Ratio Alysis

B

% Meaning and importance of ratio analysis
& Examining profitability performance of afirm -
& Evaluating solvency of a firm

& Operating Ratios of a firm

41 Introduction

Financial statements are the end result of ac
financial statements is not helpful in effective

eﬁecﬁve, there are some financial tools viz., ratio ana _
size statement, and fund flow statement. In the present chapter, We will discuss various

types of ratios and interpretation of thereto. Ratios are simply a means of highlighting
arithmetical reiaﬁonships of figures drawn from financial statements. According to
Accountant’s Handbook by Wixon, Kell and Bedford, a ratio is an expression of the
quantitative relationship between two numbers. The data used in ratio analysis is taken

from financial statements, thus it is based on financial statements.
der than financial statements itself. It 1s useful
heck their proprietary in the company besides

on credit, 1.€., creditor, keens t0 know the

counting process. But a mere reading of
decision making. To make decision more
lysis, trend analysis, common-

The scope of ratio analysis is Wi
for existing shareholders in order to €
‘amings per share. A supplier of goods
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liquidity position of the company, in order to ensure his paymenys ;o
si?nilarly, it assists employees, staﬁ"z debto;‘s, banhng institutions et toue g
the financial health of the comp any I detall..The ratios analysis a]g enc o
nort-term and long-term decisions. In a precise, rafio analysis js 5 systr::n:J g
s f a company is made. The strength, anqd thrgy,
i Weakness gl
f these results are interpreteq ace of

i jal di se 0
which financial diagno '
companies may be traced and cc_)rrccted i
Therefore, establishing relationship between two data, and correct intelpretaﬁ()nel
| afe

two essentials of ratio analysis.

4.2 Objectives of Ratio Analysis

Besides, the prime objective of the ratio analysis i.e., assistance in decision making ;

has also few more sub-objectives. , |
1) Tomake comparisons between two data, on some rationale, for analysis PUrposey
2) To examine the causes of changes in results over a period.

3) To compare results of two different companies by placing them on equal platfory,

4) To predict future growth of a company.
5) To provide indicators of a firm’s past performance in terms of its Operationa]i

activity and profitability. |
6) To extract weak points of the company and taking corrective action to improve :

upon..
7) Ratio analysis also assist in effective control of business.

4.3 Limitations of Ratio Analysis

1) A single ratio does not convey much of a sense. To make a better interpretation

a number of ratios have to be calculated. -
ments which itself has some limitations

2) Ratio analysis is based financial state
e.g., dependency upon historical data. Thus, ratio analysis is not isolated from

inherent limitations of accounting system.
3) Ratio analysis reproduces results in a desired manner, but does not signifying

future probabilities.
4) There is no set standard or rules of thumb for all ratios. Therefore, an investor

may have different interpretation from other.
5) A change in financial results due to any change in accounting policy may
mislead ratio analysis, and amount to incorrect interpretation.

6) Ratios do represent financial data in form of relationship between two elements
of data. These resultant outcomes do-not indicate the causes of difference. if

any.
7) Personal biasness in accounting policies, window dressing etc. are a]g
. O reasons

of less applicability of ratio analysis.

——
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| g While making ratio analysis, noattention is made op g b
and this makes the interpretation of ratjog invalid ¢ Changes in price levels

Ratio analysis does lllot. give comparable res

9) industries due to variations in manageria]

Ratio analysis is merely a tool of fip

10) ess if it is separated from stateme

from different
rocedures, et _

a .l y
n?:}"nl slatcrpcnts. Hence, ratios become
5 Irom which they are computed,

atio analysis, it is wj
atio analysis, it ig widely used in financial decision

usel

14 Cossification of Ratio Analysis

e use of ratio analys'is is not limited.to financial mana
ere 4T different parties those use ratio analysis for th
frtios are computed to cater the need of different p
has been shown in figure 4.1 below.

ger only. As discussed above,
eir desired purposes. A variety
arties. A detailed classification

