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THE ANALYSIS AND INTERPRETATION
OF FUNDS STATEMENTS
by

R.G.P. McMahon,
Lecturer in Accounting, The Flinders University of South Australia.
This paper explores the potential role of the funds statement in financial analysis, and examines the various means by which this
potential can be realized through meaningful analysis and interpretation.

INTRODUCTION
It has long been recognised that the funds statement
(statement of sources and applications of funds) is
potentially a very important, and extremely useful, part
of the corporate financial reporting package which is
available to financial analysts. However, the funds statement's rise to prominence as a financial report has not
been without difficu !ties. First, analysis and i nterpretation of the funds statement has very often been confounded by its great diversity, both in method of preparation and in manner of presentation. Second, far too little attention has been paid to the methodology of its proper analysis and interpretation.
Examination of a leading American textbook on the
analysis and interpretation of financial statements,
published in 1978} reveals scant attention to the funds
statement. In a chapter giving an overview of financial
statement analysis, comparative funds statements are
presented byway of example but are not otherwise mentioned in the text, which concentrates on traditional
analysis (common-size statements, financial ratio
analysis, trend statements, etc.) of the balance sheet and
profit and loss statement. Similar neglect of the funds
statement is evident in a more recent(1981)Australasian
textbook on the use of financial statements.2
Historically, why have we done so much with respect to
the preparation and presentation of funds statements,
and so little with respect to their utilization?The answer
would appear to lie in accountants' and analysts' perceptions of the.funds statement as an analytical tool in itself,
rather than as another, equally-ranking financial statement to be subjected to the same discipline of analysis
and interpretation as the balance sheet and profit and
loss statement. For instance, the Australasian textbook
just mentioned lists the funds statement as one of four
"common techniques and tools forthe analysis offinancial statements:' In this limited view, the funds statement

comprises little more than rearranged comparative
balance sheet data. It is not considered to provide a fresh
insight into the past and current policies and results of
the business; it is merely considered to bring preexisting data to the surface in, hopefully, a more
understandable and usable form. Arnett 3 has a much
more positive view of the potential role of the funds
statement in financial analysis:
"... funds statement analyses and interpretations
wi 11 (1) indicate certain problem areas sooner and
more clearly than traditional (analyses), and (2)
add knowledge about a firm's activities which can
be utilized in conjunction with knowledge gained from income statements and balance sheets
in order to understand the total activities of a firm
and how they interrelate:' (emphasis added)
It is the purpose of this paper to explore the potential
of the funds statement alluded to in th is quotation, and
to examine the various means bywh ich the potential can
be realized through meaningful analysis and
interpretation.

OBJECTIVES
A useful beginning point is to briefly review the objectives of the funds statement, in order to have a clear idea
of what it seeks to report on; and the objectives of its
analysis and interpretation, in order to know what can
be expected from it, what information can be sought,
what questions answered, etc. The general objectives
of the funds statement can be stated as follows:
1. To summarize the investing and financing transactions of the business entity for the period;
2. To complement both the profit and loss statement
and the balance sheet of the business entity; and
3. To report on the liquidity and/or solvency position of
the business entity.
JASSA/1983, No. 3 (September)
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A recent official pronouncement on funds statements
ties these objectives together in the following manner:
"A funds statement ... should emphasize the effects of all transactions of the entity which relate
to the financing of its business activities and the
employment of Its resources. By emphasizing
these effects, the funds statement should provide users of financial statements with information which, when taken together with the other
financial statements, would assist in the
understanding of changes in financial position,
financial flexibility (including debt payment
capacity and liquidity), cash flows and investment expenditure programmes:'4
While financial statements report on past events,
analysis and interpretation of financial statements are
oriented towards the future. Implicit in the use offinancial statements by financial analysts is the belief that
understanding the past is an essential precursor to
forecasting the future. Of course, the past is not an infallible guidetothefuture, and the analyst must be ever
alert for changes in fundamental conditions which
would invalidate predictions made on the basis of past
results. Financial statement analysis does not add to the
information available to the analyst from the basic statement. Rather, it seeks to bring information to the surface
in a more easily digestible form. Once information is
revealed clearly by analysis, interpretation determines
the meaning of that information. Obviously, it is essential that the person carrying out these tasks has a sound
knowledge of the pri nci pies and procedures used in the
preparation of the financial statements in question. and
an active awareness of their many limitations.
What then can carefu I analysis and interpretation of the
funds statement provide the financial analyst? According to Horngrens
"By its very nature, the funds statement tends to
compel thorough readingand intensive study. It
helps give the reader insight into past and current financial and operating policies. Equipped
with such information, the analyst is then better
able to predict future working capital needs,
plant and equipment expenditures, debt maturity management, capitalization structures and
dividend policies:'
This suggests a very wide potential for the funds statement. Funds statements have, at various times, been
claimed to be capable of providing answers to questions
as diverse as the following:
1. Where did the profits go?
2. To what extent is the business able to generate funds
internally from operations?
JASSA/1983, No. 3 (September)

