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INTRODUCTION

Financial planning and statergy is the process of meeting your life goals through the proper management of your finances. Life goal can include buying a home, Saving for your child’s education, planning for your retirement etc. Financial planning is the task of determining how a business will afford to achieve its strategic goals and objectives. Usually, a company creates a Financial Plan immediately after the vision and objective have been set. The financial plan describes each of the activities, resources, equipment and materials that are needed to achieve these objectives, as well as the timeframes involved.

Common avenues availabel in the market are:
· Common Stocks

· Bonds

· Mutual Funds

· Insurance

· Gold

· Real Estate

· Pension plans etc…

INDUSTRY SEGMENT

Established in December 1983, Maruti Suzuki India Ltd. has ushered a revolution in the Indian car industry. This car is meant for an average Indian individual which is affordable as well as has elegant appeal. Maruti Suzuki India Ltd. is the result of collaboration of Maruti with Suzuki of Japan. At this time, the Indian car market had stagnated at a volume of 30,000 to 40,000 cars for the decade ending 1983. This was from where Maruti took over. 

The company has crossed the milestone of becoming the first Indian company in March 1994, by manufacturing in totality one million vehicles. It is known for its mass-production and selling of more than a million cars. Maruti Suzuki India Ltd. is the India's largest automobile company which entered in the market with affirmed aim to render high quality fuel – efficient and low - cost vehicles.

Sales figure in the year 1993 has reached up to 1,96,820. Maruti comes in a variety of models in the 800 segment. Its cars operate on Japanese technology, pliable to Indian conditions and Indian car users. By the year 1998-99, the company has modernize the existing facilities and expand its capacity by 1,00,000 units. 

Recently to ward off the growing competition, Maruti has completed Rs. 4 billion expansion project at the current site, which has raised the total production capacity to over 3,20,000 vehicles per annum. With the coming of each and every year, the total production of the company exceed by 4,00,000 vehicles. 

In the small car segment it produces the Maruti 800 and the Zen. The big car segment includes the Maruti Esteem and the Maruti 1000. Along with them, the company also manufactures Maruti Omni. Other models includes Wagon R and the Baleno.

Headquarter in Gurgaon, on 17 September 2007, Maruti Udyog was renamed to Maruti Suzuki India Limited. Both in terms of volume of vehicles sold and revenue earned, the company is India's leading automobile manufacturers and the market leader in the car segment. Sales recorded in June 2010, is Rs. 4,753.58 crores and in March 2011, is Rs. 5,278.32 crores. 
. 
	Maruti Udyog India Limited

	

	Type
	Public (BSE MARUTI, NSE MARUTI)

	Industry
	Automotive

	Founded
	1981 (as Maruti Udyog Limited)

	Headquarters
	Delhi, India

	Key people
	Mr. Shinzo Nakanishi, Managing Director and CEO

	Products
	Automobiles, Motorcycles

	Revenue
	[image: image1.png]


US 5.9 billion

	Employees
	7,702

	Website
	http://www.marutisuzuki.com/


	CARS

	· Maruti Suzuki Kizashi 
	
	

	· Maruti Suzuki Grand Vitara 2.4

· Grand Vitara
	· Omni 

· 5 seater Maruti Omni 

· 8 seater Maruti Omni

· LPG Maruti Omni
	· Maruti Alto 

· Alto

· Alto Lx

· Alto Lxi

· Alto K10 LXI

· Maruti Suzuki Alto Flash Limited Edition[image: image2.png]




	· Maruti Zen Classic

· Maruti Zen Estilo 

· Maruti Zen Estilo Lx

· Maruti Zen Estilo Lxi

· Maruti Zen Estilo Vxi

· Maruti Suzuki Zen Estilo Sports[image: image3.png]



	· Wagon R 

· WagonR Lx

· WagonR Lxi

· WagonR Vxi

· WagonR Ax

· WagonR Duo

· New Wagon R[image: image4.png]



	· Versa 

· 5 seater

· 8 seater ( DX & DX2)

	· Maruti Esteem 

· Maruti Esteem Lx 

· Maruti Esteem Lxi 

· Maruti Esteem Vxi 
	· Baleno 

· Baleno Sedan VXi 

· Baleno Sedan LXi
	· Swift 

· Swift LXi

· Swift VXi

· Swift ZXi

· Swift Diesel'Ldi'

· Swift Diesel 'Vdi'

· Swift DZire 

	· Maruti Gypsy 

· Hard top

· Soft top
	· Maruti SX4 

· Maruti SX4 Vxi 

· Maruti SX4 Zxi 

· New Maruti Suzuki SX4[image: image5.png]



· Maruti Suzuki SX4 Diesel[image: image6.png]



	· Maruti A-Star

	· Maruti Suzuki Ritz

· Maruti Suzuki Ritz Genus[image: image7.png]



	· Maruti Suzuki Concept R3[image: image8.png]



	· Maruti 800 

· Maruti 800 STD BS III

· Maruti 800 AC BS III

· Maruti 800 Duo


	COMMERCIAL VEHICLES

	AMBULANCE

	Omni Ambulance
	 
	 


	AWAITED MODELS 

	Maruti Suzuki Cervo 
	Maruti Suzuki SX4 Hatchback
	Maruti Suzuki New A-Star 2011

	Maruti Escudo 
	
	


PROJECT DESCRIPTION

A project report on “Financieal Planning & Statergy” is specifically designed as per the industry standards and as part of the sumbission to MBA project report.
All companies are having their own planning and business strategies but the company who is having the best, is the most successful company among its competitors. So the company can get success within its competitors by applying best and effective financial planning and strategies.
There is a strong MNC presence in the Indian care segment market. The Fast Moving small car segment is the third largest sector in the economy with a total market size in excess of Rs 80,000 crore. This industry essentially comprises small, medium and large car products and caters to the everyday need of the population. 
The project will study the availability, visibility and category movement of Maruti Udyog Limited. 
A detailed study and research work will be done by collecting and analyzing the primary data obtained from car segment.
STATEMENT OF PROBLEM

Marked by Maruti Udyog Ltd. Does not meet the varied demands of their wast segment products in their unique identities and visions, their economic vitality. Future population and economic growth, in the region and beyond, will increase manufacturing demand and further exacerbate this problem. This project will certainly help to address the forthcoming issues, by doing the calculative and appropriate financial planning and using right strategies at right time. 


