ACCOUNTING RATIOS

1. What does an Accounting Ratio mean?

Accounting Ratio may be defined as the arithmetical expression of the relationship between two accounting figures.  For example, gross profit and sales, net profit and sales, sales and total assets, etc.

According to J Betty, “ the term accounting ratio is used to describe significant relationships which exist between figures shown in a balance sheet, in a profit  & loss account or in a budgetary control system, or in any part of the accounting organisation.”

2. What are the various classifications of ratios?

Ratios may be classified as

	Liquidity Ratios

(Short-term Solvency)
	a) Current Ratio

b) Quick (Liquid/Acid-test) Ratio

	Profitability Ratios
	a) In relation to sales:

(i) Gross profit Ratio (Gross profit margin)

(ii) Net profit Ratio (Net profit margin)

(iii) Operating profit Ratio

(iv) Operating (Operating cost) Ratio

b) In relation to investment:

(i) Return on Total Assets

(ii) Return on Capital Employed. (ROCE) 

                Or    Return on Investment (ROI)

(iii) Return on Equity (ROE)



	Expenses Ratios
	a) Administrative Expenses Ratio

b) Selling & Distribution Expenses Ratio



	Activity

(Efficiency, turnover) Ratios
	a) Stock (Inventory) turnover Ratio

b) Stockholding period (Stock velocity)

c) Debtors Turnover Ratio

d) Debt Collection period (Debtors’ Velocity)

e)  Creditors turnover Ratio

f) Debt payment (Creditors’ Velocity)

g) Working capital turnover Ratio

h) Fixed Assets turnover Ratio

i) Current assets turnover Ratio



	Solvency Ratios
	a) Debt- Equity Ratio

b) Proprietary Ratio

c)  Gearing Ratio

d) Interest coverage Ratio

	Investors’ Ratios
	a) Earning per Share (EPS)

b) Dividend per Share (DPS)

c) Price Earning Ratio (PE Ratio)


3. List the users interested in the ratio analysis.

The important users are:

a) Owners 

b) Employees.

c) Trade creditors.

d) Banks/lenders.

e) Government.

f) Consumers.

g) Research scholars.

h) Local community, etc.

4. Advantages of accounting ratios:
a) Simplification of accounting data

Ratios analysis simplifies and summarizes complex accounting data presented in the trading account, profit & loss account, and the balance sheet. For example gross profit ratio, net profit ratio figures give a better understandable picture of the profitability of a business than the absolute profit figures.

b) Helpful to business managers

Ratios can assist managers in performing basic management functions like planning, organising, directing, co-coordinating, budgeting, forecasting, etc.
c) Useful in judging the financial position of a business
Accounting ratios help in judging liquidity, solvency, profitability, efficiency, etc. of a business. Such an evaluation enables the management to judge the operating efficiency of the various aspects of business.

d) Facilitates inter firm comparison.

Comparison of the performance of the one firm with another can be made only when the absolute financial figures are converted into the comparable ratios.

e) Makes intra firm comparison possible.

Ratio analysis makes possible comparison of the performance of the different divisions of the firm.

5. Limitations of accounting ratios:
Following are the some of the disadvantages of ratio analysis

a) No suitable standard

Generally there is no standard ratio for the purpose of the comparison, because conditions of one concern differ significantly from another concern. For example, an ideal current ratio is 2: 1. But if a firm is able to procure additional funds easily and immediately, in that case current ratio of less than 2 may be considered good.

b) No precise terminology

Terms used to calculate accounting ratios have no standard and precise definition. For example, net profit ratio is calculated by different ways like net profit before tax or net profit after tax.

c) Different accounting policies

Inter firm comparison is possible provided these firms follow the same accounting policies regarding the method of depreciation, valuation of stock, etc. But this is very rare to see.

d) Window dressing

To give a better picture of the company, accounting figures may be manipulated.

e) Uses only quantitative data

Accounting ratios are calculated by using only quantitative data. Qualitative factors like skill of employees, quality of product/ service,ompetitions, industrial relations, etc. are ignored

f) Life cycle of the business.

Type of firm, stage of development, objectives of owners are not considered. For example low profitability ratios may be accepted during early stages of growth.

g) Ratios indicate past performance only.

Ratios are calculated on the basis of past figures. Thus, ratios indicate past performance and not expected future performance.

