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Abstract
Performance appraisal based on accrued finaneigdnsent which had led to poor decision making taguto
corporate failure and rendering of investors halplead led to the need for this study. In viewhefabove, this
study ascertains the applications of cash flowora#i a better tool for assessing corporate perfocendn this
study, performances were measured using liquiditip and asset management ratio. In carrying asitstiudy,
liquidity ratios and asset management ratios ofioization were computed based on accrued and st b
accounting. Results obtained showed that liquidhitjos computed on accrued basis showed good itgultht
company will be able to meet its financial obligativery well and effective asset management; wiijladity
ratios computed on cash basis showed negativaitgposition/inefficient asset management whichamethe
organization studied may not be able to meet ufinigcial obligation. Thus, this may lead to caate failure,
if proper course of action is not taken by managemniehe implication of the above results showed Hwarued
financial ratios maybe misleading in making investindecision and appraising performances, thuscésé
basis ratio maybe preferred as a better tool feessng corporate performance since this givedtarbasight
on viability and liquidity position of the coporateganization and serves as a good tool for predictorporate
failure.
Keywords:. cash flow ratio, Corporate performance, accruedsaCFFO

1. Introduction

The objective of accounting information is to piwiadequate and relevant information which willuseful
both to internal users and external users in maks®ful decisions as concerns corporate entityatioeis and
performances. (Soyade, 2007)

Smith, Keith and Stephens(1993), in line with these states that all of us make economic decigtmosighout
our lives as members of families, of group and of society as a whole, or employees and even ds clu
members we face economic decisions constantly. #uaany information provides the fact needed to make
informed economic decisions. This information igitglly provided in the form of financial reports.

According to CAMA (1990), financial information remed to be shown in the annual corporate finaneports
includes, statements of accounting policies, baasiteet, profit and loss account, notes on theuatspthe
auditor’s report, the directors report, a valueaatldtatement for the year, a five year financiahsiary, and in
the case of a holding company, the group finarstetements and Source and Application of fundfived flow
statement which is being replaced with the cash fitatement (SAS 18).

However, of all the accounting information repdrtsng required to be published; only cash flowestant is
prepared on cash basis. Cash flow statement aogotdi Okwuosa(2009), is a financial information @i
shows cash inflows and outflow of an enterprisa igiven accounting year or a reporting period, éxaiudes
inflows arising from changes in cash as a resuttuw€hase and liquidation of cash equivalent.

From the above, it could be said that cash flateshent is an accounting report which is prepaoed t
help users to know how cash and cash equivalenbé&as generated and utilized and the changes inatsie
balance by entity in a given accounting period.

According to SAS 18 the main reason statement eh déow is now regarded as preferred parameter for
evaluating corporate liquidity is that the statemehsource and application of funds based on m@&rgnm
working capital can obscure movements relevanssessing the viability and liquidity of an entesprilt is the
above deficiency that had led to the introductibnash flow statement.

Since, the cash flow statement is seen as bettandial information for assessing corporate vigbiind
liquidity, thus, cash flow statement can also bbjetted (applied as a better tool for assessingfcing);
performance ratios for making good investment deeiand preventing corporate failure. In view of ibove,
this study considers the impact of cash flow statetras a tool for evaluating corporate performance.

2. Statement of the Problem

The use of accrual financial statement for anatyand measuring corporate performance by manageaneint
other users have been found to have inherent prsbéend limitation which may have resulted to poetision
making, inefficient management and sometimes catpocollapse.(Blum,1974, Aziz et al,1988, Casey and
Bartezak,1985). Enyi, (2006) states that the ratghich businesses sprang up and went under iobtihuch
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concern to average discerning entrepreneurs, viadrét this wave of financial misfortune are barded their

helpless customers. The CIC economic report (2868es that “The fallout of the liquidation exeesicaused
widespread hardships to the banking public, whiphadly led to collapse and liquidation of many rmmking

organizations and bankruptcy of individuals as Itesfithe negative multiplier effect. The inhergmbblems and
limitations which are associated with accrued bastounting ratio are listed below;

3. Limitations of Financial Ratios
€) Financial ratios only trigger off points for furth@vestigation.

(b) Ratios cannot be used to compare results of twoare companies except where they have similar

accounting policies.
(c) Financial analysis based on accounting ratios niag iisleading results if effects of the changes
in price level are not taken into accounts.

(d) Financial ratios are generally calculated from pfastncial statements and these are no good
indicators of the future.