THEORITCAL FRAMEWORK

Tools and Techniques of Financial Statement Analysis:

Following are the most important tools and techniques of financial statement analysis:

1. Horizontal and Vertical Analysis 

2. Ratios Analysis 
1. Horizontal and Vertical Analysis:

Horizontal Analysis or Trend Analysis:
Comparison of two or more year's financial data is known as horizontal analysis, or trend analysis. Horizontal analysis is facilitated by showing changes between years in both Rupees/Dollars and percentage form. 
Graphical Representation of Horizontal and Trend Analysis:
Data: 

	Year-end March
	Mar-2009
	Mar-2010
	Mar-2011

	Total revenues

	169,996
	192,764
	203,523


Graph:



Trend Percentage:
Horizontal analysis of financial statements can also be carried out by computing trend percentages. Trend percentage states several years' financial data in terms of a base year. The base year equals 100%, with all other years stated in some percentage of this base. 
Vertical Analysis:
Vertical analysis is the procedure of preparing and presenting common size statements. Common size statement is one that shows the items appearing on it in percentage form as well as in dollar form. Each item is stated as a percentage of some total of which that item is a part. Key financial changes and trends can be highlighted by the use of common size statements.
2. Ratios Analysis:

Accounting Ratios Definition, Advantages, Classification and Limitations:
The ratios analysis is the most powerful tool of financial statement analysis. Ratios simply mean one number expressed in terms of another. A ratio is a statistical yardstick by means of which relationship between two or various figures can be compared or measured. Ratios can be found out by dividing one number by another number. Ratios show how one number is related to another. 

Profitability Ratios:

Profitability ratios measure the results of business operations or overall performance and effectiveness of the firm. Some of the most popular profitability ratios are as under: 

· Gross profit ratio 

· Net profit ratio 

· Operating ratio 

· Expense ratio 

· Return on shareholders investment or net worth 

· Return on equity capital 

· Return on capital employed (ROCE) Ratio 

· Dividend yield ratio 

· Dividend payout ratio 

· Earnings Per Share (EPS) Ratio 

· Price earning ratio 

Liquidity Ratios:

Liquidity ratios measure the short term solvency of financial position of a firm. These ratios are calculated to comment upon the short term paying capacity of a concern or the firm's ability to meet its current obligations. Following are the most important liquidity ratios.

· Current ratio 

· Liquid / Acid test / Quick ratio 

Activity Ratios:

Activity ratios are calculated to measure the efficiency with which the resources of a firm have been employed. These ratios are also called turnover ratios because they indicate the speed with which assets are being turned over into sales. Following are the most important activity ratios:

· Inventory / Stock turnover ratio 

· Debtors / Receivables turnover ratio 

· Average collection period 

· Creditors / Payable turnover ratio 

· Working capital turnover ratio 

· Fixed assets turnover ratio 

· Over and under trading 

Long Term Solvency or Leverage Ratios:

Long term solvency or leverage ratios  convey a firm's ability to meet the interest costs and payment schedules of its long term obligations. Following are some of the most important long term solvency or leverage ratios.

· Debt-to-equity ratio 

· Proprietary or Equity ratio 

· Ratio of fixed assets to shareholders funds 

· Ratio of current assets to shareholders funds 

· Interest coverage ratio 

· Capital gearing ratio 

· Over and under capitalization 

Financial-Accounting- Ratios Formulas:
A collection of financial ratios formulas which can help you calculate financial ratios in a given problem. 
Limitations of Financial Statement Analysis: 

Although financial statement analysis is highly useful tool, it has two limitations. These two limitations involve the comparability of financial data between companies and the need to look beyond ratios.
Financial Statement

Financial statements (or financial reports) are formal records of a business' financial activities.

In British English, including United Kingdom company law, financial statements are often referred to as accounts, although the term financial statements is also used, particularly by accountants.

Financial statements provide an overview of a business' financial condition in both short and long term. There are four basic financial statements:

1. Balance sheet: also referred to as statement of financial position or condition, reports on a company's assets, liabilities and net equity as of a given point in time.

2. Income statement: also referred to as Profit and Loss statement (or a "P&L"), reports on a company's results of operations over a period of time.

3. Statement of retained earnings: explains the changes in a company's retained earnings over the reporting period.

4. Statement of cash flows: reports on a company's cash flow activities, particularly its operating, investing and financing activities.

For large corporations, these statements are often complex and may include an extensive set of notes to the financial statements and management discussion and analysis. The notes typically describe each item on the balance sheet, income statement and cash flow statement in further detail. Notes to financial statements are considered an integral part of the financial statements.

Purpose of financial statements
The objective of financial statements is to provide information about the financial strength, performance and changes in financial position of an enterprise that is useful to a wide range of users in making economic decisions." Financial statements should be understandable, relevant, reliable and comparable. Reported assets, liabilities and equity are directly related to an organization's financial position. Reported income and expenses are directly related to an organization's financial performance.

Financial statements are intended to be understandable by readers who have "a reasonable knowledge of business and economic activities and accounting and who are willing to study the information diligently."

