Analysis and interpretation of financial reports
Analytical Methods

Horizontal Analysis – involves comparing the reported numbers in the current period with the equivalent numbers from the previous period.
Trend Analysis – is aimed at predicting the future direction of various items, based on an analysis of the direction of the items in the past. Usually requires at least 3 years data.
Vertical Analysis – involves comparing the items in a financial report to other items in the same financial report. It is referred to as common size statements with an anchor point. Each item is a percentage of the anchor point.
Ratio Analysis –

· Profitability Ratios – 
Return on Equity = 	Net Profit after tax – Preference dividend	      x 100
		Average shareholders’ equity (Excluding outside equity interests)   
It is advantages for this ratio to be trending upwards, but can attract new competitors into the industry and erode excess ROE.
Return on Assets/ Investment = 		    EBIT		   x 100 
		  		  Average Total Assets / Total Assets
It is advantages for this ratio to be trending upwards, as it defines the company’s ability to generate income from its asset investments, irrespective of the source of finance.
Gross Profit Margin = 		Gross Profit	   x 100
			 	Sales Revenue
Net Profit Margin = 	Net Profit / EBIT/EBI	   x 100
			Sales Revenue
Return on capital employed = Net Profit after tax – Preference dividend   x 100
			Avg. Long term debt + ordinary shareholders’ funds
Return on Net assets = 		EBIT		   x 100
		       Fixed assets + Working Capital


· Efficiency Ratios – 

Asset Turnover Ratio = 		Sales Revenue		  
			       	         Average Total Assets
An entity’s asset efficiency, as depicted by the asset turnover, will depend on the efficiency with which it manages its current and non-current investments.
Inventory Turnover Ratio = 	Cost of Goods Sold	   
				Average Inventory
Debtors Turnover Ratio = 	        Sales Revenue	
				Average Trad Debtors
The higher the turnover times ratio suggests better efficiency with converting inventory and debtors to cash.
Debtors Days = 		Average Trade Debtors		   x 365
			      Sales Revenue
Inventory Days = 	Average Inventory	  x 365
			Cost of Goods Sold
Lower inventory days and debtor days generally reflect better management efficiency. However, lower inventory days could also suggest that the entity is carrying insufficient levels of inventory.
Working Capital Turnover = 		Sales Revenue		
				      Average Working Capital
Fixed Assets Turnover Ratio = 		Sales Revenue		
				         Average Fixed Assets

· Liquidity Ratios – 

Current Ratio = 	Current Assets		
			Current Liabilities
It helps judge the ability of a company to meet short term liabilities.
Quick/ Acid Test Ratio = 	Current Assets – Inventory	
				     Current Liabilities
Shows liquidity position without relying on inventories or non liquid assets.

Cash Ratio = 	Cash + Cash Equivalents + Invested Funds
			Current Liabilities 
Further refines quick ratio by considering only cash and its equivalents.
Operating Cycle = Inventory days O/s + Debtors days O/s – Payable days O/s
Shorter the cycle, higher the liquidity position.
Cash Flow Ratio = Net Cash Flow from operating activities
			Current Liabilities
The higher the ratio, the better the position of the entity to meet its obligations.
Cash Debt Coverage = 	Cash from operations	
			Total Liabilities
Cash Return on Sales =    Cash from operations	
			       Gross Sales 

· Capital Structure Ratios – 

Debt Ratio = 	Total Liabilities			
		   Total Assets
Debt Equity Ratio = 	Total Liabilities 		
			  Total Equity (shareholders’ funds)
Equity Ratio = 	            Total Equity	
		            Total Assets
Capitalization Ratio =		 Long term Debt		
		           Long term Debt + Shareholders’ equity
Clear information about a company’s use of leverage.
Interest Coverage Ratio = 	EBIT		
			Net Interest (expensed + capitalized)
Measures the ability of the entity to meet its net interest payments out of current year’s earnings before interest and tax.
Debt Coverage Ratio = 	Non-current Liabilities	
			Cash from operations
Measures the payback period for the coverage of long term debt.

· Market Performance Ratios – 

Earnings per share = 	Net profit available to ordinary shareholders	
		              Weighted number of ordinary shares on issue
Dividend per share = 	Dividends paid or provided in current year	
			Weighted number of ordinary shares on issue
Dividend Payout Ratio = 	Dividend per share	  or 	Dividend	
				Earnings per share	        Net profit after tax
Dividend yield Ratio =	   Dividend per share	
			       Market price
Price Earnings Ratio = 	Current Market Price	 
			  Earnings per share
Measures the number of years of earnings that the market is capitalising into share price and whether the cost of the share is cheap or expensive.
				