3. What is the relationship between the amount provided by new external financing and that provided
from internal sources?
4. What is the relationship between the amount provided by new equity financing and that provided
through debt?
5. How much finance was contributed from short-term
sources towards the acquisition of long-term assets?
6. What happened to the proceeds from the sale of
plant and equipment which took place during the
period?
7. What use was made of the additional cash (and/or
other assets) received from the issue of additional
common stock during the period?
8. What became of the proceeds obtained from the
issue of additional debt during the period?
9. How was the increase in working capital which took
place during the period financed?
10. How is it that there was an increase in net current
assets when the corporation incurred a net loss in
the period?
11. Is a permanent increase in working capital indicated?
12. Has an increase in working capital been accomplished th rough impairment of important working assets
such as securities formerly held for business
purposes?
13. Has the increase in working capital been financed
through borrowings or internally by the retention of
earnings?
14. What has been the effect of plant expansion upon
the corporation's current position?
15. Why must funds be borrowed to finance the purchase of new plant and equipment when the
amountoffunds required was exceeded by the cash
flow generated in the period?
16. How was the expansion in plant and equipment
which was undertaken duringthE period financed?
17. How was the retirement of debt which took place
during the period achieved?
18. Whywerethedividendswhichwerepaid not larger
than they actually were?
19. How was it possible to distributed ividends in excess
of current earnings, or in spite of the fact that a loss
was incurred during the period?
20. What proportion of availablefundswas used to pay
dividends?
21. What percentage of internally generated funds was
used to pay dividends?
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22. Has the dividend policy been detrimental to the
business' working capital position?
23. Does an accompanying increase in long term debt
indicate that current dividends were paid at the expense of future operations?
This list is long but by no means exhaustive of the
possibilities.

l

t

Ifan accurate and complete picture of the firm's investment and financing patterns is to be obtained, it is
necessary that funds statements extending back over a
number of years be available. A statement which summarizes investment and financing fund flows over a
number of periods will tend to even out distortions
which may arise from year to year. For this reason, the
National Accounting Association's (NM) Statement No.
10 "Management Uses of the Statement of Changes in
Financial Position" recommends the presentation of 5
year comparative and cumulative funds statements in
annual reports.6

many, since 1978 it has complied with the NM recommendation to publish 5 year comparative and
cumulative funds statements. In Exhibit 1 Ad news Corporation's funds statements for the 6 years from 1977 to
1982 are presented. Funds data for years prior to 1977
have not been used because in that year the Corporation adopted equity accounting for its associated companies. However, it did not recast its published pre-1977
funds statements to reflect equity accounting pri nci pies
and they are therefore prepared on a different basis from
the later statements.
In this section of the paper it is proposed to briefly examine what traditional financial analysis of balance
sheets and profit and loss statements wou Id reveal about
the performance and financial position of Ad news Corporation over the period of study. In subsequent sections the additional insights into the Corporation's affairs provided byanalysisand interpretation of its funds
statements will be considered.