· Owners and managers require financial statements to make important business decisions that affect its continued operations. Financial analysis are then performed on these statements to provide management with a more detailed understanding of the figures. These statements are also used as part of management's report to its stockholders, as it form part of its Annual Report.

· Employees also need these reports in making collective bargaining agreements (CBA) with the management, in the case of labor unions or for individuals in discussing their compensation, promotion and rankings.

2. External Users: are potential investors, banks, government agencies and other parties who are outside the business but need financial information about the business for a diverse number of reasons.

· Prospective investors make use of financial statements to assess the viability of investing in a business. Financial analyses are often used by investors and is prepared by professionals (financial analysts), thus providing them with the basis in making investment decisions.

· Financial institutions (banks and other lending companies) use them to decide whether to grant a company with fresh working capital or extend debt securities (such as a long-term bank loan or debentures) to finance expansion and other significant expenditures.

· Government entities (tax authorities) need financial statements to ascertain the propriety and accuracy of taxes and other duties declared and paid by a company.

· Media and the general public are also interested in financial statements for a variety of reasons

Income Statement

An Income Statement, also called a Profit and Loss Statement (P&L), is a financial statement for companies that indicates how Revenue (money received from the sale of products and services before expenses are taken out, also known as the "top line") is transformed into net income (the result after all revenues and expenses have been accounted for, also known as the "bottom line"). The purpose of the income statement is to show managers and investors whether the company made or lost money during the period being reported.

Charitable organizations that are required to publish financial statements do not produce an income statement. Instead, they produce a similar statement that reflects the fact that the charity is not operating to make a profit.

Items on income statement
Operating section
· Revenue - Cash inflows or other enhancements of assets of an entity during a period from delivering or producing goods, rendering services, or other activities that constitute the entity's ongoing major operations. Usually presented as sales minus sales discounts, returns, and allowances.

· Expenses - Cash outflows or other using-up of assets or incurrence of liabilities during a period from delivering or producing goods, rendering services, or carrying out other activities that constitute the entity's ongoing major operations.

· General and administrative expenses (G & A) - represent expenses to manage the business (officer salaries, legal and professional fees, utilities, insurance, depreciation of office building and equipment, stationery, supplies)

· Selling expenses - represent expenses needed to sell products (e.g., sales salaries and commissions, advertising, freight, shipping, depreciation of sales equipment)

· R & D expenses - represent expenses included in research and development

· Depreciation - is the charge for a specific period (i.e. year, accounting period) with respect to fixed assets that have been capitalised on the balance sheet.

Non-operating section
· Other revenues or gains - revenues and gains from other than primary business activities (e.g. rent, patents). It also includes unusual gains and losses that are either unusual or infrequent, but not both (e.g. sale of securities or fixed assets).

· Other expenses or losses - expenses or losses not related to primary business operations.

Irregular items
They are reported separately because this way users can better predict future cash flows - irregular items most likely won't happen next year. These are reported net of taxes.

· Discontinued operations is the most common type of irregular items. Shifting business location, stopping production temporarily, or changes due to technological improvement do not qualify as discontinued operations.

· Extraordinary items are both unusual (abnormal) and infrequent, for example, unexpected nature disaster, expropriation, prohibitions under new regulations. Note: natural disaster might not qualify depending on location (e.g. frost damage would not qualify in Canada but would in the tropics).

· Changes in accounting principle is, for example, deciding to depreciate an investment property that has previously not been depreciated. However, changes in estimates (e.g. estimated useful life of a fixed asset) do not qualify.

Cash Flow

Cash flow is a term that refers to the amount of cash being received and spent by a business during a defined period of time, sometimes tied to a specific project. Measurement of cash flow can be used

· to evaluate the state or performance of a business or project.

· to determine problems with liquidity (In accounting, liquidity (or accounting liquidity) is a measure of the ability of a debtor to pay his debts as and when they fall due. It is usually expressed as a ratio or a percentage of current liabilities.). Being profitable does not necessarily mean being liquid. A company can fail because of a shortage of cash, even while profitable.

· to generate project rate of returns. The time of cash flows into and out of projects are used as inputs to financial models such as internal rate of return, and net present value.

· to examine income or growth of a business when it is believed that accrual accounting concepts do not represent economic realities. Alternately, cash flow can be used to 'validate' the net income generated by accrual accounting.

Cash flow as a generic term may be used differently depending on context, and certain cash flow definitions may be adapted by analysts and users for their own uses. Common terms (with relatively standardized definitions) include operating cash flow and free cash flow.
The statement of cash flows is one of the main financial statements. (The other financial statements are the balance sheet, income statement, and statement of stockholders' equity.)

The cash flow statement reports the cash generated and used during the time interval specified in its heading. The period of time that the statement covers is chosen by the company. For example, the heading may state "For the Three Months Ended December 31, 2010" or "The Fiscal Year Ended September 30, 2010".

The cash flow statement organizes and reports the cash generated and used in the following categories:

	1.
	Operating activities
	converts the items reported on the income statement from the accrual basis of accounting to cash. 

	2.
	Investing activities
	reports the purchase and sale of long-term investments and property, plant and equipment. 

	3.
	Financing activities
	reports the issuance and repurchase of the company's own bonds and stock and the payment of dividends. 

	4.
	Supplemental information
	reports the exchange of significant items that did not involve cash and reports the amount of income taxes paid and interest paid.


