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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?
 Management - The management of the company is usually interested in the cause. This is because while other classes of stakeholders do not have control over the working of the firm i.e. the cause, the management does. All the other stakeholders question the management at the annual general meeting. Hence, management tries to get as much insight into the ratios as possible. They create operating performance ratios and compare it to their previous performance and to the performance of others to learn from the past as well as to be able to give satisfactory answers to the investors. Management will be interested in ratios concerning the cost of goods sold, gross margin analysis, profit or net income analysis, contribution analysis, working capital analysis, and operating income analysis.
 Owners – Owners are most concerned about profitability. Their investments are at risk and they expect to gain the maximum. Investors scrutinize profitability numbers and pounce upon the slightest signs of mismanagement. For the owners, the profitability ratios are the beginning point. They then follow the trail the ratios leave. The owners will be concerned with ratios dealing with net profit and net worth, the net profit available and equity share capital, cash flow per share, equity per share, earnings per share, and dividends per share.
[bookmark: _GoBack] Lenders – Lenders are concerned whether they will be paid the amount promised to them at the date that was promised to them. It is for this reason that they are very concerned about the liquidity of the firm. Slightest signs of liquidity issues are met with supply cutbacks from suppliers. The fact that lenders are concerned about the same ratios creates a self reinforcing negative loop for the company. This is because at the same time when suppliers cut credit and supplies, lenders refuse to lend more money and the whole situation becomes a cash crunch. The important ratios according to the lenders’ perspective include; current assets as a ratio of current liabilities, quick assets to current liabilities, total debt to total assets, long-term debt to net assets, total debt to net worth, long-term debt to net assets, long-term debt to net worth and net profit before interest and tax (NBIT) to 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?
Managers:
Annual inventory turnover shows how efficiently the company is managing its production, warehousing, and distribution of product, considering its volume of sales. Higher ratios—over six or seven times per year—are generally thought to be better, although extremely high inventory turnover may indicate a narrow selection and possibly lost sales. A low inventory turnover rate, on the other hand, means that the company is paying to keep a large inventory, and may be overstocking or carrying obsolete items.
Accounts receivable turnover gives a measure of how quickly credit sales are turned into cash. Alternatively, the reciprocal of this ratio indicates the portion of a year's credit sales that are outstanding at a particular point in time.
Inventory holding period calculates the number of days, on average, that elapse between finished goods production and sale of product. The higher inventory turnover ratio, the better it is for the company, as it indicates a greater generation of sales. In some cases, if the demand for a product outweighs the inventory on hand, a company will see a loss in sales despite the high turnover ratio.

Owners:
Net profitability measures the overall profitability of the company, or how much is being brought to the bottom line. Strong gross profitability combined with weak net profitability may indicate a problem with indirect operating expenses or non-operating items, such as interest expense. In general terms, net profitability shows the effectiveness of management. 
Return on investment: Net Income/Owners' Equity—indicates how well the company is utilizing its equity investment. It is also a good figure to compare against competitors or an industry average. If this ratio is too low, it can indicate poor management performance or a highly conservative business approach. On the other hand, a high ROI can mean that management is doing a good job, or that the firm is undercapitalized.
Investment turnover measures a company's ability to use assets to generate sales. Although the ideal level for this ratio varies greatly, a very low figure may mean that the company maintains too many assets or has not deployed its assets well, whereas a high figure means that the assets have been used to produce good sales numbers.

Lenders:
Current assets as a ratio of current liabilities measures the ability of an entity to pay its near-term obligations. Though the ideal current ratio depends to some extent on the type of business, a general rule of thumb is that it should be at least 2:1. A lower current ratio means that the company may not be able to pay its bills on time, while a higher ratio means that the company has money in cash or safe investments that could be put to better use in the business.
Total debt to total assets measures the portion of a company's capital that is provided by borrowing. A debt ratio greater than 1.0 means the company has negative net worth, and is technically bankrupt.
Net profit before interest and tax indicates how comfortably the company can handle its interest payments. In general, a higher interest coverage ratio means that the small business is able to take on additional debt. 


3. Give examples and explain one ratio for each of the following ratio classification groups.
 Liquidity ratios - These ratios deal with the ability of the firm to fulfill its short-term debt obligations. The current ratio and quick ratio fall under this category and indicate a firm’s liquidity position.
The current ratio is a reflection of financial strength. It is the number of times a company’s current assets exceed its current liabilities, which is an indication of the solvency of the business.
Current Ratio = Total current assets / Total current liabilities
For example company ABC in balance sheet has total currents assets $2,463,000 and total current liabilities $773,000, therefore
Current Ratio = 2,463,000 / 773,000 = 3,19 
This tells the owners of the company that current liabilities are covered by current assets 3.19 times. Meaning There is 3.19 in current assets to pay every $1.00 in current liabilities.

 Profitability ratios - These assess the profitability of a company as indicated by returns on sale and investment. These ratios include; net profit to total assets, gross (or net) profit margin, and net profit after tax to net worth.
Gross ( or net ) profit margin is a financial metric used to assess a company's financial health and business model by revealing the proportion of money left over from revenues after accounting for the cost of goods sold.
The formula: Gross ( or net ) profit margin = Gross Profit / Sales
For example, company ABC reported $5.0 million in total revenue for the year and cost of goods sold of $2,463,000, then we can use the formula above to find ABC's gross profit margin:
Gross ( or net ) profit margin = (5,000,000 – 2,463,000) / 5,000,000 = 0,5074 = 50,74%
Meaning, for every $1.00 of sales there is $0.507 in gross profit, Company ABC has 50,74% of its revenues left over after it pays the direct costs. The gross profit margin is the percentage of the revenues left after paying construction costs and equipment costs and is a measure of what percentage of each dollar of revenue is available to cover general overhead expenses and provide the company with a profit. With this information lenders will know if company is able to pay debt and obligation costs. The higher the percentage, the more the company retains on each dollar of sales to service its other costs and obligations.

 Activity ratios - They measure the company’s ability to use and allocate its limited resources effectively. Inventory turnover, average collection period, fixed asset turnover and total asset turnover are examples of activity ratios. 
Inventory Turnover Ratio - The Inventory Turnover Ratio measures the number of times inventory “turned over” or was converted to sales during a time period. It may also be called the Cost of Sales to Inventory Ratio.
To calculate we use the formula : Inventory Turnover Ratio = Cost of Goods Sold / Total Inventory
For example, company ABC has Cost of Goods Sold $4,895,000 and Total inventory (balance sheet) $896,000, therefore
Inventory Turnover Ratio = 4,895,000 / 896,000 = 5.463
In general, the higher the ratio, the more frequently the inventory turned over. Managers use this ratio because it gives them a good indication of purchasing and production efficiency. Meaning On average, the inventory turns over 5,463 times a year.
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