



RATIO ANALYSIS





RATIO ANALYSIS enables one to appraise the position of a business, identify trouble spots that need attention and make projections and forecasts about the course of future operations.   	



	There are three groups which used ratio analyses to gauge the relative health or sickness of an organization.  



Creditors.  Creditors are primarily interested in the company’s ability to repay its debt.  Short-term creditors are ultimately interested in the company’s ability to repay its bills and want to be guaranteed that the company is liquid.  Long-term creditors are more interested in the company’s ability to pay the interest and principal on borrowed funds.  �

Investors.  Return and risk are the main concerns for investors.  They want to be assured of present and future returns (earnings).  This group is also interested in the risk of a company which can be assessed by looking at the company’s liquidity, amount of debt and general activities including its operations, investments and strategy.  Their evaluation considers the overall financial health of the company, economic and political conditions, industry factors and the future outlook of the company.  �

Management.  Management is concerned with performance and productivity plus all the questions raised by the creditors and investors of the company, because both must be satisfied  if the company is to obtain the capital it needs.





FINANCIAL RATIOS are the tools the above groups use to assess a company.  They are classified as the following:  liquidity, asset utilization (activity), solvency (leverage), profitability, and market value.  These ratios become the objective criteria needed to judge a company’s performance and productivity.



(a)	Liquidity is a company’s ability to payoff its short -term debt.  Poor liquidity may increase a company’s cost of financing.  Liquidity ratios are indicators of  a company’s ability to payoff its current obligations in times of stress.  



	The current ratio and the quick or acid test ratio are used to judge a company’s liquidity.  The current ratio reflects a company’s ability to relieve current debt from its current assets.  The quick ratio measures the same; however, it is used when a company has a large amount of inventory that is work in progress.  In these cases, the current ratio does not adequately represent the company’s ability to meet its current obligations since the company may not be able to readily liquidate its inventory at the recorded value on the balance sheet.







(b)	Asset utilization or activity ratios are useful in assessing the performance of operating managers in charge of specific functions such as inventory management, cash management and credit policy.  In other words, they show the way assets are being used to obtain revenues and profits.  Account receivable ratios, inventory ratios, the operating cycle, and the total asset turnover ratio are included under this category.  



	The accounts receivable turnover and the average collection period make up the accounts receivable ratios.  The accounts receivable ratio shows the number of times accounts receivables are collected in a year.  The average collection period is the length of time it takes to collect accounts receivable .  It represents the number of days receivables are held before collection.  



	Inventory ratios are useful when there is a build-up of inventory.  Inventory ties up cash; therefore, holding large amounts of inventory can result in lost chances for profit and in increased storage costs.  Before a company is extended credit or lent money, the inventory ratios, which are comprised of the inventory turnover ratio and the average age of inventory, are usually examined.



	The operating cycle represents the number of days money is tied up in receivables and inventory.  In other words, it is the number of days it takes to convert receivables and inventory into cash.



	The total asset turnover ratio shows whether a company is efficiently employing its total asset base to obtain revenues from sales.





(c)	Solvency or leverage ratios show a company’s ability to payoff long-term debt as it matures.  These ratios aim at showing the nature of the methods and sources of financing utilized in acquiring the assets of the company and their impact on the earnings available to common stockholders.  The capital structure of a company is its mix of long-term sources of funds.  The financial leverage of a company is the size of debt in the company’s capital structure.  The solvency of a company is dependent on its earning power, because in the long run a company cannot cover its debt if it is not earning a profit.  A leveraged capital structure, one in which there are borrowed funds, subjects the company to fixed or variable interest payments.  This contributes to earnings instability.  Excessive debt may also make it difficult for a company to borrow further funds at reasonable interest rates and to roll overt debt at lower rates.  The solvency ratios include the debt ratio, the debt-equity ratio and the times interest earned ratio.  



The debt ratio reflects the amount of money a company owes to creditors. 



The debt-equity ratio shows the composition of a company’s capital structure and its equity profile.  If there is a large debt, then the company must make a significant periodic interest payment and principal.



The times interest earned ratio shows how many times the company’s before tax earnings will cover interest.





(d)	Profitability ratios focus on profit and its relationship to revenue generated or its relationship to the resources used to gain the profit.  A company’s ability to earn good profit and return on investment is an indicator of its financial well-being and the efficiency with which it is managed.  Poor earnings will have an adverse affect on a company’s stock price and dividends.  The ratios included in this group are the gross profit margin, the profit margin, and two ratios of return on investment which are return on total assets and return on equity.



The gross profit margin is the percentage of each dollar remaining once the company has paid for goods acquired.



The profit margin shows the earnings generated  from revenue.  This ratio is a key indicator of a company’s operating performance.  It provides an idea of the firm’s pricing, cost structure and efficiency.



The return on investment ratios help investors see what they will earn if they invest in the company.  By looking at the return on total assets, an investor can see if management is using the resources of the company efficiently to gain profits, and the return on equity ratio can show the rate of return being gained on the stockholders’ investment.