(e) Ratios calculated at a point in time are less mitive and defective as they suffer from short term
changes.

)] No fixed standard can be laid down for an ideabrat

4. Problemsof Financial Statements

(@ Applications of accounting concept and conventioaymmot be the same from company to
company.

(b) Financial statement are prepared to show true amd/iew, hence the actual figures may not be
shown in the financial statement.

(c) Financial statement only discloses monetary fadtsn monetary fact can only be disclosed in

notes to the financial statement.

5. Objectives of the Study

To ascertain whether cash flow statement can s&s\e better tool for measurement of corporate pegoce
than accrual financial statement

To find out whether cash flow ratio can be morefuisi predicting liquidity and viability of the gopanies,
than accrual financial ratios

To determine whether cash flow ratio can serve dsetter indicators for assessing corporate failinan
traditional (Historical) ratio.

To find out the sets of ratios that can be caleddterived) from cash flow statement.

6. Hypotheses

Hol There is no relationship between ratiopared on cash flow statement and that prepareccoma
financial statement.

Ho2 Cash flow ratios are not better tool fordicéng corporate failure

Ho3 Ratios prepared from cash flows statemertg mot be useful in predicting liquidity and viatyilof the
companies.

7. Definition of Cash flow/Cash

In financial accounting, a cash flow statementp &sown asstatement of cash flows, is a financial statement
that shows how changes in balance sheet accoudtsemme affect cash and cash equivalents, ankbtea
analysis down to operating, investing, and finagdactivities ( Helfert, 2001). The statement o$lcdlows
details all cash inflows and outflows and boilgdwn to how much cash the company has generatadjiven
period. The cash flow statements is usually catedldased on cash basis and this tries to shoerbedlication
of corporate performance in respect to liquiditas@ is king and is the blood of a business, Ithdlow evenly
( Jenn,2003). Jean 2003 went further to state ltbiting plenty of cash is never a bad thing butdhis
exception to this as well. On the other hand, tacmmoutflow is equivalent to getting shot and sgditood
pour out from hole.

From the above it could be said that cash is eisdeartd of great importance for corporate survivdr a
company to be healthy the cash from operation shbelpositive and enough to meet up daily obligatibthe
business.

8. Impacts of Cash flow Statement

Holfstrand,( 2009) states that cash is the ingredigat makes the business operate smoothly fugtease is
the ingredient that makes a machine function snpoffhis means cash can be seen as the life wirangf
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business and without cash business activitiesnaiilbe effectively and efficiently managed.
The cash flow statement is expected to providerin&gion which will help assess corporate liquidigolvency
and viability( Casey And Bantezak 1985)
It provides relevant information which will assisters in evaluating changes in assets liabilityemdties.
Easy comparison of corporate performance of differerganization eliminating the effect of different
accounting methods.
A good indicator of the amount, timing and probipibf future cash flows
The above benefits/ aim are in line with Epsteid &va (2007) of cash flow statement which states ¢ash
flow statement is intended to
e provide information on a firm's liquidity and soh@y and its ability to change cash flows in future
circumstances
e provide additional information for evaluating chasgn assets, liabilities and equity
« improve the comparability of different firms' optng performance by eliminating the effects of
different accounting methods
< indicate the amount, timing and probability of figicash flows

9. Difference Between Cash flow Ratio and Accrual Financial Ratio

Accrual financial ratio is prepared based on histdrcost while cash flow ratio is prepared based¢ash. From
the above, it could be said that since cash flotio rare prepared from cash flow statement this dietter
indication of corporate performance than accruabanting which uses past events to foresee futueats.
From this statement it could be said that corpopatéormance may be in financial distress whilefipability is
been disclosed without been in existence if histdr{accrued) cost accounting is being adoptedppraising
performance. Thus, since cash flow ratio is preppane cash basis this gives a better indicationooparate
performance. Lee (1982) a strong advocate of cksh lbasis, revealed in his analysis of CFFO, tlaketf
airway was in financial trouble three years priorfdilure while profits were increasing as failapproached.
Cash flow ratio will provide better information f@redicting bankruptcy and liquidation. Informatiobtain
from cash flow will be more relevant in predictingrporate failure and bankruptcy since the cash fltio is
prepared on reported cash flow from operationsvBeél966) reported that CFFO provided by net ineqaius
depreciation, depletion and amortization to toethtd had the lowest misclassification error retatio common
accrual measures of financial health.

