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[ Financial Statement Analysis
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This chapter is 1* and Final Part of “Lesson 8: Financial Statement Analysis”
of study material issued by ICSI for New Course

| —

Question: What do you mean by Ratio Analysis and What are its uses?
Ratio analysis refers to the analysis of various pieces of financial information in the financial
statements of a business. They are mainly used by external analysts to determine various
aspects of a business, such as its profitability, liquidity, and solvency.
Analysts rely on current and past financial statements to obtain data to evaluate the
financial performance of a company. They use the data to determine if a company’ s
financial health is on an upward or downward trend and to draw comparisons to other
competing firms.

Uses of Ratio Analysis
1. Comparisons: One of the uses of ratio analysis is to compare a company’ s financial
performance to similar firms in the industry to understand the company’ s position in the
market. Obtaining financial ratios, such as Price/ Earnings, from known competitors and
comparing it to the company’ s ratios can help management identify market gaps and
examine its competitive advantages, strengths, and weaknesses. The management can then
use the information to formulate decisions that aim to improve the company’ s position in
the market.
2. Trend line: Companies can also use ratios to see if there is a trend in financial
performance. Established companies collect data from the financial statements over a large
number of reporting periods. The trend obtained can be used to predict the direction of
future financial performance, and also identify any expected financial turbulence that would
not be possible to predict using ratios for a single reporting period.
3. Operational efficiency: The management of a company can also use financial ratio
analysis to determine the degree of efficiency in the management of assets and liabilities.
Inefficient use of assets such as motor vehicles, land, and building results in unnecessary
expenses that ought to be eliminated. Financial ratios can also help to determine if the
financial resources are over- or under-utilized.

Question: What are various types of ratios?
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A ratio is an arithmetical relationship between two figures. Financial ratio analysis is a study
of ratios between various items or groups of items in financial statements. Financial ratios
have been classified in several ways.
For our purposes, we divide them into four broad categories as follows:

e Liquidity Ratios

* Leverage / Solvency Ratios

¢ Turnover Ratios

e Profitability Ratios

4. What are liquidity ratios? Discuss the importance of current and liquid ratio.
Answer: Liquidity refers to the ability of a firm to meet its obligations in the short run,
usually one year. Liquidity ratios are generally based on the relationship between current
assets (the sources for meeting short-term obligations) and current liabilities.
The important liquidity ratios are:

Current Ratio Acid-test Ratio Cash Ratio

1. Current Ratio

= Current Assets / Current liabilities
Current assets include cash, current investments, debtors, inventories (stocks), loans and
advances, and prepaid expenses.
Current liabilities represent liabilities that are expected to mature in the next twelve
months.
These comprise (i) loans, secured or unsecured, that are due in the next twelve months and
(ii) current liabilities and provisions.
Normally, a high current ratio is considered to be a sign of financial strength. Bankers in
India have used a norm of 1.33. Internationally, the norm is 2.0.

2. Acid-test Ratio / Quick / Liquid Ratio:

= (Current Assets - Inventories) / Current liabilities
Quick assets are defined as current assets excluding inventories and other current assets
such as prepaid expenses, advance tax, etc. This is a fairly stringent measure of liquidity as
it excludes inventories, perhaps the least liquid of current assets, from the numerator.

3. Cash Ratio
= (Cash and bank balances + Current investments) / Current liabilities
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This is a very stringent measure of liquidity. Indeed, lack of immediate cash may not matter
if the firm can stretch its payments or borrow money at short notice.

Question: How would you study the Solvency position of the firm?

Answer: Financial leverage refers to the use of debt finance. While debt capital is a cheaper
source of finance, it is also a riskier source of finance. Leverage ratios help in assessing the
risk arising from the use of debt capital.

Two types of ratios are commonly used to analyse financial leverage: structural ratios and
coverage ratios.

