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MeaningofFinancialStatementAnalysis:

Theterm ‘Analysis’referstorearrangementandsimplificationofdatagivenin

thefinancialstatement.Theanalysisisdonebyestablishingtherelationship

betweentheitemsoftheBalancesheetandProfitandLossAccount.Financial

analysisreferstoanassessmentoftheviability,stabilityandprofitabilityofa

business,orCompany.Itisaprocessofexaminingandcomparingfinancial

data.Analysisreferstotheproperarrangementoffinancialdata.Analysisof

financialstatementsmeansanattempttodeterminethesignificanceand

meaningofdatapresentedinfinancialstatements.Suchananalysismakes

useofvariousanalyticaltoolsandtechniquestodataoffinancialstatements

soastoderivefrom them certainrelationshipsthataresignificantanduseful

fordecisionmaking.Itisperformedbyprofessionalswhopreparereports

usingratiosthatmakeuseofinformationtakenfrom financialstatementsand

otherreports.Thesereportsareusuallypresentedtotopmanagementasone

oftheirbasis in making business decisions.Based on these reports,

managementmay:

1.Continueordiscontinueitsmainoperationorpartofitsbusiness.

2.Makeorpurchasecertainmaterialsinthemanufactureofitsproduct.

3.Acquireorrent/leasecertainmachineryandequipmentintheproduction

ofitsgoods.

4.Issuestocksornegotiateforabankloantoincreaseitsworkingcapital.

5.Otherdecisionsthatallowmanagementtomakeaninformedselectionon

variousalternativesintheconductofitsbusiness.

MooreandJaedickehavedefinedfinancialanalysisasprocessofsynthesis

andsummarizationoffinancialoperativedatawithaviewtogettinganinsight

intotheoperativeofabusinessenterprise.

MetcaltandTitardhavedefinedfinancialanalysisasprocessofevaluating

therelationshipbetweencomponentpartsoffinancialstatementtoobtaina

betterunderstandingofafirm’spositionandperformance.



5.1AdvantagesofRatioAnalysis

Financialstatementsi.e.,ProfitandLossaccountandBalanceSheetprepared

attheendoftheyeardonotalwaysconveytothereadertherealprofitability

andfinancialhealthofthebusiness.Theycontainvariousfactsandfigures

anditisforthereadertoconclude,whetherthesefactsindicateagoodorbad

managerialperformance.Ratio analysis is the mostimportanttoolof

analysingthesefinancialstatements.Ithelpsthereaderingivingtonguetothe

muteheapsoffiguresgiveninfinancialstatements.Thefiguresthenspeakof

liquidity,solvency,profitabilityetc.ofthebusinessenterprise.Someimportant

objectsandadvantagesderivedbyafirm bytheuseofaccountingratiosare:-

5.1.1HelpfulinAnalysisofFinancialStatements:-Ratioanalysisisan

extremelydeviceforanalyzingthefinancialstatements.Ithelpsthebankers,

creditors,investors,shareholdersetc.inacquiringenoughknowledgeabout

the profitabilityand financialhealth ofthe business.In the lightofthe

knowledgesoacquiredbythem,theycantakenecessarydecisionsabouttheir

relationshipswiththeconcern.

5.1.2SimplificationofAccountingData:-Accountingratiosimplifiesand

summarisesalongarrayofaccountingdataandmakesthem understandable.

Itdisclosestherelationshipbetweentwosuchfigures,whichhaveacause

andeffectrelationshipwitheachother.

5.1.3Helpfulin comparative study:-With the help ofratio analysis

comparisonofprofitabilityandfinancialsoundnesscanbemadebetweenone

firm andanotherinthesameindustry.Similarly,comparisonofcurrentyear

figurescanalsobemadewiththoseofpreviousyearswiththehelpofratio

analysis.

5.1.4Helpfulinlocatingtheweakspotsofthebusiness:-Currentyear’s

ratiosarecomparedwiththoseofthepreviousyearsandifsomeweakspots

arethuslocated,remedialmeasuresaretakentocorrectthem.

5.1.5Helpfulin forecasting:- Accounting ratios are very helpful in

forecastingandtheplansforthefuture.



