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Ratio Analysis
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Let’s use the following financial
statements for Norton Corporation for
our ratio analysis. E—
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‘Tools of Analysis

Using key relations
among financial
statement items
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Liquidity and efficiency
Ratios

Analyze the ability to meet short-term obligations and to
efficiently generate revenues
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- Liquidity and Efficiency
C;;tie:t I \_:_\ @ Inventory Turnover |

Days’ Sales
Uncollected

Accounts Receivable
Turnover Days’ Sales in
Inventory

| Total Asset Turnover I



Use this information to
calculate the liquidity
and efficiency ratios
for Norton
Corporation.
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NORTON CORPORATION

2002

Cash

Accounts receivable, net
Beginning of year
End of year

Inventory
Beginning of year
End of year

Total current assets

Total current liabilities

Total assets
Beginning of year
End of year

Revenues

Cost of sales

$ 30,000

17,000
20,000

10,000
12,000
65,000
42,000

300,000
346,390
494,000
140,000
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Working Capital

reflects the short-term resources a company has available to
cover its short term liabilities.

Dec. 31, 2002

Current assets $ 65,000
Current liabilities (42,000
Working capital $ 23,000
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Current Ratio

Current _ Current Assets
Ratio Current Liabilities
Current $65,000 )
Ratio . $42.,000 1.55 1
o
This ratio measures the
short-term debt-paying
ability of the company.
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Acid-Test _ _ Quick Assets
Ratio Current Liabilities

Quick assets are Cash, Short-Term Investments,
Accounts Receivable and Notes Receivable.

Acid-Test _ $50,000 _ 1.19 - 1

Ratio $42,000
AW *
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Accounts Receivable

Accounts Sales on Account
Recelvable = Average Accounts Recei
Turnover

Accounts $494.000

Receivable = ¢37 000 + $20,000) = 2
Turnover
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o Inventory Turnover
Inventory _ Costof Goods S
Turnover Average Invento
Inventory $140,000

Turnover  ($10,000 + $12,000) = 2 =1
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Days’ Sales Uncollected
Days’ Sales Accounts Receivabl

Uncollected Net Sales

Days’ Sales _ _$20,000
Uncollected $494.000 x 365 =

This ratio measures the

liquidity of receivables.
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Days’ Sales in Inventory
Days’ Sales _ Ending Inventory

in Inventory Cost of Goods Sold

Days’ Sales _ $12,000
in Inventory $140,000 x365 = 3

This ratio measures the liquidity

of inventory.
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i Total Asset Turnover
Total Asset _ Net Sales
Turnover Average Total Asset
Total Asset _ $494.000

Turnover  ($300,000 + $346,390) = 2

v
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Solvency Ratios

Analyze the ability to generate future revenues and meet
long-term obligations
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Use this information to calculate the solvency ratios for

A'le ola llll.-ll

NORTON CORPORATION

2002
Net income before interest
expense and income taxes 84,000

Interest expense 7,300
Total shareholders' equity 234,390
Total liabilities 112,000
Total assets 346,390
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"Debt Ratio

Debt _ Total Liabilitiesx KT

Ratio Total Assets
$112,000

DEI?t — X 0= 32.3%

Ratio $346,390

company’s assets are contributed by
creditors.

This ratio measures what portion of a ‘
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Total Equity

Equity _

Ratio Total Assets
Equity _ $234,39
Ratio $346,39

This ratio measures what portion of a
company’s assets are contributed by

owners.
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Pledged Assets to Secured Liabilitie

Pledged
Assets to _ Book Value of Pledged
Secured Book Value of Secured L
Liabilities

This ratio measures the protection to
secured creditors.
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“ Times Interest Earned
Net Income before Interest

Times and Income Taxes

Interest =

Earned Interest Expense
ITtimest $84,000 _
nieres — — _
Earned $7,300

This is the most common measure of the ability of a firm’s operations to

provide protection to the long-term creditor.
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Profitability Ratios

Ability to provide financial rewards
sufficient to attract and retain financing






MIDOCEA\|

UNIVLI—?SIIYI

NORTON CORPORATION

. 2002
_ Use thl_s Number of common shares
information to outstanding all year 27,400
calcuilate_ t_he Net income 53,690
profitability

. Shareholders' equi
ratios for Norton quity

Corporation. Beginning of year 180,000

End of year 234,390
Revenues 494,000
Cost of sales 140,000

Total assets

Beginning of year 300,000
End of year 346,390
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Profit Margin

Profit _ Net Income
Margin Net Sales
Profit $53,69

10.87%

Margin $494,000

o i |
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~Gross Margin
Gross _ Net Sales - Cost of Sal

Margin Net Sales

Gross  $494,000 - $140,00
Margin $494,000

100
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Return on Total Assets
Return on _ Net Income

Total Assets Average Total Ass

Return on _ $53.690 |
Total Assets ($300,000 + $346,390) =
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Return on Return on Common Stockholc

Common _ Net Income - Preferred

Stockholders’ = Average Common Stoc
Equity Equity

Return on
Common — $53,690 - 0

Stockholders’ ($180,000 + $234,390) = 2
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Book Value per Common Sh

Book Value Shareholders’ Equity Ap
per _ Common Share

Common Number of Common S
Share Outstanding
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Basic Basic Earnings per S
Earnings _ Net Income - Preferred D

per Weighted-Average Co

Share Shares Outstandi
Basic
Earnings _ $53,690 -0 _
per = = 27.400 $1.96 per s

Share
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Market Ratios

Ability to generate positive market expectations
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Usethis  [™"NORTONCORPORATION |
information to
calculate the December 31, 2002

market ratios
for Norton | Market Price

Corporation. - |Annual Dividend per Share

Earnings per Share
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Price-Earnings Ratio

Price-Earnings _ Market Price Per
Ratio Earnings Per Sh

Price-Earnings _ $15.00 _ -
Ratio s1.06 o0

A=

This measure is often used by investors as a general guideline
in gauging stock values. Generally, the higher the price-
earnings ratio, the more opportunity a company has for growth.
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Dividend Yield

Dividend _ Annual Dividends Per
Yield Market Price Per Sh

Dividend _ $2.0

—_— — 0
Yield $15.0 13.3%

]

This ratio identifies the return, in terms of cash
dividends, on the current market price of the
stock.
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