' v v }

I Liquidity Ratio Profitability Ratio Activity Ratio Solvency Ratio
Current Ratio — Inventory Tumover > Debt Equity
Liquid Rafi lr ¢ Ratio Ratio A
(P?c‘:tli tesa: r:tio) In relation In relation to > Debtor Tumover > l()::bitt;? ;gtt?cl)

to sales investments Ratio p
Cash Ratio . - Interest
TR Logwss  frrewmon  [TRRCISSRR, | Corage
Profit Ratio Investment | L Ratio
' i > - Working Capita Capital Gearing
3 ggtei ;a g, 22:,‘?& e Tumover Ratio P
Employed | Total Assets .
™ g::igr oft |, Retumon Turnover Ratio
L E Equity Capital |, Debtors Receivable
xpense - .
Ratio > gﬁ;’:g‘g B Creditors Payable
- Price-Eamning
Ratio
> Dividend
per Share

Figure 4.1: Classification of Ratios

48 fin st o

L,S liuidity Rafios i
Qidity 1o ; jonifie :
mgetl?tlty (20s represent short-term solvency T xgur;inize these ratios before

c :
n;, - CUITent obligations. Potential lenders calt'_ eﬁlltlg’ sash or cash equivalents hold
by g SROt-term loans to the firm. Liquidity refers deposits with bank,

. ; : h, demand A
o, dlll‘l.ng that period. Liquid assets mcg:g: :cfrities which can be immediately
a

highly liquid investments, market

s ability of a firm to
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50 || Fi ance of liquidity ratio 18 for short-term i.c., less thy,

converted i cash. The relev
.. .4 in order to pay off short-term liabilit;

year. . s required in OF . et leg

Availability thun! a;Sce;il oo the othtfl' hand, 1ri1sufﬁc1¢:n:‘l 'll.qL'lldlty may |
to propel working capl:isolVCﬂc)" Liquidity is 2 two sides i\svzrf r’altti ;: equally '
company 11 hol?c;:;:i‘iltl}' as insufficiency of funds. Three tyP e COmpygy, |
to have excess H4-
under liquidity ratios:

(1) Current Ratio . .
(ii) Quick Ratio (Acid Test Ratio)

Cash Ratio
(iii) Absolute of s 1aio relationship between current assets and cyp,
)

- as working capital ratjo,

t ratio is also known : ‘

Curr"[t1 d in absolute number, and not 1n PchFPIagc_ i
i s by total of the current liabilities,

Current Ratio: Under
liabilities is invesng'ateld. i
result of current ratio 15 pre t
calculated by dividing the total current assc

Current Assets
Current Ratio = Current Liabilities

The two components of this ratio are current assets and current liabilities. A [iy

of components of current assets and liabilities, for the purpose of above said ratio, j;

given below.

Current Assets Current Liabilities
Cash in hands Sundry Creditors
Cash at bank Bills payable

Marketable Securities (Short-term) Short-term loans

Bills Receivable Income Tax payable

Sundry Debtors Dividend payable
Inventories Bank overdraft
Work-in-progress

Pre-paid expenses

Interpretation of Current Ratio: Current ratio presents the liquidity position of
the firm. It shows the ability of the firm to pay short-term liabilities as and when they
become due. A high rate of current ratio indicates better solvency of the firm in short-
run. On the other hand, current ratio with low rate signifies inability to discharge short-
term liabilities. There is no benchmark to determine the optimum level of current ratio,
but generally it follows ‘banker’s rule for lending’. According to this, standard level is
2:1 which means current assets should be twice as compared to current liabilities. The
current ratio at 2:1 is considered satisfactory. It is important to notice that current ratio
is computed in absolute number rather than percentage.

t

]
1

|
|
5
|
i

e
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t
e " ihe fir™ Therefore, current ratiq shozllllll:il e
Th 4y the * ion. For example, a firm pileg

retat
W08 inteP' ent assets, but the realizap), in
ing" ¢ of cU ; € valug of Ventory will b,
5 nount *er example of high amount of gy, uChis ete inventory \::lcl