5.1.6Estimateaboutthetrendofthebusiness:-Ifaccountingratiosare

preparedforanumberofyears,theywillrevealthetrendofcosts,sales,

profitsandotherimportantfacts.

5.1.7FixationofIdealStandards:-Ratioshelpsusinestablishingideal

standardsofthedifferentitem ofthebusiness.Bycomparingtheactualratios

calculatedattheendoftheyearwiththeidealratios,theefficiencyofthe

businesscanbeeasilymeasured.

5.1.8EffectiveControl:-Ratioanalysisdisclosestheliquidity,solvencyand

profitabilityofthebusinessenterprise.Suchinformationenablesmanagement

toassessthe changesthathave takenplace overaperiodoftimeinthe

financialactivities ofthe business.Ithelps them in discharging their

managerialfunctionse.g.,planning,organizing,directing,communicatingand

controllingmoreeffectively.

5.3LimitationsofRatioAnalysis

Ratioanalysisisaveryimportanttooloffinancialanalysis.Butdespiteit’s

beingindispensable,theratioanalysissuffersfrom anumberoflimitations.

Theselimitationsshouldbekeptinmindwhilemakinguseoftheratioanalysis:

-

5.3.1Falseaccounting datagivesfalseratios:-Accounting ratiosare

calculatedonthebasisofgivendatagiveninprofitandlossaccountand

balancesheet.Therefore,theywillbeonlyascorrectastheaccountingdata

onwhichtheyarebased.Forexample,iftheclosingstockisover-valued,not

onlytheprofitabilitywillbeoverstatedbutalsothefinancialpositionwill

appeartobebetter.Therefore,unlesstheprofitandlossaccountandbalance

sheetarereliable,theratiosbasedonthem willnotbereliable.Thereare

certainlimitationsoffinancialstatementsassuch,theratioscalculatedonthe

basisofsuchfinancialstatementswillalsohavethesamelimitations.

5.3.2Comparison not possible if different firms adopt different

accountingpolicies:-Theremaybedifferentaccountingpoliciesadoptedby

differentfirmswithregardtoprovidingdepreciation,creationofprovisionfor

doubtfuldebts,methodofvaluationofclosingstocketc.Forinstance,one

firm mayadoptthepolicyofchargingdepreciationonstraight-Linebasis,while



othermaychargeonwritten-downvaluemethod.Suchdifferencesmakethe

accountingratiosincomparable.



5.3.3Ratioanalysisbecomeslesseffectiveduetopricelevelchanges:-

Pricelevelovertheyeargoesonchanging,therefore,theratiosofvarious

yearscannotbecompared.Fore.g.,onefirm sells1,000machinesforRs10

lacsduring1992,itagainsells1,000machinesofthesametypeinyear1993

butowingtorisingpricesthesalepricewasRs15lacs.Onthebasisofratios

itwillbeconcludedthatthesaleshaveincreasedby50%whereasinactual,

saleshavenotincreasedatall.Hence,thefiguresofthepastyearsmustbe

adjustedinthelightofpricelevelchangesbeforetheratiosfortheyearsare

compared.

5.3.4Ratiosmaybemisleadingintheabsenceofabsolutedata:-For

example,Xcompanyproduces10Lakhmetresofclothin1992and15Lakh

metrein1993,theprogressis50%.YCompanyraisesitsproductionfrom 10

thousandmetresin1992to20thousandmetresin1993,theprogressis100%,

andcomparisonofthesetwofirmsmadeonthebasisofratiowilldisclose

thatthesecondfirm ismoreactivethanthefirstfirm.Suchconclusionisquite

misleading becauseofthedifferenceinthesizeofthetwo firms.Itis,

therefore,essentialtostudytheratiosalongwiththeabsolutedataonwhich

theyarebased.

5.3.5LimiteduseofaSingleRatio:-Theanalystshouldnotmerelyrelyona

singleratio.Heshould studyseveralconnected ratiosbeforereaching a

conclusion.Forexample,theCurrentRatioofafirm maybequitesatisfactory,

whereastheQuickRatiomaybeunsatisfactory.

5.3.6Window Dressing:-Somecompaniesinordertocoveruptheirbad

financialpositionresorttowindowdressingi.e.,showingabetterpositionthan

theone,whichreallyexists.Theychangetheirbalancesheetinsuchawaythat

theimportantfactsandtruthmaybeconcealed.

