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Using Accounting Ratios to Find Better 
Investments

With more than 3,500 listed companies, it is like searching for a needle in a haystack. Accounting Ratios can be very 
useful in finding the good healthy companies and in avoiding financial pitfalls. Using few rules of thumb, the accounting 
ratios can be quickly calculated at a glance. Setting their benchmark to compare and read financial results can provide 
spectacular returns in the financial markets. Chartered Accountants are highly capable to read and understand a 
company's balance sheets and financial results. Read on to know more...

With more than 3,500 listed and traded companies, 
finding the right company to invest in can be a little 
tough. To cut down the screening process and to find 
the better choices from too many available options, 
using accounting ratios can be very helpful.

All the listed companies are required to file and 
publish their quarterly results. These results are 
published in financial newspapers and can also be 
accessed from websites of stock exchanges. To 
analyse and evaluate these results, we can use certain 
benchmarks to find better investments. 
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1. Setting out Benchmarks: 
"Most individuals know price of everything, but value of 
nothing." -Philip Fisher 

To begin the stock picking process and to find 
their intrinsic value (which might be different for each 
individual), we need to set certain benchmarks. The 
three most important ratios are: 
1. Price to Book Value 
2. Price to Earning 
3. Growth Rate 

The average price to book-value of markets is  
2.3 times. This means, that on an average, investors 
pay a premium of 1.3 times their book value. Lesser 
this ratio, lesser the premium investors pay. The  
stock gurus including Benjamin Graham and Charlie 
Munger suggest looking for stocks which trade at 
around their book value. 

Price to earnings (P/E) is the number of times the 
annual earnings per share we are paying as price. 
Average price to earnings in market is of 15.3 times, i.e. 
if a company earned R12 per share in last 12 months, 
then market might price it around R180. 

However, the above price to earnings ratio is  
closely linked to growth rate. An investor might 
value a stock higher and give higher P/E if expected 
growth rate is higher. To reflect the average growth 
of markets, we can take growth rate of Indian 
economy as an indicator which stands at around  
8%. 

Thus the three benchmarks could be: 
Book Value => 2.3 times (lower the cheaper) 
P/E => 15.3 times (lower the cheaper) 
Growth Rate => 8% (higher the better) 

Margin of Safety: 
[The scientist who developed the Saturn 5 rocket that 
launched the first Apollo mission to the moon put it this 
way: "You want a valve that doesn't leak and you try 
everything possible to develop one. But the real world 
provides you with a leaky valve. You have to tolerate 
how much leaking you can tolerate."] -from Against the 
Gods 

Since we do not know much about the future, 
we need to get maximum details we can to get our 
facts. Most of the details can be obtained from the 
annual reports of the companies. The Chairman's 
letter provides strong indicators about what the  
management is expecting, if they are positive or if they 
have that zeal. It is a must to go through the auditor's 
report and look out for qualifications, if any. 

"If you get interested in a company and you read  
the annual report, you will have done more than 98%  
of the people on Wall Street." -Warren Buffett 

arkets usually over-react to both, 
the good news as well as bad 
news. There can be times when 
you buy a stock after all the 
analysis, yet it continues to roll-

down. If the fundamentals or the reasons for 
which the stock was bought originally are still 
intact, then one should keep the pulse and not 
be frightened out by such fall. These financial 
ratios are of high impact and by studying them 
one can get very good returns over a long 
run. As a Chartered Accountant, we are highly 
capable to read and understand a company's 
balance sheets and financial results.

M

Knowing about future plans of the company, we 
can adjust the above three benchmarks to arrive at 
an intrinsic value. Seth Klarman recommends looking 
for stocks with three times margin of safety in them. 
Thus we can get more margin of safety if we look for 
stocks which trade at around their book value, have a 
P/E of around five to six times and provide a growth 
of more than 20%. During the times of distress (such 
as now), we can find many good stocks falling in the 
above criteria. 

2. Quick calculation of Ratios (rules of thumb): 
Compounded Growth Rate: Five years compounded 
growth rate is a good indicator of company’s growth. 
As a thumb rule, if we divide 72 by interest rate, we get 
number of years in which the sum would double. 

