Important Ratios for financial analysis

Here are some ratios which will help you assess the financial performance of a company better. You can calculate all the ratios by looking into the balance sheet of the firm for a given period.

We will begin with solvency ratios. A firm has monetary obligations to pay off its creditors, suppliers, debenture holders, employees and finally shareholders(if there is any cash left). A firm’s operations are basically concerned with employing its assets in activities that will fetch good returns sufficient to meet its monetary obligations.
Solvency is of two types: Short term and long term. Short term solvency ratios include current ratio, quick ratio (also known as acid ratio), absolute cash ratio, Debtors turnover ratio, creditor turnover ratio, inventory turnover ratio etc.

Short term solvency ratios:-
Current Ratio: gives the ratio of current assets to current liabilities. good indicator of the firm’s ability to pay off its current liabilities with its current assets
(Current Assets) / (Current Liabilities).

A Current ratio of more than 1 indicates the firm is in a better position to pay off its current liabilities in the short term period. The converse applies to current ratio of less than 1.

Quick Ratio:  a better indicator to assess the firm’s capacity to repay its short term debts than Current ratio. Current Assets include stock apart from other items like debtors, bills receivable, short term advances(money loaned out), bank account, cash, prepaid expenses etc; Of the above, stock is the most difficult to be converted into cash. Prepaid expenses cannot be strictly treated as an asset which can be used to repay short term debts.

Therefore, many analysts believe that to assess the firm’s repayment capacity, quick ratio will be better.

(Current Assets – stock -prepaid expenses) / (Current liabilities)

Absolute Cash Ratio: indicates the amount of cash and cash equivalents that are available to meet current liabilities. This is even more refined over Quick ratio since AC ratio takes only the cash and cash equivalents into consideration while assessing the firm’s repayment capacity.

(Cash + Cash equivalents) / (Current liabilities)

Cash equivalents include fixed deposits,govt securities, money bills etc which can be relatively easy to be converted into cash.
Debtors Turnover Ratio:
A firm makes two types of sales: Cash and Credit. Debtors of the firm are usually the firm’s credit customers who take the goods first and pay the firm later. The sales made to these customers is credit sales and these customers are classified as debtors. A firm can generate sufficient cash only if its credit customers make prompt payment. This ratio analyzes the debt collection period and checks the firm’s ability to collect payments on time from the customers.

a) if expressed in times: 
       Net Credit sales/(Average debtors or Average receivables)

where Average debtors = (opening debtors + closing debtors) /2; average receivables = (opening debtors + opening bills receivable+ closing debtors+ closing bills receivable)/2.

The more the number of times debtors are turned over, the better the firm is.

b) if expressed in months:

     (Average debtors or Average receivables)*12/ net credit sales

the lesser the months, the shorter the collection period and therefore indicates better debtor management.

c) if expressed in days:

(average debtors or average receivables)*365/net credit sales.

the lesser the days, the shorter the collection period and therefore indicates better debtor management.

Creditors Turnover ratio:
A firm makes both cash purchases and credit purchases. Credit purchases have to be paid within the time limit stipulated by the seller(creditor) else the firm will incur cash outgo in form of losing cash discount, penalty, late payment fees etc; It is therefore necessary to analyze the firm’s ability to pay its creditor in the short term since strained relations with creditors may result in substantial long term losses for the firm in an indirect way.

a) if expressed in times:-  
     Net credit purchases/ (Average creditors or Average payables)

where net credit purchases = purchases – returns; average payables = (opening creditors + opening payables +closing creditors+closing payables)/2.

the lesser the times, the quicker the firm is to pay off its creditors and therefore good for the firm.

b) if expressed in months:-

(Average creditors or average payables) *12/Net credit purchases

the lesser the months, shorter the payment period and therefore good for the firm.

c) if expressed in days:-

   (average creditors or average payables)*365/net credit purchases

the lesser the days, the shorter the payment period and therefore good for the company.

Inventory Turnover Ratio(also known as Stock Turnover Ratio): shows how quickly a firm can turn its stock(inventory) into cash. Its a good indicator of the firm’s ability to sell its inventory.

a) if turnover expressed in times :-

(Cost of Goods Sold or Net Sales) / Average stock

where Cost of Goods Sold(COGS) = Opening stock + Purchase of stock during the year – Closing stock; Net Sales = Cash Sales + Credit Sales – Sales returns; Average stock = (opening stock + closing stock)/2

The more the turnover times, the better the firm is.

b) if turnover expressed in months:-

(Average stock * 12)/ COGS or Net Sales.

The lesser the number of months required to turnover, the better.

c) if expressed in days:-

(Average stock *365)/ COGS or Net Sales.

The lesser the number of days required to turnover, the better.

Please note that either COGS or Net sales can be used to calculate inventory turnover ratios.