TRADITIONAL FINANCIAL ANALYSIS

EXHIBIT 2: SELECTED DATA FROM BALANCE SHEETS AND PROFIT AND LOSS STATEMENTS
- ADNEWS CORPORATION

The remainder of this paper will comprise a case study
in which techniques of analysis and interpretation of
funds statements will be demonstrated. The business
on which the case study is based (to be referred to as
Adnews Corporation) is a publicly-owned publishing
(newspapers, magazines and books), broadcasting
(radio and television) and printing conglomerate. It also
produces continuous stationery and packaging, and
earns income from investments (corporate and real
estate). This corporation was chosen because, unlike

EXHIBIT 1: COMPARATIVE ANO CUMULATIVE FUNDS STATEMENTS - ADNEWS CORPORATION
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Selected data from the balance sheets and profit and loss
statements of Ad news Corporation over the period of
study are presented in Exhibit 2. Inspection of these data
reveals that the period 1976-1982 was one of significant
growth for Ad news Corporation. Revenues increased by
198 per cent with Total Assets increasing by247 per cent.
While some part of this asset growth was financed with
equity capital (the number of issued shares trebled and
Shareholders' Equity increased by 167 per cent), the use
of debt finance increased significantly (Total Liabilities
increased by407 percent over the period), especially in
1981and1982. This increased use of debt is reflected in
Interest Expense increasing by a factor of 10 from 1976
to 1982. Notwithstanding this, Net Profit after Tax increased by 152 per cent. However, the rapid growth of the Corporation appears to have placed it in a strained liquidity position, especially in 1981and1982. Current
Liabilities doubled over the two years, and the Corporation experienced a negative working capital position in
1981.
JASSA/1983, No. 3 (September)
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EXHIBIT 3: TRADITIONAL FINANCIAL RATIOS - ADNEWS CORPORATION
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A selected numberoftraditional balance sheet and profit and loss statement financial ratios for Ad news Corporation over the period of study are presented in Exhibit3. In terms of both Return on Equity and Return on
Total Assets, Ad news Corporation experienced a relatively steady decline in profitabilityoverthe6years; and by
1982 there was still no sign ofan upturn. The decline in
both Net Return on Sales and the Asset Tu mover Ratio
over the period suggests thatthe decline in overall profitability was the result of both reduced margins and
lower tu mover. Despite th is slide, Ad news Corporation
managed to maintain its Earnings per share at a
reasonably high level by historical standards until 1982,
when it fell dramatically, largely as a result of a doubling in the number of shares on issue. Dividends per
share was maintained at a steady 12.5¢ for each of the
5 years 1977-1981, but was finally reduced to 11¢ in 1982
to reflect the Corporation's worsening fortunes.
The leverage ratios reflect the marked increase in
Ad news Corporation's use of debt financing in the years
1981 and 1982. It is clear from these ratios that the increase was initially(in 1981) in the use of short-term debt;
but that this was followed in 1982 by an increase in
longer-term debt, suggesting the possibi Iity of refi nanci ng of the short-term debt in the second year. The
spread between Return on Equity and Return on Total
Assets indicates a favourable leverage situation for the
Corporation throughout the period. However, the Corporation's interest coverages fell dramatically to just over
4 in 1982; and, of course, the financial risk facing
shareholders increased accordingly. The Corporation's
worsening liquidity position is reflected in both its Current and Quick Ratios. The Current Ratio was well below
2 throughout the period and fell below1in1981, recovering to justover1in1982.Asimilar pattern was followed
by the Quick Ratio, with its low of 0.42 also experienced
in 1981 prior to a slight improvement in 1982.
]ASSA/1983, No. 3 (September)

In a widely-read paper published in the Harvard
Business Review in 1975 7 Professor Pearson Hunt
pointed to two fallacies that investment analysts frequently employ and which, taken together, can lead to
poor judgements:

After pointing out why these assumptions are false, Professor Hunt advocated use of a piece of information
which he considered to be more crucial to determining
a corporation's strength than either earnings or cash
flow: the "Funds Position''. In his words:
"Why is the study of either earnings or (cash)
flows too limited? The answer is this: There is an
inevitable, inseparable relationship between a
company's ability to produce funds from operations during a period and its need to prepare, by
capital investments, to be equally or more productive in the next period of operations. The
combination of the operating funds flow and the
funds needed for capital expansion is the funds
position. The funds position is the keystone of a
company's financial structure. With it firmly in
place, financial planners can correcly analyse the
resu Its of their company's operati ns and investment policies; it is the single figure that can safely
support their financial planning:'8
The superiority of the measure advocated was then
demonstrated by showing how it could have been used to predict sooner the inevitability of the Consolidated
Edison Company of New York's decision, in 1974, to
discontinue dividends on its common stock - a decision which sent deep shock waves throughout the investment world.
The Funds Position of a business can be calculated by
rearranging the information included in the business'
funds statement. If this is done for a number of successive funds statements, a "funds profile" is obtained.
A funds profile for the Ad news Corporation for the
period 1977-82, prepared by rearranging the funds
statements presented in Exhibit 1, is presented in Exhibit
4. The funds profile indicates thattheAdnews Corporation's Funds Position was positive in onlytwoyears inthe
period of study; and that the 6 year cumulative funds
position was minus $76.4 million. While the Corporation's net funds flow from operations was positive in al I
but one year, and plus $57.4 million over the whole
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EXHIBIT 4: FUNDS PROFILE-ADNEWS CORPORATION
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period, additions to property, plant and equipment, and
to investments in other companies, were of such a
magnitude as to produce the largely negative funds profile. Clearly, internally generated funds were insufficient
to sustain the rapid rate of growth experienced by the
Corporation and it was necessary to resort to external
sources of funds.
The situation was, of course, exacerbated by the Corporation continuing to pay a steady Dividend per Share
throughout the period until 1982, when it was reduced
somewhat. The total dividend payout of $27.9 million,
when added to the $76.4 million funds position deficit,
meant that $1043 million had to be raised by running
down liquid reserves and bygoingtothecapital market.
It is apparent from the funds profile presented in Exhibit
4 thatthe funding deficit was met only partially (28 per
cent) th rough new equity, and that the greatest part (72
per cent) was raised from debt sources. A significant proportion (nearly 40 per cent) of the debt raised was shortterm in nature.
Overall, the experience of the Ad news Corporation,
although not as serious as that of the Consolidated
Edison Company of New York, certainly paralleled it. In
both corporations, rapid expansion of assets resulted
in negative Funds Positions, and the continued payment
of cash dividends significantly increased the need for
outside financing. In both corporations, predominant
use was made of debt to meet this need, and much of
the debt was short-term - suggesting that short-term
liabilities were being used to fund long-term assets or
the permanent reduction of assets in the form of cash
dividends. The lesson for the Ad news Corporation from
the Consolidated Edison experience, and the potential
role of the "Funds Position" in teaching this lesson, are
obvious.

FUNDS STATEMENT RATIOS
As is the case with the other primary financial
statements, definitive answers to financial analysts' q uestions, such as those mentioned earlier, will often not be

