100 14,100 

Earnings per share 0.29  0.18 
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Table 2.9: Balance Sheet 

Company ABC 
Balance Sheet 

as at 31 December 2001 and 31 December 2000 
    
  2001 2000 
    
  RM RM 
Assets
Current Assets 
 Cash   36,300  28,800 
 Marketable securities    6,800    5,100 
 Account receivable   50,300  36,500 
 Inventory   28,900  30,000 
Total current assets 122,300 100,400 
Net Fixed Assets 237,400 226,600 
Total Assets 359,700 327,000 

Liabilities and Equities
Current liabilities 
Account payable 38,200   27,000 
 Notes payable 7,900    9,900 
 Accruals 15,900   11,400 
Total current liabilities 62,000   48,300 
Long-term loans 102,300   96,700 
Total liabilities 164,300 145,000 

Equities
Preference shares  20,000 20,000 
Ordinary shares, RM2.50 par value,  19,100 19,000 
100,000 shares issued 2001: 76,262;  
2000: 76,244   
      
Paid-up capital above par 42,000 41,800 
Retained earnings 113,500 101,200 

Total equities 195,400 182,000
Total liabilities and shareholders' equities 359,700 327,000
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LIQUIDITY RATIO 

Liquidity refers to the ability of asset to be converted easily into cash without 
affecting the value of the asset. Liquidity ratios refer to the ability of the company 
to discharge its claims or short-term obligations by cash and assets that can be 
converted into cash in a short period. Liquidity is important in operating the 
business activities. A poor liquidity status is an early indication that the company 
is facing fundamental problems. The liquidity ratios are shown in Figure 2.4. 

Figure 2.4: Liquidity ratio 

2.7.1 Net Working Capital 

Net working capital is the difference between the total current assets with the 
total current liabilities. It measures the funds (cash and items that can be easily 
converted into cash) that are owned by the company in managing its daily 
operating activities. The higher the value of the working capital, the better as this 
shows that the company is able to settle its short-term debts with surplus funds 
for its daily operating activities. 

2.7

What do you understand by the definition of liquidity? 
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Net working capital of Company ABC for the year 2001 is calculated as follows: 

Net working capital  = Current assets  Current liabilities (2.1) 
    = RM122,300  RM62,000    
    = RM60,300 

 Industry average = RM42,700 

Based on the calculation above, the net working capital of Company ABC is 
higher than the industry average. This shows that Company ABC is able to settle 
its short-term debts and has higher surplus funds than the other companies in the 
industry to manage its daily operations. 

2.7.2 Current Ratio 

Current ratio measures the ability of the company to fulfil its long-term loans 
using its current assets. The higher the value of this ratio, the better the liquidity 
status of the company. This shows that the company is able to settle short-term 
debts using its current assets. 

Current ratio is obtained by dividing the current assets with the current 
liabilities. The current ratio of Company ABC is as follows: 

  Current Assets                                             (2.2) 
  Current Liabilities 

  RM122,300 
  RM  62,000 

  1.97 

  2.05 

The current ratio of Company ABC is 1.97 which is lower compared with the 
industry average of 2.05. This shows that for every ringgit of current liability, the 
company only has RM1.97 current assets for its payment compared to the other 
companies in the industry that has RM2.05 to settle their current liabilities. 
However, the current ratio of the company is not too low for concern. 

Current ratio of 2.0 times is acceptable; however, this acceptance depends on the 
type of industry. For example, current ratio of 1.0 is satisfactory for industries 
such as utilities that have a rather stable business but unsatisfactory for 
industries such as manufacturing due to business volatility. 

Current ratio  = 

   = 

Industry average = 

   = 
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The current ratio can be connected to the net working capital; 

If the current ratio is equal to 1.0, the net working capital is zero. 
If the current ratio is less than 1.0, then the net working capital is negative. 
If the current ratio is more than 1.0, the net working capital is positive. 

2.7.3 Quick Ratio 

Quick ratio measures the ability of the company to pay its short-term loans 
quickly. Quick ratio is a liquidity test that is more stringent compared to the net 
working capital and current ratio. This is because quick ratio only takes into 
consideration the cash and assets that can easily be converted into cash. 
Inventory is not included with the other liquid assets due to the longer period for 
the inventory to be converted into cash. Expenses prepaid are also not included 
as it cannot be converted into cash. Therefore, it cannot be used to settle the 
current liabilities. 

Quick ratio is obtained when the most liquid current assets (cash, marketable 
securities and account receivables) are divided with current liabilities. The higher 
the quick asset ratio compared with the current liabilities, the better the liquidity 
level of the company to settle its short-term loans quickly. 

The calculation of quick ratio for Company ABC is as follows: 

  Current Assets-(Inventory+ Prepayments)     (2.3) 
  Current liability 

  RM122,300  RM28,900 
  RM62,000 

  1.51 times 

  1.43 times 

The quick ratio of Company ABC is 1.51 times, it is higher compared to the 
industry average of 1.43 times. This means that the liquidity level of  the 
company is better compared to the other companies in the industry. For every 
ringgit of current liability, the company has RM1.51 cash and assets that can 
easily converted into cash to pay its short-term debts immediately. This is better 
compared to other companies in the industry that only has RM1.43 to pay their 
short-term debts immediately.  

Quick ratio  = 

   = 

Industry average = 

   = 
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ASSET MANAGEMENT RATIO 

Asset management ratio measures the efficiency of the management in using the 
assets and specific accounts to generate sales or cash. 