Eg: at 8% compound interest, it would take about 
nine years for the principal to double; at 15% return, 
the number should double in five years. 

Thus at a quick look at five year comparative figures 
of profit or sales of a company, if the same is doubling 
over five years, the growth rate is 15%; if it becomes 
2.5 times over five years, the growth rate is 20%; if it 
becomes three times over five years, the growth rate 
is 25%.

Profit or Sales
Year 1 Year 5 Multiple Rate

100 200 2 15%
100 250 2.5 20%
100 300 3 25%
100 375 3.75 30%

Another quick way to arrive at an estimate of growth 
rate of a company is to look at "Quarter on Quarter" 
numbers, i.e. comparing current quarter numbers (of 
sales or profits) with those of the same quarter of the 
previous year. 
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Book Value: Dividing "reserves & surplus" by "equity 
share capital" we can get number of times the book 
value will be over its face value. E.g. If a company has 
a Reserves of R52 Crore and Equity Share Capital of  
R4 crore; we know that book value will be 13 times over 
its face value. Thus if the face value of share is R10, 
then book value will be 13X10 + 10 = 140. If face value 
is of R2, the book value will be 13X2 + 2 = 28. 

3. Looking Out for Financial Pitfalls
While going through financials of a company, there 
are a few financial ratios which can help in avoiding 
pitfalls. 

Debt Ratios: 
"A Banker lends you his umbrella when it’s sunny and 
wants it back when it rains" -Mark Twain 

While Mark Twain was as usual humorous in saying 
that, he did caution us to avoid excessive borrowings. 
Interest Coverage Ratio, i.e. company's earnings before 
interest (EBITA) upon interest expense, is a good 
indicator of company's financial strength. Following 
principle of margin of safety, the earnings should be at 
least 2.5 times its interest expenses. 

Debt to Equity should also be looked at (avoiding 
companies with debt to equity of more than 2), since in 
times of distress this can lead to a black hole. 

Tax Payout: Often there are companies which show 
wonderful results but do not pay much tax. Chances 
are that the reported profits might not be very genuine. 
Such companies usually do not reward the investors in 
the long run. It is better to look for healthy companies 
with strong cash-flows and the ones paying out around 
30% of their earnings as tax. 

Dividend Payout: Again, there are several companies 
which show repeated profits, but never reward their 
investors. A good management is enthusiastic about 

expansion, but at the same time it also rewards its 
investors with regular dividends (paying out at least 
20% of the profits as dividend). At current prices, there 
are many good companies with decent valuations and 
providing a dividend yield of over 3%. 

Return on Capital Employed: How a company applies 
its funds reflects the efficiency and competence of its 
management. Maintaining high inventory turnover 
ratio, keeping the debtors to minimum, investing funds 
in good securities and paying out excess in dividends; 
all these improve the return on capital employed. Value 
investors usually seek return on capital employed of 
over 20%. Capital employed includes long-term debt 
and thus for calculating return on capital employed, 
EBITA is considered. 

Keeping the Pulse 
"In stocks as in romance, ease of divorce is not a sound 
basis for commitment. The key to making money in 
stocks is not to get scared out of them." -Peter Lynch

Markets usually over-react to both, the good news 
as well as bad news. There can be times when you 
buy a stock after all the analysis, yet it continues to 
roll-down. If the fundamentals or the reasons for which 
the stock was bought originally are still intact, then one 
should keep the pulse and not be frightened out by 
such fall. These financial ratios are of high impact and 
by studying them one can get very good returns over 
a long run. 

As a Chartered Accountant, we are highly capable to 
read and understand a company's balance sheets and 
financial results. The best of the investors in markets 
are also the members of the Institute. 

Important Sources
While reading results published in financial 
newspapers is an easy way to keep a track of latest 
results of companies, there are a few sites which 
can make the whole approach even more simple.  
http://economictimes.com is a good basic website 
to read latest financials of a company. For a more 
mathematical stock screening approach, one can try 
http://screener.in. If one prefers the old pen-paper 
approach, then Capital Market magazine is also a good 
source which compiles results of over 1800 companies 
in a simple table.

Happy Investing!!!
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