Classification
Cash flows can be classified into:

1. Operational cash flows: Cash received or expended as a result of the company's core business activities. In financial accounting, operating cash flow (OCF), cash flow provided by operations or cash flow from operating activities, refers to the amount of cash a company generates from the revenues it brings in, excluding costs associated with long-term investment on capital items or investment in securities. The International Financial Reporting Standards defines operating cash flow as cash generated from operations less taxation and interest paid, investment income received and less dividends paid gives rise to operating cash flows. To calculate cash generated from operations, one must calculate cash generated from customers and cash paid to suppliers. The difference between the two reflects cash generated from operations.
2. Investment cash flows: Cash received or expended through capital expenditure, investments or acquisitions. Investment is putting money into something with the expectation of profit. More specifically, investment is the commitment of money or capital to the purchase of financial instruments or other assets so as to gain profitable returns in the form of interest, income (dividends), or appreciation (capital gains) of the value of the instrument. It is related to saving or deferring consumption. Investment is involved in many areas of the economy, such as business management and finance no matter for households, firms, or governments. An investment involves the choice by an individual or an organization, such as a pension fund, after some analysis or thought, to place or lend money in a vehicle, instrument or asset, such as property, commodity, stock, bond, financial derivatives (e.g. futures or options), or the foreign asset denominated in foreign currency, that has certain level of risk and provides the possibility of generating returns over a period of time.
Investment comes with the risk of the loss of the principal sum. The investment that has not been thoroughly analyzed can be highly risky with respect to the investment owner because the possibility of losing money is not within the owner's control. The difference between speculation and investment can be subtle. It depends on the investment owner's mind whether the purpose is for lending the resource to someone else for economic purpose or not.
In the case of investment, rather than store the good produced or its money equivalent, the investor chooses to use that good either to create a durable consumer or producer good, or to lend the original saved good to another in exchange for either interest or a share of the profits. In the first case, the individual creates durable consumer goods, hoping the services from the good will make his life better. In the second, the individual becomes an entrepreneur using the resource to produce goods and services for others in the hope of a profitable sale. The third case describes a lender, and the fourth describes an investor in a share of the business. In each case, the consumer obtains a durable asset or investment, and accounts for that asset by recording an equivalent liability. As time passes, and both prices and interest rates change, the value of the asset and liability also change.


An asset is usually purchased, or equivalently a deposit is made in a bank, in hopes of getting a future return or interest from it. The word originates in the Latin "vestis", meaning garment, and refers to the act of putting things (money or other claims to resources) into others' pockets.[4] The basic meaning of the term being an asset held to have some recurring or capital gains. It is an asset that is expected to give returns without any work on the asset per se. The term "investment" is used differently in economics and in finance. Economists refer to a real investment (such as a machine or a house), while financial economists refer to a financial asset, such as money that is put into a bank or the market, which may then be used to buy a real asset
3. Financing cash flows: Cash received or expended as a result of financial activities, such as receiving or paying loans, issuing or repurchasing stock, and paying dividends. Finance (pronounced /fɪˈnænts/ or / ˈfaɪnænts/) is the science of funds management.[1] The general areas of finance are business finance, personal finance, and public finance.[2] Finance includes saving money and often includes lending money. The field of finance deals with the concepts of time, money, risk and how they are interrelated. It also deals with how money is spent and budgeted. One facet of finance is through individuals and business organizations, which deposit money in a bank. The bank then lends the money out to other individuals or corporations for consumption or investment and charges interest on the loans.Loans have become increasingly packaged for resale, meaning that an investor buys the loan (debt) from a bank or directly from a corporation. Bonds are debt instruments sold to investors for organizations such as companies, governments or charities.[3] The investor can then hold the debt and collect the interest or sell the debt on a secondary market. Banks are the main facilitators of funding through the provision of credit, although private equity, mutual funds, hedge funds, and other organizations have become important as they invest in various forms of debt. Financial assets, known as investments, are financially managed with careful attention to financial risk management to control financial risk. Financial instruments allow many forms of securitized assets to be traded on securities exchanges such as stock exchanges, including debt such as bonds as well as equity in publicly traded corporations.[dubious – discuss] Central banks, such as the Federal Reserve System banks in the United States and Bank of England in the United Kingdom, are strong players in public finance, acting as lenders of last resort as well as strong influences on monetary and credit conditions in the economy.[4]
All three together are necessary to reconcile the beginning cash balance to the ending cash balance.

Benefits from using Cash flow
The cash flow statement (In financial accounting, a cash flow statement, also known as statement of cash flows or funds flow statement, is a financial statement that shows how changes in balance sheet accounts and income affect cash and cash equivalents, and breaks the analysis down to operating, investing, and financing activities.) is one of the four main financial statements of a company. The cash flow statement can be examined to determine the short-term sustainability of a company. If cash is increasing (and operational cash flow is positive), then a company will often be deemed to be healthy in the short-term. Increasing or stable cash balances suggest that a company is able to meet its cash needs, and remain solvent. This information cannot always be seen in the income statement or the balance sheet of a company. For instance, a company may be generating profit, but still have difficulty in remaining solvent.

The cash flow statement breaks the sources of cash generation into three sections: operational cash flows, investing, and financing. This breakdown allows the user of financial statements to determine where the company is deriving its cash for operations. For example, a company may be notionally profitable but generating little operational cash (as may be the case for a company that barters its products rather than selling for cash). In such a case, the company may be deriving additional operating cash by issuing shares, or raising additional debt finance.