Ratios that can be used to measure the efficiency in asset management are shown 
in Figure 2.5. 

2.8

1. The following data is taken from the financial statements of 
Company Fazrul 

 1999 1998 
Sales RM640,000       RM560,000 
Cost of sold goods 380,000 360,000 
Cash   30,000   26,000 
Marketable securities   40,000   52,000 
Account receivable   70,000   62,000 
Inventory 150,000 140,000 
Prepayment items   10,000   10,000 
Net fixed assets 300,000 260,000 
Current liabilities 120,000 140,000 

Based on the data above, calculate the following liquidity ratios for the 
years 1998 and 1999: 

(a) Net working capital 
(b) Current ratio 
(c) Quick ratio 

EXERCISE 2.3
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Figure 2.5: Asset management ratio 

2.8.1 Account Receivable Turnover 

Account receivable turnover measures the ability of the company to collect debts 
from its customers. It provides the total of account receivables collected 
throughout the year. The higher the ratio, the better as it is an indication that: 

The company can collect debts from its customers quickly; 
The company has low bad debts; and 
The company can use the funds for the next investments 

Account receivable turnover is the net credit sales revenue (if unavailable, use 
the total sales) divided by the account receivables (or average account 
receivable). 

  Credit sales         (2.4) 
  Account receivable 

  RM307,400 
  RM50,300 

  6.11 times 

  8.24 times 

The account receivable turnover for the company unsatisfactory compared to the 
industry average. This may indicate the inefficiency of the credit department in 
credit collection. 

   = 

   = 

Account receivable turnover                   = 

Industry average                                    = 
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2.8.2 Average Collection Period 

Average collection period showed the average days taken by the company to 
collect the account receivable. Assuming there are 360 days in a year. The 
comparison between the average periods with the companyÊs credit term could 
measure the efficiency of the company in collecting debts from its customers. 

Average collection period of Company ABC is as follows: 

  360                         (2.5) 
  Account Receivable Turnover 

  360 
  6.11 

  58.92 days 

  44.3 days 

The average collection period of Company ABC are 58.92 days which is 
unsatisfactory compared with the performance of the industry average of 44.3 
days. On average, Company ABC takes 58.92 days to collect its account 
receivables while other companies in the industry only takes an average of 44.3 
days to collect debts from their customers. 

If the credit period for Company ABC is 30 days, the average collection period of 
58.2 days is unsatisfactory. This means, on average, the customers did not settle 
their payments with the period specified. This could also indicate that the credit 
management or credit department is inefficient or both. If the collection period 
extends for several years without changes to the credit policy, the company must 
take action to expedite the collection of account receivables. However, if the 
companyÊs credit period is 60 days and the average collection period is 58.92 
days, this shows a practical collection period. 

The average collection period can also be calculated using formula 2.6. 

  Account receivables                         (2.6) 
  Yearly sales/360 

  RM50,300 
  RM307,400/360 

   = 58.92 days 

   = 

   = 

 Industry average       = 

   = 

              = 

Average collection period           = 
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2.8.3 Inventory Turnover 

Inventory turnover measures the efficiency of inventory management. It shows 
the number of times the inventory can be sold in a year. The higher the inventory 
turnover, the better, as it is an indication that the company is able to sell its 
inventory quickly and reduce the chances of obsolete inventory. 

Inventory turnover is obtained by dividing the cost of goods sold with inventory. 
The calculation of inventory turnover for Company ABC is shown as follows: 

  Cost of goods sold                                             (2.7) 
  Inventory 

  RM208,800 
  RM28,900 

  7.22 times 

  6.6 times 

Inventory turnover for Company ABC of 7.22 times is mush better if it is 
compared with the industry average of 6.6 times. This means that the company 
can sell its inventory 7.22 times in a year compared to the other companies in the 
industry that can only sell their inventory 6.6 times in a year. This might be 
because the company does not keep surplus inventory. Surplus inventory is not 
productive and it is an investment that does not provides any return. 

If the company holds too high inventory, the funds that could be invested 
elsewhere would be held by the inventory. Furthermore, the transportation and 
holding cost of the inventory will be high and the company is at risk of damage 
or obsolete. However, the company might lose sales if it is unable to fulfil the 
customerÊs demands due to low inventory keeping. Therefore, the manager must 
be efficient in managing its inventory. 

Several issues that must to be considered in calculating inventory turnover.  

(a) Notice that the cost of goods sold and not sales (as might be done by some 
companies) is used as the numeric figure as inventory is recorded at cost. 

(b) The usage of sales as the numeric figure a number is not appropriate as it 
will increase the value of inventory turnover. 

(c) Must remember that for comparison, the company must ensure that the 
method of inventory recording must be similar between the company and 
the industry. 

Inventory turnover = 

   = 

   = 

Industry average = 
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(d) The inventory turnover can be changed into number of days when it is 
divided with 360 days (average number of days a year). This ratio is known 
as the average inventory sales period as discussed in the next section. 

2.8.4 Average Inventory Sales Period 

The average inventory sales period shows the number of days taken to make one 
round of inventory sales. The high average inventory sales period is less 
unsatisfactory as this indicates that the company took longer time to sell its 
inventory.

