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ABSTRACT

Ratio is the numerical or an arithmetical relationship between 2 figures. It is expressed when one figure is
divided by another. Ratio analysis is the process of determining and interpreting numerical relationship b/w
figures of financial statements. Ratio is used as an index or year-stick for evaluating the financial position and
performance. It helps analysis to make quantitate judgment about the financial position &performance of a firm.
Ratio analysis is used to evaluate various aspects of a company's operating and financial performance such as
its efficiency, liquidity, profitability & solvency. The trend of these ratios over time is studied to check whether
they are improving or deteriorating. Effective planning and financial management are the keys to running a
financially successful small business. It is critical for helping you understand financial statements, for
identifying trends over time & for measuring the overall financial state of your business. In addition, lenders
&potential investors often rely on ratio analysis when making lending &investing decisions.

Ratios are critical quantitative analysis tools. One of their most essential functions lies in their capacity to act
as lagging indicators in identifying positive &negative financial trends. The information on trend analysis
provides, allows to you to make & implement ongoing financial plans when necessary& make course
corrections to short-term financial plans. Ratio analysis also provides ways for you to compare the financial
state of your business opposed to other businesses within your industry or between your business & businesses
in other industries.

Keywords: Ratio analysis, Short-term Financial plans, Quantitative analysis, Efficiency, Liquidity,

Profitability and Solvency.

I. INTRODUCTION
FINANCIAL STATEMENT ANALYSIS

Financial statement analysis (or financial analysis) is the process of reviewing and analyzing a company's
financial statements to make better economic decisions. These statements include the income statement, balance
sheet, statement of cash flows, and a statement of changes in equity. Financial statement analysis is a method or
process involving specific techniques for evaluating risks, performance, financial health, and future prospects of
an organization.™

It is used by a variety of stakeholders, such as credit and equity investors, the government, the public, and
decision-makers within the organization. These stakeholders have different interests and apply a variety of

different techniques to meet their needs. For example, equity investors are interested in the long-term earnings
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power of the organization and perhaps the sustainability and growth of dividend payments. Creditors want to

ensure the interest and principal is paid on the organizations debt securities (e.g., bonds) when due.

Il. RATIO ANALYSIS

Ratio analysis is the process of determining and interpreting numerical relationship based on financial statement.
It is an assessment of one number in relationship must be established on the basis of some scientific and logical
methods. Thus a ratio is a mathematical relationship between two items and expressed in quantitative form.
When this definition of ratio is explained with reference to the items shown in financial statements, then it called
“Accounting Ratio's. Hence, an accounting ratio is defined as quantitative relationship between two or more
items of the financial statements.

Ratio analysis is the systematic use of ratio to interpret the financial statements so that the strengths and

weakness of a firm as well as its historical performance and current financial position can be determined.

I11. NATURE OF RATIO ANALYSIS

Ratio analysis is a powerful tool of financial analysis. In financial analysis a ratio is used as a benchmark for
evaluating the financial position and performance of a firm. The absolute accounting figures reported in the
financial statements do not provide a meaningful understanding of the performance and financial positions of a
firm. An accounting figure conveys meaning when it is related to some other relevant information.

There are a number of ratios which can be computed from a single set of financial statements but only a few can
be used in any particular situations to focus on the financial positions of a business concern. In fact, for tackling
any problem initially one should determine what ratio would be helpful in throwing light on the, above situation
and compute only such ratio. The calculations of all ratios and trying to find use for the subsequently could be

quite unwarranted.

IV.STUDY OBJECTIVES

1. To study the Role of Ratio analysis in financial statements

2. To know the Types of Ratios Used in financial statements analysis

SCOPE OF THE STUDY:

This study is done only the Role of Ratio analysis in financial statements. But it is Conceptual data so | did not
take any primary data.

