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Most financial statement analyses focus on firms belonging to industries that either contribute significantly to 
economic figures or posit in a highly competitive business environment. Whatever the motivation may be, financial 
statement analysis should be made available to all industries for reasons of comparability and benchmarking. This 

research paper aims to analyze the Accounting ratios and their importance as a tool to analyze the position of various companies and related 
industries. These included liquidity ratios, activity ratios, leverage ratios, profitability ratios, and market value ratios. For liquidity, the following 
ratios were used: current ratio; quick or acid-test ratio; cash flow liquidity ratio; average- collection period; and days payable outstanding. For 
activity, the following ratios were used: accounts receivable turnover; accounts payable turnover; fixed assets turnover; and total assets turnover. 
For leverage, the following ratios were used: debt ratio; debt to equity ratio; and times interest earned. For profitability, the following ratios were 
used: operating profit margin; net profit margin; return on total assets; return on equity; and basic earning power ratio. For market value, the 
following ratios were used: price-earnings ratio; market-book ratio; and dividend yield.
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INTRODUCTION
The massive amount of numbers in a company’s financial state-
ments can be bewildering and intimidating to many investors. 
On the other hand, if you know how to analyze them, the fi-
nancial statements are a gold mine of information. Financial 
statements are the medium by which a company discloses in-
formation concerning its financial performance. Followers of 
fundamental analysis use the information taken from financial 
statements to make investment decisions. In financial manage-
ment, one of the structured and scientific bases on which firm 
decisions are anchored is the financial statement analysis.

According to Drake (2010), financial statement analysis is the se-
lection, evaluation, and interpretation of financial data, along with 
other pertinent information, to assist in investment and financial de-
cision-making. Moreover, it is also the process of identifying financial 
strengths and weaknesses of the firm by properly establishing rela-
tionship between the items of the balance sheet and the profit and 
loss account. One of the tools in financial statement analysis is finan-
cial ratio analysis. As financial statements are usually lengthy, it will 
be more efficient and strategic to just pick up the figures that matter 
and plug them in pre-defined formulas developed through time by fi-
nance and accounting scholars.

2.0 OBJECTIVES OF FINANCIAL RATIO ANALYSIS
Before starting the analysis of any firm’s financial statements, it is nec-
essary to specify the objectives of the analysis. According to Fraser 
and Ormiston (2004), the objectives will vary depending on the per-
spective of the  financial statement user and the specific questions 
that are addressed by the analysis of the financial statement data. 
Among the several perspectives are that of the creditor, the investor, 
and the management. Each of these stakeholders would have to have 
questions that need to be answered. For instance, a creditor is usually 
concerned with the ability of an existing or prospective borrower to 
make interest and principal payments on borrowed funds. The inves-
tor usually attempts to arrive at an estimation of a company’s future 
earnings stream in order to attach a value to the securities being con-
sidered for purchase or liquidation. Lastly, financial statement analysis 
from the standpoint of management relates to all of the questions 
raised by creditors and investors because these user groups must be 
satisfied in order for the firm to obtain capital as needed.

According to Brigham and Houston (2009), financial analysis involves 
comparing the firm’s performance to that of other firms in the same 
industry and evaluating trends in the firm’s financial position over 
time. One rich source of information for financial statement analysis is 
the audited financial statements. The financial statements are usually 
part of the annual report that listed companies submit to regulatory 
agencies such as SEBI, India.

3.0 KEY FINANCIAL RATIOS
There are five categories of ratios used in financial statement 
analysis. These are: (1) liquidity ratios, which measure a firm’s 
ability to meet cash needs as they arise; (2) activity ratios, 
which measure the liquidity of specific assets and the effi-
ciency of managing assets; (3) leverage ratios, which measure 
the extent of a firm’s financing with debt relative to equity 
and its ability to cover interest and other fixed charges; (4) 
profitability ratios, which measure the overall performance 
of a firm and its efficiency in managing assets, liabilities, and 
equity (Fraser & Ormiston, 2004); and (5) market value ratios, 
which bring in the stock price and give an idea of what inves-
tors think about the firm and its future prospects

3.1 Liquidity ratios
Current ratio: The current ratio is a commonly used measure of 
short-run solvency, the ability of the firm to meet its debt require-
ments as they come due. Current liabilities are used as the denomi-
nator of the ratio because they are considered to represent the most 
urgent debts, requiring retirement within one year or one operating 
cycle. The available cash resources to satisfy these obligations must 
come primarily from cash or the conversion to cash of other current 
assets.

Quick or acid-test ratio: The quick or acid-test ratio is a more rigorous 
test of short-run solvency than the current ratio because the numera-
tor eliminates inventory, considered the least liquid current asset and 
the most likely source of losses.

Cash flow liquidity ratio: Another approach to measuring short-term 
solvency is the cash flow liquidity ratio, which considers cash flow from 
operating activities. The cash flow liquidity ratio uses in the numerator, 
as an approximation of cash resources, cash and marketable securities, 
which are truly liquid current assets, and cash flow from operating ac-
tivities, which represents the amount of cash generated from the firm’s 
operations, such as the ability to sell inventory and collect the cash.

Average collection period: The average collection period of accounts 
receivable is the average number of days required to convert receiva-
bles into cash. The ratio is calculated as the relationship between net 
accounts receivable and average daily sales. The average collection 
period helps gauge the liquidity of accounts receivable, the ability of 
the firm to collect from customers.

Days payable outstanding: The days payable outstanding is the aver-
age number of days it takes to pay payables in cash. This ratio offers 
insight into a firm’s pattern of payments to suppliers.
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3.2 Activity ratios
Accounts receivable turnover: The accounts receivable turnover ratio 
measures how many times, on average, accounts receivable are col-
lected in cash.

