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Analytical Procedures



The need for analytical studies and review procedures arises from the need to understand the business of the entity being audited. The usual audit procedures give the auditor an understanding of the entity at a microlevel. When it comes to true and fairness of the financial statements, which is the auditor’s primary concern, too many questions are unanswered because of a lack of perspective at macrolevel. A study of analytical studies and review procedures tries to fill the gap. Also, when one completes  the procedure along with the International Standard on Auditing ‘Knowledge of the Business’, it completes the auditing procedure giving the auditor an insight into the business of the entity being audited which is so essential for expressing an opinion of true and fairness of the financial statements and the value of the business to the shareholders.

The study of ratios will depend on the complexities of the business of the client. For example, a simple comparison of sales of the current year with that of the preceding year may not be adequate. A further break-up of sales will be necessary in terms of sales product-wise, segment-wise such as sales to OEM (Original Equipment Manufacturers), sales to replacement or retail markets, export sales, sales broken down into geographical areas.  A sample of ratios is given in the following pages, which may be refined, as we go along to suit the individual requirements of each client. In every company of a reasonable size, all the information will be readily available in the form of MIS which may be utilised. 

The ratios may be broadly classified into two different kinds. The first set are the ratios that will give the business trends and the other is performance oriented ie. financials of the company that will give  indications of growth, strengths and weaknesses of the company. In the second case where we have to report to the holding company’s auditors, a summary of  financial evaluation of the company will be required as a part of the audit package the parent company’s auditors may require us to prepare.

Some of the ratios are to be computed on a year to year basis while some others should be carried in our files at least for 5 years (we may start with 1997 to 1998 initially). An example of the former is sales analysis while in the later case, the return on networth (RONW). Ultimately, rather than follow the procedure routinely, it should be ensured that there is value addition to the audit.

Ratios extracted from the ICAI Guidance Note on Audit of Inventories

	1.
	Reconciliations of quantities of 
Opening stocks
Purchases
Production 
Sales
Closing stocks
	

	
2. 
	
Comparison of 
Closing stock quantities and values   with those of 
Opening stocks quantities  and values
	

	
3.
	
Comparison of the relationship of Current year stock quantities and amounts with Current year sales and purchases, with
Corresponding figures for the previous year  
	

	
4.
	
Comparison of the composition  of the closing stock (e.g. raw material, WIP and finished goods) as a percentage of total stocks with the previous year.
	

	
5.
	
Comparison of actual stock, purchases and sales figures with the corresponding budgeted figures if available.
	

	6.
	Comparison of significant ratios relating to inventories with similar ratios for other firms in the same industry if available.
	

	
7.
	
Comparison of significant ratios relating to inventories with the industry norms, if available. It may be clarified that the foregoing is only an illustrative list of analytical review procedures which an auditor may employ in carrying out the audit of inventories. The exact nature of analytical studies and review procedures to be applied in a specify situation is a matter of professional judgement of the auditor.
	



Ratios extracted  from the ICAI Guidance Note on  Audit of  Liabilities

	1.
	Comparisons of closing balances of 
Loans and borrowings, Creditors
With the corresponding figures for the previous year 
	

	
2.
	
Comparison of the relationship between current year creditor balances and purchases with 
Creditors balances and purchases of the previous year.
	

	
3.
	
Comparison of actual closing balances of Loans and borrowings,
Creditors with the corresponding budgeted figures if available
	

	4.
	Comparison of current year’s aging schedule of creditors with the corresponding figures for the previous year.
	

	5.
	Comparison of significant ratios relating to  Loans and borrowings and 
Creditors with similar ratios for other firms in the same industry if available.
	

	
6.

	
Comparison of significant ratios relating to loans and borrowings, creditors with the industry norms if available.
	




Ratios  extracted  from the ICAI Guidance Note on  Audit of Debtors,  Loans and Advances

	1.
	Comparison of 
Closing balances of Debtors, Loans and Advances with the corresponding balances of the previous year
	

	
2.
	
Comparison of relationship between current year debtor balances and the current sales with the corresponding figures for the previous year.
	

	
3.
	
Comparison of actual closing balances of  Debtors, Loans and Advances with the corresponding budgeted figures if available.