Structural ratios are based on the proportions of debt and equity in the financial structure
of the firm. The important structural ratios are: debt-equity ratio and debt-assets ratio.
Coverage ratios show the relationship between debt servicing commitments and the sources
for meeting these burdens. The important coverage ratios are: interest coverage ratio,
fixed charges coverage ratio, and debt service coverage ratio.

1. Debt-equity Ratio

Debt-Equity Ratio = Long Term Debts / Shareholders’ Funds
where:
Shareholders’ Funds (Equity) = Share capital + Reserves and Surplus + Money received
against share warrants + Share application money pending allotment
Share Capital = Equity share capital + Preference share capital

or

Shareholders’ Funds (Equity) = Non-current Assets + *Working capital - Non-current
liabilities
*Working Capital = Current Assets - Current Liabilities
Normally, it is considered to be safe if debt equity ratio is 2 : 1. However, it may vary from
industry to industry.
Significance: This ratio measures the degree of indebtedness of an enterprise and gives an
idea to the long-term lender regarding extent of security of the debt. As indicated earlier,
a low debt equity ratio reflects more security. A high ratio, on the other hand, is
considered risky as it may put the firm into difficulty in meeting its obligations to outsiders.
However, from the perspective of the owners, greater use of debt (trading on equity) may
help in ensuring higher returns for them if the rate of earnings on capital employed is higher
than the rate of interest payable.
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2. Debt to Capital Employed Ratio: The Debt to capital employed ratio refers to the ratio
of long-term debt to the total of external and internal funds (capital employed or net

assets). It is computed as follows:
Debt to Capital Employed Ratio = Long-term Debt/Capital Employed (or Net Assets)

Capital employed = the long-term debt + shareholders” funds.

Alternatively, it may be taken as net assets = total assets - current liabilities
Significance: Like debt-equity ratio, it shows proportion of long-term debts in capital
employed. Low ratio provides security to lenders and high ratio helps management in

trading on equity.
It may be noted that Debt to Capital Employed Ratio can also be computed in relation to

total assets.
Debt to Capital Employed Ratio = Total Debts / Total Assets

3. Interest Coverage Ratio Also called the times interest earned, the interest coverage ratio
is defined as:

= Profit before interest and taxes / Interest on Long term debts
A high interest coverage ratio means that the firm can easily meet its interest burden
even if earnings before interest and taxes suffer a considerable decline.
A low interest coverage ratio may result in financial embarrassment when earnings before
interest and taxes decline. This ratio is widely used by lenders to assess a firm” s debt
capacity. Further, it is a major determinant of bond rating.
Significance: It reveals the number of times interest on long-term debts is covered by the
profits available for interest. A higher ratio ensures safety of interest on debts. Though
widely used, this ratio is not a very appropriate measure of interest coverage because the
source of interest payment is cash flow before interest and taxes, not earnings before
interest and taxes. In view of this, we may use a modified interest coverage ratio:

(Profit before interest and taxes + Depreciation) / Debt interest

4. Fixed Charges Coverage Ratio: This ratio shows how many times the cash flow before

interest and taxes covers all fixed financing charges. It is defined as:

(Profit before interest and taxes + Depreciation) / Repayment of loan Interest (1 - Tax rate)
This ratio measures debt servicing ability comprehensively because it considers both the
interest and the principal repayment obligations. The ratio may be amplified to include

other fixed charges like lease payment and preference dividends.
fixed charge coverage ratio of less 1 need not be viewed with much concern.

Unique Academy For Commerce MO. 8007916622 800791 6633



Financial Statement Analysis Class Notes | 18.5

5. Debt Service Coverage Ratio Used by financial institutions in India, the debt service
coverage ratio is defined as:

= (Profit after tax +Depreciation +Other non-cash charges Interest on term loan +

Lease rentals) / (Interest on term loan + Lease rentals + Repayment of term loan)
Significance: Financial institutions calculate the average debt service coverage ratio for the
period during which the term loan for the project is repayable. Normally, financial
institutions regard a debt service coverage ratio of 1.5 to 2.0 as satisfactory. The Debt
Service Coverage Ratio can be a very helpful metric for assessing a company’ s overall
financial health, and specifically how capable it is of servicing its current debt.

