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Assessment 8- Ratio Analysis – Diploma in Accounting and Finance.
1. Why following three groups of stake holders will be interested in different ratios? 
 Management
 Owners
 Lenders
	Management is interested in ratios as these can provide information to 	assist them with good business decisions and forecasts.  The ratios most 	commonly used by management could consist of activity ratios, profitability 	ratios, liquidity ratios and leverage ratios.  They are also interested in fixed 	assets ratios and total asset turnover ratios.
	Management compare different data i.e. debt & equity, expenses & revenue,	working capital analysis, gross margin analysis, cost of goods sold and 	operating income ratios to enable them to forecast efficiently.
	Activity ratios allow management to examine business operations.  When 	management	examine inventory turnover ratios this will allow them to see how 	quickly inventory is sold within a specific period in which they can also 	compare to other relevant periods.
	Inventory turnover can be determined by dividing the inventory by the average	daily cost of goods sold.  Receivable turnovers allow management to see how	quickly the business receives debts owed.  Activity ratios also enable 	management to analyse how well a business is doing.  Liquidity ratios provide	management with the information on how a business will meet its short term 	financial obligations.  As set turnover ratios will provide information to 	management	on how the business utilizes its assets.  Asset turnover ratios 	also are known as asset management ratios or efficiently ratios.  Receivable 	turnover will show how quickly a business collects its accounts receivables.  	As each of the groups require different information they also use different 
	ratios to determine the information that they require.
	Owners would be interested in ratios dealing with profit & share capitals.  	They may use profitability ratios to determine i.e. gross profit margins, returns 	on assets or returns on equity.  They would also be interested in dividend 	policy ratios to determine the dividend yield or payout ratio.  Again they would 	begin with a specific period to see current trends and compare this 	information with ratios of other timeframes/periods.
	It is important to note that ratios should be used as indicators and information 	should be combined and compared to allow a more accurate picture of the 	business.
	Lenders would be interested in the business’ ability to pay back loans so they `	would be looking to compare ratios such as liquidity ratios e.g. current ratios 	which is the ratio of current assets to current liabilities or quick ratios which is 	also a liquidity ratio, but does not include inventory.  The quick ratio which can 	also be known as the acid test can be shown as 
	Quick ratio = current assets-inventory
			current liabilities
	The current assets used in this ratio would be cash, accounts receivable and 	notes receivable.  The lenders would also use cash ratio as it excludes all 	current assets with the exception of cash and cash equivalents.
	Cash ratio = Cash & marketable securities
			Current liabilities
	More examples are given in the answer to the following questions.  As you 	can see from the above each of the 3 groups have different requirements.  	Therefore each of the groups may use some of the same ratios however they 	will also be interested in different ratios to allow them to extract the 	information that they specifically seek and compare against different periods.
	Each of the 3 groups has a different perspective and ratios will allow them to 	extract the information that will be most beneficial for their needs.

2. List three ratios for each of the above mentioned groups in which they will have more interest and explain why these groups will be more interested in those ratios?
Management – Profit analysis – Operating margin – this helps management to determine how effective the business is in running its operations.  This can be shown as:
Operating margin = Net income before interest & taxes
				Net sales
Inventory turnover – This shows management how often inventory needs to be renewed within a certain period so that the required levels of sales are achieved.  It can be shown as:
Inventory turnover =   Net sales
			Average inventories 
Receivables turnover – This shows how quickly the business collects its accounts receivable.  It also shows if reported as follows the number of days that credit sales stay in accounts receivable before collection.  It can be shown as:
Average collection period = Accounts receivable 
			               Annual credit sales/365     or:
Average collection period = 365
				Receivables turnover

Owners – net margin – this ratio will be indicative of how well a business will compensate the owners/shareholders.  It can be shown as:
Net margin = Net profit
		 Net sales
Post tax margins this is similar to the net margin but will show what profit is available to both owners/shareholders & lenders.  So as explained in question 1 some ratios are applicable to different groups for different reasons i.e. owner will want to see how much profit is left for the owners/shareholders while the lender would be interested in how much is left once all taxes are paid.
Dividend policy ratios – owners are also interested in dividend yield and this can be shown as:
Dividend yield = Dividends per share
			Share price
And this can also be used with the payout ratio which is shown as:
Payout ratio = Dividends per share
		Earnings per share
With these ratios it is important to note that high dividend yields do not always mean high future rates of return.  The dividend payout can also help to determine whether to continue or to increase future dividends.
Lenders – Lenders are interested in financial leverage ratios which can provide information in regards to the long term solvency e.g. Interest coverage this will let the lender know how well the business can cover interest payments on its debt.  This can be shown as:
Interest coverage = Earnings before interest & taxes	
				Interest charged
Post tax margin this shows what profits are left after tax has been paid and can be shown as:
Post tax margins = net profit after tax but before interest
			Net sales
Debt to equity ratio – this ratio will show the lenders how a company finances its’ growth.  This can be shown as:
Debt to equity ratio = Total debt
			Total equity
Operating cash flow ratio this shows how the business meets short term debt obligations and can be shown as:
Current ratio = Current assets
		Current liabilities
	
3. Give examples and explain one ratio for each of the following ratio classification groups.
 Liquidity ratios
 Profitability ratios
 Activity ratios
Liquidity ratios – This ratio describes the ability of a business to repay short term debts.  Usually the higher the liquidity rate the higher the probability that the business will be able to pay the debts.  The higher the liquidity indicates the better the financial health of the company.  However, if the rate is too high the business may not be using current assets effectively.  
Some examples of liquidity ratios include current ratios, quick ratio also known as the acid test ratio, cash ratio and working capital ratio.
The current ratio can be shown as:
Current ratio = Current assets
		Current liabilities
(Current ratio) 2 = €10,000 (current assets)	
		      €5,000 (current liabilities)
Cash ratio = Cash & cash equivalents
		Current liabilities
(Cash ratio) 1.67 = €25,000 (Cash & cash equivalents)
			€15,000 (current liabilities)
Profitability ratios – These are the ability of the business to generate earnings in relation to sales, assets & equity.  They also highlight if a business is able to manage its profits effectively.  In order for these ratios to be effective they are compared with both previous periods and sometimes compared to other companies.  Ratios under the profitability ratio include gross profit & net profit, returns on sales and/or investments, return on capital.  When these ratios are calculated it is hoped for a higher figure as this shows the company is generating profits efficiently and has a good cash flow.
Gross profit margin can be shown as:
Gross profit margin = gross profit/revenue
(Gross profit margin) 3% = €60,000 (gross profit)
				€20,000 (revenue)
The gross profit margin is the ratio of gross sales less cost of sales/sales revenue.
Net profit margin is net profit (the after tax net income) divided by sales (revenue).  This ratio shows how much is left after all expenses have been paid.  It can be shown as:
Net profit margin = Net profit
			Revenue
(Net profit) 7.5% = €15,000 ( net profit)
			€200,000 (revenue)
Activity ratios – also known as operation ratios or management ratios are used to determine how effective a business uses its assets.  Ratios within this group can be inventory turnover ratio, collection period ratio, fixed assets ratio, accounts receivable ratios.  The average collect ratio shows how long an average euro stays with the customer before it is paid i.e.
Average collection = Accounts receivable
			Average daily sales
(Average collection) 7 days = €10,000 (Accounts receivable)	
				   € 1350 (Average daily sales)
Inventory turnover ratio – this ratio determines the number of times the inventory is turned over each year.
Inventory turnover = Cost of goods sold	
			    Inventory
(Inventory turnover) (30.77) 31 times = €20,000 (cost of goods sold)
						€650 (Inventory)
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