For Company ABC, the average inventory sales period is 50 days as calculated 
below:

  360            (2.8) 
  Inventory turnover 

  360 
  7.22 

  49.86 days 

  55.30 days 

The average inventory sales period for Company ABC of 49.86 days is better 
compared to the performance for the industry of 55.30 days. This indicates that 
the company takes shorter time to sell its inventory compared to the other 
companies in the industry. 

This ratio can also be calculated using the following formula: 

  Inventory                                              (2.9) 
  Cost of goods sold/360

  RM28,900 
  RM208,800/360

  49.83days 

  55.30 days 

=

=

Industry average       =

   = 

Average inventory sales period                     = 

Average inventory sales period                     = 

Average inventory sales period                     = 
Average inventory sales period                     = 
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2.8.5 Fixed Asset Turnover 

Fixed asset turnover shows the efficiency of the company in using its fixed assets 
to generate sales. The higher this ratio, the better because it shows indicated 
efficient asset management.

This ratio is obtained when the sales is divided by the net fixed assets. The 
calculation of fixed asset turnover for Company ABC is as follows: 

  Sales                                              (2.10) 
  Net Fixed assets

  RM307,400
  RM237,400

  1.29 times 

Industry average   = 1.35 times 

The fixed asset turnover ratio for Company ABC is lower compared to the other 
companies in the industry indicating that the asset management of the company 
in generating sales is less efficient compared to the other companies. This might 
be because the company has lots of fixed assets or unsatisfactory sales. 

2.8.6 Total Asset Turnover 

The total asset turnover shows the efficiency of the company in using all its assets 
to generate sales. Usually, the higher this ratio, the more efficient the usage of the 
assets. This ratio might be the most frequent ratio referred by management as it 
can show the overall efficiency of the companyÊs operations. 

Total asset turnover of Company ABC is as follows: 

  Sales                                                       (2.11) 
  Total assets

  RM307,400
  RM359,700

  0.85 times 

Industry average   = 0.75 times 

 = 

Fixed asset turnover            = 

 = 

 = 

 = 

 = 
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This performance is more satisfactory compared to the industry in average. 
However, analysers must be careful in using the fixed asset turnover and total 
asset turnover ratio because the calculation of these ratios uses the history costs 
of the assets. 

Some companies may have old assets or new assets. Therefore, it might not be 
appropriate to compare the fixed asset ratio. Companies that owned new fixed 
assets normally will show lower fixed asset turnover. Therefore, the difference in 
the performance of the asset turnover might be due to the costs of the assets and 
not the efficiency of the managementÊs operations.  

The economic and technology status of the country will influence the 
operations of a business. To ensure that the company stays competitive 
and is expanding, what effective actions that can be taken? 

1. The following data was taken from the financial statements of 
Fazrul Company. Based on the data below, calculate the asset 
management ratios for the years 1998 and 1999. Assume that there 
are 365 days in a year. 

Sales
Cost of goods sold 
Cash 
Marketable securities 
Account receivables 
Inventory
Prepayment items 
Net fixed assets 
Current liabilities 

1999
RM640,000

380,000
30,000
40,000
70,000

150,000
10,000

300,000
120,000 

 1998 
RM560,000 

360,000 
26,000 
52,000 
62,000 

140,000 
10,000 

260,000 
140,000

(a) Account receivables turnover 
(b) Average collection period 
(c) Inventory turnover 
(d) Average inventory sales period 
(e) Fixed asset turnover 
(f) Total asset turnover 

EXERCISE 2.4
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LEVERAGE RATIO 

Leverage ratio measures a company' level of debt funding and the ability of the 
company to fulfil its financial demands such as interest claim. Leverage ratios are 
shown in Figure 2.6. 

Figure 2.6: Leverage ratio 

Leverage occurs when a company is being funded by debt. Debts include all 
current liabilities and long-term liabilities. Debt is one of the main sources of 
funding. It provides tax advantage as interest is a tax deductible item. The costs 
of debt transactions are also lower as debts are easier to obtain compared to the 
issuance of shares. Usually, the more debt in relative to total assets, the higher 
the ffinancial leverage of the company. 

Leverage ratios can be divided into two groups, that is: 

(a) ratios to evaluate the debt level used by the company such as debt ratio, 
debt-equity ratio and equity multiplier; and 

(b) ratios to see the ability of the company in fulfilling its claims or obligations 
to the creditors such as interest coverage ratio. 

Normally, analysers would focus their attention on the long-term loans as the 
company is bound by interest payments for a longer period and at the end of that 
period, the company must repay the principal amount of the loan. As 
creditors'claims must be settle first before any earnings can be distributed to the 
shareholders, potential shareholders will usually look at the debt level and the 
ability of the company to repay the company's debts. 

Creditors will also focus on the leverage ratios as the higher the debt level, the 
higher the probability of the company being unable to settle the debts of all its 
creditors. Therefore, the management of the company must prioritise on the 

2.9
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leverage ratio as it attracts  attention from several parties that are concerned with 
the debt level of the company. 

2.9.1 Debt Ratio 

Debt ratio measures the percentage of total asset that are financed by debts. 
Creditors prefer lower debt ratio as the lower the debt ratio, the higher the 
protection for their losses upon liquidation. Unlike the preference of creditors for 
a lower debt ratio, the management might choose a higher leverage to increase 
earnings. This is because they do not like to issue new equity as they fear the 
degree of control in the company will reduce. The higher the debt ratio, the 
higher the percentage of assets being funded by debts. 

