                                            RATIO ANALYSIS

Ratio analysis is a widely used tool of financial analysis. The term ratio in it refers to the relationship expressed in mathematical terms between two individual figures or group of figures connected with each other in some logical manner and are selected from financial statements of the concern.

TYPE OF RATIOS

The operations and financial position of a firm can be described by studying its short and long term liquidity position, profitability and its operational activities.
1) Liquidity Ratio
2) Capital structure/Leverage Ratios
3) Activity Ratios

4) Profitability Ratio

LIQUIDITY RATIOS: The term liquidity and short term solvency are used synonymously. Liquidity or short term solvency means ability of the business to pay its short term liabilities. Inability to pay-off short term liabilities affects its credibility as well as its credit rating. Two ratios are used to highlight the business liquidity.
a) Current Ratio: It is one of the best known measures of financial strength.
                                     Current Assets
          Current Ratio=

                                                Current Liabilities
Where,

Current Assets=Inventories+Sundry debtors+ Cash and Bank balance   +Receivables/Accruals+Loans and Advances+Disposable investments.

Current Liabilities=Creditors for goods and services+Short term loan+Bank Overdraft+Cash credit+Outstanding Expenses+Provisin for taxation+Propsed dividend+Unclaimed Dividend.
A generally accepted current ratio is 2 to 1

b) Quick Ratios: It is sometimes called acid-test ratio and is one of the best measures of liquidity.
                                                    Quick Assets

                           Quick Ratio=

                                                    Quick Liabilities 
Where,

            Quick Assets        = Current Assets – Inventories

             Quick Liabilities = Current Liabilities- Bank Overdraft-Cash Credit
An Acid Test of 1:1 is considered satisfactory unless the majority of Quick Assets are in Accounts Receivable and the pattern of Accounts Receivable collection lags behind the schedule for paying current liabilities.

Some Other Liquidity Ratios

                                                                                    Cash + Marketable Securities
1. Cash Ratio or Absolute Liquidity Ratio =
                                                                            Current Liabilities

                                                   Cash +Receivable+Marketable Securities

2. Basic Defence Interval= 
                                                (Operating Expenditure+Interest+Income Tax)/365

If for some reason all the companies revenues were to suddenly cease, it would help determine the number of days the company can cover its cash expenses without the aid of additional financing.

3. Net Working Capital Ratio: Current Asset-Current Liability(Excluding short -term bank borrowing)

CAPITAL STRUCTURE/LEVERAGE RATIO:
It measures the long –term stability and structure of the firm. These ratios indicate the mix of funds provided by the owners and lenders and assure the lenders of the long -term funds with regard to:
1) Periodic payment of interest during the period of the loan and
2) Repayment of the principal amount on maturity.

Therefore leverage ratios are of two types :
a) Capital Structure Ratios and
b) Coverage Ratios  

Capital Structure Ratio : These ratios provide an insight into the financing techniques used by a business and focus, as a consequence on the long term solvency position. It shows the relative weight of different sources.

Equity means paid up share capital including preference share capital and reserves.
Three popularly used capital structure ratios are :

                                           Shareholders Equity

A. Equity Ratio =  
                                     Total Capital Employed

 This ratio indicates proportion of owners fund to total fund invested in the business. Traditionally it is believed that higher the proportion of owners fund lower is the degree of risk. 
                                       Total Debt

    B.Debt Ratio=

                                   Capital Employed         
 Total debt includes short and long borrowing from financial institutions, debentures/bonds, deferred payment arrangements for buying capital equipments, bank borrowings, public deposits and any other interest bearing loan. Capital employed includes total debt and net worth.Itis used to analyse the long term solvency of a firm.
                                              Debt +Preferred long term

 C.Debt to Equity Ratio=

                                       Shareholders Equity
A high ratio means less protection for creditors. A low ratio on the other hand indicates a wider safety cushion [i.e. creditor feels the owners fund can help absorb possible losses of income and capital].

Debt Equity ratio is the indicator of leverage.Traditionally, cost of capital firstly decreases due to the higher dose of leverages, reaches minimum and thereafter increases. So infinite increase in leverage is not possible.

COVERAGE RATIOS: This ratio measures the firm’s ability to service the fixed liabilities. These ratios establish the relationship between fixed claims and what is normally available out of which these claims are to be paid.
The fixed claim consists of:

1) Interest on loan
2) Preference dividend

3) Amortisation of principal or repayment of the installment of loans or redemption of preference capital on maturity.