5.3.7Lackofproperstandards:-Circumstancesdifferfrom firm tofirm

hencenosinglestandardratiocanbefixedforallthefirmsagainstwhichthe

actualratiomaybecompared.

5.3.8Ratiosalonearenotadequateforproperconclusions:-Ratios

derivedfrom analysisofstatementsarenotsureindicatorsofgoodorbad

financialposition and profitability ofa firm.They merely indicate the

probabilityoffavorableorunfavorableposition.Theanalysthastocarryout



furtherinvestigations and exercise his judgmentin arriving ata correct

diagnosis.



5.3.9Effectofpersonalabilityandbiasofanalyst:-Anotherimportant

pointtokeepinmindisthatdifferentpersonsdraw differentmeaningof

differentterms.Oneanalystmaycalculateratiosonthebasisofprofitafter

interestandtax,whereasanotheranalystmayconsiderprofitsbeforeinterest

andtax;athirdmayconsiderprofitsafterinterestbutbeforetax.Therefore,

beforemakingcomparisons,onemustbesurethattheratioshavebeen

calculatedonthesamebasis.

Althoughratioanalysissuffersfrom anumberoflimitationsasenumerated

above,yetitisaveryusefulandwidelyusedtoolofanalyzingthefinancial

statements.Usefulconclusionsmaybearrivedatbyratioanalysisprovided

theabove-mentioned limitationsarekeptinmind whileusing theresults

obtainedfrom ratioanalysis.

5.4ClassificationofRatios:-

Inratioanalysistheratiosmaybeclassifiedintothefourcategoriesas
follows;

(I)LiquidityRatios

(II)ProfitabilityRatios

(III)ActivityRatios

(IV)SolvencyRatios

5.4.1LiquidityRatios:-

"Liquidity"referstotheabilityofthefirm tomeetitscurrentliabilities.The

liquidityratios,therefore,arealsocalled'Short-term SolvencyRatios.'These

ratiosareusedtoassesstheshort-term financialpositionoftheconcern.

Theyindicatethefirm'sabilitytomeetitscurrentobligationsoutofcurrent

resources.

InthewordsofSalomonJ.Flink,"Liquidityistheabilityofthefirm tomeetits

currentobligationsastheyfalldue.

InthewordsofHerbertB.Mayo,"Liquidityistheeasewithwhichassetsmay

beconvertedintocashwithoutloss."

Short-term creditorsofthefirm areprimarilyinterestedintheliquidityratiosof

thefirm astheywanttoknowhowpromptlyorreadilytheterm canmeetits

currentliabilities.Iftheterm wantstotakeashort-term loanfrom thebank,



thebankersalsostudytheliquidityratiosofthefirm inordertoassessthe

marginbetweencurrentassetsandcurrentliabilities.



Liquidityratiosincludetworatios:-

1.CurrentRatio

2.QuickRatio

5.4.2ProfitabilityRatios:-

Themainobjectofallthebusinessconcernsistoearnprofit.Profitisthe

measurementoftheefficiencyofthebusiness.Equityshareholdersofthe

companyaremainlyinterestedintheprofitabilityofthecompany.

