FINANCIAL ANALYSIS
LESSON 3: TECHNIQUES OF FINANCIAL ANALYSIS: RATIO ANALYSIS
COURSE INSTRUCTOR: DR CHARITY NJOKA (PHD)

By the end of this lesson, you should be able to:
1. Explain the sequence of steps followed in conducting a financial analysis 
2. Evaluate applicability of ratio analysis as a technique 
3. Compute financial ratios and use them to evaluate financial strengths and weaknesses.
4. Discuss the limitations of financial statement analysis

1.0 Introduction 
The purpose of this lesson is to identify and analyze various techniques that can be used in financial analysis for purposes of drawing intelligent conclusions about the financial performance and position of an enterprise. The purpose of financial statement analysis is to assist in predicting the future by means of comparison, evaluation and trend analysis of data/information. 
2.0 Steps to a Basic Company Financial Analysis 
Step 1. Acquire the company’s financial statements for several years. As a minimum, get the following statements, for at least 3 to 5 years. 
Step 2. Quickly scan all of the statements to look for large movements in specific items from one year to the next. 
Step 3. Review the notes accompanying the financial statements for additional information that may be significant to your analysis. 
Step 4. Examine the statement of financial position sheet. 
Step 5. Examine the income statement. Look for trends over time. Calculate and graph the growth of the various  entries over the past several years. 
Step 6. Examine the shareholder's equity statement. 
Step 7. Examine the cash flow statement, which gives information about the cash inflows and outflows from operations, financing, and investing. 
Step 8. Calculate financial ratios in each of the various  categories, for each year. Graph the ratios over time, to find the trends in the ratios from year to year. 
Step 9. Obtain data for the company’s key competitors, and data about the industry. Compare the ratios for the competitors and the industry to the company being studied. 
Step 10. Review the market data you have about the company’s stock price, and the price to earnings (P/E) ratio. Review the evaluations of stock market analysts. 
Step 11. Review the dividend payout. Graph the payout over several years. Determine whether the company’s dividend policies are supporting their strategies. 
Step 12. Review all of the data that you have generated.

3.0  Techniques/ Tools of Financial Analysis 

There are a variety of tools or techniques of conducting a financial analysis. The choice of the techniques depends on the purpose of the analysis and the type of data that is available. None the less a combination of tools is optimal to understand the financial health of an entity. Some of the Techniques/ tools of financial analysis include: 
i) Ratio Analysis 
ii) Comparative Statements 
iii) Common Size Statements 
iv) Trend Analysis 
v) Fund Flow Statement 
vi) Cash Flow Statement 


3.1 Ratio Analysis 
A ratio is an expression of the relationship between two or more variables of the financial statements. 
Classification of Ratios 
Ratios are broadly classified into 5 categories: 
i) Liquidity ratios 
ii) Turnover ratios 
iii) Gearing ratios 
iv) Profitability ratios 
v) Investors  (Market/ valuation) ratios 
I. Liquidity Ratios
Liquidity refers to an enterprise's ability to meet its short-term obligations as and when they fall due. Liquidity ratios are used to assess the adequacy of a firm’s working capital.. They are also known as working capital ratios. They are;

a) Current ratio =   Current assets
                              Current liabilities

This ratio indicates the number of times the current liabilities can be paid from current assets before these assets are exhausted. It is recommended that the ratio be at least 2.0 i.e. the current assets must be at least twice as high as current liabilities.
Illustration  
          2023                  2022
             $.                       $.
       Current assets                26,400              15,600
      Current liabilities           (13,160)            (6,400)
     Net working capital       13,240                   9,200.
Required: Compute the Current liquidity ratio for the company.   Analyze the ratios.
Solution
In the year 2022, $.9,200 of working capital is available to repay $.6,400 of current liabilities and in 2023,  $.13,240 is available of working capital to pay $ l3, 160 of current liabilities. This reflects a strong liquidity position in the years. This can be further explained using a current liquidity ratio.
	Current Ratio  =  Current Assets / Current Liabilities
                      2023                                 2022 
            26400 /13,160              15600/6400
                   = 2: 1                               = 2.4: 1
Interpretation 
The enterprise appears to have a strong liquidity position. There has been, however, a slight drop from year 2022 to year 2023

b) Quick/acid test ratio = Current assets- Stock
				Current liabilities
It is a more refined ratio than the current ratio in which the stocks are excluded as they may not be easily converted to cash. The ratio indicates the firm’s ability to pay the current liabilities from the more liquid assets of the firm.
 
c) Cash ratio = cash + short term marketable securities
		         Current liabilities
This is a refinement of the quick ratio indicating the ability of the firm to meet its current liabilities from its most liquid resources. Short term marketable securities include commercial paper and treasury bills and other short term investments.