The debt ratio of Company ABC is: 

Debt ratio = X
Total liabilities

100
Total assets

    (2.12) 

 = X
RM164, 300

100
RM359, 700

 = 45.7%

Industry average = 40.0%

The debt ratio of the company is 45.7% higher compared to the industry average 
of 40%. Potential creditors might be reluctant to provide additional loans to the 
company as they worry that the company would be incapable to settle the 
interest and principal payment, due to its rather high debt ratio. 

2.9.2 Debt-Equity Ratio 

Debt equity ratio measures the total long-term debts for each ringgit of equity. 
The lower this ratio, the better it is because it shows that the total equity owned 
by the company exceeds the long-term debts. 
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The debt-equity ratio of Company ABC is: 

Debt-equity ratio = 
Long - term liabilities

   Shareholders equity     
 (2.13) 

 = 
RM102, 300

100
RM195, 400

X

 = 52.4%

Industry average = 50%

The debt equity ratio of the company is higher compared to the industry average. 
This shows that the long-term debt of the company is 52.4% more compared to 
the shareholders' equity. 

2.9.3 Equity Multiplier 

Equity multiplier shows the asset ownership for each ringgit of equity. Debt ratio 
and equity multiplier provides the same information but in different approach. 
Debt ratio of 40% means that the company is being funded by 40% debts. Based 
on the balance sheet identity: 

Asset = Liability + Equity 

From this information, we know that the company is being funded by 60% 
equity. Equity multiplier is 100/60 = 1.67 times. Therefore, when the debt ratio of 
Company ABC is 45.7%, thus the equity multiplier is 100/54.3 = 1.84 times. 

In general, 

Equity multiplier = 
1

1 - Debt ratio
 (2.14) 

 = 
Total asset

Total equity

=
RM359, 700

RM195, 400
= 1.84 times

Industry average = 1.67 times
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The equity multiplier of the company is higher compared to the industry 
average. This shows that the funding of the company's assets via equity is higher 
compared to the other companies in the industry. 

2.9.4 Interest Coverage Ratio 

Creditors and other parties intend to know the company's ability to make interest 
payments periodically by using the current operation's income. Interest coverage 
ratio is used to decide the number of times the company can repay all its interest 
expenses with the current income. This ratio is obtained by dividing the 
operations profit with interest expenses. 

Interest coverage ratio of Company ABC is: 

 = 
Profit before interest and tax

Interest expenses
 (2.15) 

 = 
RM41, 800

RM 9, 300

 = 4.49 times

Industry average = 4.3 times 

Interest coverage ratio of 4.49 times is more satisfactory compared to the industry 
average performance of 4.3 times. This indicates the interest expenses margin 
with current income.  

Interest coverage ratio can also be calculated by using the following formula: 

Interest coverage ratio = Net profit + Interest expenses + Tax expenses (2.16) 
      Interest expenses            

=  RM22,100 + RM9,300 + RM9,400
      RM9,300 

   =  4.39 times 
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PROFITABILITY RATIO 

The profitability ratio measures the effectiveness of the company in generating 
returns from investments and sales. It is used as a sign to determine the 
business's efficiency and effectiveness in achieving its profit objective. 
Profitability ratios are shown in Figure 2.7. 

2.10

1. The summary balance sheet and income statement of Adiy 
Corporation are as below: 

Adiy Corporation 

Balance Sheet      Income Statement 
Assets:      Sales (all credit)             RM6,000,000 
Cash                               RM  150,000     Cost of goods sold               3,000,000 
Account receivable              450,000           Operating expenses              750,000    
Inventory                              600,000            Interest expenses 750,000 
Net fixed assets                1,800,000            Tax          420,000

      Net Profit                              1,080,000 
Liabilities and Equities: 
Account payable      150,000 
Notes payable             150,000 
Long-term liabilities                    1,200,000 
Equities                                          1,500,000 

(a) Calculate the financial ratios for Adiy Corporation based on the 
information given above. Assume that there are 365 days in a year.  

(b) Debt ratio 
(c) Interest coverage ratio 
(d) Return on assets 
(e) Average collection period 
(f) Total asset turnover 

EXERCISE 2.5
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Figure 2.7: Profitability ratio 

2.10.1 Gross Profit Margin 

Gross profit margin measures the profit for each ringgit of sales that can be used 
to pay the sales and administration expenditures. The higher the gross profit 
margin, the better the status of the company as this shows lower expenditures or 
costs involved in implementing sales activities.  

Gross profit margins can be obtained by dividing the gross profit with sales. It 
shows the balance percentage for each ringgit of sales after the company had 
paid all the costs of goods.  

Gross Profit Margin = 
Gross Profit

100
Sales

X   (2.17) 

 = 
RM98, 600

100
RM307, 400

X

 = 32.1%  

Industry average = 30%  

Gross profit margin of 32.1% is higher compared to the industry average of 30%. 
This shows that the purchasing management and cost of the company are better 
compared to the industry average. The company generates 32.1 cents profit after 
deducting all costs of goods for each ringgit of sale. 



 CHAPTER 2    ANALYSIS OF FINANCIAL STATEMENT 69

2.10.2 Net Profit Margin 

Net profit margin measures the ability of the company to generate net profit from 
each ringgit of sale after deducting all expenditure including the cost of goods 
sold, sales expenditures, general and administrative expenditures, depreciation 
expenses, interest expenses and tax. The higher the net profit margin, the better 
the status of the company as this shows an efficient purchasing management 
with low purchasing costs.  