Profitabilityratiosincludethefollowing:-

1.GrossProfitMarginRatio

2.OperatingProfitMarginRatio

3.NetProfitMarginRatio

4.ReturnonCapitalEmployedRatio

5.ReturnonNetworthRatio

6.EarningperShareRatio

5.4.3 ActivityRatios:-

Theseratiosarecalculatedonthebasisof'costofsales'or‘sales’;therefore,

theseratiosarealsocalledas'TurnoverRatios'.Turnoverindicatesthespeed

ornumberoftimesthecapitalemployedhasbeenrotatedintheprocessof

doingbusiness.Inotherwords,theseratiosindicatehowefficientlythecapital

isbeingusedtoobtainsales;howefficientlythefixedassetsarebeingusedto

obtainsales;andhowefficientlytheworkingcapitalandstockisbeingusedto

obtain sales.Higherturnoverratiosindicatethebetteruseofcapitalor

resourcesandinturnleadtohigherprofitability.Turnoverratiosincludethe

following

1.InventoryTurnoverRatio

2.DebtorsTurnoverRatio

3.FixedAssetsTurnoverRatio

4.InvestmentTurnoverRatio

5.4.4SolvencyRatios:-

Theseratiosarecalculatedtoassesstheabilityofthefirmstomeetitslong-

term liabilitiesasandwhentheybecomedue.Longterm creditorsincluding

debentureholdersareprimarilyinterestedtoknowwhetherthecompanyhas



abilitytopay



regularlyinterestduetothem andtorepaytheprincipalamountwhenit

becomesdue.Solvencyratiosdisclosethefirm’sabilitytomeettheinterest

costsregularlyandlong-term indebtednessatmaturity.Solvencyratiosinclude

thefollowingratios;-

1.Debt-EquityRatio

2.InterestCoverageRatio

5.4.1LiquidityRatios:-

5.4.1.1 CurrentRatio

Theratioisusedtoassessthefirm'sabilitytomeetitsshort-term liabilitieson

time.Itisgenerallybelievethat2:1ratioshowsacomfortableworkingcapital

position.Howeverthisruleshouldnotbetakenasahardandfastrule,

becauseratiothatissatisfactoryforonecompanymaynotbesatisfactoryfor

other.Itmeansthatcurrentassetsofabusinessshould,atleastbetwiceof

itscurrentliabilities.Thereasonofassuming2:1astheidealratioisthatthe

currentassetsincludessuchassetsasstock,debtorsetc,from whichfull

amountcannotberealizedincaseofneed.Hence,evenifhalftheamountis

realizedfrom thecurrentassetsontime,thefirm canstillmeetitscurrent

liabilitiesinfull.

CurrentAssets=Cash&BankBalance+Stock+Debtors+BillsReceivable+

PrepaidExpenses+Investmentsreadilyconvertibleintocash+Loansand

Advances

CurrentLiabilities=Creditors+BillsPayable+BankOverdraft+Unclaimed

dividend+ProvisionforTaxation+ProposedDividend.

5.4.1.2 QuickRatio

QuickorAcidTestindicateswhetherthefirm isinapositiontopayitscurrent

liabilitieswithinamonthorimmediately.

Anidealacidtestratioissaidtobe1:1.Theideaisthatforeveryrupeeor

currentliabilities,thereshouldatleastbeonerupeeofliquidassets.Thisratio

isbettertestforshort-term financialpositionofthecompanythanthecurrent

ratio.Liquid assetsareobtained bydeducting stock-in-tradeand prepaid



expensesfrom currentassets.Stockisnottreatedasaliquidassetbecauseit

cannotbereadilyconvertedintocash



asandwhenrequired.Thecurrentratioofabusinessdoesnotreflectthetrue

liquidposition,ifitscurrentassetsconsistlargelyofstock-in-trade.

Theliquidliabilitiesareobtainedbydeductingbankoverdraftfrom current

liabilities.Bankoverdraftisnotincluded inliquid liabilitiesbecausebank

overdraftisnotlikelytobecalledondemandandistreatedasasortof

permanentmodeoffinancing.Hence,itisnottreatedasaquickliability.Ifthe

liquidassetsareequaltoormorethanliquidliabilities,theconditionmaybe

consideredassatisfactory.Liquidratiocanbecalculatedasfollows

5.4.2ProfitabilityRatios

Themainobjectofeverybusinessconcernistoearnprofits.Abusinessmust

beabletoearnadequateprofitInrelationtothecapitalInvestedinIt.The

followingaretheimportantprofitabilityratio:

5.4.2.1GrossProfitMarginRatio:-Thisratiomeasuresthemarginofprofit

availableonsales.Thehigherthegrossprofitratio,thebetteritis.Noideal

standardisfixedforthisratio;butthegrossprofitratioshouldbeadequate

enoughnotonlytocovertheoperatingexpensesbutalsotoprovidefor

depreciation,Interestonloans,dividendsandcreationofreserves.

Theratioiscomparewithearlieryearsratioandimportantconclusionsare

drawnfrom suchcomparison.

5.4.2.2OperatingProfitMarginRatio:-Thisratiomeasurestheproportionof

anenterprise’s.Costofsalesandoperatingexpensesincomparisontoits

sales"

EBIT=EarningBeforeInterestandTaxes.