Important Coverage Ratios Are:
a) Debt Service Coverage Ratio: Lenders are interested in debt service coverage ratio to judge the firms ability to pay off current interest and instalments.
                                                       Earnings available for debt service

Debt Service Coverage Ratio=

                                                                 Interest + instalments

Earnings for debt service=Net profit+Non cash operating Expenditure like depreciation and other amortizations + Non operating adjustments like loss on sale of fixed assets + Interest on debt fund.

b) Interest Coverage Ratio: It is also known as times interest earned ratio indicates the firms ability to meet interest (and other fixed charges) obligations.
                                                  EBIT

Interest Coverage Ratio=

                                              Interest      
     A high interest coverage ratio means that an enterprise can easily meet its interest obligations even if EBIT suffer a considerable decline. A lower ratio indicates excessive use of debt or inefficient operations.
c) Preference Dividend Coverage Ratio: This ratio measures the ability of a firm to pay dividend on preference shares which carry a stated rate of return.
                                                                       EAT

Preference Dividend Coverage Ratio = 

                                                                    Preference Dividend Liability
This ratio indicates margin of safety available to the preference shareholders. A higher ratio is desirable from preference shareholders point of view.
d) Capital Gearing Ratio: It is calculated to show the proportion of fixed interest (dividend) bearing capital to funds belonging to Equity Shareholders.
                                               Preference Share Capital+ Debenture + Long term loan
Capital Gearing Ratio =                                                                                                               

                                            Equity Share Capital+Reserve & surplus – Losses
For judging the long term solvency position, in addition to debt-equity ratio and capital gearing ratio, the following ratios are also used.
1)      Fixed Assets

     Long Term Fund

                                       Proprietary Fund

2) Proprietary Ratio=    
                                      Total Assets
Proprietary fund = Equity Share Capital+Preference Share Capital + Reserve & Surplus – fictitious Asset.

Total Assets exclude fictitious assets and losses.

ACTIVITY RATIO: These ratios are called Turnover ratios or performance ratios. These ratios are employed to evaluate the efficiency with which the firm manages and utilises its assets. These ratios usually indicate the frequency of sales with respect to its assets.

Types of Activity ratios are:

                                                      Sales

a) Capital Turnover Ratio = 
                                            Capital Employed
This ratio indicates the firm’s ability of generating sales per rupee of long term investments. The higher the ratio, the more efficient utilization of owner’s and long term creditor’s funds.   

                                                          Sales 

b) Fixed Assets turnover Ratio =                                       
                                                        Capital Assets
                                                               Sales

c) Working Capital Turnover =                                              
                                                      Working Capital         
Working Capital Turnover is further segregated into followings:

                                                      Sales

1) Inventory Turnover Ratio=                                   

                                                    Average Inventory

                                    Opening Stock+Closing Stock

Average Inventory = 

                                                           2

Very often inventory turnover is calculated with reference to cost of sales instead of sales 

i.e. Cost of Sales
     Average Stock
                                             Raw Material Consumed

In case of raw material =   
                                           Average Raw Material Stock
                                                          Sales

2) Debtor’s Turnover Ratio = 

                                                   Average Accounts Receivable

The speed with which the receivables from debtors are collected affects the liability position of the firm.

As account receivable pertains only to credit sales it is often recommended to compute as follows:

          Credit Sales

= 
     Average Accounts Receivable
                                                 Annual Net Credit Purchases

3) Creditors turnover Ratio = 

                                                   Average accounts Payable

                                       Or                       Credit Purchases    

                                                            Average accounts Payable  

Debtor’s turnover ratio indicates the average collection period. It can be calculated as follows:

                      =  Average Accounts Receivables
                          Average Daily Credit Sales
Average Daily Credit Sales =    Credit Sales

                                                           365

Similarly average Payment period can be calculated as follows:
                   =   Average accounts Payable
                      Average Daily Credit Purchase

PROFITABILITY RATIO :The profitability ratio measures the profitability or the operational efficiency of the firm. These ratios reflect the final results of the business operations.

1. Profitability ratios required for analysis from owners point of view:
                                                Profit after Tax

a) Return on Equity (ROE) = 

                                                   Net Worth

These ratios reveal how profitability of the owner’s funds have been utilised by the firm. It is one of the most important indicators of a firm’s profitability and potential growth. Companies that boast a high return on equity with little or no debt are able to grow without large capital expenditure, allowing the owners of the business to withdraw cash and reinvest it elsewhere. 