Net profit margin is calculated by dividing the profit after tax with sales. Net 
profit margin of Company ABC is as follows: 

Net profit margin = 
Profit after tax

100
Sales

X   (2.18) 

 = 
RM23,100

100
RM307, 400

X

 = 7.5%

Industry average = 6.4%  

The net profit margin for the company of 7.5% is higher compared to the 
industryÊs performance of 6.4%. This shows that the management of purchasing 
and related purchasing costs are better compared to the industry average. The 
company had managed to generate 7.5 cents net profit for each ringgit of sale 
compared to the industry average that only managed to generate 6.4 cents for 
each ringgit of sale. 

2.10.3 Operating Profit Margin 

The operating profit margin measures the efficiency of operations in reducing 
costs and increasing returns before interest and tax. The higher the result of this 
ratio, the better as it indicates that the company is able to operate efficiently. The 
operating profit margin of Company ABC is: 

Operating Profit Margin = 
Operating Profit

100
Sales

X   (2.19) 

 = 
RM41, 800

100
RM307, 400

X

 = 13.6%  

Industry average = 10%
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The operating profit margin of company ABC is better compared to the industry 
average. This shows that the company is more efficient in its operations and 
control its operating expenditures to generate high earnings before interest and 
tax. 

2.10.4 Return on Asset 

Return on asset or return on investment measures the effectiveness of the 
company in using its assets to generate profit. The higher this ratio, the better the 
status of the company as it indicates the management's efficiency in using its 
assets to generate profit.  

Return on Asset = 
Profit after tax

100
Shareholders' Equity

X   (2.20) 

 = 
RM23,100

100
RM359, 700

X

 = 6.42%  

Industry average = 4.8%

Return on assets of the company is better compared to the industry average that 
only contributes 4.8%. This shows that the company is better in managing its 
assets to generate profit compared to the other companies in the industry.

2.10.5 Return on Equity 

Return on equity measures the efficiency of the company in generating profit for 
its ordinary shareholders. The higher the ratio, the better as the company is able 
to generate high profit for its owners. 

Return on Equity = 
Profit after tax

100
Shareholders' Equity

X   (2.20) 

 = 
RM23,100

100
RM195, 400

X

 = 11.8%  

Industry average = 8%  
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Return on equity of the company is 11.8% more satisfactory compared to 8% for 
the industry average. This shows that the management of the company is more 
efficient compared to the industry average. The calculation of return on equity 
will be discussed further when we discuss the DuPont analysis. 

2.10.6 Earnings Per Share 

Earnings per share calculate the net profit that is generated from each ordinary 
share. This information is often given priority by the management and investors 
as it is regarded as an important indication of the company's success. Therefore, 
the bigger the value of this ratio, the better the status of the shareholders. 

Earnings per share is obtained by dividing the net profit with the number of 
shares issued 

Earnings per share = Profit available to ordinary shareholders (2.22) 
    Number of ordinary shares issued 

= RM22,100
    76,262 

= RM0.29 

Industry average = RM0.26 

The company obtained RM0.29 for each unit of shares issued compared to the 
industry average of only RM0.26. The value of this difference is small and in 
practice, this value does represent the actual amount that will be distributed to 
the shareholders. 

MARKET VALUE RATIO 2.11

Provide the differences between price earnings ratio and dividend yield 
ratio.
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Market value ratio measures the ability of the company to generate market 
values in excess of its investment costs. This aspect is very important as these 
market value ratios are directly related to the objective of the company, that is to 
maximise shareholders' wealth and value of the company. Therefore, it can be 
said that the value of market value ratio influences the market's reaction and 
investors' confidence towards the ability of the company's management in 
generating profit efficiently and effectively. 

Market value ratios are shown in Figure 2.8. 

Figure 2.8: Market value ratio 

2.11.1 Price Earnings Ratio 

Price earnings ratio shows the total ringgit that the investor is willing to pay for 
each ringgit of profit reported by the company. The level of price earnings ratio 
shows the degree of confidence of the investors towards the future performance 
of the company. The higher the price earnings ratio, the higher the confidence of 
the investors towards the company's future. 

Price earnings ratio can be obtained when the market price per share is divided 
by the earnings per share. To calculate the price earnings of Company ABC, we 
assumed that the market price for the company's share is RM3.23. 

  Market price per share                                      (2.23) 
  Earnings per share 

  RM3.23 
  RM0.29 

  11.1 

  1.25 

Price Earnings Ratio =

    = 

Industry average  = 

    = 
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The ratio shows that the degree of confidence of the investors towards the 
company is significantly higher compared to the industry average as the 
investors are willing to pay 11.10 times more for each company's share compared 
to 1.25 for each share in the industry average. 

You can see this price earning ratio in share prices section in the newspaper. 
However, newspapers provides current price ratio instead of latest profits. 
Investors prioritise more on the price relative to future earnings. 

2.11.2 Dividend Yield Ratio 

There are investors who will buy ordinary shares to receive dividends. Others 
will be more interested in the growth of their share market value. Dividend yield 
ratio measures the rate of return in the form of dividends received from a share 
investment. Assume that Company ABC practices a stable dividend policy and 
pays dividends of RM0.15 per share. This means that the investors will receive 
return from dividends of 4.6%. 