6. What is meant by ‘Current Assets’? Give examples.

Current assets refer to those assets which are held for conversion into cash normally within a year. Examples of current assets are:

a) Cash in hand.

b) Cash at bank.

c) Debtors.

d) Bills receivable.

e) Marketable securities.

f) Stock of raw materials.

g) Stock of work-in-progress.

h) Stock of finished goods.

i) Short-term loans and advances.

j) Prepaid or unexpired expenses.

k) Accrued income.

l) Advance payment of tax.

7. What do you mean by quick assets?

Quick assets are assets which are immediately convertible into cash without much loss. Current assets excluding stock (Inventory) and prepaid expenses constitute quick assets.

8. What is meant by ‘Current Liabilities’? Give examples.

Liabilities which usually mature for payment within one year are known as current liabilities. 

Examples of current liabilities are:

a) Trade creditors.

b) Bills payable.

c) Creditors for expenses.

d) Bank overdraft.

e) Short-term loans and advances.

f) Unclaimed dividend.

g)  Incomes received in advance.

9. What are the short-term solvency ratios?

a) Current ratio

b) Quick ratio

These two ratios measure ability of the firm to meet its short-term liabilities. Solvency ratios are also called liquidity ratios.

10. What do you mean by current ratio?  What are its objectives and significances?

Meaning: The ratio which establishes a relationship between current assets and current liabilities of a business is called current ratio. A current ratio of 2:1 is considered to be acceptable.

Objectives and Significances:

(i) Current ratio is a measure of the ability of a firm to meet its short-term obligations when due.

(ii) It is calculated to assess short-term financial position and solvency of the firm.

(iii) It indicates margin of safety available to short-term creditors.

(iv) Current ratio focuses management attention on the efficient management of working capital.

11. What do you mean by ‘Quick Ratio’? What are its significances and objectives?

Meaning: Quick ratio is also known as acid test or liquid ratio, which establishes a relationship between quick assets and current liabilities excluding bank overdraft. A quick ratio of 1:1 is considered to be acceptable

Objectives and Significances:  

a) It is a much better test of short-term financial position or liquidity of the firm.

b) Quick ratio measures ability of the firm to pay its current liabilities when become due without relying upon sale of stock.

12.  What are the profitability ratios?

Profitability ratios are computed to measure the overall profitability of the firm. Important profitability ratios are:

a) In relation to sales:

(i) Gross profit ratio

(ii) Net profit ratio

(iii) Operating profit ratio

(iv) Operating ratio

b)  In relation to investment:

(i) Return on Total Assets

(ii) Return on Capital Employed. (ROCE) or Return on Investment (ROI)

(iii) Return on Equity (ROE)

13. Explain the meaning and significance of the following ratios:

a) Gross Profit Ratio: Gross profit ratio expresses the relationship between gross profit and net sales. Gross profit is the difference between sales and cost of sales.  Normally the higher ratio is considered good. Gross profit ratio is a reliable guide to the adequacy of the selling prices and efficiency of trading activities.

b)  Net Profit Ratio:  This ratio establishes the relationship between net profit and net sales. Net profit ratio indicates the overall efficiency of the business. Higher the net profit ratio, better the business.

c) Operating Profit Ratio:  This ratio establishes the relationship between operating profit and sales. The objective of computing this ratio is determining the operational efficiency of the management. Operating profit means excess of gross profit over other operating expenses.
d) Operating Ratio:  This ratio establishes the relationship between cost of goods sold plus operating expenses with net sales. This ratio indicates the extent of sales that is absorbed by cost of goods sold and operating expenses.

14. What do you mean by ‘Debt Equity Ratio’?

This ratio indicates the relationship between long-term liabilities and shareholders funds.  This ratio is calculated to determine long-term solvency of the firm.  It helps to appraise the ability of the firm to meet its long-term obligations.

15. What do you mean by ‘Return on Investment’ (ROI)? How is it calculated?

It is a measure of relationship between net profits before interest, tax & dividend and capital employed. This ratio is calculated as follows:






   Net profit before interest, tax & dividend.


Return on Investment (ROI) = 




         X 100







Capital Employed 

This ratio is also called Return on Capital Employed (ROCE)

16. How is the capital employed calculated?

Capital employed is calculated by any one of the following methods:

a) Share capital (Equity and Preference) + Reserves + Long term loans –(Fictitious assets + Non- operating assets like investments)

b) Net fixed assets + Working capital

17. Why is ROCE calculated?

Return on Capital Employed or Return on Investment judges the overall performance of the enterprise. It measures how efficiently the sources entrusted to the business are being used. The return on capital employed is a fair measure of the profitability of any concern. This ratio also helps in judging performance of different departments as well.