OperatingRatioisameasurementoftheefficiencyandprofitabilityofthe

businessenterprise.Theratioindicatestheextentofsalesthatisabsorbedby



thecostofgoods



sold and operating expenses.Lowerthe operating ratio,the betteritis,

becauseitwillleavehighermarginofprofitonsales.

5.4.2.3NetProfitMarginRatio:-Thisratiomeasurestherateofnetprofit

earnedonsales.Ithelpsindeterminingtheoverallefficiencyofthebusiness

operation.Anincreaseintheratiooverthepreviousyearshowsimprovement

intheoverallefficiencyofthebusiness.

5.4.2.4ReturnonCapitalEmployedRatio:-Thisratioreflectstheoverall

profitabilityofthebusiness.Itiscalculatedbycomparingtheprofitearnedand

thecapitalemployedtoearnit.Thisratioisusuallyinpercentage.Andisalso

knownas“RateofReturn”or“RateoncapitalEmployed".

Sincethecapitalemployedincludesshareholders'fundsandlong-term loans,

interestpaid on long-term loanswillnotbededucted from profitswhile

calculatingthisratio.

CapitalEmployed = EquityShare Capital+Preference Share Capital+All

Reserves+P&LA/CBalance+Longterm Loans-FictitiousAssets.

Or

CapitalEmployed=FixedAssets+WorkingCapital.OR[FA+(C.A-C.L)]

Thisratiomeasureshow efficientlythecapitalemployedinthebusinessis
beingused.

5.4.2.5ReturnonNetWorthRatio:-Whilethereisnodoubtthatthereference

shareholdersarealsoownersofafirm.Therealownersaretheordinary

shareholderswhobearalltherisk,participateinmanagementandareentitled

to allthe profitremaining afteralloutside claims including preference

dividendsaremetinfull.Theprofitabilityofafirm from theownerspointof

view shouldthereforeinthefitnessofthingsbeassessedintermsofthe

returntotheordinaryshareholders.Theratiounderreferenceservesthis

purpose.Itiscalculatedbydividingtheprofitsaftertaxesandpreference



dividendsbytheaverageequityoftheordinaryshareholdersthus,



5.4.2.6EarningperShareRatio:-Itmeasurestheprofitavailabletotheequity

shareholdersonapersharebasis,i.e.theamountthattheycangetonevery

shareheld.Itiscalculated bydividing theprofitsavailableto theequity

shareholdersbythenumberoftheoutstandingshares.Theprofitsavailableto

the ordinaryshareholdersare represented bynetprofitsaftertaxesand

preferencedividend.Thus,

Asaprofitabilityratio,theEPScanbeusedtodrawinferencesonthebasisof

i)Itstrendoveraperiodoftime,ii)comparisonoftheEPSoftheotherfirms,iii)

comparisonwiththeindustryaverage.

5.4.3 ActivityRatios:-

Theseratiosmeasurehowwellthefacilitiesatthedisposaloftheconcernare

beingutilized.Theseratiosareknownasturnoverratiosastheyindicatethe

rapiditywithwhichtheresourcesavailabletotheconcernarebeingusedto

producesales.Theseratiosaregenerallycalculatedonthebasisofsalesor

costofsales.Someoftheimportantactivityratiosarediscussedbelow:

5.4.3.1InventoryTurnoverRatio:-Itiscomputedbydividingthecostofgoods

soldbyaverageinventory.Thus,

Thecostofgoodssoldmeanssalesminusgrossprofit.Theaverageinventory

referstothesimpleaverageoftheopeningandclosinginventory.Theratio

indicateshowfastinventoryissold.Ahighratioisgoodfrom theviewpointof

liquidityandviceversa.Alow ratiowouldsignifythatinventorydoesnotsell

fastandstaysontheshelforinthewarehouseforalongtime.Thisratio

indicates the numberoftimes inventories replaced during the year.It

measurestherelationshipbetweenthecostofgoodssoldandtheinventory

level.



5.4.3.2 DebtorsTurnoverRatio:-Thisratioindicatestherelationship

betweencreditsalesandaveragedebtorsduringtheyear.

Billreceivableisaddedindebtorsforthepurposeofcalculationofthisratio.