6. What are various Turnover ratios? How are these worked out?
Answer: Turnover ratios, also referred to as activity ratios or asset management ratios,
measure how efficiently the assets are employed by a firm. These ratios are based on the
relationship between the level of activity, represented by sales or cost of goods sold, levels
of various assets. The important turnover ratios are:

1. Inventory Turnover

2. Receivables Turnover

3. Average Collection Period

4, Fixed Assets Turnover

5. Total Assets turnover.

1. Inventory Turnover: The inventory turnover, or stock turnover, measures how fast the
inventory is moving through the firm and generating sales. It is defined as:

= Cost of goods sold/ Average inventory
Significance: The inventory turnover reflects the efficiency of inventory management. The
higher the ratio, the more efficient the management of inventories and vice versa.
However, this may not always be true. A high inventory turnover may be caused by a low
level of inventory which may result in frequent stock outs and loss of sales and customer

goodwill.

2. Debtors’ Turnover This ratio shows how many times sundry debtors (accounts receivable)
turn over during the year. It is defined as:

= Net credit sales/ Average sundry debtors
If the figure for net credit sales is not available, one may have to make do with the net sales

figure.
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Obviously, the higher the debtors’ turnover the greater the efficiency of credit
management.
Average Collection Period
The average collection period represents the number of days’ worth of credit sales that is
locked in sundry debtors. It is defined as:

= Average sundry debtors / Average daily credit sales

Note that the average collection period and the debtors’ turnover are related as follows:
Average collection period = 365 / Debtors’ turnover
The average collection period may be compared with the firm’ s credit terms to judge the

efficiency of credit management.

An average collection period which is shorter than the credit period allowed by the firm
needs to be interpreted carefully. It may mean efficiency of credit management or excessive
conservatism in credit granting that may result in the loss of some desirable sales.

3. Fixed Assets Turnover: This ratio measures sales per rupee of investment in fixed assets.

It is defined as:
= Net sales / Average net fixed assets

This ratio is supposed to measure the efficiency with which fixed assets are employed - a
high ratio indicates a high degree of efficiency in asset utilisation and a low ratio reflects

inefficient use of assets.
However, in interpreting this ratio, one caution should be borne in mind. When the fixed

assets of the firm are old and substantially depreciated, the fixed assets turnover ratio tends

to be high because the denominator of the ratio is very low.

4. Total Assets Turnover: Akin to the output-capital ratio in economic analysis, the total

assets turnover is defined as:
= Net sales / Average total assets

This ratio measures how efficiently assets are employed, overall.

6. What are various profitability ratios? How are these worked out?
Answer: Profitability reflects the final result of business operations. There are two types of

profit ability ratios:
Profit Margin Ratios Rate of Return Ratios.
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Profit margin ratios show the relationship between profit and sales. Since profit can be
measured at different stages, there are several measures of profit margin. The most popular
profit margin ratios are:

1. Gross Profit Margin

2. Operating Profit Margin

3. Net Profit Margin.

Rate of return ratios reflect the relationship between profit and investment. The important
rate of return measures are:

Return on Assets

Earning Power

Return on Capital Employed

Awp oo

Return on Equity.

1. Gross Profit Margin

= Gross profit / Net sales or Revenue
Gross profit = Net sales (-) Cost of Goods Sold.
This ratio shows the margin left after meeting manufacturing costs. It measures the
efficiency of production as well as pricing.
Significance: It indicates gross margin on products sold. It also indicates the margin
available to cover operating expenses, non-operating expenses, etc.
Change in gross profit ratio may be due to change in selling price or cost of revenue from
operations or a combination of both. A low ratio may indicate unfavourable purchase and
sales policy. Higher gross profit ratio is always a good sign.