N -nai ts :
wgﬂ wer o allsszle vatl:si:f %r:c:::ld CXpenses, Tather thege "¢-paid CXpenses,
n roportionate DAz s¢ of above saig reqq, ar: amortised agajng;
0 atio. » CUrTent ratio
Sgs crude ents through b o
lled® *  gmooth paym {ouBh banks, some firpyg 1
To S"Sl: pasis from th;“ "‘:Spcc:“l‘r':l?"}“ksl- Some authors 4, c
en taken bank ove acility for 5 |,
nﬂﬂn s have ) . X along-tery basii § ses
?vehfrc -r(;‘c‘rc in cal-md-?lon 31253 7I°-“t T“m' 1L adviseq gy ba“he" it should pot
B consi ” yrrent -hat')l. ity u 1t s clearly mention inthe questi OVerd'ra.ﬂ should
pe 85" ngcmem/lmbxhty- o0 tatitis a fong.
™ interpreting current ratio results, following pojy must
jle! o
whil e urrent ratio is not always good if the
1 '-:smnccs are as follow:
i

glow moving of stock, or obsolete stock,

p) Ahigh level of debtors may be because of delayeq collection from dep

¢) Current ratio results may also distort the decision, if it i = ebtors,
{humb rule of 2:1 due to high amount of cash ang bank balan::c l;hm the
a high amount of cash and bank balance shows tha the opera.linzcausf’

. s i eile
of the firm IS MOVINg I right order, but firm has not suficient investment
opportunitics.

Alow current ratio may be 'duc to non-availability of sufficient fund
jiabilities, or firm is operating beyond its capacity at higher risk.

3) A firm, dealing in service i']dU_Stl'Y’ with high investments in fixed assets may
be successful even if the ratio is low, on the other hand, a trading firm requires
to have high current ratio because there is @nccd to make payment to supplier
quickly. .

4) The level of current assets 1s, generally, more in case of manufacturing firms
than trading firms.

5) Current assets and current liabilities tend to change with season if firm's business
is seasonal. In a peak scason, current assets will be more and current ratio will
be high. On the other hand, this ratio will go down when the season is off.

6) The nature of goods in which firm operates also be a deciding factor of current
ratio. In case, a firm is dealing in trading of precious metal may have lower
current ratio in comparison of a firm engaged in fast moving consumable goods
(FMCGQG). '

7) Alower current ratio may be considered satisfactory in case of a firm with good
reputation.

tio i
- no

t Tevea] quality of gggeqg

i 1Y followeg Wwhile

Overdraft fyeqy;
oftl}c view that i tc); s

be kept into mind,

quality of aggets i poor. Some

S to pay oflf
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52| o Balance Sheet of XYZ Co. Ltd js

s from -5 information.
[ilustration L: EXH;; from the following :

yrrent 12
Compute

Presenge,

Current Assets =~

S. Debtors

Cash in hand and at Banj
Inventories

Bills receivable

Pre-paid expenses

Solution:

| Assets = 78000 + 35500 + 153000 + 65800 + 267 _ 35 :
Curren |

Current Liabilities = 35000 + 54000 + 32500 + 45500 = 170009
urre

Current Assets
0= s s
Current Rat0 ="~ ront Liabilities

359000
Current Rat0="170000

=211 or 211:1
Interpretation: The current assets are 2.11 times more than cugre
assuming that all information is normal and not influenced by any qualj

Acid Test Ratio or Quick Ratio: We have discussed above th
from some limitations /ike, inclusion of inventory, and pre
refers to stock of goods. It is a general practice that firstly, goods will be sold on credif

which resultantly create debtors, secondly, these debtors will make Payment after;
time (collection time) granted to them, Thus, i i

nt liabilities,
tative facty,
at current ratip suffery
-paid expenses, Inven

Tnventg e 2 matio called quick ratio or acid test ratio
acid m&ﬁ _?;C usl“a;gi:;x:zses are not lncll‘lded in current assets for the purpose of
libilGes, Pefers o elatonship between quick assets and currel
Quick Assets < }
5= Current Assets (Inventory + Pre-paid Expense)
Quick Ratjg = — Quick Assets
Current Liabilities

Thumb Ry, | 11

Since quickm -
A tio i 2 1: :
shoulq be uZlngOI:Z‘:SreteSt therefore ryje of thumb is 1:1 which means
than ¢, o1 rent lighilig ; : :
Current liabiljm labilg tis gen;r:;s' In simple words, quick assets must
0 the firm Y tought that if quick assets are equdl