obtainable from a casual inspection of funds statements.
Keys are needed to unlock the information buried in
them. In fact, financial ratios, which are meaningful relationships of certain items designed to uncover information about the firm not apparent on the face of the
statements taken alone, and which is useful in making
decisions about the firm, are required. While most
analysts are fully aware of the traditional balance sheet
and profit and loss statement ratios, few are aware of
funds statement ratios. There are available to the analyst
quite a number of ratios which can be calculated from
funds statements, and some which link the funds statement with the balance sheet and profit and loss statement. These are not substitutes for the traditional ratios.
Rather, they provide new insights other ratios may not
provide, they add to the explanatory power of other
ratios and, in some instances, they can reveal the financial situation sooner than traditional ratios.
The "Funds Position" discussed in the previous section
of this paper is a "meaningful relationship of certain
items designed to uncover information about the firm':
However, this one interrelationship (funds from operations with new capital outlays) is insufficient to provide
a full and complete picture of a business' affairs. Many
other interrelationships, which can be captured in financial ratios, must be considered. This will be done in this
section of the paper. The usual caveats about the use of
financial ratios should, of course, be borne in mind:
1. Since they summarize large amounts of financial data
into one figure, they must be used with care, and with
a fu 11 understanding of the data on which they are based; and
2. Too much emphasis should not be placed on ju stone
or two ratios. Rather, each ratio should be seen as contributing to the total picture of the business' affairs.
It is, in fact, possible to calculate hundreds of ratios from
one set of financial statements: every item in each statement could be related to every other item in that statement and the other statements. However, the result
would not necessarily be "meaningful" relationships;
and it is likely that the analyst's view of the business
would become obscured by excessive and unnecessary
detail. In determining which funds statement ratios
would be most useful, and worthwhile calculating, the
general objectives of the funds statement presented
earlier in this paper need to be borne in mind. Accordingly, Exhibit 5 presents selected financial ratios for
Adnews Corporation, calculated from its funds
statements forthe period 1977-82, and their relationship
to the three general objectives identified earlier. There
is, of course, some overlap in that certain ratios are relevant to more than one of the objectives.
JASSA/1983, No. 3 (September)
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EXHIBIT 5: FUNDS STATEMENT FINANCIAL RATIOS - AONEWS CORPORATION
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and 10. Early in the study period, the predominant
source of funds was equity, mainly from internal,
operating sources, as issues of new common stock were
infrequent. Limited quantities of debt were used to
assist in financing asset growth through acquisition of
property, plant and equipment. In the 1980's, debt
sources became relatively more important until, by the
end of the study period, Ad news Corporation was using debt and equity (internal and external) on roughly
a 1:1 basis. The Corporation's relative use of short-term
and long-term debt is revealed by comparing ratios 7 and
8. The most noticeable occurrence was the sharp increase in the relative use of short-term debt in 1981,
followed by refinancing with long-term debt and equity in 1982. Again this seems to have been associated with
the Ad news Corporation's almost precipitous launch into investments in other companies.
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Ratios 1-10 in Exhibit 5 principally relate to the first of the
identified objectives of the funds statement: to summarize the investing and financing transactions of the
business entity for the period. While balance sheet
ratios give static, cumulative pictures of these activities,
the funds statement ratios present the dynamic,
marginal picture. With ratios 1-3theemphasis is on asset
investment patterns and growth. In the late 1970's,
Ad news Corporation's growth was primarily th rough the
acquisition of new property, plant and equipment, and
th rough associated investment in current assets (i nventories and accounts receivable). 1980 saw a net disinvestment in current assets in favour of both property, plant
and equipment and investment in other companies.
Thereafter, growth occurred primarily through investment in other companies.
With ratios 4-10 the emphasis is on financing patterns
and long-run solvency. The relative contributions of
operational and financial sources are revealed by ratios
4 and 5. In the period to 1980, operational sources of
funds predominated, with recourse to external financial sourcesonlyindifficultyears(e.g.1979). The Corporation seems to have promptly reduced its dependence
on external financing as soon as the flow of funds from
operations improved. However, in the early 1980's the
situation changed and the predominant sources of
