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Financial analysis is the analysis of financial statements.
The financial statements contains summarised infoxmation of the
firms financial affairs organised systematically. They are the
means to present the firms financial situation to owners, creditors
and the general public. Preparation of financial statements is
the responsibility ot top management., Financial statements are
prepared from the acoounting records maintained by the fixm. The
generally accepted accounting principles and procedures are
followed t0 prepare statements. The basic objective of financial
statements is to assist in investment decision making, Balance
sheet and pmﬁt’and loss account are two basic financial

statements,

Financial analysis is the process of identifying financial
strength and weakness of the fimm by properly establishing
relationship betw the items of Balance sheet and profit and

lo#s account.

Financial analysis may be internal or external. External
analysis is made by those who do not have access to the books of
accounts of the company i.e, creditors, shareholders etc. They
cbtain certain information about company to assess its financial
position and to decide about the conditions on which the funds
are to be made available to it. The internal #nalyain is undex-

taken by mabagement of the company concerned with a view 0
improving its financial position and profitability. For this



purpose, the management may call for detalled stateaments on
various matters including statements of intexnal contml,

primizrily the cash and capital budgets, for taking objective
and rational decisions,

IXX.2

Financial analysis serves the following objectives ;3
1) Liquidity

2) Safety

3) Solvency

4) Profitability

5) Efficiency.

1) Liguidity

Trade creditors are interested in the fact that the
£ipn should be able to meet thelr claims over a very short period
of time, Their analysis will, therefore, oconfine to the evalua-
tion of the fims liquidity position,

2) sSafety

Investors, who invested their money in the fims shares,
are most concerned about the firmms earnings. They vestreve more
confidence in those firms that show steddy growth in eamings,
As such, they concentrate on the analysis of the fimms present
and future pmfitabi;ity. They are also interested in the firms



financial position to the extent it influences the fimms
earmnings ability.

3) Solvency
The suppliers of the long term debt are interested in

the firms long tem sclvency or survival,

4) Brofitability

lLong temn creditors do not only analyse the hisottical
financial statements, but require the fimm to sSupply projected
or proforma financial statements to make analysis about the £ims
future profitability and solvency.

5) Efficlengy

Management of the fim would be interested in every aspect
of financial analysis. | it is their overall responsibility to see
that the resources of the f£irm are used most effectively and
efficiently and that the £imms financial condition is sound,

XIX.3 IMPORTANCE s

Financial analysis is an attempt to detexmine the
significance and meaning of the financial statements data so that
a ferecast may be made of the prospects for future earning,ability
to pay interest, debt maturities both current as well as long
term and profitability of sound divident policy.



According to mayer financial statement analysis is a
largaly study of relationship among the various financial factors
in a business as disclosed by a single set of statements and a
study of trend of these factors, as shown in a series of
statements.

III.4 FUNCTIONS .

The analysis consists of breaking down a complex set of
facts or figures into simple elanents and arranging them in such
& manner that they can be easily understood.

The analy8is of profit and lo8s account consists of break-
ing it down into various elements as under. Gross sales, net sales,
cost of goods sold gross margin, operating expenses, operating net
profit, operating incomes and expenses, net profit before tax, net
profit after tax etc.

The analysis of balance sheet consists of proprietors
funds, other debts, total funds, employed, fixed assets, current
assets, current liabilities and working capital.

The analysis of financial statement consists of a study
of relationships and trends to determine whether or not the
financial position and results of operations as well as financial
progress of the company m satisfactory or not, The fundamental



object of using any analytical tool i2 to0 simplify or reduce
the data under review to morXe understandable tems. 7Tools used
in analysing financial statements are -«

1) Comparative financial and opersting statements.
ii) Statmment of changes in net working capital.
i11) Trend Ratios.
iv) Common sise percentages.
v) Individual Ratios,
vi)

1) Comparative

[ 364 rje

Financial

The changes in the financial data over a pencd of two or
more years are placed side by side in adjustment columns, Such
statements are called comparative financial statements, By compar-
ing the change in various items period by period, the analysis
will be able to get some valuable clues as to the growth and other
important trends relating to the business,

The analy$is of financial statement inwolves a study of
the relationship and trends to determine whether or not the
financial position and the results of the operations to measure
the relationships among the financial statements items of single
set of statements and the changes that have occured in these items
as shown by the financial statements of subsequent periods, The
woXk of analyst consists of reducing data in an understandable
manner analysing and interpreting the same, The study of financial



positions of a company and the results of its operations for a
period 48 more meaningful if the analyst has available the
statements of financial position and income statements for several
periods when comparison is made. If two OF more finsncial
statements are available, the trends can be better assessed,
Statements of three years are usually prepared by large companies
for purpose of comparison, Mr effective analysis the statements
to be compared must be based on the consisteng application of
generally accepted accounting principles.

we know financial statements one is balance sheet and the
other is tradip¢ and profit and loss acoount or income statement.

Increases and decreases in various assets and liabilities
as well as in proprietors equity or capital brought about by the
conduct of business can be abserved by a comparison of the balance
sheet at the beginning and end of the period. Such observation
often yields considerable information which is of value in forming
an opinion regarding Simple device known as the comparative
balance sheet may be used, |

The single balance sheet shows the balances o0f acoouhts
after closing the books on a certain date, The comparative balance
sheet shows not only the balances of accounts as an differemt
dates but also the extent of thelr increases a decreases between
these dates, Thus, while in the single balance sheets the



exphasis i8 an status in the comparative balance sheet it i3 an
change. The ghahges are the outcome of operations, the conversion

of assets, liability and capital fomms into others as well as the
various interactions among assets, liabilities and capital.

Though the balance sheet 418 a useful statement the
comparative balance sheet ‘xa even more useful for it contains not
only the data of single balance sheet but also those which may be
used in studying the trends in an enterprise. Informmation regarding
trends indicating the direction in which & business is headed is
usually more significant to the analyst than that concerxning the
book values of assets and liabilities, As the income statement
presents the review of the operating activities of the business
and the comparative balance sheet shows the effects of operation
on its assets and liabilities, the latter contains a connesting
link between the balance sheet and the income statement.

The form of ‘comparative balance sheet' conaists of two
columns for the data of the original balance sheet and a third
colunn for increases and decreases in various items. A fourth,
column containing the percentage of increase and decrease, may

An income statement shows the net profit or net loss
resul ting from the operation of a business for designated period
of time. A comparative income statement shows the operating



results for a number of accounting periods 30 that changes in
absoluts data from one period to another may be stated in terms

of money and percentages.

The comparative income statement contains the same columns
as the comparative balance sheet and provides the same type of
information - the ageount balances, increases and decresses in
mobey amounts, 4f desired, the parcentages of increase or decrease.

11)/Statement of Changes in
Net mzid.na‘apiw‘ or
PR M : STH Canar ~

In order to ascertain the increase or decrease in the
working capital between the two dates of the balance sheets, a
statement is prepared containing the current assets and current
liabilities, Current assets such as cash, temporary investments,
stock, debitors less provision £for doubtful debts and prepaid
expenses are taken and current liabilities such as sundry
creditors, taxation due, expenses outstanding, dividend payable,
bank overdraft are deducted from the total of current assets, The
net balances are the two dates represent the net current assets
or working capital. The difference between the two dates will
indicate either increase or decrease in working capital. The
decrease will appear as a source and the increase as application.

‘ Thiz statement reflects the changes in the composition of
the working capital. This can also be prepared by showing the
changes in each item of current assets and current liabilities



for the two years. Sometimes the changes in the working capital
may be greater than the net inocome as disclosed in the income
statement,

111) Irend Ratiog

A series of financial statements may be analysed by
detemining and studying the trends of the data shown in statements,
This method of analysis 1is one of direction - ypward or downward -
and invwlves the computation of the percentage relationship that
each statement item bears to the same item in the base year which
may be the earliest year inwilved in the comparison or the latest
year or any intervening year.%¥rend percentages are relative to
the base year, emphasize changes in the financial operating data
from year to year and make possible a horizontal study of the

data.

Also knovwn as trend ratios these percentages may be
thought of as 1nde=cﬂmhem showing relative changes in the
financial data ulting with a passage of time.

utation of trend
Rercshtages ’

1) A statament is taken as the base with reference to
which all other statements are to be studied,

2) Bvery item i3 to be stated as 100 in the statement
which is taken as the base,



3) If the amount of an item in another statemwent is less
than that in the base statement, the trend percentage will be
below 100 and {f the smount i8 more than the base smount the
trend percentage would bes akove 100 percent,

4) Trend ratios can be computad by dlviding each amount
in the statements with the corresponding item in the statement
taken as the basa.

Trend ratios are generally not computed for all the fitems
in the statenents as the fundamental objective is to make
comparisons between items having some logical relationship to one

another,

Any one trend by itself 18 not very infomative and,
therefore, comparison to related trends alone is valuable to the
analyst, 7o kllustrate an upward trend for inventories, bills
receivable and sundry debtoxs, couwpled with a downward trend for
sales, would usually reflect an unfawouzable situation; a continued
downward trend of sales volume acoompanied by a marked increase in
plant investment aspecially 1f this increase has been financed by
incurring fixed interest obligation would again represent an

unheal thy financial development; an increase in the trend of total
gurrent assets, in concert with a downward trend of current

liabilities would usually be viewed fawourably. All sucl i usions
RN oGS/ NS
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throw light on one or more aspects of the financial poesition and
have to be reconciled with those from other aspects. Illogical
conclusions may result if percentages and ratios are born from
the data from which they have been derived,

Thus it must be noted that though trend ratios show whether
an item has increased or decreased as wvell as the degree of change,
they are valuable only to the extent to which they provide clues
to favourable or unfavourable tendencies and point the way for

further analysis.

