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A study on financial healthof cement industry
"Z" score analysis
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Dr. M. Selvarn" S. Vanitha=" M. Babu •••

The Indian cement industry is
one of the pillar sectors of our
economy as it accounts for a

significant portion of total industrial
output of our country. Further it plays
a dominant role in satisfying basic
needs (house construction) of human
kind. In view of LPG, while India
Cements Industry faces many
challenges. it gets good opportunities
to improve sales. As a result of this,
Cement Industry continues to adopt a
series of readjusting and restructuring
measures including up gradation of
technology. India is largest market with
a great potenial. a~ the country
possesses more than a billion people,
vast territory and abundant resources.
The cement industry can enlarge global
market shares so long as the industry
players firmly seize the business
opportunities. promptly solve
outstanding problems and improve
weak links in their existing production
chain. The industry is expected to
perform well in all the dimensions and
achieve a healthy growth in its
operations. In order to manage stiff
competition. drastic steps are to be
taken to reduce cost of production. In
the changed environment, application
of financial management techniques
would help the cement companies in
increasing their productivity and
profitability. An attempt has been made

• Deparunent or Commerce. Bhararhidasan
University, Ti(uchir.lpp:llli-6~O 024

in the present study to have an insight.
into the examination of financial
health of the one of cement companies
in Tamil Nadu.
History of India Cements Ltd.

The India Cements Limited,
established on 21.2.1946 under Indian
Companies Act 1913 as a public
limited companies with an authorized
capital of Rs.200 lakh is having its
registered office at Dhun building,
827, Anna Salai. Chennai-6OQ 002. It.
is to manufacture and market cement.
It is the largest manufacturer of
cement in south India and earliest
cement company in independent
India. The equity shares of the
company are listed in NSE, BSE
CSE.LSE and MSE.
Statement of the Problem

Cement industry represents an
important segment of the Indian
economy. This industry has been
caught in a vicious down cycle that
ha. rendered operations unviable.
Some of the Cement producing
companies has recently reported
reduction in profits and in some cases
even losses. The India Cements LId
incurred losses in 2002. One possible
reason for such down cycle might be
poor financial health. Since the
cement producing companies face
threats to their viability, this study
bears a relevance to the present day
problems.
Objectives of the Study

The objccti ves of thl~ study are as
follows. They are:
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I. To examine the overall financial
performance of India Cements Ltd,
and

2. To predict the financial health and
viability of the IndiaCements Ltd.

Methodology of the Study
Application of Z Score

"Z" score 1tnalysis has been
established by Edward I. Altman
(1968) to evaluate the general trend in
the financial health of an enterprise
over a period. Many of the individual
accounting ratios used 'frequently to
predict the financial performance of an
enterprise may only provide warnings
when it is too late to take a corrective
action. Further single ratio 'does not
convey much of the sense. There is no
internationally accepted standard for
financial ratios against which the
results can be compared. Therefore,
Edwin I Altman combined a number
of accounting ratios (liquidity,
leverage, activity and profitability) to
fonn an index of the probability, which
was effective indicator of corporate
performance in predicting bankruptcy.
In this direction' a variety of studies
have been conducted, over the period
by applying Multiple Discriminant
Analysis (MDA) to predict the
corporate failure, by financial analysts
like Altman.
Data Collection

The study is concerned with the
analysis of financial health of India
Cements Ltd and it has been confined
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to only one company in the private
sector. This study is mainly based on
secondary data. The data from
published sources is the basis for ratio
analysis. The required accounting
information about India Cements Ltd
for the Z- score analysis was obtained
from the Prowess Corporate Data Base
of CMIE. Chennai for a period of 5
years (1998-2002). .
Z Score Analysis

The data collected were first
analysed with the help of five
accounting ratios. These different
ratios are combined into a single
measure-Z Score Analysis with the
help of MDA. The fonnula used to
evaluate the "Z"score analysis as
established by Altman is as follows.
Z = O_012X, + O.OI4X1 + O.033X) +

O.006X. + O.999Xs
" Z" is the overall index and the

an abies X, to X, are: computed as
ab olute percentage values while XI is
computed in number of times.
Variables (Ratios) Used in Z Score
Analysis.

The following accounting ratios are
used as variables to combine them into
a single measure (index). which is
efficient in predicting bankruptcy.

X, -The ratio of working capital to
total assets (WCffA*IOO). It is the
measure of the net liquid assets of a
concern to the tOlal capitalizuuon.

X, -The ratio of net operuting profit
10 net sales (:\OP/Sx 100) It indicates
the efficiency of the management in
manufactunng. sales. administration
and other acu vi ucs.