Composition of ROE using Du Pont Model:

ROE= (Net Profit Margin) (Assets Turnover) (Equity Multiplier)

Net Profit Margin = Net Income ÷Revenue. 
It is simply the after tax profit a company generates for each rupee of revenue.

Assets Turnover = It is a measure of how effectively a company converts its assets into sales.
                       =    Revenue
                                Asset

Equity Multiplier =Assets ÷ Shareholders Equity.
It is a measure of financial leverage, allows the investor to see what portion of the ROE is the result of debt.

DU PONT CHART                                                                                  Profit Margin
                                                                Return on Net Assets                 = EBIT / SALES
                                                               (RONA)= EBIT / NA  

                                                                                                                      Assets Turnover
                                                                                                                   = SALES / NA  
                 PAT                                           Financial Leverage

  ROE =                                                       (Income) =PAT / EBIT

              NET WORTH  
                                                                     Financial Leverage =NA / NW

                                                                     (Balance Sheet)            
                                                   Net Profit Available To Equity Shareholders 

b) Earnings per Share =  
                                                        No of Ordinary Shares Outstanding     
It reflects the profitability of a firm per share.

                                           Total Profit Distributed To Equity Shareholders  

c) Dividend per Share =    

                                                 No of Equity Shares

It indicates the amount of profit distributed to share holders per share.
                                            Market Price per Share

d) Price Earning Ratio = 

                                           Earnings per Share             
This ratio indicates the expectation of equity investors about the earnings of the firm.
2. Profitability Ratios Based on Assets / Investments  :
a) Return on Capital Employed / ROI:        
                                        Return     
             ROCE =                                      × 100
                               Capital Employed
Return = Net Profit

               ± Non Trading Adjustments (but not accrual adjustments for amortization of       

                   Preliminary expenses, Goodwill etc) 

               + Interest on long term debt + Provision for Tax

               -   Interest / Dividend from Non Trade Investment         
CE = Equity Share Capital

         +Reserves and Surplus

         +Preference Share Capital

         +Debenture and other Long Term Loan

         - Miscellaneous Expenditure and Losses 

         - Non Trade Investment

Intangible assets should be included but no fictitious assets should be included within CE.

                  Return

b) ROI =                                     × 100

               Capital Employed     
                 Return                         Sales
        =                    ×100     ×
                 Sales                          Capital Employed
         = profitability Ratio ×Capital Turnover Ratio

ROI is the percentage of return on funds invested in the business by its owners. This ratio tells the owner whether or not all the efforts put into business has been worthwhile.

                   Net Profit after Tax             Net Profit after Tax             Net Profit after Tax

c) ROA =                                         =                                             = 

                    Average total Assets          Average Tangible Assets       Average Fixed Assets

3. Profitability Ratios Based On Sales Of firm :
                                                  GP

a) Gross Profit Ratio (GP) =                       × 100

                                                         Sales
If costs are classified suitably into fixed and variable elements, then instead of GP ratio one can find out P/V ratio.
                                        Sales – Variable Cost

                  P/V Ratio =                                              × 100
                                                  Sales
Fixed cost remaining same, higher P/V Ratio lowers the break even point.

                                               Operating Profit

b) Operating Profit Ratio =                                         × 100

                                                     Sales

Operating Profit = Sales – Cost of Sales

                                       Net Profit

c) Net Profit Ratio =                                         × 100

                                          Sales

4) Profitability Ratios Based On Sales Of Firm:
                                                            Average Share Price
a) Price Earning ratio (P/E Ratio) =                                         × 100
                                                                     EPS

                                                               Closing Share Price

Sometimes it can be calculated as: 

                                                                  EPS 
                         Dividend

 b) Yield =                                     × 100

                    Average Share Price

Or                      Dividend

                                                      × 100

                    Closing Share Price

Dividend percentage indicates return on paid up value of shares. But yield percentage is indicator of true return in which share capital is taken at its Market Value.

c) Market Value/ Book Value Per Share:
Market Value Per Share                       Average Share Price

Book Value Per share            =         Net Worth/ Number Of Equity Shares
Or            Closing Share Price
          

             Net Worth/ Number Of Equity Shares

Higher the ratios better is the shareholder position in terms of return and capital gains.
