The comparability of trend ratios is adversely affected
to the extent to which accounting principles and policies reflected
by the accounts have not been followed consistently throughout the
periocd being studied. Comparability of the data is also adversely
affected when the price level has changed materially during the
years under review. Some analysts deflate the statement data by
deviding the money amounts with the related price index thereby
providing figures that will give a broad idea of changes in
physical quantity and volume exclusive of price changes.

Despite this, the measurement of variations in texms of
percentages is extemmely useful because the rate of change is more
vital than the guantwm of change,

On the contrary, there is danger that undue importance
might be given to percentages. In cases in which the base 1s a
smpall number, a little variation might be disproportionately



enlarged by the percentage of change. Another weakness of

trend percentage method of analysis is that the selected base
year may not be typical, especially for some of the items in the
statenents so that the percentage results may give a distorted
picture of the change., 7This analysis is referred as horizonal.

iv) Sormonizs Statemenis s o

s s/

In analysing the balance sheet a statement is prepared to
work out the ratio of each asset to total assets and each llabi-
lity and capital to total liabilities and capital, This statement
is known as conmon sise or 100 percent balance sheet, This is so
called because the total of the assets and also the liabilities

and capital is 100 percent. This statement discloses the relation-
ship of each asset to total assets and each liability and capital
item to total liabilities and capital,

The common final balance sheet is converted into common
size balance sheet by dividing each item by total assets and
arriving at a percentage figure. The income statement is also
converted by dividing each item by sales. The financial statements
of alfferent periods are compared on an item by item basis so as
to detedt di fferences in percentage for a given item between the
financial periods,

3 L {RR "
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In order to £ind out the proportion of a group of
sub-group which a single item in the group represent in financial
statement, analysing of common size statements is made. The
assets, liabilities and capital are each expressed as 100 per-
centage and each item in the group is expressed as percentage
of the respective total., In the income statement the net sales
i2 taken at 100 percent and every item in the statement is
expressed as a percentage of the net sales, This kind of
analysis as already explained is referred to as vertical
analysis, This is an analysis of the internal structure of the
financial statements. The conmon siZe balance sheets analysis
reveals the source of capital and all sources and the distribution
of capital sources in the assets of an enterprise.

Comparison of the common sise Dbalance sheet of a single
enterprise over the years is very useful as the changing
proportions in the components within the group., It must be
remenbered that the percentages as disclosed in the conmon size
balance sheet show only the relation of each of the assets to
the total assets for each year, When the commoh sise balance
sheet is analysed and scrutinised horizontally the trends of
the individual ftems in the balance sheet give in information
in respect of the same but they will fell their relationship only
to the total, it i8 very difficult to interpret the trends, 1If
the trends are to be correctly interpreted, it is necessary to
detemmine the nonmal percentage of individual assets to the total
assets. It is, therefore, advisable t0 use common sise balance



sheet to study only proportions therein. Comparison of the
comparative balance sheets of two enterprises at & cerxtain
date is also done to compare the ﬂm&d position of the
one with the other, This is possible only when the two
Statements are prepared by the adoption of unitemm /leeountinq
methods,

Just as the common size balance -heée is prepared, the
common sise income Statement i8 prepared with view % compare
the various items in the statement to the total amount of sales
e.g., items such as cost of goods #0l1d, selling, adainistrative
expenses and also items of income are reduced to percentage by
taking the sales figures as 100%. The changes in the cost of
goods #3014 to sales are very important in financial statements
analysis. The difference represent the gross margin which
must be sufficient enough to cover the fixed assets incurred
in running the business, The net income is arxived at after
adjustment of expenses against gross profit. The net income
of the business should be reasonable when compared to sales
similar to common size balance sheet a vertical common sise
income statement is prepared., We have seen that in the common
size balance sheet, each item of asset i8 compared to total
assets and the item of each liability is compared to total
liabilities. Similarly the cost of goods s0ld and item of
each expenses are conpared to sales, Bach item of expenses igs



expresged in percentage comparing the total amount of sales
which is taken as 100, Common size income statement can also
be prepared in a horizontal form., It is easy t© construct the
ratios of the various items of expenses to sales for a number
of periods and easily interpreted. This will disclose the trend
of expenses items to sales. It is also the practice to prepare
the cormon size income statements of two concerns so that the
remuv of the operations are compared to the other. At already
pointed out here also difficulty arises in the matter of value
stated there in. It is necessary for the analyst 0 satisfy
himsel £ whether the same accounting methods are adopted by the
two companies. It must be noted that the success of the
comparison depends upon the valuation of inventory. The cost
of goodn s0ld will be affected by the hasis upon which the
‘inventery is valued, since the two companies may be adopting
two different methods in valuation. We have sgen that when
the income Statement is analysed horizontally, the statement
will disclose the rats of change in the items affecting the
income and if analysed vertically shows the distribution of the
income from sales among the items responsible t© produce the
same, Unlike the common size balance sheets, there is bo
difficulty in the case of common Size income statement in the
matter of analysis as decrease in the expenses to net sales,
It 18 advissble to use both the statements so that the analyst
can get supplementary infommation for the variation noted in
the horizontal analysis by reference to the vertical statement,



Antzoduation ¢
lDefinition s

The presentation of an elaborate system of ratio
anslysis was made in 1919 by Alexandaxr Wall., BRatio is simply
one nunber expressed in terms of another, It is a statistical
yardstick that provides a measure of relationship between two
figures, The relationship between two figures may be expressed
ags rate, percent or as a gquotient,

m@ung ratios focusses attention on relationship
which significant. Ratios are aid to analysis and inter-
pretation., They are substitute for sound thinking, They help to
exaxine in detail the overall picture portrayed by the financial
statsments by analyals and comparison to ensure that the
financial position of the concern is sound and that there is
satisfactory return on the investment of the business., They are
employed t© the test of solvency, tha liquidity of the assets
and the profitability of the oo em.

Liad tations ¢

Ratio analysis is the study of specific relationship

and forms the heart of statement analysis. Ratio link parts of
the financial statements in order to provide clues about the

status of particular aspects of the business, This requires a



basis for comparison. Accordingly figures have little meaning
of themselves, They take an mesiing only when compared to
something, The only way to detemine whether sh amdpunt is
adequate, improving or deteriorating in or out of proportion

is only by relating to other items, Some comparison is essential
to put the analyais into proper perspective, Differemt basis

of comparisons are used in di fferent circumstances, They & not
2ll necessarily lead to the same judgements, The starting point
is to relate specific statement items to each other, The study
of the specific statement relationships is called ratio analysis,
The ratio themselves should be evaluated by comparison with
similar ratios.

1) Ratios are in the nature of generalisations and
reflect conditions at a particular time. A particular ratio may
be satisfactory at only certain circunstances and the same may
'not be satisfactory at different circumstances, With the
continuity of the operations of the business, the ratios are
lisble to change with the result, they may give misleading
conclusions as regards financial poaition of a business and
therefore, at times unreliable, To get a correct picture of
the business, in addition to employment of ratios, non-~financial
information should also be snalysed and both employed. In order
that the ratios may be meaningful it must be related to the
entire business unit. The ratio may fluctuate considerably
during the course of the year,



2) Although the shareholder is interested in a reasonable
return on the investment, yet payment of dividends depends upon
the liquid position of the cocemn which can be ascertained only
from the balance sheqet, In order to assess the liquid position
of a company, the working capital position is sssential, This
can be constructed from the current assets and current liabilities,

3) As the statements are prepared for the use of an
average reader it will not be possible to satisfy the require-
ments of the user for special purpose, '

4) The financial statements do not contain full details
nesessary for the proper assessment of the company's position
as regards profitability and solvency. There are many factors
which do not form part of financial statements and which have
important bearing on the financial position, Unless the data
contained in the atatement are converted into ratio and percent-
ages, they camot be said to disclose the real positionof the

understandings,

5) The values of assets contained in a balance sheet do
not reflect market value at the date of the balance sheet, It is
only historical document and therefore, does not purport to show
the realisable value of the assets sppearing therein. It is not
a statement of net worth of an undertaking. A balance sheet is
prepared on the basis of going concern concept and as such the
assets are stated at their historical cost. The assess do not



reflect what they will fetch 4£ the business is sold, Items of
deferred reveme expenditure like preliminary expenses, adverti-
sing suspense and discount on issue of dedentures appearing as
assets in the balance sheet have no value in liquidation. Even
though the rupee values contained in the statements may be
accurate, they may be different on the basis of concept of value
ascribed by the reader of the statements. The user has to make
his non assessment of value. He must be aware of the methods
adopted for valuation in the financial statements. Investors rely
upon the balance sheets in appraising their holdings in a company,
They are interested only in the market value of the assets viz,
the investments, inventory and fixed assets, The balance sheet
contains only the historical losts and therefore, not useful
them, The value of the rupee is markedly falling with the
result that its purchasing pover has recorded a downward trend.
For example a machine which was erected 20 years ago cannot now
be replaced even for its twice original cost. Therefore,
depreciation changed on this machine will only behalf of the
amounts to be charged on replacement basis, 1I£ there is increase
in sajle value, the increase may not necessarily due t increase
in number of units 80ld but it may be due to increase in the
selling price without a similar increase in costs,

6) Financial statements prepared are only interiom
period and therefore, cannot be conaidered final. T detemmine
the accurate profit or loss of an undartaxing a long period of



time i8 required. For various reasons, it has been found
necessary to have the accounting period generally for a period
of twelve months and the statement have to be prepared for that
period. Transactions affecting income and expenses have to be
‘cut off' at the date of closing the accounts and in thig
regard, numerous differences of opinion are experienced, Ag the
fixed assets are used for a longer period, the uses to which
they are put in the busginess is based only on estimates, There
is therefore, greater amount of uncertainty in the financial
statements and the data contained in the financial statements
cannot be considered o be accurate.

