I?rlr| I: I |w ]t?ﬁ’s u[ Slrultt;il, .‘-\nalqsis

QETEREE Common Ratios to Measure a Firm's Accounting Performance
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Calculation Interpretation

Profitability Ratios

1.ROA profit after taxes A measure of return on total investment in a
total agsets firm. Larger is usually better.

2. ROE profitafter taxes A measure of return on total equity invest-

total stockholder's equity

3. Gross profit margin sales — cost of goods sold

sales

4. Earnings per share (EPS) profits (after taxes) -

preferred stock dividends

number of shares of common

stock outstanding

5. Price earnings ratio (p/e) current market price/share

after-tax earnings/share

6. Cash flow per share after-tax profit + depreciation

number of common shares
stock outstanding

Liquidity Ratios

current assets
current liabilities

1. Current ratio

2. Quick ratio current assets ~ inventory

current liabilities

Leverage Ratios

total debt
total assets

1. Debt to assets

total debt

total equity

2. Debt to equity

3. Times interest earned profit before interest
and taxes

total interest charges

ment in a firm. Larger is usually better.

A measure of sales available to cover operat-
ing expenses and still generate a profit,
Larger is usually better.

A measure of profit available to owners of

common stock. Larger is usually better.

A measure of anticipated firm perform-
ance—a high p/e ratio tends to indicate
that the stock market anticipates

strong future performance, Larger is
usually better,

A measure of funds available to fund activi-

ties above current level of costs. Larger is
usually better.

A measure of the ability of a firm to cover
its current liabilities with assets that can be
converted into cash in the short term.
Recommended in the range of 2 to 3.

A measure of the ability of a firm to meet
its short-term obligations without

selling off its current inventory. A ratio of

1 is thought to be acceptable in many indus-
tries.

A measure of the extent to which debt

has financed a firm's business activities.
The higher, the greater the risk of
bankruptcey.

A measure of the use of debt versus equity to
finance a firm’s business activities. Generally
recommended less than 1.

A measure of how much a firm’s profits can
decline and still meet its interest obligations.
Should be well above 1.

Page 1 of

tp://0132998092 reader.chegg.com/readet/print.php?id=151a14d7fc94c2f4cba93001bec91150&name=Strategic... 5/13/20]



opyright | Prentice Hall | Strategic Management and Competitive Advantage | Edition: 4 | william.e.blackman.... Page 2 of

(V-ll.ll lee 1: What Is Sk ilegy and the Si- ihegic Man rjem "”?_‘" coss] 19

A measure of the speed with which a firm’s

A measure of the average time it takes a firm

Activity Ratios
L. Inventory turnover sales
inventory inventory is turning over.
2. Accounts receivable turnover annual credit sales
accounts receivable to collect on credit sales.
3. Average collection period accounts receivable A measure of the time it takes a firm to
average daily sales

receive payment after a sale has been made.
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standards and principles are not applied in generating a firm’s accounting state-
ments, or to the extent that different firms use different accounting standards and
principles in generating their statements, it can be difficult to compare the
accounting performance of firms. As described in the Global Perspectives feature,
these issues can be particularly challenging when comparing the performance of
firms in different countries around the world.

One way to use a firm’s accounting statements to measure its competi-
tive advantage is through the use of accounting ratios. Accounting ratios are
simply numbers taken from a firm's financial statements that are manipulated
in ways that describe various aspects of a firm’s performance. Some of the most
common accounting ratios that can be used to characterize a firm’s performance are
presented in Table 1.4. These measures of firm accounting performance can
be grouped into four categories: (1) profitability ratios, or ratios with some measure
of profit in the numerator and some measure of firm size or assets in the denomina-
tor; (2) liquidity ratios, or ratios that focus on the ability of a firm to meet its short-
term financial obligations; (3) leverage ratios, or ratios that focus on the level of a
firm’s financial flexibility, including its ability to obtain more debt; and (4) activity
ratios, or ratios that focus on the level of activity in a firm'’s business.

Of course, these ratios, by themselves, say very little about a firm. To deter-
mine how a firm is performing, its accounting ratios must be compared with some
standard. In general, that standard is the average of accounting ratios of other firms
in the same industry. Using ratio analysis, a firm carns above average accounting
performance when its performance is greater than the industry average. Such
tirms typically have competitive advantages, sustained or otherwise. A firm earns
average accounting performance when its performance is equal to the industry
average. These firms generally enjoy only competitive parity. A firm earns below
average accounting performance when its performance is less than the industry
average. These firms generally experience competitive disadvantages.

Consider, for example, the performance of Apple Computer. Apple’s finan-
cial statements for 2007 and 2008 are presented in Table 1.5. Losses in this table
would be presented in parentheses. Several ratio measures of accounting perform-
ance are calculated for Apple in these two years in Table 1.6.

Apple’s sales increased dramatically from 2007 to 2008, from just over
524 billion to just under $32.5 billion. However, some profitability accounting
ratios suggest that its profitability dropped somewhat during this same time
period, from a return on total assets (ROA) of 0.138 to 0.122, and from a return on
equity (ROE) of 0.241 to 0.230. On the other hand, Apple’s gross profit margin
increased from 0.340 to 0.343. So its sales went up, its overall profitability went