0 meet its short-term obligations-

DR
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entary ratio to the current ratio, it is ' . '
” '“"lz;n ' 18 useful jp Mmeasuring the liquidity position
{ of[he

ation 2: From the following By,

lllus"ﬁ) quick ratio.

nce Sheet of AR Co. Ltd. compute (i) current |
ra[iOy (

Capital and Liabilities - Amount Tasiqrs Amount
Share Capital 380000 | Land ang Building 520000
peserves and Surpluses 165000 | plant anq Machinery 310000
Debenture 200000 | Inventory 130000
pank Loan (5 years) 110000 |g. Debtors 78000
Bills payable 35000 | Cash in hand 55200
5. Creditors 65500 | Cash at bank 42300
Short-term loan 33500 Pre-paid Exp. 65800
provision for Tax 25000 | Bills Receivable 12700
Total 1214000 | Total 1214000
Solution: 7
Current ‘Ratio _ __Current Assets
Current Liabilities

_ 130000 + 78000 + 55200+ 42300 +65800 +12700
35000+ 65500 + 33500 +25000

384000

= —

159000

. . _ Current Assets — (Inventory + Pre-paid Expenses)
Quick Ratio= Current Liabilities
_ 384000 — (130000 + 65800)
- 159000

188200 _
159000 '

! lustration 3: The extracts from Swastik Co. Ltd. is given below. You are required to
§ °ompute current ratio and acid test ratio, give your comment on results.

Sundry Creditors 405 Inventories

Bils Payable 1800 | Sundry Debtors 52300
5200 Cash in hand 2860
12400 | Advance payment of tax 16200

210posed Dividend 8640 | Bills receivable 3160

Lot 68600 | Total 153800
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Currcnt Assetsj
Rati® = Current Liahllmes
153800 _ 124

— (Inventory + P"e‘pal

nt Assets -
Curr Current Liabilities

(53800~ (79280 16200)
- 68600

_58320__ 0385
~ 768600
, re-paid expens
payment of & ’S/tres S pented utorty. "
Note: AP e unless 19 un » .
Pa::ibi/i!yafrf(‘f?\"r) fc ent 7atio of the Swastik hCo. Ltd. is .2,24:1 iy
[nterpretation s are i osition to pay off short-term liabilities Buge
satisfactory &€ taSSf trat liquid position of the company is not up to 1
. which shoWS combined analysis of both ratios algg higmh-:

ratio is 0.8%: iabilities. The
pay off its short-term liabi low in the company.

:~ventories arc

ovement of TAVER i i

that ™ ¢ a firm shows current liabilities = 3000,
]

Sheet 0 ’
The Balance Ratio = 0.75:1, Compute Inventories,

tration 4: !
ICuu'::ent Ratio = 225:1,and Acid Test

ution:
Sol Current Assets

Current Ratio =~ con¢ T jabilities

225 CurmentAssets
T 300000
Current Assets = 2.25 x 300000
= 675000
Current Assets — Inventory
Current Liabilities
015 _ 675000 — Inventories
1 300000
0.75 x’300000 = 675000 - Inventories
Tnventories = 675000 — 225000
Inventories = 450000

Quick Ratio =

twy

ted
is granted by tax authority, er,“

Ratio Analysis |l 55

sh R”ﬁo,orAbmh."e Liquid Ratio: As we have discussed above that realisation
fin""""‘tm-i.es into cash :isltw DSteps away, similarly, there are few more current assets
fhoSe are cither not rea lb)" convertible into cash or convertible at losses only. For
example' sundr};c:ebt;?rli; }1'1‘15 payable can be converted into cash on or after a period
£ credit allowee 12 em. Moreover, there may be probability of doubtful / bad debts
N cause lesser amount of recovery of cash from debtors. In order to test a firm

hich may £ liquidi ¢
ata higher norm of liquidity, cash ratio or absolute liquid ratio is calculated.

For example, you are running a business supplying goods on cash only. But you
received big order to make supply of goods on credit of a one-weck. Looking into the
tum of profit that you can earn from this order, you don’t want to lose that order.
ou want to know the ability of the firm to make your payment can be assessed

W, Y
No h ratio.