18. What do you mean by ‘gearing ratio’?

Gearing ratio is the ratio which expresses the relationship between equity capital and fixed interest capital and fixed dividend capital.

If the fixed Capital (long-term loans, debenture and preference share capital) is more than the equity shareholders funds, the company is said to be ‘highly geared’. If the equity shareholders funds are more than the fixed cost capital the company is said to be ‘low geared’.

19. How is gearing ratio calculated?





Fixed Interest Capital + Fixed Dividend Capital

                Gearing Ratio =

 Equity capital + Fixed Interest Capital + Fixed Dividend Capital

Fixed interest capital = Long term loan and debentures

Fixed dividend capital = Preference share capital

Equity capital = Equity share capital plus reserves & surplus

20. Distinguish between current ratio and quick ratio.

Current ratio and quick ratio can be distinguished as follows:

	Current Ratio
	Quick Ratio

	a) Current ratio shows the relationship between current assets and current liabilities.

b) Current ratio measures firm’s ability to meet current obligations as and when they fall due for payment.

c) An ideal current ratio is 2:1.


	a) Quick ratio shows the relationship between quick assets and current liabilities

b) Quick ratio measures firm’s ability to meet current obligations without relying on the sale of stock.

c) An ideal quick ratio is 1:1




21.  Explain the meaning and significance of the following ratios:
a) Stock (Inventory) turnover Ratio: Inventory turnover ratio establishes the relationship between the cost of goods sold during a given period and the average amount of inventory carried during that period. Higher ratio indicates that more sales are being produced by a unit of investment in stocks. The objective of computing inventory turnover ratio is to ascertain whether investment in stock has been efficiently used or not. A low stock turnover may reflect dull business, over investment in stock, accumulation of stock.

b) Debtors’ turnover Ratio: This ratio is computed to establish the relationship between net credit sales and average debtors. This ratio indicates the number of times the receivables are turned over in a year in relation to sales. It shows how quickly debtors are converted into cash. It indicates the efficiency of the staff entrusted with collection of debts. A high ratio is better since it would indicate that debtors are being collected more quickly.

c)  Creditors’ turnover Ratio: This ratio shows the relationship between net credit purchases and average creditors. The objective of computing this ratio is to determine the efficiency with which the creditors are managed and paid.  A low ratio indicates that creditors are not paid in time while a high ratio gives an idea that the business is not taking full advantage of credit period allowed by the creditors.

22. Explain the importance of calculation of the following ratios:

a) Interest Cover.

b) Earnings per share.

c) Dividends per share.

d) Price earning ratio.

e) Gearing Ratio.

a) Interest cover: Interest cover shows how many times interest payments are covered by operating profits, or the ability of a company to pay for the cost of its long term borrowing out of profit is measured by its interest cover. A low interest cover is a warning to ordinary shareholders that their dividend may be endangered if profits are not maintained.

b) Earnings per share (EPS): EPS shows how much profit after tax and preference dividends are attributable to each ordinary share. It is a more informative measure of ordinary shareholders’ fortune. It gives the best view of company’s performance.

c) Dividend per share ( DPS): This ratio represents the dividend per share paid to the shareholders.
d) Price earning ratio (PE ratio)

The price-earning ratio relates to the market price of a share to the earnings per share. The greater the PE ratio, the greater the demand for shares OR the higher the PE ratio the greater the confidence of investors in the future of the company.

e) Gearing ratio: It establishes the relationship between internal capital and external capital.

Gearing is calculated as follows:





Fixed Interest Capital + Fixed Dividend Capital

             Gearing Ratio =

Equity capital + Fixed Interest Capital + Fixed Dividend Capital

Interpretation of gearing ratio:

	High gearing
	 More than 50 %

	Neutral gearing
	Equal to 50 %

	Low gearing
	Less than 50 %


23. What are   operating expenses?

They are administrative expenses, selling & distribution expenses, interest, discount and bad debts.

24. Give examples of non-operating expenses and incomes.

Non-operating expenses:

Loss on sale of fixed assets/ investments, provision for legal suit, interest on debentures, interest on long term loan.

Non-operating incomes:

Profit on sale of fixed assets/investments, interest on deposits, dividend on shares, gifts received, compensation received.