10. Difference Between Cash flow and Profitability

Cash flow and profitability although closely relatare different. The differences between cash fitatement
and profitability are below.

TABLE 1

Difference Between Cash flow and Profitability.

CASH FLOW PROFITABILITY

Inflows and Outflows; the items recorded are inflowMeasures incomes and expenditure; This records
and outflows of cash income and expenditure

Shows liquidity; this shows liquidity position ofna This shows profitability
operation and ability of the firm to offset itshisity

Prepared on cash basis( considers present ana fuRnepared on historical cost( considers past cost)
cost)

11. History of Cash flow Statement

The cash flow statement is an old concept. Thecgoand application of fund known as fund flow stadet
inexistence for decades and have been replaceddly flow statement because of its inherent proliems
continued to be existence sincd"k&ntury. Helferth (1972) states that in 1863, Biosvlais Iron Company had
recovered from a business slump, but had no caisivést for a new blast furnace, despite havingeregrofit.
To explain why there were no funds to invest, thenager made a new financial statement that wasdcall
comparison balance sheet, which showed that thgpaonynwas holding too much inventory. This new fitiah
statement was the genesis of Cash Flow Statemanistlused today (Watanabe 2007). In the UniteteSta
1971, the Financial Accounting Standards Board BPA&efined rules that made it mandatory under Gahyer
Accepted Accounting Principles (US GAAP) to repsources and uses of funds, but the definition ohdg"
was not clear. Net working capital might be castmight be the difference between current assetscamnt
liabilities. From the late 1970 to the mid-1980s FASB discussed the usefulness of predictingrdutash
flows (Epstein and Eva, 2007). In 1987, FASB StaeitNo. 95 (FAS 95) mandated that firms providehcas
flow statements (Bodie et al 2004). In 1992, theerdmational Accounting Standards Board issued hatigwnal
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Accounting Standard 7 (IAS 7§ ash Flow Satement, which became effective in 1994, mandating thahgi
provide cash flow statements (Epstein and Eva, 007
US GAAP and IAS( 7) rules for cash flow statemeares similar, but some of the differences are:

« |AS 7 requires that the cash flow statement incladanges in both cash and cash equivalents. US
GAAP permits using cash alone or cash and casivaeuis.

e |AS 7 permits bank borrowings (overdraft) in cantabuntries to be included in cash equivalentserath
than being considered a part of financing actisitie

« |AS 7 allows interest paid to be included in opiagtactivities or financing activities. US GAAP
requires that interest paid be included in opegadictivities.

e US GAAP (FAS 95) requires that when the direct rodtis used to present the operating activities of
the cash flow statement, a supplemental scheduk aiso present a cash flow statement using the
indirect method. The IASC strongly recommends tirectl method but allows either method. The
IASC considers the indirect method less clear &ysusf financial statements. Cash flow statemenas a
most commonly prepared using the indirect methddgchvis not especially useful in projecting future
cash flows.

12. Make Up Of Accrual Basis Of Accounting And Cash Flow Basis Of Accounting

This is made up of the balance sheet and profitlassl statement. The balance sheet is a snapsizofirofi's
financial resources and obligations at a singlenpoi time, and the income statement summarizesnasf
financial transactions over an interval of timee$a two financial statements reflect the accrusishaccounting
used by firms to match revenues with the expensssceted with generating those revenues. The ftash
statement includes only inflows and outflows oftcasd cash equivalents; it excludes transactioatsdb not
directly affect cash receipts and payments. Thesecash transactions include depreciation or vaifs-on bad
debts or credit losses to name a few (Epstein ared2B07). The cash flow statement is a cash bapisrton
three types of financial activities: operating witig¢s, investing activities, and financing actigg. Non-cash
activities are usually reported in footnotes.

Make up of cash flow statement

The cash flow statement is partitioned into thregnsents, namely:

1) Cash flow resulting from operating activities X
2) Cash flow resulting from investing activities X

3) Cash flow resulting from financing activities. X
Net Cash flow XX

The money coming into the business is called cafétm, and money going out from the business itedatash
outflow.