ﬁoﬂl cas
Cash and Bank Balance + Marketable Securities

Current Liabilities

Absolute Liquid Ratio =

The acceptable benchmark of this ratio is 0.5:1 or 1:2. In simple words, if current
ssets are half or more than pa[f then current liabilities then firm is considered as
capable to pay off short-term liabilities immediately especially in cash.

mustration 5: Balance Sheet of Gourisha Co. Ltd. is given below.

@@ahiﬂﬂ Amount - | Assets Amount
Equity Share Capital 580000 | Land and Building 520000
10% Pref. Share Capital 450000 | Plant and Machinery 410000
Reserves and Surpluses 265000 Investment in X Co. Ltd. 310000
(Long-term)
Debenture 200000 Inventory 95000
Bank Loan (short-term) 110000 S. Debtors 128000
Bills payable 36000 Cash in hand 95200
S. Creditors 45500 Cash at bank 82300
Outstanding wages 20500 Marketable Securities 15800
(short-term)
Provision for Tax 5500 Pre-paid insurance 56200
Total 1712500 | Total 1712500

You are required to compute (i) Current Ratio, (ii) Liquidity Ratio, and (iii) Absolute
Liquidity Ratio. Comment on liquidity position of the company.
Solution:
Current Assets = 95000 + 128000 + 95200 + 82300 + 15800 + 56200
"= 472500
Current Liabilities = 36000 + 45500 + 20500 + 5500 + 110000

=217500

Scanned with CamScanner



412500 _ 5 175

Ratio Analysis || 57

erent Rati0 ™ 217500

C
472500 — (95000 + 15800) m\\_:m_..wﬂ.ﬂ._ ‘
Pp—" \\\l} . =
rEﬁa Ratio = Ngqmoo No. Current Ratio < Tustibeatn
1700 . f?\_v No Impact ! Since both are current a5
& 36172 _ 166 { in debtors, and increase Eo S, therefore there will be decrease
217500 But it would certain}y ; cash will not impact current ratio
Bank + M AJ Improve From numerato inly impact quick ratio. .
+ Bank + ; i r as well -
Cash Ratio = Cash+ Pank? cble Seeurigey | deduted theretore cutent o wi e g
a iabili e o will be i
ilities ) Reduce w will increase stock as well as o__. a.n improved.
95200 + 82300 + 15800 |t m”&%&. editors. Current ratio will
= - ac i
217500 wi) |NoimP arlie the amount was reficcted s § —
m own as debtors. Thus, o ch  inventory now it will be
193300 impact on liquidi 2 ange in current ratio. But it has
e —— o WW \.\x z Habwnn O —.- . qa—o.
B 500 ) . (vii) |NO ash will be reduced o
217 — current ratio. and stock will increase, no change in
i be concluded that Gourish, iii) [ Improve Short-t —
above results, 1t can ed ¢ a Com (vi erm liability has b
From the 1fils all three criterion that are o:noﬂm,nwrwm Wiy | — Supentiatio i:WEEoMM“ et out of cash of 230000.
a 10 = .

as it fu

- uidi ition g
liquidity POS! 1.66:1, and Absolute Liquidity Ratio or Cash Rafio= 0] 0y . w. . ..
81, 4.6 Adivity atios / Efficiency Ratio / Current Assets Movement Ratio

Liquidity Ratio =
[lustration 0:
following activi
ratio will improve Or not. .
(i) Purchase of fixed assets by making payment through bank,
(i) Purchase of
(iii) Cash collected from debtors.
(iv) Cash payment to creditors.
- (v) Goods purchased on credit.
(vi) Goods sold on credit.
(vii) Purchase goods for cash.
(viii) Abank loan (long-term) of T500000 is
cost of plant is ¥450000. The remaining mo
of creditors.

taken to purchase plant. The purchst
ney has been usedto make pije

o8

bank vill 2022

Payment for fixed assets n.:.o:ms -
assets, therefore, current ratio will be declined: E B
Loan from bank will increase bank .aw_ise%?

Bwormﬂa.

amount has been paid to purchase
] | will be no change in current ratio.

