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Introduction 

hen a financial statement is presented to 

a layman, i.e those that do not have a 

formal knowledge of accounting theories 

and practices, most of the look at it as a bunch of 

arithmetic jargons while some simply go straight to 

trading profit and loss account just to check on the 

amount of profit that was made for the period. Some 

that are shareholders could also go to the extent of 

knowing how much was declared as dividend. The 

profit of a firm is only but a tip of the iceberg of a 

financial statement and as a result this study will be 

looking at brief definition of accounting, the various 

types of accounting ratios that can be relevant to 

SMEs, the concept of SMEs, Nature of SMEs, Role of  
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ABSTRACT  
This study is on 

the Application 

of Accounting 

Ratio on the 

Financial 

Statement of 

Small and 

medium scale 

Enterprises 

(SMEs). SMEs 

have an 

important 

position in the 

world wide 

economy. The 

accounting 

information 

provided by 

them must have 

to play same 

role. The main 

purpose of the 

study is to bring  
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SMEs in Development of Nigeria, Performance of SMEs and Problems and 

challenges facing Small Scale Enterprises. 
 

Methodology 

This study is exploratory in nature in the sense that it explores the financial 
analytical tool met for large organization, select the most relevant tool and 
determine how best they can be used for SMEs. The research adopted a 
deductive approach by extending the principles of selected financial ratio in 
analysing the financial statement of SMEs. The research design is qualitative 
using narrative strategy for the study. 
Abstraction (documentary) method was used in extracting the secondary 

data for the study.      

The population for the study is the entire financial ratio analysis from which 
a non-probabilistic sampling method was used in purposively or 
judgmentally selecting the six (6) sample member. 
 

Profitability Ratio 

Net profit ratio 

Operating profit Ratio 

to increase the knowledge of SME owners and operator that, with good 

record keeping they can also run analysis on their business to determine 

the future prospects of their businesses. It was concluded that financial 

ratios like profitability ratio, Acid test ratio and Efficiency ratio can be 

applied to SMEs financial statements and it can go a long way in helping 

them to know how viable their businesses are, both now and in the future 

and know how to make better plan for the future. The study recommended 

that SMEs owners and operators should be trained on simple record or 

bookkeeping, they should use accounting ratios applicable to SMEs to 

enable them make informed decisions.   

 

Keyword: Accounting ratio, financial report, Profitability ratio, Acid test 

ratio, Financial Statement   
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Operating ration 

Gross profit ratio  

 

Liquidity Ratio 

Current ratio 

Acid test ratio 

 

The Concept of SMEs 

SMEDAN, (2005) defined small  and medium scale business to be small 

scale enterprises as businesses with ten to forty-nine people with an 

annual turnover of five to four-nine million Naira. Osige, (1984) see small 

and medium business enterprise as one which is owned, managed and 

controlled by one or two persons. For the purpose of a coherent national 

policy, it is necessary to establish a standard definition in order provide a 

common object on the taxonomy of Medium, Small Micro Enterprises 

using dual criteria employment and asses excluding land and building. As 

follows: 

S/No Size Category Employment Assets (₦ million) excluding 

land and building 

1. micro enterprise less than 10 less than 5 

2. small 

enterprises 

10-49 5-less than 50 

3. medium 

enterprises 

50-199 50-less than 500 

National policy micro, small and medium enterprises, (2016) 

 

Nature of SMEs 

By nature small medium scale businesses are in the forms of sole 

proprietorship and partnerships though some could be registered as limited 

liability companies. Majority of small scale medium enterprises are labour 

intensive, requiring more human per capital. According to Henry, Chinedu & 

Ukwandu (2009) small business enterprises expansion boosts employment 

more than large firm growth because small business enterprises are more 
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labour intensive. According to Wikipedia, (2019), Small businesses use 

various sources available for start-up capital: Self-financing by the owner 

through cash savings, equity loan on his or her home, and or other assets, 

loans or financial gifts from friends or relatives, grants from private 

foundations, government or other sources, private stock issue, 

forming partnerships, angel investors, loans from banks, credit unions, or 

other financial institutions. SME finance, including collateral-based lending 

and venture capital, given sufficiently sound business venture plans and 

some small businesses are further financed through credit card 

 

Role of SMEs in Development of Nigeria 

Unlike the large scale indigenization strategy practiced by Nigerians without 

any success, small scale enterprises have a lot of important contributions to 

make to the economic development of the country. Shokan, (1997) writes 

some of them as follows, Small Medium Scale Enterprises serves as 

employment generation.  They influence Social amenities such as road, 

electricity, pipe-borne water, telecommunication facilities, etc. are 

attracted to the area as a result of the presence of small scale businesses in 

the community. Take-off capital requirements are low. Small scale 

industrialization therefore widens the scope for participation in industrial 

activities by individuals with limited capital. They are effective instruments 

of mass participation in industrial development. 