A lot of companies try to maintain paying a stable dividend and, if possible, 
increases the dividends so that investors will receive more returns from their 
share holdings. There are companies that pay small dividends and there are 
those that do not pay any dividends to their shareholders. This is because they 
put in more effort to expand their businesses by retaining and reinvesting the 
profit obtained. 

Dividend Yield = 
Dividend per share

Market price per share
  (2.24) 

 = 
RM0.15

100
RM3.23

X

 = 4.6%  
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1.  ___________ is the ability of the company to fulfil its current 
liabilities' obligations by using its current assets. 

2.  Current ratio is similar to _________ divided with ___________. 
______ is included in the calculation of current ratio but excluded 
from the calculation of the quick ratio. 

3.  Inventory turnover is obtained by dividing ___________ with 
_______________. 

4.  Ratio of total liabilities to ____________ is used  to ascertain the 
level of debt in the capital structure. 

5. Return on equity is obtained when ______________ is divided with 
____________. 

6. Price earnings ratio is equal to ______________ per share divided 
with _____________ per share. 

 X-Cell and N-Hance are two companies operating in the same 
industry. The financial information for both companies as at 31 
December 2000 are as follows 

Total assets 
Total liabilities 
Total equities 
Net sales 
Interest expenses 
Tax expenses 
Net profit 
Earnings per share 
Market price per share of ordinary shares 
Dividends per share for ordinary shares 

X-Cell
RM3,000,000

1,800,000
1,200,000
3,700,000

90,000
240,000
380,000

5.60
35.00
2.40 

N-Hance 
RM1,600,000 

960,000 
640,000 

1,880,000 
38,000 

100,000 
180,000 

2.10 
26.50 
0.50 

For each of the company, calculate the following ratios: 
 X-Cell   N-Hance 

(a) Return on assets  _______________ _______________ 
(b) Return on equity _______________ _______________ 
(c) Net profit margin _______________ _______________ 
(d) Total asset turnover _______________ _______________ 
(e) Debt ratio  _______________ _______________ 
(f) Equity multiplier _______________ _______________ 
(g) Interest coverage ratio _______________ ____________  __ 
(h) Price earnings ratio _______________ _______________ 
(i) Dividend yield ratio  _______________ _______________ 

EXERCISE 2.6
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 CONDUCTING A COMPLETE RATIO 
ANALYSIS

As stated above, one ratio is not sufficient to evaluate all aspects of the 
company's financial status. Therefore, the manager must conduct a complete 
ratio analysis to cover all aspects of liquidity, asset management, leverage, 
profitability and market value ratio. 

The two approaches can be conducted are: 

(a) DuPont Analysis  looks at the main sections that contribute to the 
companyÊs financial performance. 

(b) Summary of financial ratio analysis  looks at all the financial aspects of the 
company to identify sections that required further investigations or 
improvements. 

2.12.1 DuPont Analysis 

DuPont analysis is used by finance managers to evaluate the financial status of a 
company. The DuPont analysis combines the income statement and the balance 
sheet to become two measurements of profitability. 

(a) return on assets; and

(b) return on equity 

The first step in DuPont analysis is to show the DuPont formula: 

Return on asset = Net profit margin x Total asset turnover 
   = Profit after tax    x Sales 
             Sales          Total assets 
   = 7.5% x 0.85 times 
   = 6.4% 

In the DuPont formula, the net profit margin measures the profitability of sales 
while the total asset turnover shows the efficiency of management in using assets 
to generate sales. 

The value of return on asset is calculated by using the DuPont formula is the 
same as the value of return on assets calculated directly parting section 2.10.4. 
However, the DuPont formula allows the company to evaluate its return on asset 
by separating it into two different components that is the profit on sales and 
efficiency in asset management. 

2.12
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The second step in DuPont analysis is to connect the return on asset with return 
on equity. This relationship can be shown below. 

Return on equity = Return on assets x Equity multiplier 

= Profit after tax  Total assets
    Total asset   Total equity 

= 6.4% x 1.84 times 

   = 11.8% 

When the values for return on asset and equity multiplier are replaced in the 
formula above, the result is 11.8%, same as calculated directly in topic 2.10.5. 
However, the DuPont analysis has the advantage of allowing the manager to 
evaluate the return on equity by looking at three separate components, which 
are:

(a) profit on sales; 
(b) efficiency of asset management; and 
(c) effect of using debts in funding assets 

If the DuPont analysis is extended, the return to the owner can be evaluated by 
looking at each important dimension as shown in Figure 2.9. 

Figure 2.9: Extended DuPont analysis 
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From Figure 2.9, we found that the return on equity for Company ABC (11.8%) is 
higher compared to the industry average (8%). This higher return on equity is 
influenced by the companyÊs higher return on asset compared to the industry 
and less influenced by the pattern of funding as illustrated by the equity 
multiplier. (Return on asset of the company is 6.41% while the return on asset of 
the industry is only 4.8%. The difference in equity multiplier between the 
company and the industry is quite marginal, 1.84 times for the company and 1.67 
times for the industry). 

The difference in returns between the company and the industry is influenced by 
the difference in net profit margin compared to the difference in total assets 
turnover. The difference in profit margin between the company and industry is 
significant. (7.5% for the company and 6.4% for the industry) compared to the 
difference in total assets turnover (0.85 times for the company and 0.75 times for 
the industry). 