The statements include primarily only information that
can be stated in monetary units and hence represents only a
portion of the total information required for many decisions.

7) Financial statements 30 not reflect many factors
affecting financial conditions because they cannot be recorded
in the books in monetary temms, Examples are - Goodwill created
by a company, efficiency in the management of business operations,
the reputation of the company and the company’s cordial
relationship with its employees, They do not contain infommation
as regards the quality of research and development, plant
efficiency, marketing organisation, product levels and future
planning, Ib the absence of unifomm unit measurement financial
statements cannot be reliable,



8) It will be very difficult to correctly understand
the position of a company if the financial C;ammta have beed
prepared under sbnomeal conditions., During the war period if
production 18 concentrated by an undertaking in di fferent types
of goods for supplies t© war and thereby production and sales
volumes increase and wvhen normal policies of production and
salee are not follovwed, it is natural that the items contained
in the financial statewents may result in over statement or
under statement,

9) As the financial statements to be presented involve
highly complex and diverse economic activities, it is necessary
to portray the same in a simple and sumarised fomm to enable
the user of the data to understand the same without difficulty.
In most cases in the financial statements prepared, simplicity
is not achieved. If the statements are to be kept within
reasonable size, high degree of summarisation is involved not
only at the time of recording the transactions but alsc in
presentation of the statements. In this process compehensive-
pess and clarity are usually lost, Financial statements include
only selected gquantative fems which for further clarity are
condensed, In oxder to be useful, unbiased and not misleading
financial statements should disclose all significant financial
data essential for making rational economic decision.



Slassification of Ratios

Many types of financial ratios may be used and the purpose
for which analysis is made will usually suggests emphasizing one
set of ratios in preference to another. T illustrate, the lender
of short term credit places relience on the current position of
the borrower because, from his point of view, profitability is
less important than the availebility of borrower's current
assets but a long range investor in a business places for greater
emphasis on earming capacity than on the pledge of assets,
business executive is mainly interested in knowing the profitsbility
of his concern and the factors lending to any rise or fall in
the profit., 8o that he studies gross profit in relation to
different elements of cost., Thus there are sound reasons for
selecting di fferent kinis of acoounting ratios for different
types of situation. Further the kind of data available also
sometimes determines the nature of analysis,

In general accounting ratios may be claseified on the
following bases lending to ding to somewhat overlapping

categeries,

A) Traditional classification or classification
according to the statement from which rxatios
are derived
A bases of classification of ratios which readily suggests
itself {8 according to the statement to which the deternminants
of a ratio belong. By far the mosSt convenient mode of classifi-

cation, it has the sanetity of tradition in as much as, since



the advent of ratio analysis, ratios have beed grouped in this
manney, From this angle, ratios are classified as thus :

a) Balance sheet ratios or Financial Ratios - They deal
- with the relationship between two items or groups of items which
are together in the balance sheet e.g. Debt Equity Ratio,

b) Revenue Statement Ratio ~ Sometimes alsc referred to
as operating ratios, these establish relationship between two
items, or groups of items, which are in the revenue statement
e.g. Btock Turnover Ratio,

c) Inter statement Ratios or Combined Ratios - These
ratio portray the relationship between items one of which is a
part of the balance sheet and the offer of the revenue statement
e.g, Asset Turnover or Debters Turnover.

B) Clasaification According to Test satisfied

or functional classification

In the view of Robert N. Anthony, ratios are grouped in
accordance with certain tests which are intended to subserve
from the view point of various parties having a financial interest
in an enterprise, These tests are s

a) Liquidicy
b) Test of Profitability
c) Market Tests,



¢) Classification fxom the point of view of
financial management classification
agoording t nature
This standard of classification envisages the organisation
of accounting ratios into four fundamental types which are as

follows 3
&) Mouldity Ratios »

These ratios constituting ratio analysis of the short
tems financial position are intended to derive a picture of the
capacity of a £firmm t© meet its short temm obligations out of its
lhort tem resources, A éom of liquiding ratio has emerged
over the years which, when viewed in their totality and with
respect to risk, is expected to yleld a rough approximation of
the cepacity of business to pay 4ts current liabilities as and
when they fall due for payment,

b) Activity Fatios s

Activity ratios are intended t© measure the effective-
ness of the employment of resources, the command over which has
been financed by the £impm, They not only analyse the use of the
total resources of the f£irm but alsc the use of the components
of total assets, Activity analysis together with the degree
of leverage employed by the fimm, 18 a key factor in determining
profitability,



c) Leverage Ratios 3

They measure the contribution of mcing by owmers
compared with financing provided by the outsiders., In case
owners provide very small proportion of total financing, the
risk of the enterprise are borne mainly by the creditors ang,
if the undertaking earns more from the funds than it pays for

the debt it has incurred, the return to the owner gets inflated,
If handled properly, leverage has a much more important bearing
has a much more important bearing an profitability than does
liquidity., Leverage ratios also provide some measure of the
risk of debt financing by calculation of coverage of fixed
charges,

Q) Profitability Ratios s /

They are designed to highlight end result of business
activities which in the perfect word of is the safe
criterion of the overall efficiency of a business unit, The
important point about profitability ratio is that, while the
analysis may use only one measure of profitability, it is always
necessary to bring into play at least three or four measurers for
a dependable uhalylil. This is necessary because, owing to
di fferent valuations histories and sale volume policies, any
single profit measure by itself has severe limitations, Despite
the fact that more than one measure of profitability have been
usSed, the results must be viewed cautiously.



All these four categories of ratios are inter-linked
when the temm liquidity is used in its comprehensive sense
i,e, in the sense of the entire financial position of the fim,
it includes leverage ratios and activity ratios, Profitability
ratios are, in fact, a resultant of the pattern of liquidity
ratio, leverage ratio and activity ratio.

D) Classification according

to Importance

Naturslly some ratios are more important than others
though the conclusions derived from them have to be read together
for getting an idea about the financial position of the fimm,
T™his basis of classification of ratios has been recommended by
the British Institute of Management for inter-fixm comparisons
and following categories have beel suggested by the Imstitute.

a) Primary Ratios

AS the principal motivating force for any conmercial
undertaking is profit, success is measured by the size of profit
in relation to cepital employed and this has been temed &s a
‘Primary Ratio',

b) Secondaxy Batig * \/

This basis of classification being primarily from the
point of view of interfimm comparisons, if the eaming power
of the unit as depicted by the primary Ratio does not at least
equal that of similiar concerns, there is probably some factor



or combination of factors, which does not pexmit a business to
be operated efficiently. Suqh factors may be isclated by means
of other types of ratios, referrxed so as 'Secondary Ratio' which
are further devided into following sub-classes 3

Unless sale of goods are effected there can be no profit
and, therefore, the size of the total sales to operating profit
and to assets employed are important ratios in bringing so light
strategic facts in the profit eaming structure,

i1) general Explanatory Ratios s

8ize of sales can be further anslysed by the ratio of
sales to fixed assets and sales to current assets, Further ratio
of operating profit to sales can be broken down into ratios of
departmental cost to sales and gross profit to sales,

i14) Specific Explanatory Ratios

The ratio of sales to current assets, in the case of
distributige trades, can be further amplified by the ratio of
sales tos stock turnover and sales to debtors turnover, while
in case of manufacturing industries, it can be suplemented by
ratio of sales on one hand to material 8tocks or WOrk-in-progress
or finished goods tock or debtors on the other. A further breake~up
of profit to sales ratio for a manufacturing industry would be
factoXy cost of goods sold to sales analysed into individual



items of production costs to sale value of production. This
classification of ratios into primary and secondary has been
made from the standpoint of inter-fim cowparisons, it can also
be adopted in other cases and in fact, to the entire ratio
analysis. It is possible that some enterprise may decide upon

a 'hard core of ratios', which it considers important from its
own point of view and this may be designated as 'Primary Ratios'
leaving the rest in the ‘'Secondary Ratios' category.

This classification of the structure of ratio analysis
cuts across ‘a various bases on which it has been made. Thus, the
determminants of activity and profitability ratios are drawm
partly from the balance sheet and partly from the income
statement; ratios fulfilling the test of liquidity
of the {tems of both the position statement and the income
statement, some activity ratios concide with those satisfying
the test of liquidity; some leverage ratios belong to the
category of income statement. This clearly imdicates that one
basis of classification shades into the other.