Utility of Ratio Analysis:

The ratio analysis is the most powerful tool of the financial analysis. Many diverse groups of people are
interested in analysing the financial information’s to indicate their operating and financial efficiency, and
growth of firm. This is how people use ratios to determine those financial characteristics of the firm in which

there are in
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There are four types of ratios as follows

TYPES OF RATIOS

Liquidity Ratios

Bl Current Ratios

Activity Ratios

Profitability R |nventory turn
Ratio

over

_

B Debt and Equity Gross Profit
Ratio Ratio

Capital . .
Internal Measure P . Net Profit Ratio Asset turn over
Employed Ratio
MNetworking Interest
capital Coverage Ratio

Debtor turn over|g

Quick Ratios

Operating

T e e e ts Working capital

Return on Creditor Turn

INnvestment Ratic Over

1. LIQUIDITY RATIOS:
It is extremely essential for a firm to be able to meet its obligations as they become due. Liquidity ratios
measured the ability of the firm to meet its current obligations.
In fact, analysis of liquidity needs the preparation of cash budgets and funds flow statements, liquidity ratios by
establishing a relationship between cash and other current assets to current obligations provide a quick measure
of liquidity.
The most common ratios which indicate the extent liquidity and of it are:
1) Current ratio
2) Liquidity Ratio (or) quick ratio
Current Ratio:
The current ratio is measure of the firm’s shot-term solvency. It indicates the availability of current assets in
rupees of current liability. A ratio of greater than one means that the firm has more assets then current claims.
CurrentAssets
CURRENT RATIO =
CurrentLiabilities

Quick Ratio:
Quick ratio also called acid test ratio, establishes a relationship between quick or liquid , assets and current
liabilities
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Currentassets —inventories
QUICK RATIO =

Current liabilities

2. LEVERAGE RATIO:

=The short-term creditors, like bankers and supplies of raw material, are more concerned with the
firm’s current debt paying ability. On the other hands long-term creditors, like debenture holders, financial
institutions etc. are more concerned with the firm’s long term financial strength
Debt Ratio :

Several debt ratios may be used to analysis the long-term solvency of a firm.

Total debt (TD)

DEBT RATIO =
Total debt (TD) + Net Worth (NW)
Debt- Equity Ratio :
This is relationship describing the lenders contribution for each rupee of the owners contribution is called debt-
equity ratio. Debt equity (DE) ratio is directly computed by dividing total debt by net worth.
Total Debt (TD)
DEBT-EQUITY RATIO =

Net worth (NW)
Capital Employed to Net Worth Ratio :
There is yet another alternative way of expressing the basic relationship between debt and equity one may want
to know: how much funds are being contributed together by lenders and owners for each rupee of the owner’s
contribution. This can be found out by calculating the ratio of capital employed or net assets to net worth:
Capital Employed (CE)
CE- TO- NW RATIO =

Net Worth (NW)
3. ACTIVITY RATIOS :
Inventory Turnover Ratio :
This ratio indicates the no. of times the stock of finished goods is turnover or sold during the year. It also
indicates whether there is over stocking or under stocking of finished goods.
Cost of Goods Sold
INVENTORY TURNOVER RATIO =

Average Inventory
Debtor’s Turnover Ratio :
The ratio matches net credit sales of a firm to trade debtors there by indicating the rate of which cash is
generated by turnover of receivables or debtors
Credit sales
DEBTOR’S TURNOVER RATIO =

Average debtors

Average Collection Period :
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The average collection period measures the quality of debtors since indicate the speed of their collection. The
shorter the collection period, the better the quality of debtors, since a short collection period implies the prompt
payments of debtors.The no. of days for which debtors remain outstanding is called the average collection
periods (ACP) and can be computed as follows :
Debtors
Average Collection Period = X 360

Sales
Net Assets Turnover Ratio :
Net assets turnover can be computed simply by dividing sales by net sales (NA)

NET ASSETS TURNOVER = ---------------
Net assets
Total Assets Turnover :
The ratio shows the firm’s ability in generating sales on all financial resources committed to total assets.

Sales

TOTAL ASSETS TURNOVER =
Total Asset
Fixed Assets Turnover :
The firm may know its efficiency of utilizing fixed assets by using the fixed assets turnover.
For generating a sale of one rupee we can know how much the company invested in fixed assets.

Sales

NET ASSETS TURNOVER =
Net Fixed Assets
Current Assets Turnover Ratio :
By calculating this ratio we can know that for generating a sale of one rupee we can know how much the
company invested in current assets.
Sales

CURRENT ASSETS TURNOVER =
Current Assets

4. PROFITABILITY RATIO:
A company should earn profits to survive and grow over a long period of time. Profitability reflects the final
result of business operations. Profit must be earned to sustain the operations of the business, to be able to receive
funds from investors and for expansion and growth to contribute towards social overheads for the welfare of the
society.
Profit is the difference between revenues and expenses over a period of time. Profit is the ultimate output of the
company, and it will have no future if it fails to make sufficient profits.

