Ratio Analysis
Introduction
The ratio analysis is one of the important tools of financial statement analysis for studying the financial stature of the business fleeces, corporate houses and so on and the ratio illustrates the relationship between the two related variables.
What Does Ratio Analysis Mean?
A tool used by individuals to conduct a quantitative analysis of information in a company's financial statements. Ratios are calculated from current year numbers and are then compared to previous years, other companies, the industry, or even the economy to judge the performance of the company. Ratio analysis is predominately used by proponents of fundamental analysis (http://www.investopedia.com/terms/r/ratioanalysis.asp).

The Balance Sheet and the Statement of Income are essential, but they are only the starting point for successful financial management. Apply Ratio Analysis to Financial Statements to analyze the success, failure, and progress of your business.

Ratio Analysis enables the business owner/manager to spot trends in a business and to compare its performance and condition with the average performance of similar businesses in the same industry. To do this, we compare ratios with the average of businesses similar to ours and compare our own ratios for several successive years, watching especially for any unfavourable trends that may be starting. Ratio analysis may provide the all-important early warning indications that allow us to solve our business problems before our business is destroyed by them (http://www.bizmove.com/finance/m3b3.htm).

The importance of ratio analysis is extremely significant for the survival of a firm. It helps a firm in numerous ways.
 To study the short term solvency of the firm – liquidity of the firm.
 To study the long term solvency of the firm – leverage position of the firm.
 To interpret the profitability of the firm – profit earning capacity of the firm.
 To identify the operating efficiency of the firm – turnover of the ratios.

Ratios may be classified into following three groups and each group has sub-groups:-
(a). Financial Ratios

1) Current Ratio:
It is the imp. Accounting ratio for finding out the ability of the business fleeces to meet the short term financial commitments. This ratio establishes the relationship between the current assets and current liabilities.

Formula: - Current Ratio =

Standard Norm – The ideal norm is 2:1; which means that every one rupee of current liability is appropriately covered by two rupee of current assets.
2) Liquid / Quick / Acid Test Ratio:
It is ratio that expresses the relationship between the quick assets and current liabilities. This ratio is to replace the bottleneck associated with the current ratio. It considers only the liquid assets which can be easily translated into cash to meet the financial commitments.

Formula:- Acid Test Ratio (Quick Assets Ratio) =

Note- Liquid Assets = Currents Assets – (Closing Stock + Prepaid expenses)

Standard Norm – The ideal norm is 1:1; which means that one rupee of current liabilities is matched with one rupee of quick assets.
3) Debt Equity Ratio:
it is the ratio that expresses the relationship between the ownership funds and the outsiders' funds. It is more specifically highlighted as an expression of relationship between the debt and shareholders' funds. The debt equity ratio can be obliviously understood in to two different forms.
• Long term debt equity ratio
• Total debt equity ratio

Formulas:-

Debt equity ratio =

Total debt equity ratio =

Standard Norm – The ideal norm is 1:2; which means that every one rupee of debt finance covered by two rupees of shareholders' fund.
4) Cash Ratio:
Formula: - Cash Ratio =
5) Absolute Liquidity Ratio:
Used for evaluating liquidity minutely absolute liquidity ratio is ascertained.

Formula: - Absolute Liquidity Ratio =
6) Proprietary Ratio :
This ratio illustrates the relationship between the owners contribution and the total volume of assets. In simple words, how much funds are contributed by the owners in financing the assets of the firm. Greater the ratio means that greater is the contribution made by the owners in financing the assets.

Formula: - Proprietary Ratio =

Standard Norm – Higher the ratio, better is the position.
7) Solvency Ratio:
This ratio indicates the relationship between the total outsider's liabilities to total assets of the firm. The ratio is a small a small variant of proprietary ratio. It is calculated as ‘100 – proprietary ratio'. Solvency ratio generally refers to the ability of the business concern to meet its short term and long term obligations.

Formula:- Solvency Ratio =
(b). Profitability Ratios

1) Net Profit Ratio:
This ratio expresses the relationship between the net profit and sales volume. It helps to portray the overall operating efficiency of the firm. The net profit ratio is an indicator of overall earning capacity of the firm in terms of return out of sales volume.

Formula:- Net Profit Ratio =

Standard Norm – Higher the ratio, the better the operating efficiency of the firm is, which means that the firm earns greater volume of both operating as well as non-operating profit out of the sales and vice-versa.
2) Gross Profit Ratio:
The ratio elucidates the relationship between the gross profit and sales volume. It facilitates to study the profit earning capacity of the firm out of the manufacturing or trading operations.

Formula:- Gross Profit Ratio =

Standard Norm – Higher the ratio, the better the position of the firm, which means that the firm earns greater profit out of the sales and vice-versa.
3) Operating Ratio:
The operating ratio establishes the relationship between the cost of goods sold and operating expenses with the total sales volume.
Formula:- Operating Ratio =
4) Expenses Ratio:
The ratio of particular operating expense to sales is ‘expense ratio'. The major components of operating cost are factory expenses, office and general expenses and selling expenses. Therefore, it is worthwhile to classify the cost ratio as follows -:-
• Factory Expenses 
Formula:- Factory Expenses Ratio =
• Office and General Expenses Ratio
Formula:- Office & Gen. Expenses Ratio=
• Selling Expenses Ratio
Formula:- Selling Expenses Ratio =
5) Return on Fixed Assets:
This ratio also calculated to know the profitability of the concern.
Formula:- Return on Fixed Assets =

Standard Norm – The higher ratio illustrates that the firm has greater effectiveness in the utilization of assets, means greater profits reaped by the total assets and vice-versa.
(c). Turnover Ratios

1) Stock Turnover:
The ratio expresses the speed of converting the stock into sales. In other words, how quickly the stock is being converted in to sales in a year? A greater ratio of conversion leads to lesser the number of days/weeks/months required to convert the stock into sales.

Formula:- Stock Turnover Ratio = 
Standard Norm – Higher the ratio better the firm is in converting the stock into sales and vice-versa.
2) Debtor Turnover:
The ratio exhibits the speed of the collection process of the firm in collecting the overdue amount from the debtor and against bills receivables. The speediness is being computed through debtor velocity from the ratio of debtor turnover ratio.

Formula:- Debtor Turnover Ratio =

Standard Norm – Higher the ratio better the position of the firm is in collecting the overdue means the effectiveness of the collection department and vice-versa.
3) Creditor Turnover:
It shows effectiveness of the firm in making use of credit period allowed by the creditors during the moment of credit purchase.

Formula:- Creditor Turnover Ratio =

Standard Norm – Lesser the ratio is better the position of the firm in liquidity management which means enjoying more credit period from the creditors and vice-versa
4) Total Assets Turnover:
This ratio shows the relationship between total assets of the business concern and sales (or cost of sales). This ratio indicates the utilization of total assets in the working if the concern.

Formula:- Total Assets Turnover =
