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Brian Witbooi, 19786, Assignment 8

1. Why the following three groups of stake holders would be interested in different ratios? (10)

  Management 
They will be interested because of the cost of the goods sold, gross margin analysis, profit or net income analysis, contribution analysis, working capital analysis and operating income analysis.

 Owners 
The owners will be interested in the ratios that deals with the net profit as well as net worth, the net profit available and equity share capital, cash flow per share, equity per share, earnings per share and dividends per share.

 Lenders 
The lenders are interested in the current assets as a ratio of current liabilities, quick asset to current liabilities, total debt to total assets, long-term debt to net assets, total debt to net worth, long-term debt to assets, long-term debt to net worth and net profit before tax (NBIT) interest.

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) 

Managements

Liquidity/Current Ratio: 
The reason why this ratio is import to management or operations are the fact that this ratio deals with short term liquidity, which indicates what can be converted to cash in the next 12months. 

Profitability Ratio:
The ratio will give an indication of the returns of goods sold.

Leverage Ratio:
It is used to measure how much of the company’s assets are financed by debt.


Owners

Liquidity Ratio: This is important to owners because they focus on net profit, a high ratio would indicate that a company is financially healthy and lower numbers indicates that it’s not profitable at that stage.

Profitability Ratio: The owners will be interested in the profitability ratio because it reflects the net profit of the company 

Leverage Ratio: The owners will be interested in leverage ratio because they normally try to make a profit on borrowed funds, which is more than the interest that they have to pay on their loans.


Lenders

Leverage Ratio: They will be interested in the leverage ratio because it provides a measurement to how much of a company’s assets are financed by debt.

Profitability Ratio: How effectively a company is controlling the cost to maximize the profits it reflects (Net Profit Margin)

Activity Ratio: They will focus on this ratio as it gives an indication of a company’s ability to use it limited recourses effectively.



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

Liquidity ratios
 
Its the relationship between a firms current assets and its current liabilities. The ratio deal with the ability of a company to fulfill its short-term obligations and it basically reflects in the statement of financial position.
Example:
Debtors ($20000) +Inventory (30000) + Debtors (50000) / Creditors (40000) +Overdraft (10000)
= $100 000 /$50 000
= 2.0 Current Ratio 

As per example we can say the current assets of the company are twice the level of the current liabilities. Normally depending on the school of taught a ratio between 1- 2,5 is good and lower not so good. 

Profitability ratios 

Assess the profitability of a firm as indicates by returns on sales and investment. The Profitability Ratios basically measure the earnings by dividing the earnings by a base, such as assets, sales or equity. One common profitability ratios are:
Profit Margin on Sales = Net Income / Sales
Example Net Sales (Gross Sales less Allowances) are $ 700,000.
Earnings Before Interest and Taxes are $ 50,000 and Net Income is $ 25,000. Asset Balances are: Beginning $ 190,000 and Ending $ 210,00
Profit Margin = $ 25,000 / $ 700,000 = 0.03 or 3%
The above example suggests that 3% of every dollar in revenue for the particular business was profit.

Activity ratios

This ratio measures the company’s ability to use and allocate its limited resources effectively.

Example for Company: X

Total Asset Turnover ratio: Sales/Total Assets = $50 000/$20 000 = 2:50
Higher numbers suggest that a company are using the assets effectively and lower numbers the opposite.
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