Accounts payable turnover: The accounts payable turnover ratio meas-
ures how many times, on average, payables are paid during the year.

Fixed assets turnover and total assets turnover: The fixed asset turnover 
and total assets turnover ratios are two approached to assessing man-
agement’s effectiveness in generating sales from investments in assets. 

The fixed assets turnover considers only the firm’s investment in 
property, plant, and equipment and is extremely important for a capi-
tal-intensive firm. The total assets turnover measures the efficiency of 
managing all of a firm’s assets.

3.3 Leverage ratios
Debt ratio: The ratio of total debt to total assets measures the per-
centage of funds provided by creditors. It considers the proportion of 
all assets that are financed with debt.

Debt to equity: The debt to equity ratio measures the riskiness of the 
firm’s capital structure in terms of the relationship between the funds 
supplied by creditors and investors.

Times interest earned: The times interest earned ratio measures the 
extent to which operating income can decline before the firm is una-
ble to meet its annual interest costs.

3.4 Profitability ratios
Operating profit margin and net profit margin:  Operating profit 
margin and net profit margin represent the firm’s ability to translate 
sales in peso into profits at different stages of measurement. The 
operating profit margin, a measure of overall operating efficiency, 
incorporates all of the expenses associated with ordinary business 
activities. The net profit margin measures profitability after consid-
eration of all revenue and expense, including interest, taxes, and 
non-operating items.

Return on total assets and return on equity: Return on total assets 
and return on equity are two ratios that measure the overall effi-
ciency of the firm in managing its total investment in assets and in 
generating return to shareholders. Return on total assets indicates 
the amount of profit earned relative to the level of investment in to-
tal assets. Return on equity measures the return to common share-
holders.

Basic earnings power ratio: Basic earnings power ratio calculated 
by dividing operating income (earnings before interest and taxes 
or EBIT) by total assets. This ratio shows the raw earning power 
of the firm’s assets before the influence of taxes and debt, and it 
is useful when comparing firms with different debt and tax situa-
tions.

3.5 Market value ratios
Price-earnings ratio: The price-earnings ratio shows how much inves-
tors are willing to pay per peso of reported profits.

Market-book ratio: The market-book ratio shows how the investors 
regard the firm in terms of its stock’s market price to its book value.

Dividend yield: The dividend yield shows the shareholders’ income 
earning rate on shares based on market values. Moreover, this ratio 
shows the return shareholders are actually achieving on their invest-
ment, using current market value for listed shares

4.0 LIMITATIONS OF RATIO ANALYSIS
Many things can impact the calculation of ratios and make compari-
sons difficult. The limitations include:

•	 The use of estimates in allocating costs to each period. The 
ratios will be as accurate as the estimates.

•	 The cost principle is used to prepare financial statements. 
Financial data is not adjusted for price changes or inflation/
deflation.

•	 Companies have a choice of accounting methods (for ex-
ample, inventory LIFO vs FIFO and depreciation methods). 
These differences impact ratios and make it difficult to com-
pare companies using different methods.

•	 Companies may have different fiscal year ends making com-
parison difficult if the industry is cyclical.

•	 Diversified companies are difficult to classify for comparison 
purposes.

•	 Financial statement analysis does not provide answers to all the 
users’ questions. In fact, it usually generates more questions!

5.0 CONCLUSION
Ratios are guides or shortcuts that are useful in evaluating the finan-
cial position of a company and the operations of a company from 
scientific facts. It helps in comparison of changes in static data from 
previous years to current year and with the comparison of other com-
panies as well. In accounting and financial management ratios are 
regarded as the real test of earning capacity, financial soundness and 
operating efficiency of business concern.

The following points highlight the importance of ratio 
analysis:
Simplifies Accounting Figures:  The most significant objective of 
ratio analysis is that it simplifies the accounting figures in much easier 
way by which anyone can be understood it quite easily even for those 
who do not know the language of accounting.

Measures Liquidity Position:  Liquidity position of a firm is said 
to be satisfactory if it is able to meet its current obligation as and 
when they mature. A firm is said to be capable of meeting its cur-
rent obligation only, if it has sufficient liquid funds to pay its short- 
term obligations within a period of year. Hence, the liquidity ratios 
are used for the purpose of credit analysis by banks and other short-
term lenders.

Measures Long-term Solvency: Ratio analysis is equally important 
in evaluating the long- term solvency of the firm. It is measured by 
capital structure or leverage ratios. These ratios are helpful to long-term 
creditors, security analysts and present and prospective investors, as 
they reveal the financial soundness or weakness of the firm.

Measures operational Efficiency:  Ratios are useful tools in the 
hands of management to evaluate the firm’s performance over a 
period of time by comparing the present ratios with the past ratios. 
Various activity or turnover ratios measure the operational efficiency 
of the firm. These ratios are used in general by the bankers, investors 
and other suppliers of credit.

Measures Profitability:  The management as well as owners 
of a firm is primarily concerned with the overall profitability of 
the firm. Profit and loss account reveals the profit earned or loss 
incurring during a period, but fails to convey the capacity of the 
firm to earn in terms of money of sales. Profitability ratios help to 
analysis earning capacity of the firm. Return on investment, return 
on capital employed, net profit ratios etc. are the best measures of 
profitability.

Facilities Inter-firm and Intra-firm comparisons:  Ratio analysis 
is the basic form of comparing the efficiency of various firms in the 
industry and various divisions of a firm. Absolute figures are not 
suitable for this purpose, but according ratios are the best tools for 
inter firm and inter firm comparison.

Trend Analysis:  Trend analysis of ratios reveals whether financial 
position of the firm is improving or deteriorating over years because 
it enables a firm to take the time dimension into account. With the 
help of such analysis one can ascertain whether the trend may be 
increasing.
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