. The current ratio of Megha Co. Ltd. is 2:1. 0 ;

: ties of the company and explain the impact of ochmnzn .Ea impgg A quick assessment of current assets position can b
naaﬁ_oéaﬁ But current ratios captured a still photograph instead ¢ evaluated from current ratio.
m:.aw are woﬂ meant to wo.e.m_.o and kept in the ccmwu mMM Ha%m_n__sm .wosbm video. The
. osmozﬁ is to use them in an efficient manner. The Euabmmwv % omﬂ%.F rather the
machinery by taking loan from bank. The term of loan is § business reflects ::.w moving speed of its current assets. In si _o operating cycle of
Y put in working capital (current assets) to produce o% simple .ioam. the funds are
more cash from business operations. goods and services, and to generate

Flgure 4.2: Operating Cycle of Business
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Starting from the im;::snnertl}tls in raw magey:
id to them in cash, or otherwise reflects A
;’e"g: are sold on credit basis and cash jg COlleZtled(f)‘: ts‘andli);zelfw by
cash liabilities are paid off like, paymen¢ 1 crogy (:)m the debt'abili I‘\
cycle of a firm works at slow speed then the gy wipy O lag L
of the company Wil be hampe'red, Thus, jt is ssent 'emame;’.
firm must be rotated at a sufficient speed Whicl, S ia] fha
maintain profitability of the firm, The Operating cyilllstl
working capital cycle. e

fy t}? I hQ
of g ey, e\\
]
.mount of al'&
ing °apita1pcr;cﬁlteab}i:li‘y by

As the number of rotations increases, the g
question arises how to trace the speed of
helpful in examining the speed of workip

’ 8 Capita] Cycle, Oy
1. Inventory/Stock Turnover Ratjq
2. Debtors /Receivable Turnover Ratio, \
3. Creditors / Payable Turnover Ratj,
4. Working Capital Turnover Ratjo,

Inventory / Stock Turnover Ratio

Inventory or stock turnover ratio shows the
measures the how quickly inventory is sold y
has been turned into sales during a period and evaluateg Umber o Y

. . the effic; hm%
firm is able to manage inventory. It is always desiraple that ¢ ety g ‘
locked up in inventory because piling up of stock has Wealmgslslgs g 08

substantial amount. to purchase gf)ods, storage cost, insurance °0st,' %
unwarranted risk like, theft etc, risk of obsolesce, and Probabiliyy ofdm_!i
fashion. Thus, an optimum level of inventories sho lmy

uld be stocked,
Inventory ratio is calculated by establishing relationship between ges th
inventory.

stock velogity ;

. OCity ingg
- Itindicates th, satl,es

Sale;
Inventory Turnover Ratio = — ==
Average Inventory

Inventory turnover is computed by dividing the sales by average i
ratio is likely to differ substantially from one business to another. On impotes
is the nature of material, and value of stock. For internal managementcorlé
is also computed with ‘cost of goods sold’ as numerator instead of sales.Be#

include profit element as well, therefore, cost of goods sold is taken 0¥
the purpose internal control. '

Cost of Goods Sold
Average Inventory

Cost of Goods Sol_d = Sales — Profit

Inventory Turnover Ratio =

Ratio Analysis || 59
Op

ening Stock + Closlng Stock
2

Average invemory = (Total M

Average Inventory =

. onthly Stock)/ 15
Interpretarion: TATCis no thugp ¢
entory turm

: rule

de by making com ari

an be made +5 “Omparison of g, v

fhis ratio 15 In number,‘nof In percentage, c‘;mpames or
a year. A high number m‘dlcates Telatively |y, s the number of times in
words, high turnover of inventory ineo sales, ang ries hold up, or in other

stock into sa.1e5 can also be computeq wi e i‘l':e-ver.sa. The frequcncy.of turning
formula as given below, P of inventory conversion period