However, for the purpose of consideration of individual
ratios, it is better if they are categorised on the functional
basis as has been done by Anthony. 3Such an approach would only
be in the fitness of things because the ratios can earn their
keep, &8 tools of financial analysis, only 1f they are instru-
mental in the discharge of certain clear-cut finctions - meaning
the cspability of satisfying certain tests subsequently, the
ratios have been dealt with on this pattem,



Nature of Ratio Analyais s

Despite the fact that there is no special magic in
ratio analysis as such, most creditors and investors intending
to have some financial commitment in a firm automatically turn
to a core of relationships for guidance as paeople prefer to
work with data which appear to be concrete in nature, This igs
primarily due to the fact that judgements seem to be made more
easily when they can be rationalised with numbers. In view of
this, supplies of cspital and lenders of funds have always
attached importance to quantative data add dver the years, they
have developed a series of relationships in which they have
reposed a high degree of confidence. However quantative
relations of the kind represented by ratios analyais are not an
end in themselves but are a means to understanding & fims
financial position. Quantative ratio analysis is not capable
of providing precise anawers to all the problems faced by
financial manager or a potential fund supplier unleas several
ratios, often related to one another, are mﬁputed and, them
alone, the whole of ratio: analysis acquires some significance
from the point of view of its users,

In this way, the -bawm' of ratios is partly derived
from the analysis capacity to quantj,fy avatlable data in a
systematic manner. In order to reach a decision based on such
analy®is he has t0 use some nNolms regarding the financial



position of the firm undésg review so that a given fim's
financial status, a8 depicted by a series of ratios, may be
compared with some sStandards ahd deviations f£rom it may be
explained. A8 theSe nomms cannod be used as an objective for
a firm ¢t achieve owing to their mere averages, they have to
be used with considerable care and caution and must be
tempered to meet whatever extending circumstances may arise.
There are a number of ratios which conceivably can be computed
fxrom a single set of financial statements but only a few are
used in any particular situation to throw light on certain
sancntiaopects of the financial position. From this point of
view, while tackling a particular problem no useful purpose
would be served by first calculating all the ratios and then
attempting to £ind some justification for them; rather the
procedure should be first to decide what, if any, ratios might
be helpful and then to compute thase and only these ratios.

Thus there is a core of relationships customarily used
for the ratio phase of financial analysis and other ratios are
mostly a modi fication or extension of this ratio, -

nte n L

The importance of interpretation of ratios arises if they
are to prove a useful tool to the ﬁ.n#neial analyst. Broadly
speaking these are four different ways in which ratios may be
interpreted,



I) The individual ratio, by itself may have significance
of its own, Thus if the current ratio persistently falls to and
even goes below, one it may indicats impending insolvency. Such
cases may be created as unusual because, under normal circumstan-
ces, one geherally cannot arrive at meaningful conclusions when
individual ratios are studied in isolation, Moreover, single
ratios are studied with reference to certain popular rules of
the thumb which are at best only approximations and can, there-
fore, lead to erroneous conclusions.

II) Ratios may be interpreted by expanding the snalysis
and considering a group of several related ratios, In this way,
the ratios, whose significance is not fully understood, are made
more meaningful by the computation of additional ratios. To
illustrate the utility of profit-on-sales figure is enhanced by
a ratio showing the number of times an ownexr's investiment is

tumed over in sales every year.

I1I) The third spproach to the interpretation of ratios
involves making comparisons over time. Under this the same
ratio or for that matter a group of ratios, is studied over a
period of years with the result that sionificant trends
indicating rise, decline or stability are highlighted. Sometimes,
the awverage value of ratios for a number of years in the past
cad sexrve as a standard against which to judge current
perfomance.



IV) The ratio of any given firm may be compared with the
ratios of other fims in the same industry., This is also known as
‘inter-firm comparisions' such comparisons are usually significant,
as in most cases, members of the same industry face the same or
similar financial problems., These comparisons are dtun facili-
tated by the use of tiblel summarizing the ratios of the £irst 4in
a particular industry. Such tables are usually prepared by trade
associations or financial or credit rating groyps.

As a matter of fact, any thorough investigation of the
financial position of a £irm will be bring into play all these
approaches -~ ratios will be Scanned for any intrinsic meaning they
may posSsessy They will be supplemented by further ratio analysis;
they will be studied over time; and they will be compared with the
ratios of other members of the industry in order to determine both
firm's relative position as well as the degree of the conformity
of 1ts trend to industry trends, That way alone, much useful
information can usually be brought to bear on the £fixe under study,

Analysis of short tem financial position or test of
liquidi ty.

Commercial banks and other short etemm creditors are primarily
concerned with the analysis of short temm financial position or test
of liquidity, it is valuable aid to management in checking the
efficiency with which working capital 18 being employed in the



business., It is also of importance to shareholders and long
temm creditors in determining to some extent, at least the
prospects of dividend and interest payment. The question o be
studied in connection with the ratio analysis of the short tem
£inancial position are :

i) will the company be able to pay its current
debts pmmpﬁy ?
41) is staff utilising working capital effectively ?
1i1) is the current financial position improving 7

1) Surrent Ratlo s
Beaning s

Known also as working capital ratio, solvency ratio and
23] ratio. Expresses the relation between the current assets and
current liasbilities,

Jommylation s

wﬁ
Current Ratio = o,  ent Liabilities

Somponents 3

Current assets includes cash, bank, stock, debtors, hills
of exchange investments which are held by the business for the
purpose of inmediate conversion into cash, Marketable securities,
prepaid expense, work-in-progress, while curremt liabilities are
composed of sundry creditors, bills payable, outstanding and
agcrued expenses, income-tax payable, bank overdraft, etc,



Sionificance 3

This ratio i3 very commonly used for f£inding out the
test of the credit strength of a concem. It is common feature
that a business will be able to meet its current liabilities
provided 1t has equal current assets, but liabilities have to be
paid only when they become due and by then the current assets
should be sufficient. Even after the current liabilities are
paid, fresh liabilities may be treated. 1This ratio indicates
the amount of conversion of current assets for meeting current
liabilities. This is called working capital ratio as it
represents the working cepital being the excess of the current
assets over the liabilities, It is traditionally held that the
- ratio of current assets to current liabilities should be 2 to 1
but it should not be taken for granted since in some cases even
though the ratio is 211 yet the balance sheet of a business may
be strained one, and in other cases where it is less than 2 it
may be very healthy. FRurther where there is temporary surplus
of working capital due to increase in stock to meet Seasonal
sales, the increase should be viewed with fawour. The present
tendency 18 to detemine acceptable standards prevailing within
the industry,

Current ratio gives the analyst a general picture of
the adequacy of working capital and of the comparity ablility to
meet 1ts day-to-day payment ebligations. It measures the margin
of safety provided for paying current debts in the event of
reduction in the value of current assets. The current ratio



tests quantity not gquality, It measures only total .,
of assets and total rupees worth of liasbilities, Experience .

taught that the current ratic is subject to further questioning

for the margin of error inwlved in blind reliance on a 2 to 1
figure which has provided to be too great, The influence of
inventory on current ratio has to be considered, Its impact on
liquidity or debt paying ability is greater than account receivable,
The valuet of inventory fall with economic cycles and owing to fall
in purchasing power, Therefore, there is considersble reason to
review inventory as unreliable,

2) Acid Test Rafio or Quick Ratio /

FARS Sl S 36 iR ]

Acid Test Ratio is concerned with the relationship between
liquid assets and liquid liabilities to supplement the infommation
given by the current ratic. In mady lines of businesses a concern
vhose current assets consist largely of inventory can very easily
become technically, 1if not actually, insolvent within a very short
period of time and this is rationake of the term ‘acid test ratio’
the name being preferred by some writers, Sometimes as a
conservative measure of the liquid position, this ratio relates
liquid assets to current liabilities,

Femation

Sudck Assets



Sompongnts s

Quick assets include all current assets excepting stock
securities which are held temporarily and which can be realised
without aifficulty are also included., In case of debtors if there
are any bad debts nccessary provision should be made, Stock is
not a liquid asset in a8 much as it cannot be immediately converted
into cash, Quick liabilities include all current liabilities
excepting bank order draft since the same {s nomally a permanent
arrangement like a fixed liability except when the business is
called upon to pay immediately.

Significance

This ratio is a true test of a business, If the quick
assets exceed a equal to quick lisbilities, it indicates that the
financial position of the concern is very satisfactory. It is »a
measure of the extent t© which the liquid assets are available to
meet the quick or immediate liabilities, This indicates the
ability of the business to meet its commitment without delay.

3) Absolute ILiquidity Ratle s

The logical consequence of the congept of eliminating
inventories as a liquid asset in the acid test ratio owing to
their questionable value in liquidation is the elimination of
debtors from the total of current assets in the complitation of
absolute liquidity ratios. Though receivables are genecrally more



liquid in nature than inventories, there may be doubts conceming
their liquidity also., Therefore, absolute liquidity ratio relates
the sum of cash and marketable securities to the total quick
liabilities,

Determination of the rate at which various short ¢em
assets are converted into cash is another important dimension of
liquidity and has, therefore, often been a concomi tant of the
analysis of short temm financial position, Following ratios are

included in this category.

Inveatory tuarnover ratio 18 also known as stock turnover
ratio in the traditional language usually establishes relationship
between the cost of goods s0ld during a given period and the
average amount of inventory outstanding during that period,

Inventory turnover ratio can be booked at from another
point of view, While it helps in texmining the liquidity of a £fimm
in as much a8 it gives the rate at which inventories are convertad
into sales and then into cash, it assists the financial manager
in evaluating inventory policy, £inding out the reassonableness of
such a policy at a given level to awvoid any danger of over stocking
as a prelude to the effective utilization o £ the resourfes of the

fimm,



erage inventory at cost

Somponents s

Theoretically, inventory turnover rate is best expressed
through the relationship between cost of goods s0ld and average
inventory at cost but ratio of sales to inventory may be used as
a substitute for the ratio of cost of goods sold to average
inventory in case the gost of goods scld is not availsble. Though
it may serve as an approximate measure of turnover, the analyst
should always be consScious of the fact that it is only a rough
approximation, Over and above these 1m fimms, like departmental
stores customarily valuing their inventories at selling prices,
and using the so called retail method for the purpose, compute
inventory turnover as the ratio between net sales and average
inventory at selling price.