2. EBITDA Margin:

(Earnings before interest, taxes, depreciation, and amortization) / Net sales
This ratio shows the margin left after meeting manufacturing expenses, selling, general, and
administration expenses (SG&A). It reflects the operating efficiency of the firm.

3. Net Profit Margin

= (Net profit / Net sales) x 100
This ratio shows the earnings left for shareholders (both equity and preference) as a
percentage of net sales. It measures the overall efficiency of production, administration,
selling, financing, pricing, and tax management.

Unique Academy For Commerce MO. 8007916622 8007916633



Financial Statement Analysis Class Notes | 18,8

4, Return on Assets

ROA = Profit after tax / Average total assets
Though widely used, ROA is an odd measure because its numerator measures the return to
shareholders (equity and preference) whereas its denominator represents the contribution
of all investors (shareholders as well as lenders).

5. Earning Power

Earning power = Profit before interest and tax/ Average total assets
Earning power is a measure of business performance which is not affected by interest
charges and tax burden.
It abstracts away the effect of capital structure and tax factor and focuses on operating
performance. Hence it is eminently suited for inter-firm comparison. Further, it is internally
consistent. The numerator represents a measure of pre-tax earnings belonging to all sources
of finance and the denominator represents total financing.

6. Return on Capital Employed

ROCE = Profit before interest and tax (1 - Tax rate) / Average total assets
The numerator of this ratio viz., profit before interest and tax (1 - Tax rate) is also called
net operating profit after tax (NOPAT).
It is internally consistent. Its merit is that it is defined in such a way that it can be compared
directly with the post-tax weighted average cost of capital of the firm.

7. Return on Equity or return on net worth.

= Equity earnings / Average equity
Equity earnings = Profit After Tax (-) Preference Dividends.
Average equity = Paid-Up Capital + Reserves & Surplus
Because maximizing shareholder wealth is the dominant financial objective, ROE is the most
important measure of performance in an accounting sense. It is influenced by several
factors: earning power, debt-equity ratio, average cost of debt funds, and tax rate. Because
ROA and ROE are commonly used measure, you must remember that they are accounting
rates of return. Hence these measures may be properly referred to as return on book assets
and return on book equity.

Question: How to read and analysize the Financial Statement?

Answer: The following point to be taken into consideration while analyse financial
statements.
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1. Use ratios to get clues to ask the right questions: By themselves ratios rarely provide
answers, but they definitely help to raise the right questions.

2. Be selective in the choice of ratios: Compute scores of different ratios and easily drown
into confusion. For most purposes a small set of ratios-three to seven-would suffice. Few
ratios, aptly chosen, would capture most of the information that can derive from financial
statements.

3. Employ proper benchmarks: It is a common practice to compare the ratios (calculated
from a set of financial statements) against some benchmarks. These bench marks may be
the average ratios of the industry or the ratios of the industry leaders or the historic ratios
of the firm itself.

4. Know the tricks used by accountants: Since firms tend to manipulate the reported
income, should learn about the devices employed by them.

5. Read the footnotes: Footnotes sometimes contain valuable information. They may reveal
things that management may try to hide. The more difficult it is to read a footnote, the
more information-laden it may be.

6. Remember that financial statement analysis is an odd mixture of art and science:
Financial statement analysis cannot be regarded as a simple, structured exercise. It is a
process requiring care, thought, common sense, and business judgment-a process for which
there are no mechanical substitutes.
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[ This chapter is 1* and Final Part of “Lesson 10: Forecasting Financial

Question: What is Financial Forecasting? Explain its Importance.

Answer: Financial Forecasting is a process of estimating or predicting a company’s financial

future by examining historical performance of data like revenue, cash flow, expenses, or

sales.

It basically includes the analysis of past business performance, current business trends, and

other relevant factors. Moreover, a financial plan that estimates the projected income and

projected expenses of a business, and a solid financial forecast contains both

macroeconomic factors and conditions that are specific to the organization.