Companies that have announced significant writedowns of assets, particularly goodwill, may have substantially higher cash flows than the announced earnings would indicate. For example, telecoms firms that paid substantial sums for 3G licenses or for acquisitions have subsequently had to write-off goodwill, that is, indicate that these investments were now worth much less. These write-downs have frequently resulted in large announced annual losses, such as Vodafone's announcement in May 2006 that it had lost £21.9 billion due to a writedown of its German acquisition, Mannesmann, one of the largest annual losses in European history. Despite this large "loss", which represented a sunk cost, Vodafone's operating cash flows were solid: "Strong cash flow is one of the most attractive aspects of the cellphone business, allowing operators like Vodafone to return money to shareholders even as they rack up huge paper losses."[1]
In certain cases, cash flow statements may allow careful analysts to detect problems that would not be evident from the other financial statements alone. For example, WorldCom committed an accounting fraud that was discovered in 2002; the fraud consisted primarily of treating ongoing expenses as capital investments, thereby fraudulently boosting net income. Use of one measure of cash flow (free cash flow) would potentially have detected that there was no change in overall cash flow (including capital investments

Balance Sheet

In financial accounting (Financial accountancy (or financial accounting) is the field of accountancy concerned with the preparation of financial statements for decision makers, such as stockholders, suppliers, banks, employees, government agencies, owners, and other stakeholders. Financial capital maintenance can be measured in either nominal monetary units or units of constant purchasing power. The fundamental need for financial accounting is to reduce principal-agent problem by measuring and monitoring agents' performance and reporting the results to interested users. Financial accountancy is used to prepare accounting information for people outside the organization or not involved in the day to day running of the company. Management accounting provides accounting information to help managers make decisions to manage the business. 
In short, Financial Accounting is the process of summarizing financial data taken from an organization's accounting records and publishing in the form of annual (or more frequent) reports for the benefit of people outside the organization. Financial accountancy is governed by both local and international accounting standards.) , a balance sheet or statement of financial position is a summary of the value of all assets, liabilities and Ownership equity for an organization or individual on a specific date, such as the end of its financial year. A balance sheet is often described as a "snapshot" of a company's financial condition on a given date. Of the four basic financial statements, the balance sheet is the only statement which applies to a single point in time, instead of a period of time.

A company balance sheet has three parts: assets, liabilities and shareholders' equity. The main categories of assets are usually listed first and are followed by the liabilities. The difference between the assets and the liabilities is known as the net assets or the net worth of the company. According to the accounting equation, net worth must equal assets minus liabilities.

Records of the values of each account or line in the balance sheet are usually maintained using a system of accounting known as the double-entry bookkeeping system.

A simple business operating entirely in cash could measure its profits by simply withdrawing the entire bank balance at the end of the period, plus any cash in hand. However, real businesses are not paid immediately; they build up inventories of goods to sell and they acquire buildings and equipment. In other words: businesses have assets and so they could not, even if they wanted to, immediately turn these into cash at the end of each period. Real businesses also owe money to suppliers and to tax authorities, and the proprietors do not withdraw all their original capital and profits at the end of each period. In other words businesses also have liabilities.

Types of balance sheets
A balance sheet summarizes an organization or individual's asset, equity and liabilities at a specific point in time. Individuals and small businesses tend to have simple balance sheets. Larger businesses tend to have more complex balance sheets, and these are presented in the organization's annual report. Large businesses also may prepare balance sheets for segments of their businesses.A balance sheet is often presented alongside one for a different point in time (typically the previous year) for comparison.

Personal balance sheet
A personal balance sheet lists current assets such as cash in checking accounts and savings accounts, long-term assets such as common stock and real estate, current liabilities such as loan debt and mortgage debt due or overdue, and long-term liabilities such as mortgage and other loan debt. Securities and real estate values are listed at market value rather than at historical cost or cost basis. Personal net worth is the difference between an individual's total assets and total liabilities. 
Small business balance sheet
A small business balance sheet lists current assets such as cash, accounts receivable, and inventory, fixed assets such as land, buildings, and equipment, intangible assets such as patents, and liabilities such as accounts payable, accrued expenses, and long-term debt. Contingent liabilities such as warranties are noted in the footnotes to the balance sheet. The small business's equity is the difference between total assets and total liabilities. [10]

Corporate balance sheet structure
Guidelines for corporate balance sheets are given by the International Accounting Standards Committee and numerous country-specific organizations.

Balance sheet account names and usage depend on the organization's country and the type of organization. Government organizations do not generally follow standards established for individuals or businesses.

If applicable to the business, summary values for the following items should be included on the balance sheet:

Assets
Current assets
1. inventories
2. accounts receivable
3. cash and cash equivalents
Long-term assets
1. property, plant and equipment
2. investment property, such as real estate held for investment purposes

3. intangible assets
4. financial assets (excluding investments accounted for using the equity method, accounts receivables, and cash and cash equivalents)

5. investments accounted for using the equity method
6. biological assets, which are living plants or animals. Bearer biological assets are plants or animals which bear agricultural produce for harvest, such as apple trees grown to produce apples and sheep raised to produce wool.[17]
Liabilities
1. accounts payable
2. provisions for warranties or court decisions

3. financial liabilities (excluding provisions and accounts payable), such as promissory notes and corporate bonds
4. liabilities and assets for current tax
5. deferred tax liabilities and deferred tax assets

6. minority interest in equity

7. issued capital and reserves attributable to equity holders of the parent company
Equity
The net assets shown by the balance sheet equals the third part of the balance sheet, which is known as the shareholders' equity. Formally, shareholders' equity is part of the company's liabilities: they are funds "owing" to shareholders (after payment of all other liabilities); usually, however, "liabilities" is used in the more restrictive sense of liabilities excluding shareholders' equity. The balance of assets and liabilities (including shareholders' equity) is not a coincidence. Records of the values of each account in the balance sheet are maintained using a system of accounting known as double-entry bookkeeping. In this sense, shareholders' equity by construction must equal assets minus liabilities, and are a residual.