For greatest accuracy in the calculation of inventory
turnover ratio, monthly inventories should ordinarily be used and
this is specially desirable if the sisze of inventories fluctuates
substantially in the course of the year, Thus average inventory
for a year is the sum of' inventory at the begimning of the year
and inventory at the end of every month, the total to be devided
by 13, However in most cases, the external analyst has to be
satisfied with the inventory at the end of the accounting period or
the average of inventories at the beginning and the end of accounting



period or the average of inventories at the beginning and the

end of accounting period. Many £imms, operate on the basis of

a 'fiscal year' other than the ‘calender year' due to the reason
that they want their annual operations to conclude at a time when
inventories are at a near their lowest level as well as due to the
considerations of etfecting appreciable economics in the work of
stock taking and valuation. For a fizm in such position, a turn-
over ratio computed an the basis of the average of opening and
closing inventories would be much higher than one computed on the
basis of monthly inventories so that it would be quite misleading.

Slanificance :

If the ratio is high it indicates the ability of the
management to move the stocks quickly and that they are maintaining
high quality goods capasble of being turned out rapidly, It
signifies the ability of management in stock control.

If the ratio is low, it signifies the existence of slow
moving, obsolute and shop-sold goods of low value or poor quality
goods not capable of being pushed through.

Al though high turnover is usually a sign of good management,
the ratio varies widely from one business to another, A high
volume with low margin businesa can turn its inventory move often
than a similar business having a low wlume of high margin policy.



Meaoing

The dedbtors furnover ratio or receivebles turnover ratio
as it is called, matches net credit sales of a £irmm to recorded
trade debtars thersby indicating the rate at which cash is
generated by turnover of receivables or debtors. However, this
is not immediately apparent from the debtors turnover ratio and
therefore, it has to be suplemented by aversge collection period,

Debtors turnover ratio, together with Average Collection
Period, involves the following steps s

a) Calculation of daily sales - This is obtained by
deviding number of working days during a year into net credit
sales for the year,

b) Calculation of average collection period - This is done

by deviding sales per day is arrived at by Step No, 1 into the
smount of trade debtors. The quotient represents the number of

days sales tied up in receivables,

Iomula ¢

Debtors Turnover Ratio = Ssles pu: W\/
Het _Sales

aaluperday:- No, of working days




e
o

s

The word trade debtor for the purpose of this ratio is
used in a comprehensive sense and also includes the amount of
bills receivable alongwith hook debts at the end of the agcounting
period, Moreover debtors which do not arise from regular sales
should, 1f pdssible, be excluded e.g. a bill receiveble from the
buyer of fixed assets. Smetimes the ratio is computed from the
average of debtors at the beginning and at the end of the year.
Another important paint in connecgtion with the ratio is that
Resexve for Bad and Dpubtful Debts is not deducted £rom the total
amount of trade dédbtors in order to avoid the impression that a
larger amount of receivsbles have been collectad.

Duye to the absence of the break up of sales into cash and
credit sales in published accounts, the analyst has to use the
total sales for computation of the ratio with the result that to
the extent cash sales are included, the ratic tends to be over-
stated. In many companies all sales are made an credit but even
where cash sales are significant s comparison of the collection
pexiod of two oompanies would be reasonable if both of them have
the same proportion between cash and credit sales,

So far as the calculation of daily sales is concerned,
the denominater is to be the number of working deys of the business
during the year and while it is customary to use 360 days basis
rather than 365 days exact., Some writers are of the opinion that
the denominator should only 300 owing to the remainder of days
being holidays when no business is transacted and further go to the

6551
A



extent of suggesting that the number of working days would be
further reduced if wesk of lesser working days is instituted in
industry or business,

The turnover of debtors - the colleation ratio - can also
be detemmined by multiplying the ratic of trade debtors to net
sales with the number of working days.

Aloni ficangs

There should always be a. relationship between the period
of credit allowed by a business and debtors turnover ratio. This
aex?na as a check on collection of outstandings, If the average
date 18 high immediate steps should be taken to ¢ollect the out-
standings, The debtors balance should be examined and if there are
bad debts they should be writtem off, Since the policy of the
management i3 tO0 earn real profits a prompt action in collection
policy is essential some leading acoountants are of opinion that
the average collection policy is essential. Sowe leading accountants
are of opinich that the average collection pericd should bdf'ao
more than one third higher than the net selling terms,

Heaing s

Debt t0 equity ratio relates all recorded creditors claims
on assets to the owners recorded claims in order to measure the
firms obligations to creditors in relation to funds provided by



the owners, It is also known as extemal internal equity

ratio,
Ranla »
D.E. Ratio = W
D.E. Ratio = “ e R — /
Somponenta

The creditor categorxy includes all debts whether long-temm
or shortetem or whether in the form of mertgages bills or
debentures, while the claim of owners consists of preference
shares, equity shares, capital reserve, retained earnings and
any reserves representing earmarked surplus like reserve for
contingencies, reserxve for plant expansion ete, In some financial
circles, this ratioc is also computed with preference shares classed
as creditors rather than a8 ownership claims, because preference
shares are ownership commitments only in the eges of law and usually
do not exhibit either characteristics of an ownership security.
Thus there are differences of opinion regarding the treatment of
preference shares as a creditor or ownership claim which depends
upon the nature of the preference shares and the purpose of
financial analysis,

Sionificange

The purpose of the debt equity ratio is to derive an idea
of the mmount of capital supplied to the firm by the owners and of
assets available ¢ creditors on liquidation, The inter-



pretation of the ratio, however, depends almost entirely on the
financial and business policy of the enterprise from this point

of view, the importance of the ratio lies in highlighting the
seeningly irrecoversble view points of the owners and creditors
regarding the method of financing the business - the fermer having
always the temptation of doing business with other peoples funds
 and the latter insisting that the owners should at least have as
large an investment as creditors. Therefore, on the average debt
to equity ratio lsl is acceptable. Theoritically, higher the
interests of the proprietor as compared with tiaat of the creditors
the sounder would be the financial structure but this should ot be
treated as a generalisation, In the analyais of long temm financial
creditors of a business, the ratic enjoys the same importance as
the current ratio in the anslysis of shorteterm fxmcﬂ.ni position,

A vu:lant of debt to equity rauo is the proprietory ratio
which establishes relauomh.tp between pmpd.ourl funds and thc
assets. The dl fference between this mf.to and 1OO% mpre-enu the
ratio of total liabilities to total assets debt v equity ratio
or Proprietorship Ratio is also analysed into the following s

a) Ratio of fixed assets to
Propzletors funds 3
Meaning s
This ratio shows the extent to which ownership funds are
sunk into assets with relatively low turmover,



somponents ,
Fixed assets consists of tangible assets and proprietors

funds consists of share capital and reserves and surplus.

Sienificange

when the amount of pmpdoeom fund exceed the value of
fixed assets, a part of the net working capital is supplied by
the shareholders, provided that there are no other nonecurrent
assets, creditors oblioauonl have besn used w finance a part
of the fixed assets, The yardstick for this mmm is 65% for
industrial understakings,

8) Ratio of Cuxrent Assets
Jo Proprietors Funds 3

Maaning
This ratio is the relatiohship between current assets

and the share capital and reserves and surplus,

Xazpuls ¢
= proprietors X 100
Funds



Somponents

All current assets unddxr the heading current assets loans
and advances in companies balance sheet and items under the
heading reserves and surplus,

Slanificance ¢

1If the percentage of the gurrent assets is higher than
that of fixed assets it is an indication of the company‘'s financial
strength,

' 9) Intarest Covermoe Ratig

Meaning s

T™This ratio is also known as debt sexvice ratio, T™his ratio
is used to test the firms debt servicing capacity. The interest
coverage ratio is the sum of net profit net pmeit before interest
and taxes devided by interest changes,

N
ek, >

L REDAL S DOIOXe ARCRXRS: anc
nterest Coverage = ‘3 wed Interest charges

Somponents s

The two variables involved in this ratio are fixed interest
charges and net profit, There is some controversy regarding the
connotation of the woxd ‘net profit' « whether the item to be taken
into consideration is before or after the deduction of income tax.



Though there are arguments on both the sides, it can be stated

in a nutshell that net profit before income tax is to be used in
the computation 0f the ratio because income tax is paid after the
deduction of fixed interest charges with the result that the
ability of the business to meet these charges is not affected by
levy of income tax,

Slonificance s

The ratio gives an idea of the extent to which a firmms
earnings may contract before it is unable to meet interest payments
out of current earmings. It is used in external financial analysis
and is watched more closely by external analysts, than any other
ratio. The standard for this ratio for an industrial company is
that i¢s fixed interest changes should be covered six to seven
times, The weakness of the rstic would make the financial manager
expe rience difficulty in raising additional funds from debt

sources,

The assumption underlying this relationship is that the
average historical performance of the firm under review will be
its average perfamance in future, which may or may not be true,
in the absence of evidence to the contrary historical data will
be used by suppliers of capital to make such judgements regarding

the future.