	

	4.
	Comparison of current year’s aging schedule with the corresponding  figures for the previous year.
	

	
5
	
Comparison of significant ratios relating to Debtors, Loans and Advances with similar ratios for other firms in the same industry if available.
	



Ratios extracted from the ICAI Guidance Note Audit of Investments

	1.
	Comparison of income received to the investments held with the corresponding  figures for the previous year.
	



Ratios extracted from the ICAI Guidance Note on  Audit of Revenue

	1.
	Comparison, product-wise, location-wise revenue for the current year with the corresponding  figures for the previous year.
	

	
2.
	
Comparison of ratio of gross margin to sales for the current year with corresponding  figures for the previous year.
	

	
3.
	
Comparison of ratio of sales returns to sales for the current year with   the corresponding  figures for the previous year.
	

	
4.
	
Comparison of ratio of trade discounts to sales for the current year with the corresponding  figures for the previous year.
	

	
5.
	
Comparison of ratio of Excise Duty/ sales tax/ export incentives to sales for the current year with the corresponding figures for the previous year.
	

	
6.
	
Comparison product-wise and location-wise of quantity sold during the year with the corresponding  figures for the previous year.
	

	
7.
	
Product-wise reconciliation of quantity sold during the year with 
Opening stocks,
Purchases,
Production,
Closing stocks
	

	8.
	Comparison of  
Dividend 
Royalty
Interest 
For the current year with the corresponding  figures for the previous year.
	

	
9.
	
Comparison of ratios of income on investments to average investments for the current year (separately for each major type of investment) with the corresponding figures for the previous year.
	



Materials

	1.
	Comparison of input/output ratios with those of the corresponding  figures of the previous year.
	

	
2.
	
Comparison of output grade-wise with the corresponding  figures of the previous year.
	




Expenditure
	1.
	Ratios of  expenditure to sales of the year compared with the corresponding  figures of the previous year.
	




Other key-ratios
Financial Performance

	












	Direct material to sales



Indirect material to sales



Sales per employee
(sales net of duties)



Profitability on sales




Capital / output ratio or 
Asset turnover ratio


Current ratio




Stock turnover ratio


Other key-ratios
Financial Performance

Stock turnover days to 
Cost of sales




Capacity utilisation




Cost of capacity installed
Per unit
(especially useful for inter-firm
comparison)

Networth

Earnings per share

Cash earnings per share


Dividend per share


Networth per share

	Direct material / sales * 100



Indirect material / sales * 100



Sales / all employees including casual, temporary etc.



PBT from ordinary activities / total turnover



Sales / Gross fixed assets *100



Current assets / current liabilities including working capital loans



Sales / stock * 100 





Stock / cost of sales per day
Cost of sale  =  material cost 
Cost of sales per day = Material cost / 365


Actual production / installed capacity * 100



Gross fixed assets / installed capacity




In absolute terms from year to year

PBT / number of shares

PBT + Depreciation / number of shares


Quantum of dividend / number of shares
(i.e.dividend per share)

Networth at the end of the year /
Number of shares
(networth = share capital + reserves and Surplus)



Other key-ratios
Financial Performance

	Dividend cover 
	Earnings per share / dividend per share

	
	

	
	

	Tax ratio
	Tax / Profit before tax *100

	
	

	
	

	Return on gross capital employed
	PBT + Interest on Term loan /
Networth + Term loan * 100

	
	

	
	

	Return on networth
	PBT / Networth * 100

	
	

	
	

	
	

	Return on networth




Return on capital employed

	PBT / average networth
(average networth = 
opening networth + closing networth / 2)


PBIT / average capital employed
(interest  means interest on term loan)
Average Capital employed +
Opening balance of capital employed +
Closing balance of capital employed / 2




Other key-ratios
Financial Performance

	Debt – equity ratio
	Debt / equity * 100
Debt = long term loans
Equity = Share capital + Reserves and Surplus

	
	

	
	

	Debtors turnover ratio
	Debtors / turnover

	
	

	
	

	Book value
	In absolute terms from year to year

	
	

	Dividend payout
	As above

	
	

	
	

	PE Ratio
	Price / EPS
(Price = market quotation )


	Price / book value
	

	
	

	Capital employed 
	Share Capital     +
Reserves and Surplus       + 
Term loans
(average capital employed =
Opening capital employed +
Closing capital employed / 2)
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