1. numbers of shares authorised, issued and fully paid, and issued but not fully paid

2. par value of shares

3. reconciliation of shares outstanding at the beginning and the end of the period

4. description of rights, preferences, and restrictions of shares

5. treasury shares, including shares held by subsidiaries and associates

6. shares reserved for issuance under options and contracts
7. a description of the nature and purpose of each reserve within owners' equity

The Balance Sheet Structure


The Balance Sheet logic is completely consistent with the two basic rules (the rules of debit/credit) that were demonstrated at the beginning of the tutorial.

1. Debit Side- Describes either assets that belong to the business (property, a real account, according to Rule No. 2 an asset is always a debit) or debts owed by customers to us. Customers according to Rule No. 1 - are a personal account that must be a debit (the accounting entity must have a "debt" to the business). 

2. Credit Side- Describes the obligations of the business to either of two factors as follows: 

1. External agencies (suppliers, lenders and so forth). 

2. The owner of the business (Capital Account or accumulated profits).
In either case, according to Rule 1 either the external agencies or the owner of the business are eligible to be "credited" with money from the business and therefore they are in credit. 


Why does the Balance Sheet balance?

In principle, there are two explanations for why the Balance Sheet must balance.

1. A Logical Explanation. 


The Balance Sheet is in fact made up of two parts while: 
	The total assets of the business (the debit side) = The total obligations to external agencies (the credit side) + the total obligations to the owner of the business.




2. An accounting explanation

The Balance Sheet is made up directly from the Trial Balance (Balances) which is itself a Balance Sheet. It is clear, therefore, that if we went from a Trial Balance to a Balance Sheet, then the final result (a Balance Sheet), that also takes account of the balance in the Profit and Loss Statement, will be balanced. 
	Summary



In a graphic format, the accounting system looks like this

[image: image9.png]



Financial Statement Analysis

Financial statement analysis is the process of examining relationships among financial statement elements and making comparisons with relevant information. It is a valuable tool used by investors and creditors, financial analysts, and others in their decision-making processes related to stocks, bonds, and other financial instruments. The goal in analyzing financial statements is to assess past performance and current financial position and to make predictions about the future performance of a company. Investors who buy stock are primarily interested in a company's profitability and their prospects for earning a return on their investment by receiving dividends and/or increasing the market value of their stock holdings. Creditors and investors who buy debt securities, such as bonds, are more interested in liquidity and solvency: the company's short-and long-run ability to pay its debts. Financial analysts, who frequently specialize in following certain industries, routinely assess the profitability, liquidity, and solvency of companies in order to make recommendations about the purchase or sale of securities, such as stocks and bonds.

Analysts can obtain useful information by comparing a company's most recent financial statements with its results in previous years and with the results of other companies in the same industry. Three primary types of financial statement analysis are commonly known as horizontal analysis, vertical analysis, and ratio analysis.

Horizontal Analysis

When an analyst compares financial information for two or more years for a single company, the process is referred to as horizontal analysis, since the analyst is reading across the page to compare any single line item, such as sales revenues. In addition to comparing dollar amounts, the analyst computes percentage changes from year to year for all financial statement balances, such as cash and inventory. Alternatively, in comparing financial statements for a number of years, the analyst may prefer to use a variation of horizontal analysis called trend analysis. Trend analysis involves calculating each year's financial statement balances as percentages of the first year, also known as the base year. When expressed as percentages, the base year figures are always 100 percent, and percentage changes from the base year can be determined.

Vertical Analysis

When using vertical analysis, the analyst calculates each item on a single financial statement as a percentage of a total. The term vertical analysis applies because each year's figures are listed vertically on a financial statement. The total used by the analyst on the income statement is net sales revenue, while on the balance sheet it is total assets. This approach to financial statement analysis, also known as component percentages, produces common-size financial statements. Common-size balance sheets and income statements can be more easily compared, whether across the years for a single company or across different companies.

Ratio Analysis

Ratio analysis enables the analyst to compare items on a single financial statement or to examine the relationships between items on two financial statements. After calculating ratios for each year's financial data, the analyst can then examine trends for the company across years. Since ratios adjust for size, using this analytical tool facilitates inter company as well as intra many comparisons. Ratios are often classified using the following terms: profitability ratios (also known as operating ratios), liquidity ratios, and solvency ratios. Profitability ratios are gauges of the company's operating success for a given period of time. Liquidity ratios are measures of the short-term ability of the company to pay its debts when they come due and to meet unexpected needs for cash. Solvency ratios indicate the ability of the company to meet its long-term obligations on a continuing basis and thus to survive over a long period of time. In judging how well on a company is doing, analysts typically compare a company's ratios to industry statistics as well as to its own past performance.

COMPANY PROFILE

Maruti Udyog Ltd. (MUL) is the first automobile company in the world to be honored with an ISO 9000:2000 certificate. The company has a joint venture with Suzuki Motor Corporation of Japan. It is said that the company takes only 14 hours to make a car. Few of the popular models of MUL are Alto, Baleno, Swift, Wagon-R and Zen.

Quick Facts

	Year of Establishment
	February 1981

	Vision
	"The Leader in The Indian Automobile Industry, Creating Customer Delight and Shareholder's Wealth; A pride of India."

	Industry
	Automotive - Four Wheelers

	Listings & its codes
	BSE - Code: 532500
NSE - Code: MARUTI 
Bloomberg: MUL@IN 
Reuters: MRTI.BO

	Joint Venture
	With Suzuki Motor Company, now Suzuki Motor Corporation, of Japan in October 1982.