(e)	Market value ratios are mostly looked at by investors.  



The most widely watched ratio in this group is earnings per share.  This ratio shows the net income per common share owned after subtracting the preferred dividends from the net income.  Investors look at this to gauge a company’s operating performance, its capacity to finance growth from internal sources (self-financing) and its expected future dividends.  �

The price-earnings (P/E) ratio reflects the amount investors are willing to pay for a dollar of the company’s earnings.  �

The book value per share ratio gives another view of how investors feel about the organization.  This is particularly useful when comparing it to the market price per share.  �

The price per book value ratio compares the market value of the company to its historical accounting value.  When a company has a lot of old assets, then a high price/book value ratio may exist and vice versa.  �

Finally, the dividend ratio helps to determine the current income an investor will receive from his/her investment.





Ratio analysis is very useful to both management and outsiders in analyzing a company’s performance and can be used as a defensive measure by management in order to explain any deviations which may exist.  The analyses are also useful to management to steer the company along and as a control in measuring selected performance.  While it is an effective set of tools, the limitations must also be recognized.

	



The use of the ratios are somewhat impaired due to different accounting policies.  Also, one should be aware that management may manipulate the numbers to make the company look more favourable.  The ratios only show the current situation and in no way reflect or indicate future flows.  When comparing to industry averages, one needs to take into account that these averages are only approximations.



There are two types of comparisons which can be done by ratio analysis.  The first is an industry comparison.  By using financial ratios, one can see how the business is faring within its industry.  To do this, the ratios from the company’s financial statements must be compared to those of competing companies in the industry or to industry standards or averages.  The second comparison is trend analysis.  This is used to see how a company has been doing over time.  This can be used to track a certain ratio or set of ratios over a period of time to determine any trends and to see the direction of the company’s financial health or operational performance.



Below is a description of what ratios can indicate about how a company is fairing.



A) Liquidity Ratios:



Declining current and quick ratios show an overall deterioration of a company’s liquidity.  However, if net working capital is higher, then the effect of the decrease of liquidity is lessened.



B) Asset Utilization/Action Ratios:



The higher the asset utilization or activity ratios the more efficiently the company is managing its cash.  A company would like to see a shorter accounts receivable turnover ratio.  If it is high, the company may be carrying too many doubtful accounts or may have credit management policies in place which need to be revised.  Furthermore, if a company experiences a reduction in the inventory turnover ratio and an increase in the average age of inventory, the company may be holding onto its inventory too long.  If this is the situation, the company should then ask why the inventory is not selling as quickly as before.  An increase in the operating cycle is unfavourable, because it signals that extra cash is being tied up in non-cash assets and that cash is being collected more slowly.  A low total asset turnover ratio may indicate that too many assets are being held compared to the sales revenue generated.  If there is a sharp deterioration in activity ratios, the company  may need to improve its credit and inventory management.



C)  Solvency/Leverage Ratios:



If the debt ratio shows a rise in debt or shows excessive debt, then the company becomes riskier for investors.  If debt-equity ratio shows an increasingly large amount of debt in the capital structure, then the ratio should be compared to other companies in the industry, the potential ease of gaining additional financing, and the stability of operations.   This can become a problem, because a heavily indebted firm runs the risk of running out of cash in times of trouble.  The times interest earned ratio should be looked at as a safety margin, because it reflects how large a reduction in earnings the company can handle.  A decrease in this ratio is a bad sign.  It means less earnings are available to satisfy interest payments.  









D) Profitability Ratios:



Higher profit ratios suggest a healthier, more profitable organization.  A high gross profit margin indicates the good earning potential of the company, whereas a reduction reflects the fact that the company is receiving less profit on each dollar of sales.  A decreasing profit margin shows a reduction in the company’s earning power.  A decline in the return on total assets shows a deterioration in �the productivity of assets in generating earnings, and a reduction in the return on equity ratio shows a drop in the return to the shareholders.  The reduction in both of these ratios shows an overall deterioration in the company’s profitability.  Higher costs of short-term financing caused by a decline in the liquidity of the company and in the activity ratios could be the causes of lower earnings.  So, as assets are turned-over less, profit decreases due to less sales and higher costs of carrying higher current asset balances.  



E) Market Value Ratios:

	

Investors would further look to the market value ratios.  If there is a reduction in the earnings per share (EPS), then the investors should be concerned, especially if the industry EPS average is a good deal higher than that of the company.  The price per earnings (P/E) ratio can be looked at two different ways.  A high P/E ratio may be seen as a good sign, because it shows that investors may view the business positively.  On the other hand, a low P/E ratio as compared to other companies in the same industry can also be favourable to investors, because it may indicate that the stock is undervalued and, therefore, is a cheap, good stock to invest in.  If there is a decline in the P/E ratio, one can infer a lowering of the opinion of investors in the company.  An increase in the book value per share is a favourable sign.  When the price per book value ratio decreases, it is also showing that investors now hold a lower opinion of the company than previously.  As for the dividend payout ratio, there is no correct payout ratio.  Reduced dividends are looked unfavourably upon by stockholders, because lower payouts are a sign of a possible deterioration in a company’s financial health.  An overall decline in the market value ratios should alarm an investor unless the decrease is not way out of line with industry averages.