13. Method of Analysis

To measure performance of companies, this studyceiisider liquidity and asset management ratiopéidg

cash flow ratios and accrual basis ratio. The fdamdor cash flow basis ratio were adopted fronhti&¢evers
(1966) and Gilbert et-al studies investigationcash flow information as prediction for corporéadure . See
below for the formulae

For the accrual accounting ratios and cash flatos, liquidity ratios were measured based onfellewing

formulas in the table below;

Table?2
Ratiosfor Financial Analysis-Liquidity Ratios.
No. Traditional Ratios Cash Flow Ratios
1. Current Ratio: Cash to Debt:
Current Assets Cash flow from operations
Current liabilities Total debt
2. Quick Ratio: Critical needs:
Current assets-Inventory Cash Flow from operations-interest paid
Current Liabilities Interest + current debt + dividends

Source: Adapted from Beaver (1966), Gombola and K&993), Foster (1986), Gilbert et al (1990), &wkz
and Zeller (1991), Carslaw and Mills (1993), Giacmmand Mielke (1993), Koen et al, (1994), Zelleda
Stanko (1994b), Mills and Yamamura (1998) and Loverand Brummer, (2003)
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Table 3
Asset management ratios formular are shown below:
No. Traditional Ratios Cash Flow Ratios
1. Fixed asset turnover: Cash to asset:
Turnover Cash flow from operations
Current liabilities Total fixed assets
2. Total asset turnover: Reinvestment:
Turnover Cash Flow from operations
Total assets Total assets

Source: Adapted from Gombola and Ketz (1987s), ¢olit986), Gilbert et al. (1990), Figlewicz and Igel
(1991), Carslaw and Mills (1993), Giacomino and IKie (1993, Mills and Yamamura (1998) and Sharma
(2001).

Ratios for asset management

14. COMPARATIVE ANALYSIS OF RATIOS ADOPTING BOTH CASHFLOW STATEMENT AND
ACCRUAL ACCOUNTING BASIS
14.1 Liquidity ratio measured based on Accrual $akbwn below:

Current (current working capital) Ratio = Currergsts =49500 =11:1
Current Liabilities 4500
acid test ratio i.e. current asset stock = 4500000 =35500 = 7.89:1
Current Liabilities 4500 4500
14.2 Liquidity ratio measured based on cash flogidare stated below
Cash debt ratio = cash flow from operatien 5800 =0.2367 =0.24:1
total debt 2050

Critical needs ratio = CFFO - Interest paid
Current liabéis

586000 = 800
4500 4500 = 0.18:1

14.3 Asset management ratios computation for bothual and cashflow basis
Accrual basis ratio:
Fixed asset turnover ratio = Turnover

Fixed assets

ie 36250
29,000 = 1.25

Total asset turnover ratio = Turnover
Total asset

ie 36,250
380 = 0.46
Cash basis ratio:
Cash to fixed asset ratio = CFFO
Totadefd Assts

8® = 0.2
aeo

Reinvestment ratio = CFFO
Total Ass

5800 = 0.074
78,500

15. Results

From the ratios computed applying cash flow baai®rand accrual basis ratio, it could be obsetthed the
liquidity ratios computed using accrual basis waositive and very high i.e. above 1 which is a gowtication
that the organization solvency/ liquidity positicngood. However, when cash flow basis ratios vegplied
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adopting Beaver formula, the solvency/ liquidityspiimn were all negative. The implication of thisthat the
organization may likely not be able to meet itdydabligations and this will affect its operationcamay lead to
corporate bankruptcy and liquidation. More so, #isset management ratio computed based on accrsial ba
showed efficient asset management while this indhésense is not true.

16. Conclusion

This study concludes that for organization managenm make good decision. There is need for apipigis
corporate performance (liquidity/ asset managemesit)g cash flow basis statement ratio since thilsgive
better information on corporate performance intmetato organizational liquidity and viability uki the
accrual basis which does not give a good insighthefcorporate performance rather applies pastwbigth
most times does not consider inflation ( ie charigeslue for money) when appraising corporategranince.

17. Recommendations
This study recommends that there is need for usérsiccounting information to appraising corporate
performance applying cash basis ratio, as thishistier tool than accrued financial statement.
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Appendix |
The balance sheets of Fabis Ltd for the years eBilsdDecember 1991--1992 were summarised as shelow
1991 1992
N,000 N,000

Ordinary shares of N1 per share 60,000 50,000

Reserves:

Profit and Loss 5,000 4,000

Creditors due in less than one year

Trade Creditors 4,000 2,500

Taxation 1,500 1,000

Proposed dividends 2,000 1,000

Creditors due in less than one year

10% debenture _ECEQ— W
87,500 78,500

Fixed assets (at written down values):

Premises 10,000 10,000

Fixtures 17,000 11,000

Vehicles 12,500 8,000

Current assets:

Stock 17,000 14,000

Debtors 8,000 6,000

Bank and cash 23.000 29.500
e —

87,500 78,500
Note: (1) The 10% debentures were redeemed anelteshon 31 December 19-2
(2) Income tax and advance corprationiias been ignored.
The profit and loss account for fabis Ltd for tleayended 31 December 1992 was summaried thus

N,000 N,000
Turnover 36,250
Cost of Sales (21,750)
Gross Profit 14,500
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Profit on disposal of vehicles 700
15,200
Less
Wages and salaries 1,600
Other (cash) expenses 3,600
Depreciation 3,500
Debenture Interest 2,000
~ 10,700
Profit before tax 4,500
Less
Tax 1,500
Profit after tax 3,000
Less
I
Proposed dividends 2,000
Retained profit for year
brought forward 1,000
Carried forward 4,000
5,000
Separate bank and cash accounts for Fabis Ltthéoyetar ended 31 December 1992 were summarised
Bank cash Bank Cash
N,000 N,000 N,000 N,000
25,30
Opening balance b/d 0 4,200 Payments to trade
30,50
Receipts from debtors 0 3,750 creditors 23,250 _
Receipts from fixed Wages, Salaries 700 900
asset isposals -vehicled 1,200 500 Other expenses ,400 2 1,200
10,00
Ordinary share issue 0o _ Debenture interest 2,000
Transfer from cash 4,650 _ Fixed assets
Fixtures 7,000 _
vehicles 8,000
Tax paid 1,000
Dividends paid
10% debenture
redeeme
d 5,000
Transfer to bank 4,650
Closing balances ¢/D  ~ 21,300 1,700
71,65 -
0 8,450 71,650 8,450
Opening balances 21,30
b/d 0 1,700

Sour ce: Jennings A.R. (1993)
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Information and data given above is used to prodlueeash flow statement shown below

fabis Ltd cash flow statement for the year ende®8tember 2013

Net cash
activities

of finance
Interest paid

infow operating

Dividends paid

Net cash inflow from returns on investments andisiag
of finance

Taxation

Corporation tax paid

Tax paid

Investing activities:

Payments to acquire tangible fixed assets
(7,000 + 8,000)

Receipts from sale of tangible fixed assets
(1,200+500)

Net cash outflow from investing activities
Net cash outflow before financial
Financing

Issue of ordinary share capital

Redemptipon of 10% debentures
Net cash inflow financing

Decrease in cash and cash equivalents

Note: As an alternative, the first item on the abetatement may be expanded
to show cash inflows and outflows in detail, thus

Operating activities

Cash received from customers (30,500 +3,750)

cash payments to suppliers

Cash paid to and on behalf of employees (700+900)

Other cash payments (2,400+1,200)

Net cash inflow from operating activities

The requisite essential notes, shown in profornsadsvn below:

/

Notes: to the cash flow statement

1. Reconciliation of operating profit to net casfiaw from operating activities

Operating profit (4,500 (PBT) + 2,000 (Deb. Int.)
Depreciation charges

Profit on disposal of tangible fixed assets
Increase in stocks (17,000 -14,000)

Increase in debtors (8,000-6,000)

Increase in creditors (4,000-2,500)

Net cash inflow from operating activities
2. Analysis of changes in cash and cash equivatknisg the year

Balance at 1 January 1992

Net cash outflow
Balance as at 31st Dec. 1992

Returns on investments and servicingsawdicing of Finance

N,000 N'000
5,800

(2,000)

(1,000)

(3,000)
(1,000)

(1,000)

(15,000)

1,700

(13300)
(11,500)

10,000

(5,000)
5,000)

(6,500)
N,000

34,250
(23,250)
(1,600)

(3,600)

N,000
580
3,500
(700)
(3,000)
(2000)

1,500

5,800

N,000
29,500

(6,500)
26,07 [8]9]

3. Analysis of the balances of cash and cash elgunitsaas shown in the balance sheet
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cash at abnk and in hand
short-term investments

Bank overdrafts

4. Analysis of changes in finacing during the year

Balance at 1 January 2012
Cash inflow (outflow) from financing

Balance as at 31 December 1992

I/L,i,l
Change
1991 1992 inyear
N,000 N,000 N,000
23,000 29,500 (6,500)
Nil Nil Nil
Nil Nil Nil
3 5565 5:580)
Share Debenture
Capital loan
N,000 N,000
50,000 20,000
10,000 (5,000)
60,000 15,000
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