	Registered & Corporate Office
	11th Floor, Jeevan Prakash
25, Kasturba Gandhi Marg
New Delhi - 110001, India 
Tel.: +(91)-(11)-23316831 (10 lines)
Fax: +(91)-(11)-23318754, 23713575 
Telex: 031-65029 MUL IN

	Works
	Palam Gurgaon Road 
Gurgaon -122015 
Haryana, India 
Tel.: +(91)-(124)-2340341-5, 2341341-5


	Website
	www.marutiudyog.com


Awards & Accolades

	2010
	  Maruti Suzuki manufactures 10 lakh units in 2009-10.

	2009
	  Maruti Suzuki Swift becomes fastest to reach 3-lakh milestone.

  Maruti Suzuki A-star breaks own record of fuel efficiency.

  Maruti Suzuki wins 'Golden Peacock Eco-Innovation Award'.

  Haryana allots 700 acres to Maruti Suzuki for hi-tech R&D complex at Rohtak.

  Maruti Suzuki ships out 100000th A-star in less than a year.

  ICSI awards top honours to Maruti Suzuki for corporate governance.

	2008
	  Maruti Suzuki becomes the first Indian car company to export half a million cars. 

  Maruti Suzuki Ranks Highest in Automotive Customer Satisfaction in India For Ninth Consecutive Year. 

  Maruti Suzuki moves A-star for Europe on Auto Wagons . 

  Maruti Suzuki displays Fuel Efficiency of its 12 brands from the New Year .

	2007
	  Maruti Alto becomes first car in India to cross 2 lakh domestic sales in a fiscal. 

  Maruti Suzuki MD conferred a Doctorate (Honorary) by London Metropolitan University. 

  Global launch of Concept Car from Maruti Suzuki 

  Maruti's highest ever sales.

	2006
	  UGS Asia Pacific PLM Excellence Award Grand Prize. 

  Maruti and Magma in pact for financing cars .

	2005
	  Number one in JD Power SSI for the second consecutive year. 

  Number one in JD Power CSI for the sixth time in a row - the only car to win it so many times. 

  M800, WagonR and Swift topped their segments in the TNS Total Customer Satisfaction Study Leadership in the JD Power Initial Quality Study - Alto number one in its segment for the 2nd time in a row, Esteem number one in its segment for the 3rd year in a row, Swift number one in the premium compact segment. 

  WagonR and Esteem top their segments in the JD Power APEAL study. 

  TNS ranks Maruti 4th in the Corporate Reputation Strength (CSR) study (#1 in Auto sector)-Feb 05. 

  Maruti bagged the "Manufacturer of the year" award from Autocar-CNBC (2nd time in a row)-Feb 05. 

  First Indian car manufacturer to reach 5 million vehicles sales. 

  Business World ranks Maruti among top five most respected companies in India-Oct 04. 

  Maruti ranked among top ten (Rank7) greenest companies in India by Business Today - Sep '04

	2004
	  Maruti Suzuki was No. 1 in Customer satisfaction, No. 1 in Sales Satisfaction No.1 in Product Quality (Esteem and Alto) and No. 1 in Product Appeal (Esteem and Wagon R). 

  No. 1 in Total Customer Satisfaction (Maruti 800, Zen and Alto). 

  Business World ranked us among the country's five most respected companies. 

  Business World ranked us the country's most respected automobile company. 

  Voted Manufacturer of the year by CNBC. 

  Voted one of India's Greenest Companies by Business Today-AC Nielson ORG-MARG.


Milestones

	1981
	  Maruti Udyog Ltd. was incorporated.

	1982
	  Steped into a JV with SMC of Japan.

	1983
	  Maruti 800, a 796 cc hatchback, India's first affordable car was produced.

	1984
	  Installed capacity reached 40,000 units. Omni, a 796 cc MUV was in production.

	1985
	  Launch of Maruti Gypsy (970cc, 4WD off-road vehicle).

	1986
	· Produced 100,000 vehicles (cumulative production).

	1987
	  Exported first lot of 500 cars to Hungary.

	1988
	  Installed capacity increased to 100,000 units.

	1992
	  SMC increases its stake to 50 per cent.

	1994
	  Produced the 1 millionth vehicle since the commencement of production.

	1995
	  Second plant launched, the installed capacity reached 200,000 units.

	1996
	  Launch of 24-hour emergency on-road vehicle service.

	1997
	  Produced the 2 millionth vehicle since the commencement of production.

	1998
	  Launch of website as part of CRM initiatives.

	1999
	  Launch of Maruti - Suzuki innovative traffic beat in Delhi and Chennai as social initiatives.

	2000
	  IDTR (Institute of Driving Training and Research) launched jointly with Delhi government to promote safe driving habits.

	2001
	  Launch of customer information centers in Hyderabad, Bangalore, and Chennai.

	2002
	  SMC increases its stake to 54.2 per cent. 

  Launch of Maruti Finance with 10 finance companies in Mumbai. 

  Start of Maruti True value in Mumbai.

	2003
	  Production of 4 millionth vehicle. 

  Listed on BSE and NSE after a public issue oversubscribed 10 times.

	2004
	  Maruti closed the financial year 2003-04 with an annual sale of 472122 units, the highest ever since the company began operations 20 years ago.

	2005
	  The fiftieth lakh car rolls out in April, 2005.

	2006
	  Maruti and Magma in pact for financing cars .

	2007
	  Maruti starts driving and Technical Training Institute for Tribal Youth.

	2008
	  Maruti Suzuki inks agreement with Mundra Port for a mega car Terminal for Exports.

	2009
	  Maruti Suzuki launched premium hatchback Ritz on May 15.

	2010
	  Maruti Suzuki manufactures 10 lakh units in 2009-10.


Company Flashback

Maruti Udyog Limited (MUL), established in 1981, had a prime objective to meet the growing demand of a personal mode of transport, which is caused due to lack of efficient public transport system. The incorporation of the company was through an Act of Parliament                                                                     .

