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INTRODUCTION

The basic financial statements, i.e, the balance sheet and profit and loss or income statement of business, 

reveal the net effect of the various transactions on the operational and financial position of the company.

The balance sheet gives a summary of the assets and liabilities 

of an undertaking at a particular point of time. It reveals the 

financial status of the company. The assets part of a balance 

sheet shows the deployment of resources of an undertaking 

while the liabilities indicate its obligations, ie, the manner in 

which these resources were obtained.

The profit and loss statement reflects the results of the 

business operations for a period of time. It contains a summary 

of expenses ncurred and the revenue realised in an accounting 

period. 



INCOME STATEMENT



BALANCE SHEET



LIMITATIONS OF INCOME STATEMENT & BALANCE SHEET 

• Both the statements provide the essential basic information on the financial activities of a business, but 

their usefulness is limited for analysis and planning purposes. 

• The balance sheet gives a static view of the resources (liabilities) of a business and the uses (assets) to 

which these resources have been put at a certain point of time. It does not disclose the causes for 

changes in the assets and liabilities between two different points of time. 

• The profit and loss statement, in a general way, indicates the resources provided by operations. But there 

are many transactions that take place in an undertaking and which do not operate through the statement 

of profit and loss. 



(A) why were the net working capital lesser in spite of higher profits and vice-versa?

(B) why more dividends could not be declared in spite of available profits?

(C) how was it possible to distribute more dividends than the present earnings?

(D) What happened to the net profit? Where did they go?

(E) what happened to the proceeds of sale of fixed assets or issue of shares, debentures etc.?

(F) what are the sources of the repayment of debt?

(G) how was the increase in working capital financed and how will it be financed in future?

(H) What is the overall credit-worthiness of the enterprise? 

(I) How much funds are generated through business? 

(J) In what way the management has utilized the funds in the past and possible future bases of such funds?

??????



STATEMENT OF CHANGES IN FINANCIAL POSITION

Thus, the statement to be prepared to show the changes in assets and liabilities from the end of one period of time to the end of 

another period statement is called a “Statement of changes in Financial Position.”

The most commonly used forms of the statement of changes in financial position are:

Funds flow statement                      and

Cash flow statement.

Therefore, an additional statement is needed to show the changes in assets, liabilities and owners' equity of 

between dates of two balance sheets. Such a statement is referred to as the statement of changes in financial 

position. 

This statement summarizes.

Changes in assets and liabilities resulting from financial and investment transactions during the period, as well as 

those changes which resulted due to change in owners' equity,               and

the way in which the firm used its financial resources during the period (for example to acquire fixed assets, to 

pay debts, to pay dividends to shareholders and so on).



FINANCIAL ANALYSIS THROUGH FUNDS FLOW STATEMENT

The Funds Flow Statement is a statement which shows the movement of funds and is a report of the financial operations of 

the business undertaking. It indicates various means by which funds were obtained during a particular period and the ways in 

which these funds were employed. In simple words, it is a statement of sources and applications of funds.

FUND:

The term funds has been defined in a number of ways 

In a narrow sense, it means cash only and a funds flow statement prepared on this basis called a cash Bow statement, Such a 

statement enumerates net effects of the various business transactions on cash and takes into account receipts and 

disbursements of cash

In a broader sense, the term funds refers to money values in whatever form it may exist. Here funds' means all financial 

resources, used in business whether in the form of men, material, money, machinery and others

in a popular sense, the term funds, means working capital, Le, the excess of current o current liabilities.  The working capital 

concept of funds has emerged due to the fact the total resources of a business are invested partly in fixed assets in the form of 

fixed capital and partly kept in form of liquid or near liquid form as working capital



Fund = Working Capital (Net)

Gross Working Capital = Current Assets

Net Working Capital = Current Assets – Current liabilities

FLOW OF FUNDS:  The term flow means movement and includes both inflow and outflow.   

The term 'flow of funds means transfer of economic values from one asset of equity to another.  

Flow of funds is said to have taken place when any transaction makes changes in the amount of funds available before happening 

of the transaction. 

If the effect of transaction results in the increase of funds, it is called as source of funds and if it results on the decrease of 

funds, it is known as an application of funds.

Further, in case the transaction does not change funds, it is said to have not resulted in the flow of funds. 

According to the working capital concept of funds, the term flow of funds refers to the movement of funds in the working 

capital.  If any transaction results in the increase in working capital, it is said to be a source or inflow of funds and if it results in 

the decrease of working capital it is said to be an application or out-flow of funds



CURRENT AND NON-CURRENT ACCOUNTS:

To understand flow of funds, it is essential to classify various accounts and balance sheet items into current and non-current 

categories. 

Current Accounts can either be current assets or current liabilities. 

Current assets are those assets which in the ordinary course of business can be or will be converted into cash within a short

period of normally one accounting year. 

Current liabilities are those liabilities which are intended to be paid in the ordinary course of business within a short period of 

normally one accounting year out of the current assets or to the income of the business.



CURRENT ACCOUNTS



NON- CURRENT ACCOUNTS



• The flow of funds occurs when a transaction changes on the one hand a non-current Account and on the other a 

current account . 

• When a change in a non-current account ég fixed assets, long-term liabilities, reserves and surplus, fictitious assets, 

etc is followed by a change in another non-current account, it does not  amount to flow of funds. This is because 

of the fact that in such cases neither the working capital increases nor decreases. 