funds were external as operations failed to provide sufficient funds to finance the rapid increase in investments
in other companies. The relative contributions of debt
and equity sources of funds are revealed by ratios 6, 9
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Ratios 11-13 in Exhibit 5 principally relate to the second
of the identified objectives of the funds statement: to
complement both the profit and loss statement and the
balance sheet of the business entity. These ratios are
mainly to do with the disposition of profits of the
business, since questions relating to distributions are
inevitably asked notwithstanding the availability of the
profit and loss statement and the balance sheet indicating a gap in the information provided by these
statements which the funds statement seeks to fill. Examination of these ratios reaffirms earlier doubts about
the dividend policyfollowed by Ad news Corporation in
the face of declining profitability, rapid growth in assets
and incipient liquidity problems. Ratio 11 is the funds
statement equivalent of the familiar "Dividend Payout
Ratio': calculated from the profit and loss statement.
While the latter reveals an average payout of approximately 47 per cent of after-tax earnings, which doesn't
seem unreasonable; the former reveals that funds from
operations only comfortably covered dividends in 3 of
the 6 years under scrutiny.
The position looks worse with ratio 12which relates dividend payments to "Funds Position''. In only2oftheyears
under study was the payment of dividends less than the
Funds Position; and, in one of these, dividends consumed over <J7 per cent of the funds available after meeting
expenditures of a capital nature. Ratio 13 represents an
attempt to estimate Ad news Corporation's Distributable
Cash Flow per Share of Common Stock. The calculation
is predicated on the assumption that net funds from
operations should be utilized to finance capital expenditures, increased working capital requirements, repay
short-term debt, repay long-term debt and pay
dividends - in that order. Examination of Exhibit 5
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reveals that Ad news Corporation's Distributable Cash
Flow per Share was only positive in two of the6years 10¢/share in 1978 and 7¢/share in 1980. In the years
1977to1981 , the actual dividend payout was 12.5¢/share,
and this was dropped to 11¢/share in 1982. Clearly, in
all years of the study dividends were paid in excess of
the Corporation's sustainable ability to pay them.
Finally, ratios 14-17 principally relate to the third of the
identified objectives of the funds statement: to report
on the liquidity and/or solvency position of the business
entity. Examination of these ratios serves to highlight the
seriousness of the difficult liquidity position faced by
the Corporation in 1981. Ratios 14and 15 reveal thatthe
Corporation experienced significant decreases in working capital (due to decreasing current assets and rapidly increasing current liabilities), and cash and its
equivalent, in that year. Furthermore, according to ratio
17, the Corporation's current liabilities at year's end
represented a staggering 20 years of that year's net funds
flow from operations. Fortunately, the position improved in 1982 when the Corporation's short-term debt was
refinanced with long-term debtand equity. However, for
at least some part of 1981/82 the Corporation was clearly in a perilous liquidity position.
The funds statement financial ratios discussed above by
no means exhaust the possibilities for the analyst. Enterprising analysts will very often devise ratios of their own
to highlight particular points, or to suittheformatofthe
financial statements being analysed. In so doing, they
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will need toexerciseconsiderable care when implying
causality between observed events and ratio
movements; and they will need to be careful in the interpretation of negative values for funds statement ratios
which tend to appear more often than with traditional
balance sheet and profit and loss statement ratios. Of
course, the analytical value of funds statement ratios
wou Id be greatly enhanced by the availability of industry
averages and the ability to perform inter-firm comparisons. Industry averages can be determined from the
annual reports of competitors if they are publicly-owned
corporations, but would be more difficult/costly to obtain otherwise. Furthermore, the lack of uniformity in
funds statement preparation and presentation, notwithstanding official pronouncements on these matters,
will continue to inhibit this type of analysis.

CONCLUSION
This paper has attempted to redress the relative neglect
of the proper analysis and interpretation of funds
statements in the literature of financial analysis. The
potential role of the funds statement in financial analysis
has been explored; and various means by which this
potential can be realized have been examined and
demonstrated. By so doing, it is hoped that more
thought and effort in this direction will be stimulated;
and that this will culminate in the funds statement being equally ranked with the balance sheet and the profit and loss statement in terms of its undoubted utility
to financial analysts and those that they advise.
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