 

Problems and challenges facing Small Scale Enterprises  

The economic development in developing economies as a result of the 

contribution of the small scale enterprises is not really noticeable due to the 

multifarious reasons that will be considered below: Poor financing is one of 

the biggest problem Small Scale Enterprises faces. Majority of them have 

limited access to foreign exchange as well as institutional credits. According 

to Toyin, Issa and Chima (2014) the major characteristic of small-scale 

enterprises in Nigeria is the difficulty they experience in raising adequate 

capital for their businesses. SMEs also faces challenges of good and 

adequate record keeping this has been a barrier for them to access credit 

https://en.wikipedia.org/wiki/Financial_capital
https://en.wikipedia.org/wiki/Ownership_equity
https://en.wikipedia.org/wiki/Loan
https://en.wikipedia.org/wiki/Stock
https://en.wikipedia.org/wiki/Partnerships
https://en.wikipedia.org/wiki/Angel_investor
https://en.wikipedia.org/wiki/SME_finance
https://en.wikipedia.org/wiki/Venture_capital
https://en.wikipedia.org/wiki/Credit_card
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facilities from financial institutions. Joshua (2018) explained that, the capital 

structure of SMEs has been a barrier in the sense that, for many times, 

records for the basis of the assessment by financial institutions are not kept 

by SMEs’ operators. Thus, in order to extend a credit to SMEs, commercial 

banks’ decision on lending is often based on the strength of the audited 

financial statements, long credit histories and a good record of the principal 

owner, most of which are not found in SMEs. Despite the fact that financial 

institutions have identified SMEs as fast-growing entities, there are several 

limitations representing a barrier to SMEs in their accessing funds from 

financial institutions (Shikumo & Mwangi, 2016). 

 

Accounting Ratio 
Accounting is the major source of information in any organization be it big 
or small. According to Meige and Meige, (1991) financial accounting is a step 
by step way of generating financial information which includes the 
following: Recording of financial activities, Classification of data, 
Summarising Data, Communication of Information. According to Inaga 
(1985) financial account is a language of communication in in an 
organization. Jenings (1990) stated that, financial accounting statement 
could be very important in the following ways: Predicting managerial 
efficiency, evaluating the relative rewards of stakeholders or client, 
indicating a company’s wages paying negotiations, evaluating social 
performance. Needless (1991) asserted that accounting information is a tool 
and like most tools cannot be an end but a means to an end. In this regards, 
financial accounting information is only useful to accountants and 
professionals who are able to access the hidden information through the 
use of accounting ratios. 
Ratios are expression of one number against another. Okolie (2002), defines 
ratio simply as one number expressed in terms of another number to show 
the relationship between the, 
 

Classification of Ratio 

Ratios are classification into two traditional classification and Functional 

classification 
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Traditional classification 

1. Statement of Profit and Loss Ratios: A ratio of two variables from the 

statement of profit and loss is known as statement of profit and loss ratio. 

For example, ratio of gross profit to revenue from operations is known as 

gross profit ratio. It is calculated using both figures from the statement of 

profit and loss. 

2. Balance Sheet Ratios: In case both variables are from the balance sheet, 

it is classified as balance sheet ratios. For example, ratio of current assets to 

current liabilities known as current ratio. It is calculated using both figures 

from balance sheet. 

3. Composite Ratios: If a ratio is computed with one variable from the 

statement of profit and loss and another variable from the balance sheet, it 

is called composite ratio. For example, ratio of credit revenue from 

operations to trade receivables (known as trade receivables turnover ratio) 

is calculated using one figure from the statement of profit and loss (credit 

revenue from operations) and another figure (trade receivables) from the 

balance sheet. 

 

Functional classification 

1. Liquidity Ratios: To meet its commitments, business needs liquid funds. 

The ability of the business to pay the amount due to stakeholders as and 

when it is due is known as liquidity, and the ratios calculated to measure it 

are known as ‘Liquidity Ratios’. These are essentially short-term in nature. 

2. Solvency Ratios: Solvency of business is determined by its ability to meet 

its contractual obligations towards stakeholders, particularly towards 

external stakeholders, and the ratios calculated to measure solvency 

position are known as ‘Solvency Ratios’. These are essentially long-term in 

nature. 