1. Profitability in relation to sales

2. Profitability in relation to investment

The profitability ratios are as follows :
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Gross Profit Margin :
The first profitability ratio in relation to sales is the gross profit margin. It is calculated by dividing the gross
profit by sales.

Gross Profit Margin = Gross Profit / Sales.

Net Profit Margin :

The net profit margin ratio is computed by dividing net profit by sales.

Net Profit Margin = Net Profit / Sales

RESEARCH METHODOLOGY

This is a Conceptual study based on the Secondary data source. The Secondary Data is used to high light the

Conceptual Analysis. The Sources of the Secondary Data for the Study were the reports of the Role Ratio

analysis in financial statementsin addition to those books, articles & journals etc.

LIMITATIONS

» The study will be only a provisional one based on the data collected from the Sources of the Secondary
Data.

> Ratios are tools of quantitative analysis which ignore qualitative points of view.

» Ratio are generally distorted by inflation.

» Some times ratios give false result. If they are calculated from incorrect accounting data.

REMEDIAL MEASURES

> In this paper presentation the data is collected from the sources of secondary data because it is a conceptual
in nature in case of empherical we go for primary data by way of questionnaire, interviews, observations
etc.

» Ratios are tools of quantitative analysis because only quantitative data can be expressed in terms of
numbers but quality of an organization can be expressed by way of good will, customer reputation etc.

» Inflation means increase or decrease in the prices.so in case of calculation of ratios these price changes
creates distortion in ratios so organizations has to make prior objectives in order to manage inflation
conditions.

» Sometimes ratios gives false result if they are calculated from incorrect accounting data incorrect
accounting data may be due to errors of trail balance so in order to overcome this limitation the
organizations has to maintain records properly by way of

e To keep evidential books of accounts

e Trail Balance, profit & loss account, Balance sheet& Ledger Accounts

e  Audit Verification etc.

ROLE OF RATIO ANALYSIS IN FINANCIAL STATEMENTS

1. Analyzing Financial Statements

Ratio analysis is an important technique of financial statement analysis. Accounting ratios are useful for

understanding the financial position of the company. Different users such as investors, management. Bankers

and creditors use the ratios to analyze the financial situation of the company for their decision making purpose.
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2. Judging Efficiency

Accounting ratios are important for judging the company's efficiency in terms of its operations and
management. They help judging how well the company has been able to utilize its assets

&earn profits using Accounting, Financial Statements, Selection, Accountancy.

3. Locating Weakness

Accounting ratios can also be used in locating weakness of the company's operations even though its overall
performance may be quite good. Management can then pay attention to the weakness and
take remedial measures to overcome them.

4. Formulating Plans

Although accounting ratios are used to analyze the company's past financial performance, they can also be used
to establish future trends of its financial performance. As a result, they helpsin formulating the company's future
plans for knowing efficiencies, Financial position and for reaching companies goals and objectives.

5. Comparing Performance

It is essential for a company to know how well it is performing over the years and as compared to the other
firms of the similar nature. Besides, it is also important to know how well its different divisions are performing
among themselves in different years. Ratio analysis facilitates such comparison.

BENEFITS OF RATIOS IN FINANCE STATEMENTS

+ Ratios simplifies the financial statements.

+«+ These helps in trend analysis which involves comparing a single company over a period.

+«»+ These highlight important information in simple form quickly.

+« A user judge a company by just looking at few numbers instead of reading the whole financial statements.
«+ Accounting ratios helps in understanding the company financial position.

¢+ They can also be used to establish future trends of companies’ financial performance.

CONCLUSION:

Ratio analysis helps to reveal, compare and interpret salient features of financial statements. When applied to a
set of financial statements, financial ratios highlight significant aspects of the financial position and operational
results of a business requiring further investigation. They help to identify the strengths and weaknesses of a
business. In fact, ratio analysis helps to evaluate the past performance, the present condition, and the future
prospects of a business. It enables us to ask the right questions about a business, and paves way to finding the

useful answers. Such analysis therefore, aids planning, control, forecasting and decision- making.
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