II.Turnover Ratios
They are also known as efficiency or activity ratios. They indicate the efficiency with which the firm has utilized the assets or resources to generate sales revenue/turnover.
a) Stock/inventory turnover  = Cost of sales
				         Average stock
It indicates the number of times the stock was turned into sales in the year. The higher the ratio, the better the firm and the higher the sales. A low stock turnover ratio indicates that the stock levels are either very high or they are slow. 
Note: the average stock is the average of the opening and closing stock.

b) Stock holding period  =       360 Days               x  average stock
			                 Cost of sales
Indicates the number of days the stock was held in the warehouse before being sold.

c) Debtors turnover  =   Annual credit sales
			            Average debtor
This ratio indicates the number of times debtors come to buy on credit after paying their dues to the firm. The average debtor is the average of the opening and closing debtor balances. If no opening debtors are given, use the closing debtors to represent average debtors.

d) Debtors or average collection period  =            360  Days                 
					                   Debtor’s turnover
This refers to the credit period that was granted to the debtors or the period within which they were to pay their dues to the firm.

e) Creditors/ accounts payable turnover  =  Annual credit purchases
                                                                                Annual creditors
It indicates the number of times the firm bought goods on credit after paying its suppliers. If its high then payment was made within a short period of time.

f) Creditors payment period   =            360           
					Creditor’s turnover

                             =          360                x   Average creditors
                                 Annual credit purchases
This ratio indicates the credit period granted by suppliers.

g)  Total assets turnover = Annual sales
                                          Total assets
This ratio indicates the amount of sales revenue generated from utilization of one dollar of total assets.

III. Profitability Ratios
Profitability ratios evaluate the firm’s earnings with respect to a given level of sales, a certain level of assets, the owner’s investment, or share value. The ratios are of importance to long term creditors, shareholders, suppliers, employee’s and their representative groups. All these parties are interested in the financial soundness of an enterprise. The ratios commonly used to measure profitability include:

a)  Gross profit margin = Gross profit    x 100
                                              Sales
It indicates the efficiency with which management produces each unit of a product i.e. by controlling the cost of sales.

b) Net profit margin     = Profit after tax   x100
			                    Sales
It indicates the ability of the firm to control financing expenses in particular interest expense

c) Operating profit margin = Operating profit (earning before interest and tax)     x 100
                                                                              Sales
This ratio indicates the firm’s ability to control its operating expenses such as electricity, rent, rates and other costs.

d) Return on investment/return on total assets = Net profit        x 100
                                                                               Total assets
This ratio indicates the return on profit from investment of one dollar in total assets
e) Return on equity = net profit        x 100
                                      Equity
This ratio indicates the return of profitability on one dollar of equity capital contributed by shareholders.

f) Return on capital employed (ROCE)  = net profit    x  100
                               		  Net assets (capital employed)

 IV Gearing/ Leverage Ratios
These ratios are used as a measure of the extent to which the company is financed by borrowed and owners’ funds.

a) Debt to equity ratio  =  Long term debt  x  100
                                       Common equity capital
Long term debt is sometimes referred to as fixed charge capital.

b) Debt to total capital ratio  = Long term debt   x  100
                                                   Total capital

c) Debt ratio  =  Total debt(current plus long term liabilities)
                                      Total assets
This ratio indicates the proportion of total assets that has been financed using long term and current liabilities.

d) Times interest earned ratio = Profit before interest and tax
                                                      Interest charges
The interest coverage ratio shows the number of times that interest can be paid from the firm’s earnings.

e)   Equity ratio = capital employed
                          Common equity capital