25. Important Concepts:

a) Quick assets = Current assets less closing stock and prepaid expenses.

b) Current liabilities for the purpose of quick ratio- Current liabilities less bank overdraft.

c) Net sales = Cash sales plus credit sales minus sales returns.

d) Net purchases = Cash purchases plus credit purchases minus purchases returns.

e) Cost of sales = Sales minus gross profit.

f) Gross profit = Sales minus cost of sales.

g) Net profit = Gross profit minus expenses (Operating and non operating)

h) Operating expenses = Selling & distribution and administration expenses.

i) Operating profit = Gross profit less operating expenses or net profit plus non-operating expenses.

j) Operating Cost = Cost of goods sold plus operating expenses.

k) Working capital = Current assets less current liabilities.

l) Debt = Long term loan plus debentures

26. List of various ratios along with their formulae.

1. Liquidity Ratios:




2. Profitability Ratios:









3. Expenses Ratios



4. Activity Ratios / Turnover Ratios










 



5. Solvency Ratios:






6. Investors Ratios:




**********
       Gross Profit


Gross profit Ratio=	           		             X 100 = x %


Net Sales





Quick assets = Current assets- Stock and prepaid expense








Quick Assets


Quick Ratio	=				 x:y


Current Liabilities- Bank overdraft





Current Assets


Current Ratio	=				 x:y


Current Liabilities





        Net Profit


Net profit Ratio =	           		             X 100 = x %


Net Sales





        Operating Profit


Operating Profit Ratio =	           		             X 100 = x %


Net Sales





        Operating Cost


Operating Cost Ratio =	           		             X 100 = x %


Net Sales





  Net profit after Interest & tax


Return on Total Assets =	           		             X 100 = x %


Total assets





Total assets = Fixed assets+ current assets + investment but not fictitious assets





             Net profit before interest, tax& dividend


ROCE  =	           	        	                                X 100   = x %


                               Capital Employed.





             Net profit after interest, tax& preference dividend


Return on Equity  =	           	        	                         X 100   = x %


                                             Equity Funds





                                                      Administrative Expenses


Administrative Expenses Ratio  =	           	        	           X 100   = x %


                                                             Net sales.





                                                      Selling & Dist. Exps


Selling & Dist. Exps. Ratio =	           	        	                      X 100   = x %


                                                             Net sales.





                                         Cost of sales


Stock turnover Ratio =	           	        	          = x times


                                      Average Stock





                                       Average Stock           


Stockholding period =	           	        	                      X 365  = x days


                                      Cost of sales








                                                     Credit sales           


Debtors’ turnover Ratio =	           	        	                    = x times


                                                 Average Debtors








Average stock= Opening stock +Closing stock / 2





                                            Average Debtors   


Debt collection period =	           	        	                   X 365  = x days


                                                Credit sales           





This ratio is also called Debtors’ Velocity


Average Debtors = Opening Debtor& Opening Bills Receivable+ Closing Debtors & Closing Bills receivable/ 2





                                                     Credit Purchases           


Creditors’ turnover Ratio =	           	        	                    = x times


                                                 Average Creditors








                                            Average Debtors   


Debt payment =	           	        	                          X 365  = x days


                                                Credit sales           





This ratio is also called Creditors’ Velocity


Average Creditor = Opening Creditor& Opening Bills Payable+ Closing Creditors & Closing Payable/ 2





                                                                          Sales           


Working capital turnover Ratio =	           	        	                    = x times


                                                              Working Capital








                                                                          Sales           


Fixed Assets turnover Ratio =	           	        	                    = x times


                                                              Working Capital








                                                                          Sales           


Current assets turnover Ratio =	           	        	                    = x times


                                                              Fixed assets








                                                                  Debt       


Debt- Equity Ratio =	           	        	                                     = x:y or x %


                                                               Equity








Debt = Long term debt


Equity = Equity alone or Shareholders’ funds (Equity + Preference





                                                    Shareholders’ Funds


Proprietary Ratio =	           	        	                                     = x:y or x %


                                                            Total Assets








                                 Fixed Interest Capital + Fixed Dividend Capital


Gearing Ratio =	           	        	                                     


               Equity capital + Fixed Interest Capital + Fixed Dividend Capital


                              = x:y or x %





                                              NP before interest & taxes


Int. Coverage Ratio =	                                                                  = x times           	        	                               Interest on long term debts








                                           Net profit less preference dividend


Earnings per share =	                                                                  = x Rs.           	        	                               Number of equity shares








                                    Dividend paid to equity shareholders


Dividend per share =	                                                                  = x Rs.           	        	                               Number of equity shares








                                                 Market price per share


Price Earning Ratio =	                                                                  = x %           	        	                               Earnings per share











PAGE  
30
visit us @ www.geocities.com/rkbusinessclass/


