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Financial Analysis
Problem 1
[bookmark: _GoBack]Why do we need financial ratios?
Financial ratios create a platform for entrepreneurs to evaluate and analyze their firms' performance and make an in-depth comparison with similar businesses in the same industry. In other words, rations measure how two or more components of a financial statement are related to each other. In most cases, they are effectively used when results over several aspects are compared (Wollmer et al., 2017). In general, financial ratios are essential tools used to assess the relative strength of an enterprise through the performance of simple calculations on income statements, balance sheets, among others. 
Problem 2
a. The difference between the current ratio and the quick ratio is “cash”
False: The difference between the two is that current ratio puts into considerations all the current assets while quick ratio only considers current assets less inventory. 
b. The return on assets measures the risk that some assets may cause.
False: The return on assets measures how much income can be generated by assets wthout indicating the risk factor of the assets
c. Debt to equity is the ratio of long-term borrowing to total shareholders’ equity
False: Debt to equity is the ratio of short term plus long term debt to the shareholder’s equity. 
d. Creditor days is measured as a percentage. 
False: Creditor days is measured in days, not percentage trade payables to cost of sales). 
e. Liquidity ratios matter for creditors.
True: Creditors acts as the lenders to the company and the firm’s liquidity profile matters to them. 
Problem 3
	The two financial ratios that I can recommend are the following:
a. Quick Ratio
b. Debt to Equity Ratio

	Debt to Equity Ratio= Total Liabilities​ 

	Total Shareholders’ Equity

	(Amt in million KD)

	Year
	2019
	2020

	Total Liabilities
	
	

	Long term Debt
	60
	130

	Accounts Payable
	122
	135

	Accrued Expenses
	35
	35

	Total (a)
	217
	300

	
	
	

	Shareholder’s Equity
	
	

	Share capital
	75
	75

	Retained Earnings
	35
	21

	Fair Value Reserves
	165
	119

	Total (b)
	275
	215

	
	
	

	Debt to Equity Ratio (a/b)   
	0.8
	1.4

	
	
	

	Quick Ratio = Liquid Assets
	
	

	                        Current liabilities
	
	

	Year
	2019
	2020

	
	
	

	Liquid Assets
	
	

	Cash
	42
	47

	Accounts Receivable
	30
	40

	Total (a)
	72
	87

	
	
	

	Current Liabilities
	
	

	Accounts Payable
	122
	135

	Accrued Expenses
	35
	35

	Total (b)
	157
	170

	
	
	

	Quick Ratio
	0.46
	0.51



b)
	Calculation of Net Profit Margin (Amt in million KD)

	
	2019
	2020
	

	Total Revenue (a)
	75
	55
	

	Cost of Goods Sold ( b)
	38
	25
	

	Gross profit(a-b)
	37
	30
	

	Less Gen & Adm Exp
	-16
	-16
	

	Operating Income
	21
	14
	

	Less Interest Exp
	9
	8
	

	Profit Before Tax
	12
	6
	

	Less Tax Expense
	0.25
	0.5
	

	Profit after Tax
	11.75
	5.5
	

	
	
	
	

	Net Profit Margin=   Profit After tax
	
	
	

	Total Revenue                               
	
	
	

	
	
	
	

	Net Profit Margin
	16%
	10%
	



	Return on Assets = Net Income
	

	Total Assets
	

	
	2019
	2020

	Net Income
	11.75
	5.5

	Total Assets
	492
	515

	Return on Assets
	2.4%
	1.1%



	Return on Equity= (Net Income / Shareholders' Equity)
	
	

	
	2019
	2020

	Net Income
	11.75
	5.5

	Shareholders' Equity
	275
	215

	ROE
	4.27%
	2.56%



Analysis: A drop in Net Profit Margin indicates that there has been a decrease in the profit margin (Lie & Sormin, 2016).
c.  
	Debt to Asset ratio = Total Debt
	

	Total Assets
	

	
	2019
	2020

	Total Debt
	217
	300

	Total Assets
	492
	515

	
	44%
	58%



Comment: The analyst's claim is wrong as the debt to asset ratio has increased.
	Inventory turnover ratio= Cost of goods sold

	                                                       Average inventory

	
	2019
	2020

	COGS
	38
	25

	Average inventory
	6
	6

	inventory turnover ratio
	6.3
	4.2



	
Creditor days= (365/ payable turnover ratio )
	

	  (in mill KD)
	

	
	2019
	2020

	Accounts Payable
	122
	135

	COGS
	38
	25

	
	*assuming accounts payable as average accounts payable
	

	=
	38/122
	25/[135+122/2]

	Days=(365/accounts turnover)
	0.31
1177
	0.19
1921


Creditor days indicate in how much time creditors are being paid by the enterprise (Sunjoko et al., 216). Here Creditor Days ratio is not ideal.
e)
	Assets Turnover Ratio=
	Total Revenue
	

	
	Avg Assets
	

	
	2019
	2020

	Total Assets
	492
	515

	Total Revenue
	75
	55

	
	
	

	Assets Turnover Ratio
	0.15
	0.11
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