By looking at all ratios together, as above, one can see how a creditor, an investor or the management of a company can draw conclusions as to the overall well-being and basic future potential of the company.



The following chart is an example of how a company can use ratio analysis.  For example, in 1995 the current ratio of this fictional company was 2.26.  This ration fell in 1996 to 2.21 with the industry average for 1996 at 2.05.  The industry comparison column shows that the organization is doing well, because the company’s current ratio is higher than that of the industry.  The trend of the organization’s current ratio from 1995 to 1996 it looked at in the next column.  Although this ratio has fallen, it has not do so significantly; so, there is no need for creditors, investors, or managers to be concerned at this time.  If, however, this downward trend continues, then the interested parties will become alarmed to a possible problem and attempt to address it.  The last column simply gives an overall rating based on the previous two columns.  In this case, the company is doing well, so a rating of OK is given.  These terms are all relative, but they do give the reader an idea as to the well-being of the organization in question.



�



Ratios�Definitions�1995�1996�1996 Industry Average�1996

Industry

Comparison�Evaluation Trend

1995-1996�Overall��LIQUIDITY������������������Current Ratio�Current assets/current liabilities�2.26�2.21�2.05�OK�OK�OK��





	

















































































Day 1, Part A



EXERCISE:



Participants will first complete a financial statement analysis of their organization and then look at the ratios and attempt to find and analyze the strengths and weaknesses of their organization.





Questions for discussion:



How well is the organization doing? Is the business improving or deteriorating?  When looking at this question keep in mind how the industry is evolving in the economy.



What are its strengths and weaknesses?	



Are there any obvious trends which become apparent due to the ratio analysis?



4.   Participants should also discuss possible changes to be made that may correct or    

      help the situation.









�

Exhibit 1

Summary of Financial Ratios, Trend and Industry Comparisons



Ratios�Definitions�1995 �1996�1996 Industry Average�1996

Industry

Comparison�Evaluation Trend

1995-1996�Overall��LIQUIDITY���������Net Working 

Capital�Current assets - current liabilities�63�68�56�good�good�good��Current Ratio�Current assets/current liabilities�2.26�2.21�2.05�OK�OK�OK��Quick Ratio�(Cash + marketable securities + accounts receivable)/current liabilities�1.34�1.27�1.11�OK�OK�OK��ASSET UTILIZATION���������Accounts receivable turnover�Net credit sales/average accounts receivable�8.46�4.34�5.5�OK �poor�poor��Average collection period�365 days/accounts receivable turnover�43.1 days�84.1 days�66.4 days�OK �poor�poor��Inventory turnover�Cost of goods sold/average inventory�1.33�1.05�1.2�OK�poor �poor��Average age of inventory�365 days/inventory turnover�274.4 days�347.6 days�N/A�N/A�poor�poor��Operating Cycle�Average collection period + average age of inventory�317.5 days�431.7 days�N/A�N/A�poor�poor��Total asset turnover�Net sales/average total assets�0.57�0.37�0.44�OK�poor�poor��SOLVENCY���������Debt ratio�Total liabilities/total assets�0.61�0.61�N/A�N/A�OK�OK��Debt-equity ratio�Total liabilities/stockholders’ equity�1.55�1.58�1.3�poor�poor�poor��Times interest earned�Income before interest and taxes/interest expense�13.5 times�7.65 times�10 times�OK�poor�poor��PROFITABILITY���������Gross Profit Margin�Gross profit/net sales�0.43�0.35�0.48�poor�poor�poor��Profit margin�Net income/net sales�0.14�0.1�0.15�poor�poor�poor��Return on total assets�Net income/average total assets�0.077�0.037�0.1�poor�poor�poor��Return on equity (ROE)�Earnings available to common stockholders/average stockholders’ equity�0.207�0.095�0.27�poor�poor�poor��MARKET VALUE���������Earnings per share

(EPS)�(Net income - preferred dividends)/common shares outstanding�3.26�1.74�4.51�poor�poor�poor��Price/earnings (P/E) ratio�Market price per share/EPS�7.98�6.9�7.12�OK�poor�poor��Book value per share�(Total stockholders’ equity - preferred stock/ common shares outstanding�17.39�19.136�N/A�N/A�good

�good��Price/book value ratio�Market price per share/book value per share�1.5�0.63�N/A�N/A�poor�poor

��Dividend yield�Dividends per share/market price per share��������Dividend payout�Dividends per share/EPS��������Source:  Siegel, Joel G.  Financial Management.  Barrons Educational Services, 1991:  50-51

N/A-Not Available
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