Over ratio. The analysis
tWo periods, The result of

Inventory Conversiop Period = — Daysin a Year

Stock Turnover Ratio

Ceessarily always imply a favourable

A too high turnover of inventory may not
situation. A high mventory_ tumover may pe the result of 2 sey; @
or out-dated goqu, o s.elhng goods at low price, Thus,a h?;hl:xgr::: q:'alny goog,s’
room of further inspection so the correct imcrpfetatioz;can be dramn, ratio opens the
Tllustration 7: M/s. Shyam & Co, submits you the followip

informaticn .
and sales data for year ended 31/03/2019, Creq o5 - 1950(%00 E’Eﬁ‘éi?ei‘l %g&?
Returns Inward = 3200000, Opening stock = 3250000, Cl, ? ’

_ osing stock =350000,
Find out (Q Inventory tumover ratio o the basis of sales and cost of goods sold if
profit margin is 25% on sale price, (i) inventory conversion period.
Solution:
Inventory Turnover Ratio (Sales basis)

_ _Credit sales + Cash sales — Return Inwards
Average Inventory

950000 + 750000 — 200000

(250000 +350000)/2
_ 1500000

300000
365
Inventory Turnover
= 56 = 73 Days
5

Inventory Turnover (Cost of goods sold basis)

Cost of goods sold*
- Average Inventory

= 5 times

Inventory Conversion Period =
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00 _-
1125000 _ 3 45

= 7300000
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. 009 , 365
. o
T s — Conversion eriod= —— =2
Cconversio” period = Tpventory Turnover avento™ Inventory Tumover
avento™ 65 365
_ 360 _9733 = 229125 days
3.75 : . &
— 98 days (approx.) . N pebtor Turnover Ratio
tio indicates th .
= — Profit ebtor turmOVET 21O 1A e number of tim .
«Cost Of goods sold = Sales 256 5}/3"" In simple words, it measures the number o;:i::sdtizt:ri’:ﬂe tumned-over during
= 1500000 — 25% of sale price ;s the ratio t?etween the credit sales and average debtors pluseav:: a:c; glc;llecteq. Tals
00000 — [ 23 x 150001 IEHe S'T?%S: el o hen totl sales ae taken into caltation in place of
=15 100 00000) credit sa1€5- 4 ompute debtor turnover ratio is:
Net i
= 1500000 — 375000 pebtors Turnover Ratio = ™ et Credit Sales
. verage Trade Debtors
=112 ) ) : ~ Trade De})tm*s = Sundry Debtors + Bills Receivable or Accounts
pe said that the inventory 18 converted into sales five fimeg ‘Receivables
e i in i = .
It can D€ S aken as numerator By taking cost of goods solq iy, % Net Credit Sales = Total Credit Sales — Return Inwards (sold on credit basis)

days, if Sale . rt i 3 . _ 3
73 ¢ y! <1098 days (approx.) to convert inventory into sales, apq 3.75% Average Trade Debtors = (Opening Trade Debtors + Closing Trade Debtors)/2

into sales. -
P eariny -ntory Zets converted Debtors should be taken at gross value. No provision for bad debts or doubtful debts

Hlustration g: Compute jnventory turnover ratio and conversion peﬁa R be deducted fm_m e . .
lll A ¢ nformation. In case, credit sales are neither given nor computable then debtor tumover ratio can
following 5% . be computed taking total sales in account.
Annual Sales 2400000, Gross Profit @ 25% on Cost; Opening Stock =
Closing Stock = 82000. Debtors Turnover Ratio = _Total Saley
otet Trade Debtors
olution:
= — Proﬁt o .
Cost of Goods Sold = Sales S Average Collection Period
= - ost : .
400000 — (25%© ) The average collection period measures the average number of days for which a firm
. 25 has to wait before its receivables are converted into cash.
+ ys i
Debtors Collection Period = —— aYear
25 ) Debtors Turnover Ratio
= 400000 - (Eg X 400000) } The collection period may be calculated in days or months as the case may be. In
: . case of days, numerator is taken as 365 and in case of months it is taken as 12.
= 400000 — 80000 g _ A high turnover ratio signals the velocity of debtor collection, an early collection
‘ = - injects new cash in business vis-a-vis enhance profitability of the firm. New inflows
Cost of Goods Sold = 320000 g . .
colis : 1Sncrease the volume of working capital and rotation of the operating cycle of the firm.
. 0 ince, there is no thumb rule for debtor turmover ratio, therefore, it is analysed in
- — € s s Ly
Inventory Turnover Ratio Average Inventory : ’t;lﬂg:: term by comparing result of one firm with other, or making comparison over
] . the time of the same firm.
320000 4 ]
(78000 + 82000) /2
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T —
s