Thisratioindicatesthespeedwithwhichtheamountiscollectedfrom debtors.

Thehighertheratio,thebetteritis,sinceitindicatesthatamountfrom debtors

isbeingcollectedmorequickly.Themorequicklythedebtorspay,thelessthe

riskfrom baddebts,andsothelowertheexpensesofcollectionandincrease

intheliquidityofthefirm.A lowerdebtorturnoverratiowillindicatethe

inefficientcreditsalespolicyofthemanagement.

Thisratioshowsthetimeinwhichthecustomerispayingforcreditsales.

Increaseinthisratioindicatestheexcessiveblockageoffundswithdebtors,

whichincreasesthechancesofbaddebts.

5.4.3.3Fixed AssetTurnoverRatio:-This ratio is also known as the

investmentturnoverratio.Itisbasedontherelationshipbetweenthecostof

goodssoldandassetsofafirm.Areferencetothiswasmadewhileworking

outtheoverallprofitabilityofafirm asreflectedinitsearningpower.

5.4.3.4InvestmentTurnoverRatio:-Itisbasedonrelationshipbetweenthe

costofgoodssoldandinvestmentsoffirm.Areferencetothiswasmade

whileworkingouttheoverallprofitabilityofthefirm asreflectedinitsearning

power.Dependinguponthedifferentconceptsofassetsemployed,thereare

manyvarianceofthisratio.Thus,



Here,thetotalassetsandfixedassetsarenetofdepreciationandtheassets

areexclusiveoffictitiousassetslikedebitbalanceofprofitandlossaccount

and deferred expenditure and so on.The assetsturnoverratio,however

defined,measuretheefficiencyofafirm inmanagingandutilizingitsassets.

Thehighertheturnoverratio,themoreefficientisthemanagementand

utilizationoftheassetswhilelow turnoverratiosareindicativeofunder

utilizationofavailableresourcesandpresenceofidlecapacity.

5.4.4SolvencyRatios:-

Theseratiosarecalculatedtoassesstheabilityofthefirmstomeetitslong-

term liabilitiesasandwhentheybecomedue.Longterm creditorsincluding

debentureholdersareprimarilyinterestedtoknowwhetherthecompanyhas

abilitytopayregularlyinterestduetothem andtorepaytheprincipalamount

whenitbecomesdue.Solvencyratiosdisclosethefirm’sabilitytomeetthe

interestcostsregularlyand long-term indebtednessatmaturity.Solvency

ratiosincludethefollowingratios:-

5.4.4.1Debt-EquityRatio:-This,ratioestablishesrelationshipbetweenthe

outsidelong-term liabilitiesandowners'funds.Itshowstheproportionoflong-

term ExternalEquitiesandInternalEquitiesi.e.proportionoffundsprovidedby

long-term creditorsandthatprovidedbyshareholdersorproprietors.Ahigher

ratiomeansthatoutsidecreditorshasalargerclaim thantheownersofthe

business.Thecompanywithhigh-debtpositionwillhavetoacceptstricter

conditionsfrom thelenderswhileborrowingmoney.Ifthisratioislower,itis

notprofitablefrom theviewpointofequityshareholders,asbenefitoftrading

onequityisnotavailedofandtherateofequitydividendwillbecomparatively

lower.





ExternalEquities=AllLongterm liabilities+CurrentLiabilities

InternalLiabilities=Equityshare+Preferenceshare+Reserves&Surplus+P&

LA/c-IntangibleorFictitiousAssets

5.4.4.2InterestCoverageRatio:-Itisalsoknownas‘time-interest-earnedratio’.

Thisratiomeasuresthedebtservicingcapacityofafirm insofarasfixed

intereston long-term loan isconcerned.Itisdetermined bydividing the

operatingprofitsorearningbeforeinterestandtaxes(EBIT)bythefixed

interestchargesonloans.Thus,

Itshouldbenotedthatthisratiousestheconceptofnetprofitsbeforetaxes

becauseinterestistax-deductiblesothattaxiscalculatedafterpayinginterest

onlong-term loan.Thisratio,asthenamesuggests,indicatestheextentto

whichafallinEBITistolerableinthattheabilityofthefirm toserviceits

interestpaymentswouldnotbeadverselyaffected.