Importance of Financial Forecasting: Few important points have been pointed:

It serves as the basis for budgeting decisions.

It gives businesses access to cohesive reports, allowing finance departments to
establish business goals that are both realistic and feasible.

It provides management valuable insights into the way the business performed in the
past and the way it will compare in the future,

It provides a barometer for those making material financial decisions.

It facilities to build investor relations by preparing well and structured plan and which
is prepared for any unforeseen events impacting revenues and budgets.

It provides customizable approach based on the core set of foundational components.
To make accurate budget and facilitates to establish realistic business goals.

With the help of accurate financial forecasting, problem areas can easily be traced
out and company with remedial action plan can reduce the financial risk.

Many times, accurate and authenticate financial forecast reflecting higher Return on
Investment and that helps to build and enhance the investor’s confidence.

Question: Difference between Financial Forecasting vs budgeting.

Answer: Financial forecasting should always precede the budgeting process to ensure

spending is in line with factors that can impact overall financial performance. Those who
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create budgets without financial forecasts are at risk of overspending and not having enough
available cash for unexpected costs or shortfalls in revenue.

Lacking a forecast may also keep the business from greenlighting a new capital investment
or launching a product that may have ended up being a growth driver.

Basis Forecast Budget

. o Shows that policy and program to
Mere estimate of what is likely to

Meaning be followed in future period
happen. .
under planned conditions
Nature of Event | Probable Proposed
Tool of control | No Yes

B It’s a preliminary step or base for | Forecasts are converted into
ase

budgeting budget
It ends with forecast of likely
Hierarchy It begins when forecasting ends.
events
Scope Wider Limited

Question: Methods of Financial Forecasting? Explain with example.

Answer: Basically, there are two methods namely Quantitative methods and Qualitative
methods.

Quantitative forecasting methods are used to make assumptions about the future based on
historical data.

Qualitative forecasting relies on expert’s knowledge and experience to predict performance
rather than historical numerical data.

These forecasting methods are often called into question, as they are more subjective than
quantitative methods and they can provide valuable insight into forecasts and account for
factors that can't be predicted using historical data.

(1) Based on Revenue (% of Turnover)
As per this method, items like costs of goods sold (COGS), Stock and cash are calculated as
a percentage of sales. Those percentages are then applied to future sales estimates to

project each line item’s future value.

(2) Moving Average Method

It is categorized into two parts namely, The average or Weighted average of previous periods
to forecast the future. It is closely scrutinizing a business’s high or low demands. Hence, it
is more suitable for short term forecasting. For example, you can use it to forecast next
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month’s sales by averaging the previous quarter. Using weighted averages to incorporate

current periods can increase the accuracy of moving average forecasts.

(3) Constant Growth Rate

It assumes a company’s historical growth rate will remain constant. Forecasting future
revenue involves multiplying a company’s previous year's revenue by its growth rate.

it excludes market fluctuations or supply chain issues.

(4) Regression Method
This method is based on a relationship between two variables: dependent and independent,
The dependent variable represents the forecasted amount, while the independent variable
is the factor that influences the dependent variable. E.g. Advertisement expense
(Independent Variable) and Sales (Dependent). It means change in advertisement expense
would lead to change in sales. It is based on equation:

Y=BX+A
Y= Dependent variable {Forecasted number)
B = Slope line
X = Independent variable
A = Y-intercept

(5) Delphi Method

The Delphi method i.e. Estimate-Talk-Estimate Technique (ETE) is a systematic and
qualitative method of forecasting by collecting opinions from a group of financial experts
through several rounds of questions.

The Delphi method relies on experts who are knowledgeable about a specific area so they
can forecast the outcome of future scenarios, predict the likelihood of an event, or reach
consensus about a particular topic. The financial experts then fill out another questionnaire
that gives them the opportunity to provide updated opinions based on what they understand
from the summary report. It is one of most important qualitative method.
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