X, -Thc ruuo of earning before
intcrcvt and raxc to total <1\ cl~ (EBITI
T/\ x I (0) It I •• <l m c a vu rc of
producuvny 01 a~~Ch crnproy cd In an
cntcrprrsc. The ulurnatc c x istc ncc of
.in cnrcrpnse I~ ha,t.:o on the ':arnln~
[>() •••.er (prOflli.lhilll) I

. X, -The rau o of market value of
equity to book value of debt (~1VE!
B VD "'1(0) II I, rcc iproc al of the.
familiar dcbt-cquu y ratio biult) I~

I ()-I

measured by the combined market
value of all shares, while debt includes
both current and long term liabilities.
This measure shows how much assets
of an enterprise can decline in value
before the liabilities exceed the assets'
and the concern becomes insolvent.

Xs -The ratio of sales to total assets
(SffA). The capital turnover ratio is a
standard financial measure for
illustrating the sales generating
capacity of the assets.
Measurement of Financial Health

Altman established the following
guidelines to be used to classify firms
as either financially sound or bankrupt,
Altman Guidelines for Healthy Zone.

Situa- Z scores Zones
tion

I below 1.8 Bankruprecy Certain
Zone 10 rail

II 1.8-J.0 Healthy Uncer-
Zone lain to

predict
III 3.0 and Too Healthy NOIIO

above Zone rail

I. Below "Z" score of 1.8. the unit is
considered to be in bankruptcy
zone. Its failure is certain and
extremely likely and would occur
probably within a period of two
years.

2. If a unit has a "Z" score between
1.8. and 3. its financial viability is
considered to he healthy. The
failure in this situation is uncertain
to predict.

3. Above "Z" score of 3. the unit is in
too healthy zone. Its financial
health is very viable and not to fall.

Financial Health of India Cements
Ltd -Ratio Analysis.

The five.financial r a t io s cited
above are used as indicators in the
equation for judging the financial
health of India Cement Ltd. Table-t
,hn\l'. the select I i.lii()~(\,artaoles ) of
Indiu Cements Ltd durmg the period
from 1998-200~ The c o n rc n t or
wor~lng capital In the total as,et, of
India Cements Ltd was mcrcascd from
2X 14',1, In 1:198 10 86.43<,i( in 2002

with fluctuations. It showed the
excessi ve use of working capital over
the years. This is unfavourable for the
efficient running of the'India Cements
Ltd and it affects financial health.

It is found from the above Table
that the content of net operating profit
to the total assets was recorded as
10.64% in 1998 which decreased to -
3.26% in 2002 with fluctuations.
During first four years of study period
(1998-200 I) company earned profit.
But it suffered with net loss in 2002.
This is a 'worse situation for
shareholders as no portion of sales was
left for them in 2002. In total. the
company failed to earn adequate
surplus to meet non-operating
activities in 2002.

The operational efficiency of an
enterprise could be judged through the
ratio of EBITITotal Assets. The
operating efficiency ultimately leads to
its success. The ratio ofEBIT to Total
Assets of India Cements Ltd ranges
from 13.22% to 9.82%. Though there
.•...as an increase in the amount ofEBIT
and total assets as weU.· ratio got
decreased marginally. It showed that
increase of EBIT did not match wilt!
an increase of total assets. This has
severely and adversely affected the
financial health of India Cements Ltd.

The thumb rule of debt- equity mix
is I: I. The analysis of this study
cleared that India Cements Ltd did not
maintain the above standard during the
study period. The market value of
equity was less than that of debt during
the study period. 'As a result the ratio
of market value of total equity to book
value of debenture was 15.22% in
199R. which constantly decreased to
11.39'7r in 2002. It means book value
or debenture or India Cements Ltd
f:.!r.:;cd from 4. 78'7c to 8~.61 % during
the stud) period. The proportion in
which interest bearing funds (debt) and
interest free funds (equity) employed
had a direct Impact on its financial
pcr Io: rnancc Even If borrowed fund
ha vc been 50'i'c. the financial po -I 10
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of the company would be considered
as quite good. From this angle, the
company has a sound financial
position. However, the company will
have the chance of facing interest
burden in the long run. Therefore,
reasonable change in the financial
structure ratio is essential to protect the
eompany from adverse financial
performance.

Table also shows that the sales in
relation to total assetshad been around
0.536 to 0.4095 times during the study
period. Sales is the central point
around which all the operations
moved. The financial performance and
profitability depends on sales revenue.
Generally this ratio is expected to be

o times. The results of sales volume
during the study period clearly showed
that the cement company had not been
successful in achieving the standard
ratio through sales. Poor ratio of
turnover indicates that the company
failed to fully use the assets like land,
building, 'furniture, plant etc. There
may be. some valid reasons for under
utilization of available capacity.
However, this will have an adverse
impact on the financial performance of
the company. Hence appropriate steps
are to be taken to utilize the full
capacity of the company.
Financial Health -" Z" Score
Analysis

As pointed out earlier, the "Z"
score analysis was applied to evaluate.
the general trend in the financial health
of India Cements Ltd by using ratio
analysis. The analysis depends on ratio. . ,
cntena.

