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Ratio Analysis


Ratio Analysis

Outline

· Use of Financial Analysis


· Categories of Financial Ratios

· Liquidity 

· Asset utilization ratios

· Profitability ratios

· Debt utilization ratios

· Market ratios

· Limitations to Ratio Analysis 




Financial Analysis

· Evaluating a firm’s financial performance

·   Over a time period____
· Identify negative trends and undertake corrective action


·   Across a number of firms______
· How is the company performing financially to its competitors or others in its industry?

Use of Financial Ratios

· Different people use ratios to analyze various parts of a company’s business

· Suppliers and banks (lenders) are interested in _liquidity ratios________ 

·  Shareholders are interested in __profitability ratios____
· Long term creditors look at __debt utilization ratios____
· In addition to the above, management is responsible for _utilization of assets _________
Financial Ratios – Liquidity Ratios 
· Measures the firm’s ability _to meet its short-term obligation _______
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· A low ratio compared to other firm’s in the same industry may indicate the firm is having difficulties in __paying short term bills_____


· A high ratio compared to other firm’s in the same industry may mean an inefficient use of _short term assets (e.g., cash, A/R)___
Financial Ratios – Liquidity (cont’d)
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· Also called the __”Acid Test Ratio”_____
· _Stronger__ measure than Current Ratio

· Useful when _Inventories__ are not considered to be liquid

Financial Ratios – Asset Utilization 
· Measures how efficiently a firm uses _assets_ to generate _sales__.  The higher the ratio, the _greater_ the efficiency
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· Shows a firm’s ability to generate sales with respect to its assets (i.e., how many dollars of _sales__ are generated for each dollar invested in __total assets___?)

· Low ratio suggests the firm _is not_ using its assets efficiently

· Very high ratio suggest using old assets with low accounting values.  L-T assets may be misleading due to _depreciation__.

Financial Ratios – Asset Utilization (cont’d)
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· Note difference between _”Sales”_ and _”Credit Sales”__
· Shows how _quickly_a firm can collect on sales (directly related to __credit policies____ and __collection__ management) 

· _low_ AR turnover or _high?_ Average Collection Period may suggest an improvement in credit and collection is warranted

Financial Ratios – Asset Utilization (cont’d)
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· Measures how fast a firm pays off _its creditors____
· Lengthening the time it takes to pay creditors will _lower_ the Accounts Payable Turnover ratio and _increase____ the Accounts Payable Period

Financial Ratios – Asset Utilization (cont’d)
· Indication of how effective inventory management activities are
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· _low_ turnover or _high__ days inventory may suggest _obsolete__ inventory or _poor__ inventory management

· Too high Inventory Turnover may suggest __lost sales from being out of stock_______ 

· Possible to use “Sales” in place of COGS
Financial Ratios – Profitability
· Measures the profit generating ability of the firm

· Profit Margins
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· Low profit margins (compared to industry peers) suggests the firm is _not generating enough sales__ relative to expenses and/or its expenses are out of control

Financial Ratios – Profitability (cont’d)
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· Shows how effective the firms is in __generating earnings from its assets___________ 
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· Shows how effective the firm is in generating earnings from _invested equity_______
Financial Ratios – Debt Utilization

· Measures how much (%) of the firm is financed by debt
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· A _high ratio____ shows the firm is using a high amount of financial leverage

· Debt utilization ratios can vary widely, depending upon _industry sector_______
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· Measures the firm’s mix of _debt and equity_(capital structure)

Financial Ratios – Debt Utilization (cont’d)


[image: image18.wmf]Expense

 

Interest

EBIT

 

 

Coverage

 

Interest

 

Times

=


· Measures the firm’s ability to meet its _interest payments from operating cash flow_____
· A _high_ ratio suggests the firm can safely pay its bondholders and may be able to _take on more debt__.  A low ratio suggests the firm may have too much debt relative to its _operating cash flow___.

· Note that firms in _different industries_____ utilize widely varying amounts of debt

Financial Ratios – Debt Utilization (cont’d)
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· Measures the firm’s ability to meet all its __fixed obligations (e.g., lease payments)__
· _Stronger___ measure than Times Interest Earned 

Financial Ratios – Market Ratios
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· The amount of net income for each common share
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· Looked at as a _measure of growth____ expected in a company

· May use _existing (trailing)__ earnings or _forecast___ earnings


Financial Ratios – Market Ratios (cont’d) 
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· The _yield_ on the common share from dividends paid
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· The amount of earnings _paid out as dividends _
· Dividend ratios must be considered _in the context of the industry_
Limitations to Ratio Analysis

· Accounting statements (i.e., balance sheet items) usually based upon _historical costs_, not _market value_

· Firms may use different _accounting policies_, making inter-firm comparisons difficult

· Difficult to compare a firm operating in more than one _industry sector_

· Firms can _”window dress”_ their statements to make them look better
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