• Similarly, when a change in one current account results in a change in another current account, it does not affect 

funds. Funds move from non-current to current transactions or vice-versa only. 

• In simple language funds move when a transaction affects 

• (i) a current asset and a non-current asset, or 

• (ii) a non-current and a current liability, or 

• (iii) a current asset and a non-current liability, or 

• (iv) a non-current liability and current liability; 

Funds do not move when the transaction affects fixed assets and fixed liability or current sets and current liabilities.

FUNDS MOVED/FLOOD OR NOT ?



• PROCEDURE FOR KNOWING WHETHER A TRANSACTION RESULTS IN THE FLOW OF 

FUNDS OR NOT

• (1) Analyze the transaction and find out the two accounts involved.

• (2) Make Journal Entry of the transaction.

• (3) Determine whether the accounts involved in the transaction are current or non-current 

• (4) If both the accounts involved are current , either current assets or current liabilities, does not 

result in the flow of funds. 

• (5) If both the account involved are non-current, either permanent assets or permanent liabilities, it 

still does not result in the flow of funds.

• (6) If the accounts involved are such that one is a current account while the other is a non current 

that results in flow of funds.





FOLLOWING TRANSACTIONS WILL BRING THE CHANGE IN THE WORKING CAPITAL)

(1) Current Assets and Non-current Assets:  

• Whenever in any transaction one  affects the current assets and the ether non current assets, there is flow 

in the working capital. 

For example, when building is purchased for cash, non-current assets will increase and current will reduce 

without any corresponding change in current liabilities. So working capital decrease. Similarly, if any fixed asset 

is sold, there is increase in current assets (without corresponding change in current liabilities) and reduction 

in non current assets, so it will increase the working capital.

(2) Current Assets and Non-current Liabilities.: 

• If in any transaction, one aspect affects the current assets and the other non current liabilities, there will be 

flow in the working capital 

For example, if equity shares are issued for cash, it will increase the cash current asset) with out any 

corresponding increase in current liabilities and also increase the equity share capital, there is increase in 

working capital. On the other hand, if long term liabilities debentures are paid in cash, it will decrease the 

current assets and decrease the non current liabilities without any change in current liabilities so it will 

reduce the working capital.



(3) Current Liabilities and Non-current Liabilities. 

If in any transaction, one aspect affects the current liabilities and the other non current liabilities, there will be flow in 

the working capital. For example, if debentures are issued to the creditors it will increase the non-current liabilities and 

decrease the current libilities without any change in current assets, as there will be increase in the working capital

(4) Current Liabilities and Non-current Assets. 

If in any transaction, one aspect affects the current liabilities and the other non-current assets, there is flow in the 

working capital. For example, if building is purchased on credit, it will increase the non-current assets and also current 

liabilities (without any change in current assets, so there will be decrease in the working capital.



• TRANSACTIONS THAT WILL NOT AFFECT THE FLOW OF FUNDS FOLLOWING 

TRANSACTIONS WILL NOT BRING ANY CHANGE IN THE WORKING CAPITAL 

(1) Current Assets and Current Liabilities. When in any transaction one aspect affects the current assets and other current 

liabilities, there is no flow in funds. For example, if goods sold on credit, it will increase the debtors (current assets) and 

will reduce the stock of goods. So there will be no change in the working capital, similarly, if cash is paid to creditors, it 

will decrease the note and decrease the current liabilities, there will be no change in the working capital

(2) Non-current Assets and Non-current Liabilities If any transaction, one aspect is the no current assets and the other 

non current liabilities, there will not be any change in de working capital. 

For example, if building is purchased by the issue of equity shares, it will the non-current assets and non-current liabilities,

but there will not be any change in working capital, Similarly, if debentures are redeemed out of the amount received from 

the sale of machinery, it will reduce the non-current assets and non-current liabilities. But there will be no changes in 

working capital 

3)Non-current Liabilities or Non-current Assets:

If there is any transaction both aspects of which affect non current liabilities (or non current assets), it will not affect the 

working capital. For example, if debentures are converted into share capital it will on one hand increase the non-current 

liabilities and on other hand decrease the non current liability.



PREPARATION OF FUNDS FLOW STATEMENT:

1. SCHEDULE OF CHANGES IN WORKING CAPITAL

2. CALCULATION OF FUNDS FROM OPERATIONS

3. FUNDS FLOW STATEMENT

Preparation of funds flow statement includes:



INPUTS FOR PREPARATION OF FUNDS FLOW STATEMENT

• BALANCE SHEETS OF TWO PERIODS

• INCOME STATEMENT/ PROFIT AND LOSS ACCOUNT/ SURPLUS STATEMENT

• ADDITIONAL INFORMATION



• 1. SCHEDULE / STATEMENT OF CHANGES IN WORKING CAPITAL

Working Capital = Current Assets - Current Liabilities.

So, 

(i) An increase in current assets increases working capital;

(ii) A decrease in current assets decreases, working capital;

(iii) An increase in current liabilities decreases working capital; and

(iv) A decrease in current liabilities increases working capital



STATEMENT OF CHANGES IN WORKING CAPITAL





FUNDS FROM OPERATIONS

As the name suggests, Funds From Operations (FFO) is the fund or cash generated 

from the operating activities of the business. The operating activities mean the core 

business activities. 



• Examples: 

• Sale of Assets

• Issue of shares/debt

• Receipt of interest and dividends

• Etc

Funds from non-operations:    
(funds from Financing and Investing activities)