10) Gross Profit Ratio ¢
Heanipg @
It expresses the relationship of gross profit on sales to

net sales in tems of percentage, representing the percentage of

gross profit earned an sales.
Fomula ¢

Vet sales — X 100

Somponents

The deterxminants of this ratlic are the gross profit and
s2ales, which wean net nies. obtained after deducting the value of
goods returned by the customers from total sales, Gross profit
results from the difference between net sales and cost of goods
8014 without taking into account expenses generally changed to
profit and loss account, It is thus clear that operating expenses

are not involved,

Cost of goods sold in the case of a treding ooncemn is the
purchase price of goods and all expenses directly comnected with
the purchase of goods while in case of manufacturing concern it
consists of the purchase price of raw materials and all manufac-
turing expenses.



SioniSicance

Gross profit ratio indicates the degtee to which selling
prices of goods per unit may define without resulting in losses
on operations for the firm from a dlfferent angles, it shows the
average mark-up obtained an products 80ld but it does mot
necessarily represent the mark~up on individual products or
products lines, There is no noun for judging the gross profit
ratio and, therefore, evaluation is a matter of judgement. In
order to analyse the gross profit margin effectively, information
should be ‘ava:l.lablc with respect to purchasing mark-ups and mark-
downs, credit and collections as well a8 general merchandising
policies, However, these data are not usually available to the
external analyst. |

The gross profit should be adeguate to cover the operating
expenses and to provide for fixed charges, dividends and building
up of serxves,

A low gross profit may indicate unfavourable purchasing
and mark up policies, the insbility of management to develop sales
volume, thereby making it impossible to buy goods in large volume,
marked reduction in selling prices not accompanied by proportionate
decrease in cost of goods, over expansion or over-investment in
plant facilities, unfawurable property locauéns and execessive
competi tion, |



On the other hand, an increase in the gross profit ratio
may reflect an increase in the sale price of goods sold without
any corresponding increase in costs, a decrease in cost without
its impact on the sale price of goods; stock at the commencement
of the trading period valued at a figure Jlower than it should have
been, artificial inflation of sale figures of the inclusion therein
of goods sent on consigment while the same are included in closing
stock, omission of purchase invoices £rom agoounts, over valuation
of stock of goods at the end of accounting period.

11) Qperating Ratio ¢

Meaning

Operating ratio matches cost of goods sold plus other
operating expenses, on one hand, with net sales, on the other., The
ratio is closely related to the ratio of operating pfit to net
sales which can be obtained by subtfacting the opersting ratio
from 100.

Jommula

Operating Ratio w
sompQnents s
Operating Mﬂfnﬂﬁltﬂ of the following 3

a) Selling and distribution expenses, like salaries of
salemman, advertising and travelling expenses,



b) AMministrative expenses like rent, insurance, salaries
of office clewxks, directors fees, legal expanses etc,

Slanificance s

™e ratio shows the pemonugi of net sales that is
absorbed by the cost of goods sold and operating expenses.
Haturally higher the operating ratio, the less fawvourable it is
because it would leave a smaller margin to meet intexest, Adividendm
and other corporate needs, It can also be used as a partial
index of overall profitability but cannot be used as a test of
financial condition without taking intoc agcount financial and
extraordinary items, In interpreting the operating ratio full
recognition must be given to the possibility of variations in
expenses from year to year, or company to company, due to changes

or & fferences in policies 1nv61v1nq expenses that are subject to
na;ugaual decisions, In general for manufacturing concerns,
operating ratio is expected to touch a percentage of 75 to 85X.

The ratio of operating pmwfit to Ssales, which is deducted |
from the operating ratio, reveals the profitableness of sales ap
indicates the portion :emainin§ out of every rupee worth of ngllol
after all current operating costs and expenses have been met,

12) Expenses Ratio s

Meaning ¢

These supplement the information given by operating ratio,
This ratio indicates a portion of net sales yevenue \;ﬁich is
consuned by various operating expenses.



Formylg

Net Sales

Somponents s
Factory overheads, administrative overhecads, distribution
overheads etc, and sales.

Stend ficance

Expenses ratios xepresents summation of changes in net
sales and in the expenses items, are valuable in componing similar
business or operating data from year to year for same business,

In interpreting the ratios, it wmust be kept in view that if an
expense is a fixed amount e.g., bullding a tax, the ratio of the
itenr would decrease a8 the value of sales increases but a variable
expense, like commission on sales should remain at about the same

percentage,
13) Net Profit Batig :

heanlngd
This ratio goes beyond the gross profit margin and indicates
a firms ability to cover aiministrative and selling costs. These
costs requires cash outlets and depreciation which a company
rust ultimately provide for.
Joomals

Bet pofit
Sales = > 100




Sopponents

Its components are non-operating income, like intsrest
or dividend on investments etc. to operating profit and deducting
non-poperating expenses, such as loss on the sale of old assets,
provision for legal damages etc. from such profits,

Significance s
This is an effective measure to check the profitability
of a business, This is an indication of the company's perfommance

and its sales promotion, This shows that portion of sales which
is left over after deduction of all expenses,

14) Return on Shareholders
Inves tnent ol

Heaning 3

Return on shareholders investment also called Return an
proprietors funds im the retioc of net profit to proprietor's fund
as shown by the balance sheet which are the same as total assets
less liasbilities,

Zoomla ¢

Betproflt
= Shareholder's Fund \/

Somponed s

Shareholders investment includes all categories of share
capital, capital reserve, all revenue reserves and accounts of
appropriations profits. It is usual for the calculation of tihis
ratio to tike into consideration the average of the £figures



relating to shareholders investment in the begimning and ending
balance sheets,

So far as profits are concerned, they are to be visualised
from the view point of the return to shareholders with the result
that they should be arrived at after payment of taxes and interest
on long term liabilities, This is sc beceuse this income alone
would be available to the shareholders for dividends,

Significancg

This ratio indicates the actual return on shareholders
investment in the compaby. If the percentage is high, the shares
have a good marketable value and if low the retumn to the share-
holders is very poor.

15) BRetaxn on Equity Capital

Meaning *

Another aspect to be considered in the analysis of overall
profitability is the Rate of Return on Equity Cespital which

relates the net profits available to equity shareholders to the
amount of capital invested by them.

Another way of looking at the rate of return as equity
capital 18 t©o divide the net profit available to equity share-
holders by the number of outstanding equity shares in orxder to
calculate earning per equity share.



There are several interpretations of return on equity

cepitel and by the most important has been the one in which it

is looked upon as return on total capital employed. According to
this interpretation, net profit available to equity shareholders
are related to recoxrded claims of these residual claimants
including equity share capital, revenue reserves and appropriation

of proﬂ.ts.

Farmala s
; Net Profit - Dividend due to profit
Equity : Capi tal

Eaming per equity share capital

For the purpose of calculating this return, net profits are
arrived at after deducting the dividend due to preference share-
holders, 1if any., Moreover 1f preference shareholders havo a right
to participate further in the profits after a certain rate of
dividend has beeh paid to equity shareholders, such participating
dividend would also have to be subtracted in oxder to arrive at
profits due to equity shareholdexs,

Sland ficance

™is rate of return is designed to show what percentage,
the earned profit of the period bears to the amount of capital



invested by equity shareholders., It is used to compare the
perfommance of a company's equity capital with those of other
components so that 4f two companies are nnh in quality. we
equally well-known, have different rates of return on equity
capi tal and there is no indication of the &mn being in any
vay different from the part, the company with higher return on
equity capital will be favoured by the investers and a greater
market valuation will be placed on {ts shares,

16) Retuwmh on Capital Bgploved s

dasning

The capital ewployed in a business may be defined in a
number of ways but the two most widely accepted definitions are
‘gross capital cwployéd and net capitel employed. another inter-
pretation of the temm is ‘Proprietors Net Capital Employed' which
has lalresdy been discussed under ‘Return on Shareholders
Investment', The interpretation to be brought into play agents
upon the purpose for which 'Capital employed' figure is to be used,
If the purpose 18 to shoWw the sharehnldéxs what i8 bedng eamed
for them the use of ‘Proprietors Net Capital Employed* or Return
on shareholders Investment or Return on Capital Contributed' is
appropriate., However, for studying the economics of a particular
1ine of business or for evaluating the efficiency of internal
mahagement, gross or net capital employed concept is more
appropriate, It is always better to use them together and also
to supplement the conclusions derived by calculating the retumm
on shareholders investment so that these criteria of management
efficiency are put t test in concert.