R reditors L ———— (Amount in ¥)
e " bl 120000
il ™ asation 150000
p,m-ns'“"‘ Assels 200000
(or
. pebtor®
e oo
Cash 8 bank 34;0000
Juring the year e
o curn during the year g,
sales re 200000

Calculate working Capital Turnover Ratio.
solatio™ - rent Assets = 400000 + 160000 + 340000
=900000
Current Liabilities = 320000 + 150000 + 200000
= 670000
Net Working Capital = Current Assets — Current Liabilities
= 900000 — 670000
= 230000
Net Sales = Sales — Returns
= 3200000 — 200000
= 3000000

oy ) Ration = Net Sales
Working Capital Turnover Ration= "o Working Capital

_ 3000000 _ ;4 4 times |

230000 ;

The result shows that the working capital of Mega Co. Pvt. Ltd. is turned into sales |
at the rate of 13.04 times in a year.

llustration 12: The following data is submitted by M/S Raj & Sons for the year

ending 31/03/2020.

() Stock turnover ratio = tilnCS |
(ii) Gross Profit ratio e (c),(l)lOS(z)l )
(iii) Sales for 2019-20 s
(v) Closing stock is 100000 more than opening stock fzooooo
(V) e . . =

Opening Creditors = 300000

(vi) Closing creditors

t

4
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= 600gq,,

de ital (c) Credito "oy

i) T g cap ) purchases, Worki I8 E:.—oco_, Tag;

ge collection period, (£) Working capity) Eg.”” avz
€]

3 o
o credit purchases N
8 _

S cold= Sales — Gross profit

sl g of g0 _ 1000000 — (20% sales)
73000000 - Z600000 -
- 72400000

ge Stock Cost of Goods Sold

_ Costol OO 2
Ratio = ~ Average Stock

2400000
6= Sverage Stock
Average Stock

Stock Turno¥"

2400000 _ 400000

- _ =

Average Stock=""¢
= Opening Stock + Purchases — Closing Stock
= Cost of goods sold + C. Stock - 0, Stock

0. Stock + C. Stock
Average Stock = 2

ck is £100000 more than opening stock, therefore,
0. Stock + (Opening Stock + 100000)

o Purchases

Since, closing st0

Average Stock = 2
400000 x 2 = 2 Opening Stock + 100000
wooooom_ooooo — Opening Stock

Opening Stock = ¥350000
Closing Stock = Opening Stock + 100000
=350000 + 100000 = 3450000
Purchases = 2400000 + 450000 — 350000 = 2500000
(¢) Creditors Turnover Ratio .
Credit Purchases
Average Creditors
2500000

(200000 + 300000)/2.
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~ 2300000
250000 ~ 10 Times
@ Average Payment Perjoq
365
- a =36.5 days
Oﬂn = w.w &%m

© Debtors Turnover Ratijq
Average Trade Debrorg

3000000
600000 > Times

]

Average Collection Period

365
= S 73 days

(f) Working Capital Turnover Ratip -
Net working capital

2400000
500000

=4.8 times

4.7 Profitability Ratios

Profit is the engine that drives business. The primary focus of each stakeholder,
before examining business on other parameter, is profit. Eaming profit is essential
for every business to keep survive itself. Profitability also shows strength of the
company in industry. Profit is the fruit of investments made by owner, and efforts of the
management. The importance of profit is nothing if it is not examined form the point
of view of investment. In accounting terms, profit is the excess of business revenue
over expenses thereof.

The profitability ratios measure the earning power of a firm. These ratios measure
management’s ability to control expenses in relation to sales and reflect a firm’s

- operating performance, riskiness, and leverage. The profitability ratios, generally,

calculated in relation to sales or investment. The profitability ratios are computed in
percentage instead of time or rate. This shows eamning capacity against T100.

(A) Profitability Ratios in Relation o Sales
The key profitability ratios are mentioned below:

() Gross Profit Ratio
(b) Net Profit Ratio
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