                                                                  [image: image1.png]ﬁ
o R




	Student Name:
	Deian Arnaudov

	Student Number:
	1718

	Course:
	Accounting and Finance Level 4

	Assignment NO:
	8


Marking Criteria:
We expect the learners to write minimum one well expressed point in three lines against each allocated mark. This means one needs to write 15 lines with 5 well expressed points to get high grades for a 5 marks question.

For high grades use examples and illustrations where appropriate.
	1. Why the following three groups of stake holders would be interested in different ratios? (10)


 Management

The Return on Investment or ROI, is the main ratio, in which the management is interested, because, it shows the net profit, in relation to the capital invested.

ROI = Total Asset Turnover X Net Margin

Managers will be interested also in the, ratios like Cost of Goods Sold, Gross Margin Analysis, Profit Analysis, Working Capital Analysis.
The following ratio, measures the Gross Margin, which is to do with a relation between prices, sales, and volumes.
Cost of Goods Sold/Net Sales
Another ratio of interest to management, would be the Profit Analysis.

The Operating Margin, deals with the ability of the business, to run effective operations.
Net operating Income before Interest and Taxes/Net Sales


 Owners

The owners will be interested in ratios dealing with Net Profit, Equity, Cash Flow per Share.

The reason for the owners to be interested in those types of ratios, is because, it will show the return of the sales and investment.

Also, the owners will be interested, in the net profit available, after the tax has been paid. The ratio formula is as follows;

Post-tax Margin 
Net Profit after tax but before Interest/ Net Sales



 Lenders

Lenders will be interested in ratios like Current Assets as a ratio of Current Liabilities, Quick Assets to Current Liabilities, Total Debt to Total Assets, Long Term Debt to Net Assets.

Let us take the Net Assets turnover for example;

Net Sales / Total assets - current liabilities


This shows the availability of the Liabilities, to reduce the load of the Assets, and it measures the effectiveness of the Assets.

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)
· Management
The management will be interested in the Cost of Goods sold ratio, Gross Margin ratio, and the Net Margin ratio.

The Cost of Goods sold ratio formula is the Cost of Goods divided by the Net Sales.

It shows the relationship between prices, volumes and costs.

The Net Margin ratio, will help the management of the business, to do properly any business operations, and to settle all the expenses and liabilities in the necessary way.

The Gross Margin ratio is;   Net Sales - Cost of goods sold divided by Net Sales.

· Owners
The owners will be interested in items related to the Net Profit, Shared Capital, and Cash Flow in the business.
The Post Tax Margin ratio, is profit before tax divided by sales.
It is of an interest for a owner, because he wants to know, what will be his profit, apart from taxes.
Net Profit Margin ratio.  This ratio will measure all the profitability, after all the items like expenses, revenues, taxes are included.

This ratio is about controlling the expenses and their related revenues.

Return on Common Shareholders Equity ratio.

The ratio is;    Net Income divided by an Average Income Equity.

Each owner of the business, is interested to know, what will be the profitable return, on his own capital, invested in the business.

3. Give examples and explain one ratio for each of the following ratio classification groups. (10)


 Liquidity ratios
The liquidity ratios, are measuring, if the business will be able to pay its own expenses.

There are two types of liquidity ratios, the current ratio, and the quick ratio.

Both of the liquidity ratios, are a Balance Sheet items.

The current ratio is current assets divided by the current liabilities. 

The higher the number of assets, in comparison with the liabilities, the better for the business, because that means the liquidity position of the business, is good. In other words, there are more current assets which can be turned into cash.

The good ratio of the current assets is; 2:1. 

In order to improve the current ratio for the business, there must be an increase of the current assets, and a decrease of the current liabilities.

For example, if the current ratio is;  $2,463,000 / $773,000 = 3.19


That means, there are 3.19 assets more, to cover the liabilities.

 Profitability ratios
As a profitability ratio, we can look at the Return on Assets Ratio.

That is, a comparison of the company's profit, with the assets used, to make that profit. 

The formula used to calculate the profitability ration of the Return on Assets is;

Return on Assets=Profit before tax/Total Assets
As an example here is the following profitability ratio, which shows us, that .09 of profit, is generated for each $1.00 sales.
$269,000 / $2,973,000 = .09



 Activity ratios

One type of activity ratio, is the Inventory Turnover ratio.

That ratio measures how often stock is turned over, or converted to sales.

The higher the ratio, the more often is stock turned over.

The stock turnover ratio will depend on what type of business it is.

For example, a furniture store, will have a low turnover, but a grocery store, will have a high turnover.

Inventory Turnover Ratio = Cost of Goods Sold / Total Inventory

An example of a Inventory Turnover;

$4,895,000 / $896,000 = 5.463
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