Gross capital Employed wsually comprises the total assets
used in the business while 'Net Capital Rmployed', Consists of

total assets used in the business while 'Het Capital Employed‘
consists of total assets of the business less its current liabi-
lities. However, in the commonly accepted sense, the temm covers
capi tal capital reserves, revenue reserves including profit and
loss account balance and long texr losns such as debentures,
Nevertheless, there is & good deal of controversy among accountants
over the ftems ®0 be included in the temm capital employed,

Fompulas ¢ .
; Brofit before tax and interest x 100 \/
Average capital employed

Somponents :

All fixed assets, like land and bulldings, plaat and
machinery, furniture and fitting, motor vehicles etc. should be
included, As regards the valuation of these assets there are
three recognised alternatives - gross value, net value and
replacement cost., Gross value represents the original cost of
the asset while the net value is the written down value. Though
both these methods have their own supporters, latter one is
preferred on balance, However, owing to the continuing problem
of inflation during recent yoars, accountants have increasingly
become conscious of the defects of the historical costs and the
advantages of replacement cost. The replacement cost basis of
valuation envisages the revaluation of f£ixed assets by assessing
their current market values either by reference to reliable



published index number or an valuation of experts. Thws, in
calculating capital employed, the choice lies between the net
value or replacsment cost of the ium. with the lattex
steadily gaining ground due t0 a morXe realistic assesament of

the financial position that it presents. In case replacement
cost basis is adopted, it would call for the recalculation of the
provisions for depreciastion beceause charges in profit and loss
account would be based on the original cost of the assets,

If any assets are idle for a considerable period e.g.
due to ebsolescence or short working, it is conasidered advisable
to exclude them from capital ewmployed,

Following points are important regarding the calculation
of cepital empldyed,

1) Thouch idle assets are exciuded from capital employed,
stand by plant and equipment essential to the noxmal running of a
machinery should not be excluded,

14) Intangible assets, like goodwill, patent and
trademarks are generally excluded, unless they have potential sale
value, because intangible assets should be written off as quickly
as possible,

i14) where investments have been made outside the business,
they are to be excluded but those made for tha bonafide puxposes
of business are included.

iv) Mictious assets like preliminery expenses, agcount of
deferred revenue expenditures are excluded,



v) All stocks, rew materials, work-in-progress and
finished goods « are included in capital employed by valuing
them on a consistent basis, generally at cost,

vi) Nommal trade debtors are included in cspital employed
after taking into acoount provisionsg for doubtéul debts,

vii) Any balance at bank in excess of the nonnal require-
ments of a business may be excluded,

There are A& fferences of opinion regarding the calculation
of capital employed, These differences arise owing to the desire
to introduce as much ascuracy as® possible in the estimates of
return an capital employed. Some people are of the view that the
figure of capital employed must be such that it may fairly
represent the capital investment throughout the year and therefore,
they bring in the concept of average capital employed. The logle
behind this is that usually, a business eams profits all through
the year and the same remain in the business. Only at that end
of the year, they are distributed as dividents with the consequence
that this factor has to be reckoned in the calculation of
‘capital employed' and this is done either £inding the simple
arithyed at the beginning as well as at the end of the year or by
adjusting half of the profits after tax and interest to the
capi tal employed on the assumption that profits have been evenly
earmed throughout the year,



If the 'net capital employed' has been caloulated from
the asset side half of the profits earned during the year are
deducted in order to arrive at 'mﬁm net capital employed®.

In case ‘'net capital employed' is being computed with the help
of items on the liabilities side, of which profit and loss
account 18 one, half of the profit eammed during the year have
to be subtracted for obtaining the figure of 'average net capital
employed' but if profit and loss acopunt is not one of the items
on the liabilities gide, this portion of profits is to be added
for reaching ‘average net capital employed.'

However, 1f the concepts used in one of gross capital
employed no such adjustmerits ere necessary.

Income, or net profit for the purpose of computing return
on capital employed, will be determined according uovtbe base
uweed if gross capital is taken, profit should relate to gross
capital is taken, profit should relate to gross capital and {f
net capital concept is used profit should be what is earned by
that capital. Therefore, the figure of profits, as used in the
calculation of capital employed, is the net profit with adjust-
wments made, if necessary for

a) Any abnommmal or non=xecurxing losses orguhns,

b) Depreciation based on the replacement cost of the
assets,

c¢) Income from investments outside the business,



d) As long tem liabilities are included in capital
exployed interest on such liabilities should be added
back to the 'net profit' for the sake of consistency,
In the cese of gross capital employed even interest
on short tem liasbilities, {f any, should be added
because such liabilfities are part of ‘gross capital
employed. '

e) 'lNet profits' to be taken into consideration should be
before the payment of income tax so that income tax
paid, or provision for the same, made in accounts,
has to be restored to pxofits. This is 80 because
tax has nothing to do with the saming capacity of
the business and is paid after the pmfits have been
carned,

In this way, the profit is brought into line with that
use for capital employed for the sake of management planning and
control, All these adjustments are made t0 net profits because
‘return an capital employed' is a measure of the economic
justification of a particular line of business requixing the
‘net income' to reflect the econocmic facts relating thereto. it
should never be confused with ‘return to shareholders' as is
sometimes done, which is ab entirely different concepts.

Suamary of items included in ‘capital employed'.
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1) Zizst Altaxnative

a) Xixad Asats -
Land and building
Flant and Machinery
M xtures and furnituye
Motor vehicles
b) Investments made in the business
c) Qukrent ASsets -
Stock
Debtors - R.D.D.
Bank Balance
Cash in hand
d) Surrent hiabilities -
Credi tors
Bank overdraft,

2) Second Alternative

Issued share capital
Capital Reserves
Revenue Reserves
Debentures.

Sionl ficance
The concept of 'return on capital employed' has been

given much attention in recent years, particularly in the
£ield of financial wmanagement vhere it is used to detemine



whether a certain goal has been achieved or whether an
alternative use of cepital is justified., Further it is also

used a8 a basis for various managerial decisions,

In fact, the ourung’point of business budgeting
should be the detexmmination of a minimum rate of profit on
cepital investment which is then worked backwards for planning
the detall of business operations, This is the minimum return
expected an capital esployed and in order w attract capd tal
to a particular business, a fair return has to be paid, Then,
the lying down of a minimum return is also essential from the
point of view of making a cox.'raétv ehoteol of investments so
that 1f adequate return is not forthcoming in a particular
line, the same may be dipearded in the favour of a wmore
in creative alternative, There is ﬁnrdly any criterion for
detemining the minimwm returns with reference to which return
on capital investment may be judq-é.

‘Return on capital employed® is the only measure which
can be sald to show satisfactorily the overall perfommance of
an undertaking from the stand point of profitability -« the
benefits being obtained in the shape of income for the
sacrifice involved in the foxm of capital invested. It enables
the management to show whether the funds entrusted to it have
been properly used or not. Thus it can become an integral part
of the budgetory control system in order that the mahagement
may be able to follow the progress being made and to corrective

action, 1f necessary.



17) Capital Yeaxing Ratio
Meaning s

~ The tem cepital gearing is used to desoribe the ratio
between the equity shares capital and fixed interest bearing
securities of a company., Where the holders of fixed income
bearing securities have acquired a iions share in the income
of a business enterprise, it is said to be 'highly geared'. The
situation is manifested most commonly where there is a swall
equity holding compared with fixed inoome bearing Securities.

Jomula @

- W Bearing ]

Somponenta ¢

Equity capital, preference ﬁhm capim; debentures,
Slenificance

Capital gearing ratio belongs to the family of leverage
ratios and is important and not only to prospective investers
but also to the company, It must be carefully planned in as much
as it affects the company's cepacity to maintain an even
devided distribution policy during difficult trading periods
that may occur. Morsover, its immediate effect may be to
enable a company to pay higher equity dividends when there is



only a narrow margin of profit but its long range efiects on
the efficiency of a company are far-reaching, Distribution

policies and the building up of reserves, as well as a stable
dividend policy, are all affegted by company's °‘gear-ratio'.

Though capital gearing ratio togsther with the debt to
equity ratio are by far the most important means of the analysis
of the capital structure, following ratios are also uud t» throw
light on certain aspects of the capital structure.

18) Total Investment o long-temm
Liabilities ¢

Neasning s

™is ratio i3 the proportion of share capital and loan
Gmm-

Equity share, capital and preferencs share capital.

Slnificance »

This makes the different approach to the method of
financing the business and is based on the principle that there
should not be too high a proportion of longetexm liabilities,



19) Current umngu €0,
Meaning *

This ratio 48 the proportion of current lisbilities
and proprietors funds, |

oxmuls

E . N e

' Proprietors Funds
Samponsnta \/

Furrent liabilities includes credits, bank aid, bills
payable, provision for income tax, outstanding expenses and
 proprietors funds includes all type of share capital, cepital
reserve, and all revenue reserxrve and accounts of appropriation
of profits,

W‘

This ratio measures the amount of funds raised by the
proprietors as against those raised by short termm borrowings,
A high ratio indicates that the £imm will be slow in paying
its bill because, 1if the owners hiave not put enough of their
own funds in the business, suppliers of long-term funds would
be unwilling to expose themselves to the risks and the fimm
will have to resort to short temm stop-gap financing to a large
extent, The standard for the ratio is 35 percent.



20) Ratio of Reserves to
Bouity Cepltal 3

This ratio establishes relationship between resexves
and gquity capital,

Rols s
Ragorvea.. . .
*  Equity capital
~ Somponent :
Rescrves includes all types of memwd equity capital.
Saificancs

‘ihh ratio reveals the policy pursued with regard to growth
shares, If a conservative policy regarding the distribution of
divid-ad,u followed the ratio may be unduly high., It also
indicates t-.he extent to which value of equity shares has gone wp
by the ploughing back of profits, |

21) Sundxy Messuring Pevices

Fixed assets tumover ratio measures the efficiency with
which the £fimm is utilising its investment in fixed assets.