3. Activity (or Turnover) Ratios: This refers to the ratios that are calculated 

for measuring the efficiency of operations of business based on effective 

utilisation of resources. Hence, these are also known as ‘Efficiency Ratios’. 
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4. Profitability Ratios: It refers to the analysis of profits in relation to revenue 

from operations or funds (or assets) employed in the business and the ratios 

calculated to meet this objective are known as ‘Profitability Ratios 

Accounting ratio are very many and it can be understood that they are very 

many and it will take a robust accounting unit to handle all these. This is the 

main reason SMEs does not have the capabilities to handle accounting 

ration and analysis of financial statement for decision making. As a result of 

this, few but very relevant accounting ratios will be selected for the purpose 

of SMEs to enable them also have the ability to make informed decision and 

safeguarding the future of their organization. Liquidity and profitability 

ratio are very relevant to SMEs hence they are chosen. 

1- Liquidity Ratios 

Liquidity ratios are calculated to measure the short-term solvency of the 

business, i.e. the firm’s ability to meet its current obligations. These are 

analysed by looking at the amounts of current assets and current liabilities 

in the balance sheet. The two ratios included in this category are current 

ratio and liquidity ratio. 

a. Current Ratio 

Current ratio is the proportion of current assets to current liabilities. It is 

expressed as follows: 

Current Ratio = Current Assets / Current Liabilities 

Current assets include current investments, inventories, trade receivables 

(debtors and bills receivables), cash and cash equivalents, short-term loans 

and advances and other current assets such as prepaid expenses, advance 

tax and accrued income, etc. Current liabilities include short-term 

borrowings, trade payables (creditors and bills payables), other current 

liabilities and short-term provisions. 

No SME willing to stay alive should joke with liquidity because being liquid 

means staying in operation. This ratio is very important to SMEs because it 

will help SME owners/operator to take control and make informed decision 

on liquidity in their organization. When an organization liquid, it stays alive 

but when and organization is not liquid it will die and this is what happens 

to most SMEs. They don’t have any information of how liquid they are. 
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Imagine an organization that cannot pay its workers salary/wages, pay 

creditors, taxes, rent and other short term liability of course that 

organization will seize to exist. Any SME that have these information and 

know how to management will certainly not exist but keep on expanding.   

b. Quick Ratio or acid test ratio 

It is the ratio of quick (or liquid) asset to current liabilities. It is expressed as 

Quick ratio or acid test ratio = Quick Assets (current assets –stock) / Current 

Liabilities 

The quick assets are defined as those assets which are quickly convertible 

into cash. While calculating quick assets we exclude the inventories at the 

end and other current assets such as prepaid expenses, advance tax, etc., 

from the current assets. Because of exclusion of non-liquid current assets it 

is considered better than current ratio as a measure of liquidity position of 

the business. It is calculated to serve as a supplementary check on liquidity 

position of the business and is therefore, also known as ‘Acid-Test Ratio’. 

Ability of a SMEs to convert it current assets into cash increases the 

profitability of that organization, as concluded by Afrifa, G.A. and Padachi, 

K. (2016), that debt reduces liquidity and reduces the profitability of SMEs.    

Profitability Ratios 

The profitability or financial performance is mainly summarised in the 

statement of profit and loss. Profitability ratios are calculated to analyse the 

earning capacity of the business which is the outcome of utilisation of 

resources employed in the business. There is a close relationship between 

the profit and the efficiency with which the resources employed in the 

business are utilised. The various ratios which are commonly used to analyse 

the profitability of the business are: 

a) Gross profit ratio, b) Operating ratio, c) Operating profit ratio, d) Net 

profit ratio 

e) Return on Investment (ROI) or Return on Capital Employed (ROCE), f) 

Return on Net Worth (RONW), g) Earnings per share, h) Book value per 

share, i) Dividend pay-out ratio, j) Price earnings ratio. 

Again there are some of these ratios that cannot be used for SMEs 

operation and they includes; Return on Net Worth (RONW), Earnings per 
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share, Book value per share, Dividend pay-out ratio, and Price earnings ratio. 

But the following are very relevant for SMEs. 

  a. Gross Profit Ratio 

Gross profit ratio as a percentage of revenue from operations is computed 

to have an idea about gross margin. It is computed as follows: 

Gross Profit Ratio = Gross Profit/Net Revenue of Operations (Sales) × 100 

In most cases when sales increases most SMEs operators especially those 

that don’t have experience might think such increase in sales translates to 

increase in profit but this at times is not the case. The gross profit ratio helps 

the SME to know at a glance how efficient they are using their revenue. 

