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DEFINE FINANCIAL RATIOS

Financial ratios are certain financial
numerical values related to an organization
such as sales, profit, assets etc. These
financial values are present in t
accounting statement of an organjzation
balance sheet, income state

flow statement. Financi

calculate various ratios using th
financial data fr

analyze the busine

and also compare wit her competitors or

In mathematics ratio is defined as a medium D
explaining the interrelation between two
numerals. Ratio is computed by dividing one
numeral by the other. By means of ratio
generally the times by which one numeral is
greater than the other or the proportion of one

in relation to the other is expressed.

Source: ICWAI Financial Accounting -study material
compendium

4

Clrn-shr.com




In a nut shell, by calculating ratios,

businesses can compare prior periods and

identify the trend whether it is consistent
in one direction or has changed.

Therefore, ratio analysis of any busine
will help to take corrective measures

is planning, forecasting a

Financial
Ratios
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CLASSIFICATION OF FINANCIAL RATIOS

As stated above, ratios are important for
both, internal and external stakeholders. For
instance, as an investor, you would like to
get information about the liquidit
profitability, solvency of the busines
organization.

Financial ratios can be classifie

categories based on their importance:

Liquidity
Ratio

Cc;ntrol Turnover
atiy Ratio

Coverage Operating

Financial Profitability
Ratio Ratio

Financial Business

Stability
Ratio
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LIQUIDITY RATIO :

This ratio is used to analyze the business
house’s ability to pay off the current or
short-term  obligations without raising

external capital. The four common liquidi

AN

[ Current Ratio ]

ratios are shown below:
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Absolute
Liquidity Ratio
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CURRENT RATIO:

This ratio represents the relationship between
current assets and current liabilities. By
calculating current ratio, businesses
identify whether its current assets

adequate to meet its current liabjlities.

can calculate current ratio
formula-

Current Assets

Current Ratio = Current Liability

\J

Ratio

A comparison of amounts that can be
expressed ways.

: 2: 2 to =

Equivalent ratios

Ratios that have the value.

—»
2 to
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Let’s see the components of current liabilities

and current assets in a balance sheet:

Current Liabilities Current Assets

Creditors + Bills Payable | Closing stock + Debto
+ Outstanding Expenses + | + Bills
Tax Liability + Bank | +Prepaid
Overdraft  (short-term)

Proposed Dividend +

Wages

Current ratio is also kn
ratio. The result of current ratio is

expressed i

s INR 5cr in current assets and
2cr i ent liabilities. Calculate current

ratio.

Current Ratio = ; =25
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The result concludes that the number of times
a business can pay its current obligations with
its current assets.

Since current ratio is higher than one in the

above example, means store has sufficie

money to manage their obligations.

Essentially, 2:1 current ratio is
ideal benchmark; meaning
current liabilities, current asset of Jupees
two, (Source -ICAI ephediate Financial-
Accounting) indicat usiness can
manage its liquidity.
er current ratio indicates
enough capacity to pay
. If it is lower than 1 it

negative performance of
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QUICK RATIOS :

This ratio is used to identify the liquidity of
a business in a short term. Quick ratio
includes assets that can be converted to
cash in a short period of time to me
current liabilities. It is also known as a
test ratio because one can e

updates about the present fifanci

a business.

Primarily, it inc cash, rketable
securities and so receivables.

Inventory and prep penses are not

ts as shown in the formula

Quick Ratio =

(Total Current Assets —
Inventory — Prepaid expenses )

Current Liability
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or

(Current Assets—Inventory)

Quick Ratio =

Current Liability

. A

Quick assets

uick Ratio =
Q Current Liability

Example - ¢

A big retail shop has ipjcurrent assets

and 2cr in invento d 4cr current

liabilities. Wick ratio.
« Quick Ratio = (19-2) — 5 times

It indicatés that retail shop can easily pay its
liabilities in present scenario. It is always
used along with current ratio meaning current
ratio output is verified or supported by quick

ratio.
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CASH RATIO:

It is a ratio that measures the liquidity of any
business. Essentially, cash ratio is used to
compare the cash and cash equivalents with
its current liabilities. It is also known as ca
coverage ratio.

As per Investopedia- The cas

indicator of a firm’s value under

case scenario. It provides informa
creditors and anal out the “value of
current assets that kly turn into

cash to pay off the im e liabilities.

You can cal cash ratio by using the

given for

»

(Cash & Cash Equivalents)
Current Liability

Cash Ratio =

Example -
A restaurant owner wants to renovate the
restaurant. He has INR 300000 in cash and INR
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400000 in cash equivalent. Current liabilities
as per the books are INR 800000. Calculate

cash ratio.

(300000+400000) _

Cash Ratio = 500000 =0.87

It turns out that because the rati V

than 1, the owner will not be able to repay his

current liabilities.

If we modify the ivalent as INR

600000 (300000+6000 hen total cash
would be 90 900000/800000) therefore
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ABSOLUTE LIQUIDITY RATIO:

It is a ratio that measures actual liquidity of a
business. Basically, it is one of the indicators
that informs about the financial position of a

business.

Absolute liquidity ratio is measured by u
the given formula - ,M

(Absolute liquid assets)

Absolute liquidity ratio =

Current Liability

Absolute liquid assets e cash in hand,
cash at bank rket securities.
include short term

short term

Example -
A restaurant provided the following financial
figures (in §) to calculate the Absolute Liquid

Ratio:
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Absolute Liquid Assets are -
Cash - 5000, Bank - 7000, Marketable
securities - 8000, Inventories - 12000, Prepaid
expenses - 2000
Current Liabilities are -
Bills payable - 5500, Outstanding expens
10000, bank overdraft - 20000
Calculate absolute liquidity ratio.
Absolute liquid assets =

5000+7000+80 00+2000 =* 34000
Current Liability =

5500+10000+20

34000

=3s500 09

Absolute liquidity ratio

The rati®9”shows that the status quo of the
restaurant is quite satisfactory, as we get

absolute ratio 0.95.
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CONCLUSION

In short, Liquidity ratio is important to

understand the ability of the business to pay

its liabilities. Further, the study of these
ratios will help to view the obligations a
current resources of the business i

term. If it is negative, busin

Clrn-shr.com




EVALUATE YOUR LEARNING

1. Download the balance sheet of a
company from www.moneycontrol.com
and calculate the ratios discussed
above.

Q4.

Finance for Non-finance Managers- by Johan Marx-

Sources referred:

Sage Pastel Accounting. Fundamentals of Financial
Accounting by Patricia Libby, Fred Phillips, Robert
Libby. Financial Engineering by John F Marshall and

Vipul K Bansal. investopedia.com,

balancesheetexample.com

businessaccountingbasics.com
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