FURTHER HINTS ON FINANCIAL RATIOS


· Asset turn over / Asset turn over ratio:

It is an efficiency ratio that measures a firm’s ability to generate sales from its assets

= 
Net Sales / Total assets (average) 
· Fixed asset turn over (ratio):
It measures the firm’s ability to generate sales from its fixed assets
= 
Net sales / Fixed assets (Average)

· Debtors turn over / Debtors turn over ratio:
= 
Net sales (credit sales) / Average debtors 

· Debtors turn over period :

= 
Average debtors    x Number of days  in a year


    Net sales 

· Creditors turn over / creditors turn over ratio:
=
Net purchases / Total (average) creditors 
· Creditors turn over period:
=
Average creditors 
x  Number of days in a year

Net purchases 

· Debtor days is the same as average collection period for debts:
The formula is the same as that of Debtors turn over period

· Creditor days is the same as average payment period for debts:
The formula is the same as that of Creditors turn over period
· Return on capital  / Rate of return on capital invested:
This measures the return that an investment generates to its investors or capital contributors.

=
Net profit (operating profit)
x 100

Capital Invested
· Return on capital employed
This measures a company’s profitability with which its capital is used, ie how well a company is generating profits from its capital.

=
Net profit (operating profit)
x 100

Capital employed
· Cash ratio :
This measures a firm’s ability to repay its short term obligations/debts with the use of its cash or near cash resources.

=
Cash and cash equivalents 

Current liabilities
· Quick assets = Total current assets – (Inventory + prepaid expenses)
NB:  Inventory and prepaid expenses are not quick assets because they can be difficult to convert to cash easily (in case of a need for cash.
· Leverage ratios ( debt ratio and gearing ratio) :
· Debt ratio 
= Total debt / Total assets

A higher ratio or percentage indicates that most of the assets purchased are funded with debt.
· Debt to equity ratio / Gearing ratio :
= Total debt (LTL) / Total equity (Owners equity)

· Interest cover  / Time interest earned :
= Profit before interest and tax / Interest expenses.
· Administration ratio :
=  (Administration expenses / Net sales) x 100
· NB: When computing ratios, mind about :

· The correct formula (in full)

· Correct substitution

· Correct answer

· Correct units

· Good handwriting / proper writing of figures.
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