Net profit margin of the company is influenced by the higher operating profit 
margin compared to the gross profit margin. Therefore, the higher return on 
equity for the company is due to the management efficiently in managing its 
operations.

2.12.2 Summarising All Financial Ratios 

The performance of Company ABC is valued based on five groups of ratio, 
which are: 

(a) liquidity; 

(b) asset management; 

(c) leverage;

(d) profitability; and 

(e) market value 

The companyÊs financial ratios can be compared with the ratio of other 
equivalent companies, or with the industry average at one point of time. These 
comparisons provides explanations on the financial status and performance of 
the company relatively compared to the performance of its competitors. This 
analysis uses industry average as a benchmark or standard of comparison. 

When the industry average cannot be obtained, comparisons are usually made 
with other companies in the same industry. This benchmark is assumed as the 
suitable value for a company in the same industry. The assumption here is for the 
companies in the same industry to have an almost identical financial ratio. If the 
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ratio of a company shows a significant difference with the standard ratio, then 
further investigation must to be done to find the source of that difference. 

For evaluation, a companyÊs financial ratio is compared to the industryÊs ratios 
one by one, and then classified as satisfactory or unsatisfactory, depending upon 
the direction and how far it has diverted from standard. 

Figure 2.10 summarises the comparison between Company ABCÊs financial ratios 
with the industry average for the year 2001. From Figure 2.10, we can make a 
summary that: 

(a) LLiquidity 
 The companyÊs achievement in current ratio and quick ratio are much 

different compared with the industry. Overall, the companyÊs liquidity is 
rather satisfactory. 

(b) AAsset Management 
 The companyÊs inventory management is quite satisfactory. The company 

might face problems with its account receivables as the collection period for 
company is higher compared to the industry. Therefore, attention had to be 
given to the management of account receivables. 

(c) LLeverage 
 The level of the companyÊs debts is higher than the industry average. 

However, the ability of the company to pay interests is better compared to 
the industry. 

(d) PProfitability 
 Profitability, relative to the investors (as seen in the return on asset and 

return on equity ratios) of the company is better compared to the industry. 
This is the same with the gross profit margin and net profit margin. 

(e) MMarket Value 
 The companyÊs shares were sold at the lower price earnings ratio than the 

industry. This is the same for dividends yield ratio which is smaller 
compared with the industry. 
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Table 2.10: Summary of Ratio Analysis for Company ABC Compared with the 
Industry Average for Year 2001 

Company ABC Industry Average Notes*
Liquidity Ratio 
Current ratio 
Quick ratio 

Asset Management Ratio 
Account receivable turnover 
Average collection period 
Inventory turnover 
Average inventory sales period 
Fixed asset turnover 
Total asset turnover 

Leverage Ratio 
Debt ratio 
Debt-equity ratio 
Interest coverage ratio 

Profitability Ratio 
Gross profit margin 
Net profit margin 
Return on assets 
Return on equity 
Earnings per share 

Market Value Ratio 
Price earnings ratio 
Dividend yield ratio 

1.97 times 
1.51 times 

6.11 times 
58.92 days 
7.22 times 
49.86 days 
1.29 times 
0.85 times 

45.7% 
52.4% 
4.49 times 

32.1% 
7.5% 
6.42% 
11.80% 
RM0.29 

RM11.1 
RM0.046 

2.05 times 
1.43 times 

8.24 times 
44.3 days 
6.6 times 
55.30 days 
1.35 times 
0.75 times 

40.0% 
50%
4.3 times 

30%
6.4% 
4.8% 
8.0% 
RM0.26 

RM1.25 
RM0.50 

US
US

US
US
S
US
US
S

US
S
S

S
S
S
S
S

US
US

* S = Satisfactory US = Unsatisfactory 

WEAKNESSES IN FINANCIAL RATIO

Financial ratio is an important tool in financial analysis but when the users apply 
the financial ratios, they must take into consideration the weaknesses related to 
these financial ratios. Among the weaknesses are: 

2.13
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(a) The accuracy of the financial ratio depends on the accuracy of the data 
found in the financial statements. 

(b) In using the financial ratio for industrial comparison purposes, the users 
must take into consideration that the industry ratio is only a rough 
estimate. This is due to the difficulty to obtain the entire firms in the same 
industry.

(c) Financial ratio is a relative measurement and does not show the actual size 
of the firm. 

(d) Financial ratio is used to measure the status of the firm but it can not show 
the issues that had caused the situation. 

Please visit the following websites to obtain additional information 
regarding the topics discussed in this chapter. 

http://www.ppkm.net/
Description: Persatuan Pasaran Kewangan Malaysia was established with 
the objective to provide an organisation for individuals who are actively 
engaged in the foreign exchange and financial markets in Malaysia. 

http://www.finpipe.com/equity/finratan.htm
Description: Introduction of Financial Ratio Analysis 

http://www.investopedia.com/university/ratios/
Description: Steps and explanations on the calculations of Financial Ratio 
Analysis 

http://www.credit-to-cash-advisor.com/Document.asp?lid=120
Description: Detail explanation on DuPont Analysis including a convenient 
web calculator. 
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1.  When ratio comparisons show an obvious change in the financial 
status of a company, the manager should investigate the matter 
further.

(a) True (b) False 

2.  In the DuPont Analysis, return on equity is the result of 
multiplying three other ratios: net profit margin, total asset 
turnover and return on asset. 