Ioosula ¢

——-——m—-———-
. Fixed assets tummover = {oTFi 04 ansess



Sopponents

Nixed assets conaists of land, building, plant and
machinery, furniture, etc, with their depreciated value and
sales is the another important component,

Sionificangs ¢

The fims fixed assets tumover ratio should be compared
with past and future ratios and alse with the ratio of similiar
firms and the industry average. . Generally a high fixed assets
turnover ratio indicetes efficient utilisation of fixed assets
in generating sales, While a lov ratio indicates inefficient
management and uduliﬁon of fixed s“tf. However, the analyat
should be cautious in deriving conclusions from the fixed assets
turnover ratio. ™ obtain fixed assets turnover ratio, sales are
devided by depriciated value of fixed assets, not the market
value, Thus a firm whose plant and machinery has considerably
depreciated, may show a higher fixed assets turnover ratio than

the fixm which has purchased plant and machinery recently, By
comparing the fixed assets tumover ratio of the two fimms it
cannot be concluded that the fommer is efficient in managing £ixed
assets, Both the £ims may be, in fact, equally efficient or the
second firm may be more efficient,

2)) ¥orking Capital Tummover s
This ratio is the relationship between net sales and net

working cepital. In order to test efficiency working capital
turnover ratio is calculated,



Enmuls ¢

- D2t acles
Net working capital

Somponents

Working capital and sales are two component, Working
capital is arrived at by deducting current liabilities from
from current assets, Current assets includes Bank, stock, cash,
debtors, bills receivables account and current liabilities
consists of bank overdraft, creditors, bills payable, income
tax dividend ete.

Slaificange

!aamr the net sales in comparison with net working
capltal the less favoursble the situation is likely to be 4if the
resul tant net working capital turnover has been made possible by
the use of an excess amount of current credit, The real dsnger
1ies in the posaibility of a decline in sale due to unforeseen
circumstances, like caneesllation of oxrders, strikes, depressions
and competitions.

A high working tumover may be the result of fawourable
turnovers of inventories and receivables or may reflect an
inadequacy of net working capital accompanied by a low turnovers
of net working capital may be the outcohke of an excess of net
working capital, sloWw turnover of inventories and receivables, a
large cash balance or investment of working capital in the fom



of temporary investments,” Thus in interpreting the net working
capital turnover, the analyst should exercise considerable
caution because the working capital tumnover ratio is a composite
of a number of relationships, each one of which should be
analysed carefully to account for changes from year to year or
between companies,

22) Ratio of Operating Profit
o total opexating assaia s

Meming s

This ratio is the relationship between operating profit
and total operating assets used in regular conduct of the
business,

Fogmula

Sperating profit
all assets except inves

capponants

The operating profit figure should not include other
income and expenses income tax Or extraordinary items., Total
operating assets figure shoulld include all assets except long
period investments and other sssets not used in comnection with
obtaining a major revenue or sales incowme. The accumulated
proviaion for depreciation must be deducted from the assets.



Slanificances

The ratio is an index of the economic productivity of the
funds invested in the business and is an overall measures of the
efficiency of the buainess, It shows the earning on assets
independently of the sources of funds invested in them, Hwever,
caution must be exercised in studying this ratid for different
companies because of the possible presence of uncomparable data
arising due to variations in asset valuation and amortisation
methods, difference in the composition of assets, income and
expenses items, absence of coincidence of accounting periods and
different depriciation and amortisation policies,

23) I

Meaning s
™is ratio is the relationahip of total assets and sales
in a business,
Amula s
u—‘—-
*  Total Assets

sopponsats

Total assets includes fixed assets as well as curremt
assets and the another important eguponent for calculating this
ratio is sales.



Samificinge 1

A high ratio indicates over trading of fixed assets
while a lov ratio shows exsessive fnvestment - a symptom of idle
capacity, The traditional standard for the ratic is two times.
Sowme people use cost of goods s0ld in mumerator mmaé of sales,

24) Eaming per ahare s

The profitableness of commobn shareholders investment can
be mmﬁzed in many other ways, One such mwuro is to calculate
the eaming pei share, The eaming per share are calculated by
deviding net profit after taxes less preference divident by total
nunber of common” #hare ocutstanding.

* Number of ‘oomon shages outstanding

'lbe eaming per share cslculations made over year indicates
whether or not the fims earning power on per share basis changed
over that period. The saming per share of the company should be
compared with the industry average and the earnings per share of
other fimms, The eaming per share measures simply shows the
profitability of the fimm on a per share basis, It does not
reflect how much 18 paid as dividend end how much is retained
in the business, But as a profitability index it is valuable
and widely used ratio.



25) Dividende per share s

The net profita after taxes belong to shareholders, Bug
the income which they really receive is the smount of eamings
distributed and paid as cash dividends, Therefore, a large
number of present and potential investors are more interested in
the dividend per share, rather than the earmings per share, The
dividend per share is the earnings distributed t© common share-
holders devided by number of common shares outstanding,

»

PP = %o. f( shares cutstanding

ARl Ae L

26) Dividend Pay-gut Ratio ¢

The dividend pay-out ratio sometimes aimply called as
pay out ratio im the dividends per share or total dividends
devided by the earning per share or total nhmhqldm earning,

The dividend yleld is the dividends per share devided
by the market value per share and eaming yield is the earnings
per share devided by the market value per share,

R aRs Tl

b nexr sharce
Dividend yleld = jayiot value per share

Earning per shaxe .
Bamings yield = 4, et value per share



The dividend yield and earning yiald evaluats ths share-
holders return in relate to the market value of the share, The
information on the market value per shares is Dot generally
available from the financial statements it has to be collected
from extemmal source such as stock exchanges, The earmnings yield
18 also called the earning price ratio,

28) Rrice Eexaing Ratlo »

The reciprocsl of the eaming yleld or the eaming,price
ratio is called the price eamings ratio. Thus,

Price eaming ratio = Eemning per share

The price eaming ratio (P/E ratio) is widely used by the
security analyst to evaluate the £iims performance as expected by
investors, It indicates investors judgement or expections sbout
the fims perfommance &8s expected by investoys., Management is
also interested in this market sppraisal of the £imms perfomance
and will like to £ind the causes if the P/E ratio declines,

Price earning ratio reflects investors expectations asbout
the growth in the fims eamings, Industries differ in their
growth prospects accordingly, the P/E ratio for industries vary
widely,

29) Eaming PoMar

The two ratios employed to measure the £irms operating
efficiency are i '



a) the net profit wargin and
b) the investment turnover.

Individually these ratios do not give a complete picture
of the effectiveness of the firms operations. For example the
net profit margin does not consider the profitadbility of invest-
ments, While the investment turnover fails to consider the
pzaﬁtah&uby on sales, It is the return on investment ratio,
which is an adequate measure of the fim's operating o!ﬁciamy.
This ratio indicates the f£imms earning pdwer and is the product
of met profit margin and the investments turnover.

Barning Fower = Return on investment

Het profit marginx
investment turnover

As stated earlier the temm investment ‘nay refer to total
assets, capital employed or sharelovlders equity. Here we shall
use investment in the sense of 'capital employed'. This eaming
pover may be calculated as -

—0108
T - S eploy
- Capital employed
30) Efficiency Ratig 3

This ratio is defined as the standard hours, equivalent
to the work produced expressed as & percentage of the actual hours

spent in producing the work,



Standard Foura
Actusl Hours X 100.

Standard hours are = Actual output x budgetsd direct

This i3 the relationship between the actual number of
working hours and the budgeted nmmbaer. |

3) Aativity Batin ¢

This 18 defined &s the number of standard hours eguivalent
to the work produced expressed as a percentage of the budgeted
hours, | | ‘

Stapdazd Hours ;
Budgeted Houxs * 390

XKle Pleved by Fatlo Agalvals

Basically, ratio analysis is useful to the sams extent
and in the same way, for financial analysis as statistics are
useful in the study of the numerical aspect of a problem, It
sipplifies, summarizes and systematigzes a long array of ascocounting
 figures. Its main contribution lies in bringing into bold relief
the interrelationship which exists between vazious seguents of
business, as expressed through accounting segments and to awvoiding
any distrornong that may result from an absolute study of
counting information,



It is an instxument for diagnosis of the £inancial health
of an enterprise, This is does by evaluating, in a Droader
context, important aspect of the conduct of business like
liquidity, solvency, profitability, capital gearing ete. Such an
evaluation enables conclusions to be drawn regarding the financial
requirements and the capabilities of business units, which
conclusions cannot be eamily derived from the usual tenor of
financial statements.

Further, the ratio analysis can be of invalusble aid o
management in the discharge of its basic functions forecastings,
planning, co~ordination, communication and control, By an
analytical study of the past performence of the business, it helps
in predicting and prejecting the future; it assist in communi-
cation by conveying information, which is pertinent and purposeful
to those for whom it is meanty it promotes cow-ordination by a
study of the efficiency of the business, it pares the way for
effective control of business operations by undertaking an
appraisal of both the physicel and monetary targets. Hence ratio
adalyesis becomes ai integral part of budgetary contrvl system.

an important point in connection with use of the ratios,
is that, {n mmerous situations, a few ratios portray a certain
aspect of the conduct of business, Thus a credit manager who
has a large number of invoices flowing across his table each
day may limit himself % thiwe ratios or evidence of whether the
prospective buyer of goods would pay promptly -~ current ratio to



ascertain the capacity of the buyer to meet his short temm
obligations, debt to equity ratio to determine the quantum of
proprietors f£inds 4n the business and one of the profitability
ratios to assess the future prospecits of the ﬁ:m A sales
manager will nofmally be interested in ratios on sales, selling
Gosts and related aspects while the production manager will be
interested in ratios relating to the pmduem function,