Again this ratio help the SME operators to compare how efficient they have 

been over time for example an organization can compare its performance 

between year A, B and C to note the trend weather positive or negative so 

as to know the necessary adjustment to be made.  

b. Operating Ratio 

It is computed to analyse cost of operation in relation to revenue from 

operations. It is calculated as follows: 

Operating Ratio = (Cost of Revenue from Operations + Operating 

Expenses)/ Net Revenue from Operations × 100 

Again this ratio is also relevant to SMEs as it will enable the SME 

owners/operator to get information on the cost of their operation in 

relation to its revenue. From this ratio they will be able to know if the cost 

of revenue (sales), advertisement, promotions, insurance, power, water 

rates, telephone bills and the likes are on the high side or on the low side. 

With this ratio, the SME operators can make informed decisions to increase, 

cut down or maintain the statuesque maintain the cost of operation.       

c. Operating Profit Ratio 

It is calculated to reveal operating margin. It may be computed directly or 

as a residual of operating ratio. 

Operating Profit Ratio = 100 – Operating Ratio 

Alternatively, it is calculated as under: 

Operating Profit Ratio = Operating Profit/ Revenue from Operations × 100 

Where Operating Profit = Revenue from Operations – Operating Cost 
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This ration is very good for SMEs into production because it will help the 

SME owner/operators to determine profit made after removing variable 

cost like i.e direct and indirect cost (wages, raw materials) excluding 

deductions of interest and tax. This ratio will help SMEs to know how 

efficient they are controlling cost related to their operation.  

d. Net Profit Ratio 

Net profit ratio is based on all-inclusive concept of profit. It relates revenue 

from operations to net profit after operational as well as non-operational 

expenses and incomes. It is calculated as under: 

Net Profit Ratio = Net profit/Revenue from Operations × 100 

Generally, net profit refers to profit after tax (PAT). 

Of course this is what every SME owner/operator will want to see this ratio 

will help the SME owners/operators to determine how efficiently net profit 

is been made.    

e. Return on Capital Employed or Investment 

It explains the overall utilisation of funds by a business enterprise. Capital 

employed means the long-term funds employed in the business and 

includes saving, loan from friends and relatives that can stay for more than 

one year, profit from last operations and long-term loans. Alternatively, 

capital employed may be taken as the total of non-current assets and 

working capital. Profit refers to the Profit before Interest and Tax (PBIT) for 

computation of this ratio. Thus, it is computed as follows: 

Return on Investment (or Capital Employed) = Profit before Interest and 

Tax/ Capital Employed × 100 

 

Summary 

The study have been able to explain in details, a brief definition of 

accounting, the various types of accounting ratios the various types of 

financial ratios that can be relevant to SMEs, the concept of SMEs, Nature 

of SMEs, Role of SMEs in Development of Nigeria, Performance of SMEs and 

Problems and challenges facing Small Scale Enterprises. 
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Conclusion  

The study concluded that accounting ratios can be very beneficial to SMEs 

that want to remain in existence, grow and expand. Though trying to 

perform the whole accounting ratios on SMEs are impracticable but there 

are very few accounting ratio like Liquidity and profitability ratio that have 

the precise tools that are very important and can be used by SMEs to aid 

their operation.   

 

Recommendations 

The study recommended the following: 

1. The government should recognise the importance of good records 

and bookkeeping for the survival of every organization and a such 

should train the owners/operators on basic record keeping as this will 

enhance their activities and ensure their survival since the 

importance of the sector to the community state and country at large 

have been established. 

2.  As have been seen in the study, there are some accounting ratios 

that can be very helpful to SMEs. These ratios should be made 

available for them as a program in tablets and other devices as ready 

to use just like plug and play, so that the complications surrounding 

of basic accounting ratio will be eliminated and they can also benefit 

from its potentials and make informed decisions about their 

businesses. 

3. Government should invest in mentoring programs and create an 

outfit like business extension workers that can help SMEs in the rural 

areas to always keep their book straight periodically.  

 

Suggested Areas of Study  

This study only look at the overall possibility of SMEs using selected 

accounting ratios. Other study can be carried on that will 

1. Examine available SME record through the eye of selected 

accounting ratio.  
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2. Possibilities of designing a cheap accounting program that can help 

SMEs run analysis easily and cheap. 
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