V. Investor Ratios
They are also known as market or valuation ratios. 
Illustration 
Karine centre ltd has the following data.
Profit after tax   $.30, 000,000
Total dividend for the year    $.18, 000,000
Market price per share (MPS) $.20
Number of ordinary shares   6,000,000
Required:
Using this data, determine the following investor ratios and explain their significance:

a) Earnings per share (EPS)
b) Dividend per share (DPS)
c) Price earnings ratio (P/E)
d) Dividend payout ratio
e) Retention ratio
f) Dividend yield
g) Earnings yield
h) Dividend covers

 Solution
a) EPS  = profit after interest, tax and preferred dividend
                   No. of ordinary shares issued
           = 30,000,000       =$ 5
              6,000,000
This ratio indicates the earnings power of the firm i.e. how much earnings or profits are attributed to every share held by an investor. The higher the ratio, the better the firm.

b) DPS =             dividend paid           
                 No. of ordinary shares issued
             =    18,000,000    =$. 3
                    6,000,000
It indicates the cash dividend received for every share held by an investor. If all earning attributable to ordinary shareholders were paid out as dividends then, EPS=DPS

c) P/E ratio   =    MPS
                            EPS
              = 20   = $ 4
                  5
The MPS is the price at which a new share can be bought. EPS is the annual income from each share. Hence, P/E ratio indicates the number of years it will take to recover MPS from the annual EPS of the firm. As will be observed in the earnings yield (EY) the price earnings ratio is a reciprocal of EY.

d) Dividend payout ratio =  DPS   x  100
                                               EPS
                        = 3 x 100 = 0.6
                           5
It represents the proportion of earnings that was paid out as dividend.
e) Retention ratio =1- dividend payout ratio (DPR)
                   = 1-0.6                    =0.4
f) Dividend yield = DPS   x 100
                                 MPS
                   = 3 x 100
                      20
                      =15%
g) Earnings yield  =  EPS       x100
                                  MPS
                   =     5       x 100
                        18
                          =27.8%
It shows the investors total return on his investment.
h) Dividend cover = EPS 
                                DPS
                  =    5                                                                                                               
                        3
                  = 1.67 times
 It shows the number of times that the dividend can be paid from current year earnings.
4.0 Uses/Application of Ratios 
Ratios are used in the following ways by managers of various firms 
1. Evaluating the efficiency of assets utilisation to generate sales revenue i.e turnover ratio. 
2. Evaluating the ability of the firm to meet its short term financial obligation as and when they fall due (liquidity ratios). 
[bookmark: _GoBack]3. To carry out industrial analysis i.e compare the firm’s performance with the average industrial performance of the firms in the same industry. 
4. For cross sectional analysis i.e compare the performance of the firm with that of individual competitors in the same industry. 
5. For trend/time series analysis i.e evaluate the performance of the firm over time. 
6. To establish the extent which the assets of the firm has been financed by fixed charge capital i.e use of gearing ratio 
7. To predict the bankruptcy of the firm i.e use of selected ratios to determine the overall ratio usually called Z-score. The Z-score when compared with a pre-determined acceptable a Z-score will indicate the probability of the bankruptcy of the firm in future. 
5.0 Limitations of Ratios 
Ratios have the following weaknesses: 
1. They ignore the size of the firm being compared e.g in cross-sectional analysis, the firm being compared might be of different size, technology and product diversification. 
2. Effect of inflation: Ratio ignores the effect of inflation in performance e.g increase in sales might be due to increase in selling price caused by inflationary pressure in the economy. 
3. Ratios ignore qualitative or non-quantifiable aspects of the firm e.g important assets such as corporate image, efficient management team, customer loyalty, quality of product, technological innovation etc are not captured in ratio analysis. 
4. Ratios are computed only at one point in time i.e they are subject to frequent changes after computation e.g liquidity ratios will constantly change as the cash, debtors and stock level changes. 
5. Monopolistic firms:It is difficult to carry out industrial and cross-sectional analysis for monopolistic firms since they do not have competitors and they are the only firms in the whole industry e.g Telkom-Kenya, East Africa Brewery etc. 
6. Historical Data :Ratios are computed in historical information or financial statement thus may be irrelevant in future decision-making of 
7. Computation and interpretation: Generally some ratios do not have an acceptable standard of computation. This may differ from one industry to another 
8. Different accounting policies : Different firms in the same industry use different accounting policies e.g methods of depreciation and stock valuation. This makes comparison difficult. 
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