(a) True (b) False 

3. Net profit divided by total asset is ___________ ratio. 

A. Return on equity 
B. Current ratio 
C. Gross profit margin 
D. Return on asset 

4.  Dividend yield ratio is: 

A. Total money distributed to shareholders. 
B. Dividends paid to shareholders divided by retained 

earnings.
C. Dividends per share divided by price per share. 
D. Retained earnings divided by sales. 

5.  Use the following information to calculate the net profit. 

Return on asset = 2% 
Total asset turnover = 0.5 times 
Cost of goods sold = RM105,000 
Gross profit margin = 30% 

6. Calculate the return on equity based on the information below: 

 Sales   = RM100,000 
 Net profit  = RM3,000 
 Total assets  = RM150,000 
 Total liabilities   = RM75,000 

EXERCISE 2.7
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7.  Listed below are several transactions made by Fima Corporation 
along with the financial ratios. 

 For each of the transactions, state whether there is an increase, 
decrease or unchanged to the ratio listed next to the related 
transaction. 

Transaction Financial Ratio 
(a) Selling of inventory on credit Current ratio 

(b) Issuing ordinary shares to collect cash Return on equity 

(c) Issuing long term bonds for cash Debt ratio 

(d) Declaring and paying cash dividends 
for ordinary shares 

Dividend yield 

(e) Collecting account receivable Account receivable turnover 

(f) Making cash loans by issuing long -
term notes payable 

Return on assets 

8. The finance manager of Lily Corporation provided the following 
financial information to you to prepare the company's financial 
analysis. 

Lily Corporation 
Balance Sheet as at 31 December 2000 

        RRM     RM 
Cas                                           1,000  Account payable                       9,000 
Account receivable                8,900  Accrual account                        6,675 
Inventory                                4,350  
Total current liabilities        15,675  Total current asset                  14,250  
Total fixed asset                   35,000  Long-term loans                        4,125 
Accumulated  
Depreciation                         13,250      
Net fixed asset                      21,750   
  Total liabilities                          19,800 
  Ordinary shares                          1,000 
  Retained earnings                     15,200 
  Total equity                                16,200 
Total asset                             36,000   Total liability and equity         36,000
                                                  
 RM 
Sales                                       100,000 
Cost of goods sold                 87,000 
Gross profit                             13,000 
Operating expenditure         11,000 
Operating profit                      2,000 
Interest expenses      500 
Profit before tax                      1,500 
Tax        420 
Net Profit                                 1,080 
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Based on the financial information above, calculate the following 
financial ratio: 
(a)  Current ratio __________________ 
(b)  Quick ratio __________________ 
(c)  Average collection period __________________ 
(d) Inventory turnover __________________
(e) Fixed asset turnover __________________ 
(f)  Total asset turnover __________________
(g)  Debt ratio __________________ 
(h)  Interest coverage ratio __________________ 
(i)  Gross profit margin __________________ 
(j)  Operating profit margin __________________ 
(k)  Net profit margin __________________ 
(l)  Return on asset __________________ 
(m)  Return on equity __________________ 

9. Complete the balance sheet for Company Amri based on the 
following information. Assume that there are 360 days in a year. 

Gross profit margin  = 38.7% 
Inventory turnover  = 6 times 
Average collection period  = 31 days 
Sales    = RM720,000 
Current ratio   = 2.35 times 
Total asset turnover  = 2.81 times 
Debt ratio    = 49.4% 

Company Amri 
Balance Sheet
RM RM 

Assets Liability and OwnersÊ Equity 
Current asset  Current liabilities   
Cash 8,005 Account payable 28,800  
Marketable securities  Notes payable   
Account receivable  Accruals 18,800  
Inventory  Total current liabilities   
Total current assets 159,565    

Long-term liabilities 
Total fixed assets  Total liabilities   
Accumulated depreciation 50,000    
Net fixed asset  SShareholdersÊ equity 
  Preference shares 2,451  
  Ordinary shares 30,000  
  Paid up capital 6,400  
  Retained earnings 90,800  
Total assets Total equity 

Total liabilities and equity 
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Financial analysis ratio is suitable to be used when the company wants to 
interpret the financial statements of the company. Liquidity ratios such as net 
working capital, current ratio and quick ratio enables the measurement of the 
companyÊs ability to fulfil its short-term maturity claims. Asset management 
ratios measure the companyÊs efficacy in using the assets. The examples of this 
ratio includes account receivable turnover, average collection period, inventory 
turnover, average inventory sales period, fixed asset turnover and total asset 
turnover.

Leverage ratio measures the level a company being funded by debt or the ability 
of a company to fulfil its financial claims such as interest claims. Profitability 
ratio measures the effectiveness of the company in generating returns from 
investment and sales; for example gross profit margin, net profit margin, return 
on assets and return on equity. 

Market value ratio such as price earnings ratio and dividend yield ratio, 
measures the ability of a company to create values in the market exceeding its 
investment costs. This aspect is very important as these ratios are directly 
connected with the companyÊs objective that is to maximise shareholderÊs wealth 
and value of the company. 

The DuPont analysis is used by finance managers to evaluate the financial status 
of the company by measuring the two important ratios, which are return on 
assets ratio and return on equity ratio while the approach on summarising the 
financial ratio analysis is to show all aspects of the companyÊs overall financial 
status to identify sectors that require further investigation. 




