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Assessment 8                                                                             Total Marks: 30 
1. Why following three groups of stake holders will be interested in different ratios?    (10) 
Introduction:

Financial ratio analysis is the process of identifying the financial strengths and weaknesses of the business firm by properly establishing relationships between the items of balance sheet and the profit and loss account. Financial analysis can be undertaken by management o the firm, or by partners outside the firm, viz owners, creditors, investors and others. the nature of analysis will differ depending on the purpose of the analyst. 

· Management  

ANSWER
Management of the firm would be interested in every aspect of the financial analysis. it is their overall responsibility to see that the resources of the firm are used most effectively and efficiently, and that the firm's financial condition is sound. Management will be interested in analyzing such ratios as cost of goods sold, gross margin analysis, profit or net income analysis, contribution analysis, working capital analysis and operating income analysis, just to mention a few.
· Owners  

Answer:
Under this group we find both trade creditors and investors whose interest is in firms ability to meet their claims over a very short period of time. they are also interested in their money invested in the firms earnings per share. they restore more confidence in firms that show steady growth in earnings. as such they concentrate on the analysis of firms present and future profitability. they are also interested in  the firms fir4nancial structures to the extent it influences the firms earning ability and risk.  The firms owners will be mostly concerned with ratios dealing with net profit, net worth, equity share capital, cash flow per share, earnings per share and dividends.
· Lenders    

Answer:

     Lenders  groups in firms investments are very much concerned with firms long term solvency and survival. they analyse the firms profitability over time, its ability to generate cash to be able to pay interest and repay principal and the relationship between various sources of funds( capital structure relationships). Long term creditors do analyse the historical financial statements, but they place more emphasis on the firms projected, or pro forma financial statements to make analysis about its future solvency and profitability
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?                                                                                                                                               (10)  

Answer:
a) Three important Management ratios are profitability ratios

Let us look at these ratios

· Profitability measures look at how much profit the firm generates from sales or from its capital assets
· Different measures of profit – gross and net
· Gross profit – effectively total revenue (turnover) – variable costs (cost of sales)
· Net Profit – effectively total revenue (turnover) – variable costs and fixed costs (overheads)
Now let us look at three profitability ratios:-
a)   Gross Profit Margin = Gross profit / turnover x 100

· The higher the  gross profit the better
· Gross profit enables the firm to assess the impact of its sales and how much it cost to generate (produce) those sales
· A gross profit margin of 45% means that for every £1 of sales, the firm makes 45p in gross profit
b) Net Profit Margin = Net Profit / Turnover x 100
· Net profit takes into account the fixed costs involved in production – the overheads
· Keeping control over fixed costs is important – could be easy to overlook for example the amount of waste - paper, stationery, lighting, heating, water, etc.
· e.g. – leaving a photocopier on overnight uses enough electricity to make 5,300 A4 copies. (1,934,500 per year)
· 1 ream = 500 copies. 1 ream = £5.00 (on average)
· Total cost therefore = £19,345 per year – or 1 person’s salary
c) Return on Capital Employed (ROCE) = Profit / capital employed x 100
· The higher the better
· Shows how effective the firm is in using its capital to generate profit
· A ROCE of 25% means that it uses every £1 of capital to generate 25p in profit
· Partly a measure of efficiency in organisation and use of capital
3. Give examples and explain one ratio for each of the following ratio classification groups.                                                                                                                               (10)                                                                 

a) Liquidity ratios 
Answer:
Liquidity ratios measures how solvent the business is. It measures how firm can be to cover its liabilities within time without pressure. there are two main liquidity ration, quick asset ratio and current ratio. here below is the explanation.

Acid Test Ratio
· Also referred to as the ‘Quick ratio’
· it measures by taken (Current assets – stock) : liabilities
· when the ratio reads, 1:1 it is seen as ideal
· The omission of stock gives an indication of the cash the firm has in relation to its liabilities (what it owes)
·  for the ratio of 3:1 therefore would suggest the firm has 3 times as much cash as it owes – very healthy!
· while a ratio of 0.5:1 would suggest the firm has twice as many liabilities as it has cash to pay for those liabilities. This might put the firm under pressure but is not in itself the end of the world!
While Current ratio:
· Looks at the ratio between Current Assets and Current Liabilities
· Current Ratio = Current Assets : Current Liabilities
· For a  ratio of 5 : 1 would imply the firm has £5 of assets to cover every £1 in liabilities
· while a ratio of 0.75 : 1 would suggest the firm has only 75p in assets available to cover every £1 it owes
· Too high – Might suggest that too much of its assets are tied up in unproductive activities – too much stock, for example?
· Too low - risk of not being able to pay your way
b) Profitability ratios 

Answer:

· Profitability measures look at how much profit the firm generates from sales or from its capital assets
· Different measures of profit – gross and net
· Gross profit – effectively total revenue (turnover) – variable costs (cost of sales)
· Net Profit – effectively total revenue (turnover) – variable costs and fixed costs (overheads)
c) Activity ratios  
Answer:

Activity ratios can be extracted from the Income Statement /Balance Sheet Ratios
They indicates quality of receivables and how successful the firm is in its collections.
For example, 

Receivable turnover ( assume all sales are in credits) is computed by taking  ratio between Annual Net credit sales divided by  receivables

I.e. Receivable Turnover  = Annual Net  Credit Sales/ Receivables

Another important activity ratio is  Average collection period ratio which measures the Average number of days that receivables are outstanding. (or RT in days)
Mathematically it can be expressed as

Average Collection Period  = Days in the days/ Receivable Turnover
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