It is clear from the analysis of
Table-2 & Chart-I that the cement
company under the study was Just 001

the range of financial collapse. The
financial health of the company was
never in thetoo health zone during the
study period. However Z score in 2002
rose to healthy zone while the score
for first four of study period (1998-
2001) had fallen in bankruptcy. zone.
In total the financial performance of

I

I. dia Ce e s 'as ery unviable. If
I dia Ce e 5 ai Is to take urgen t
s eps. oral fail ire of the company was
i e i a Ie a d ertain in the near
future.

Reason for the Poor Financial
Health

The f 110 ing are important
reaso s fo oor financial health of
India Ceme ts Ltd.

• I e com a ) fa ed the problem of
under trading owing to the excess
working capital

• the negative operating profit/small
portion of profit during the study
period was a serious concern. It
was partly because of the fact that
earnings were eaten by excess
working capital during the study
period.

• the company failed to achieve the
sales targets/adequate sales. This
was due 10 under utilization of
available capacity, which contri-
buted for the deterioration of
financial health.

• excess debt was a serious concern
as it carries with interest burden.
This also affected financial health.

• some type of managerial incom-
petence might have been accounted
for almost all failure.

Suggestions of the Study.

In the light of above study, the
following important suggestions are
made to improve financial health of
India Cements Ltd.

• The problem of under trading must
be attended to immediately. Further
the company should plan to have
adequa;te working capital.

• The avoidance of excess working
capital may help to improve
operating profit.

• The company must fix achievable
sales target and all possible steps
are to be taken to achieve the sales
targets. The deviation from the
target must be attended to.

• The company should take
necessary steps to fully utilize the

Ihi! management accountant, student edition, lilly. 2004

available capacity. The fixed a~SCl5

are to be purchased only when the
company is able to utilize its full
capacity.

• The capital structure of India
Cements Ltd is to be changed in
such way to have standard debt-
equity ratio. Higher debt content
affects the borrowing power and
profitability of the concern.

• Necessary arrangements should be
taken to improve the managerial
competence of India Cements Ltd.

Conclusion
The financial health plays a

significant role in the successful
functioning of a firm. Poor financial
health threatens very survival and leads
to business failure. Most of the cement
producing companies in India has been
caught in a v.icious down cycle facing
a threat to their viabi lity, Therefore.
financial health of cement companies
has been subject to empirical
investigation. In this study' an attempt
has been made to determine the
combined effect of various financial
ratios with the help of MDA. The
estimated discriminate function could
be of great use for the management in
ascertaining the financial health. This
study would also be useful to all
companies. policy makers and
researchers for appraising financial
health of corporate sector in general
and cement companies in particular,
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Variable Ratio 1998 1999 2000 2001 2002
XI WCrrA *100 28.14 23.86 31.22 36.11 86.43
X2 NOPIS * ,100 10.64 11.54 7.95 10.18 -3 ..26

Xl EBITrrA * 100 11.91 13.22 9.82 10.91 10.016

X~ MVofTE/BVofD* 100 15.22 20.36 15.04 11.53 11.39

Xs srrA (times) 0.536 0.5712 0.517 0.4844 0.4095

Table-I
Financial Health of India Cements Ltd- Ratio Analysis

Source: Prowess Database, CMIE, CHENNAI.
NOTE:

Particulars 1998 1999 2000 ·2001 2002
Working Capilal 475.51 563.02 849.37 1074.1'8 2508.67
Net Operating Profit 96.4 155.52 111.87 146.72 -38.79
EBIT 201.26 311.84 267.08 324.35 290.71
Market Value of Total Equity 64.34 125 138.39 138.48 138.59
Book Value of Debt 422.65 613.74 919.66 1200.04 1216.33
Sales 905.83 1347.66 1406.45 1441.12 1183.55
Tolal Assets 1689.71 2359.06 2719.96 2974.49 2902.39

Table -2
"Z" Score of the India Cements Ltd

Variable 1998 1999 2000 2001 2002
XI 0.33768 0.28632 0.37464 0.43332 1.03716

Xl 0.14896 O. i6i56 0.1113 0.14252 -0.04564

XJ
0.39303 0.43626 0.32406 0.36003 0.330528

X~ 0.09132 0.12198 0.09024 0.06918 0.6834

Xs 0.5354 0.5706 0.5164 0.4839 0.409

Total Score 1,50639 1.57672 1.41664 1.48895 2.414448

Rounded Score 1.51 1.58 1.42 1.49 2.42

Source: Computed from Table I Chart No.1
"Z" Score Chart for India Cements Ltd
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