Suzuki Motor Company of Japan was chosen from seven other prospective partners worldwide. Suzuki was due not only to its undisputed leadership in small cars but also to commitments to actively bring to MUL contemporary technology and Japanese management practices. 

A license and a Joint Venture agreement were signed between Government of India and Suzuki Motor Company (now Suzuki Motor Corporation of Japan) in Oct 1982.

The objectives of MUL then are as cited below:

· Modernization of the Indian Automobile Industry.

· Production of fuel-efficient vehicles to conserve scarce resources.

· Production of large number of motor vehicles which was necessary for economic growth.

In 2001, MUL became one of the first automobile companies, globally, to be honored with an ISO 9000:2000 certificate. The production/ R&D are spread across 297 acres with 3 fully-integrated production facilities. The MUL plant has already rolled out 4.3 million vehicles. The fact says that, on an average two vehicles roll out of the factory in every single minute. The company takes approximately 14 hours to make a car. Not only this, with range of 11 models in 50 variants, Maruti Suzuki fits every car-buyer's budget and any dream.

FINANCIAL SUMMARY OF MARUTI UDYOG LTD.

Profit & Loss account (Rs. m)
	Year-end March
	Mar06
	Mar07
	Mar08
	Mar09
	Mar10

	Total revenues

	110,474

	133,357

	147,531

	169,996

	192,764


	YoY growth (%)

	23.0

	20.7

	10.6

	15.2

	13.4


	Operating expenses

	101,169

	119,295

	131,265

	150,548

	170,278


	Raw material expenses

	70,265

	85,174

	92,170

	105,529

	119,376


	Excise and taxes

	19,384

	23,807

	27,009

	31,187

	35,372


	Trading purchases

	0

	0

	0

	0

	0


	Salaries and wages

	2,975

	1,960

	2,287

	2,766

	3,137


	Manufacturing expenses

	8,545

	8,354

	9,799

	11,065

	12,393


	Managerial remuneration

	0

	0

	0

	0

	0


	Operating profit

	9,305

	14,062

	16,266

	19,448

	22,486


	YoY growth (%)

	145.2

	51.1

	15.7

	19.6

	15.6


	Operating margin (%)

	8.4

	10.5

	11.0

	11.4

	11.7


	Treasury income

	3,777

	3,914

	4,292

	4,500

	4,700


	EBDITA

	13,081

	17,976

	20,558

	23,948

	27,186


	EBDITA margin (%)

	11.4

	13.1

	13.5

	13.7

	13.8


	Depreciation

	4,949

	4,568

	2,854

	3,487

	4,525


	EBIT
EBIT margin (%)

	8,132
7.1

	13,408
9.8

	17,704
11.7

	20,461
11.7

	22,661


	Interest

	434

	360

	204

	376

	344

	Pre-tax profit

	7,698

	13,047

	17,500

	20,387

	22,617


	Pre-tax margin (%)

	6.7

	9.5

	11.5

	11.7

	11.5


	Tax provision

	2,277

	4,513

	5,609

	6,524

	7,237


	Effective tax rate (%)

	29.6

	34.6

	32.1

	32.0

	32.0


	Adjusted net profit

	5,421

	8,535

	11,890

	13,863

	15,380


	YoY growth (%)

	270.4

	57.4

	39.3

	16.6

	10.9


	+(-) Extra-ordinary Inc/(Exp)

	0

	0

	0

	0

	0


	Reported net profit

	5,421

	8,535

	11,890

	13,863

	15,380



Graphical representation of Profit & Loss Account: [image: image10.emf]Profit Loss Account

Year-end March

Mar 06

Mar 07

Mar 08

Mar 09

Mar 10



Balance sheet
	Period Ending
	Mar 31, 2010
	Mar 31, 2009
	Mar 31, 2008
	Mar 31, 2007

	

	Assets

	Current Assets

	​
	Cash And Cash Equivalents
	1,627,000  
	19,868,000  
	3,901,000  
	14,374,000  

	
	Short Term Investments
	52,733,000  
	11,682,000  
	10,946,000  
	8,802,000  

	
	Net Receivables
	12,368,000  
	15,005,000  
	8,860,000  
	8,601,000  

	
	Inventory
	12,276,000  
	9,213,000  
	10,483,000  
	7,123,000  

	
	Other Current Assets
	12,961,000  
	12,319,000  
	8,845,000  
	8,840,000  

	

	Total Current Assets 
	91,965,000   
	68,087,000   
	43,035,000   
	47,740,000   

	Long Term Investments
	21,235,000  
	21,090,000  
	41,703,000  
	26,344,000  

	Property Plant and Equipment
	-  
	-  
	-  
	-  

	Goodwill
	-  
	-  
	-  
	-  

	Intangible Assets
	-  
	-  
	-  
	-  

	Accumulated Amortization
	-  
	-  
	-  
	-  

	Other Assets
	-  
	-  
	-  
	-  

	Deferred Long Term Asset Charges
	838,000  
	791,000  
	998,000  
	1,110,000  

	

	Total Assets 
	169,673,000   
	140,805,000   
	126,875,000   
	104,724,000   

	

	Liabilities

	Current Liabilities

	
	Accounts Payable
	23,461,000  
	25,972,000  
	17,080,000  
	9,256,000  

	
	Short/Current Long Term Debt
	9,730,000  
	8,133,000  
	12,985,000  
	7,633,000  

	
	Other Current Liabilities
	11,655,000  
	8,081,000  
	7,244,000  
	14,263,000  

	

	Total Current Liabilities 
	41,908,000   
	37,418,000   
	32,466,000   
	25,366,000   

	Long Term Debt
	3,640,000  
	5,345,000  
	5,395,000  
	6,471,000  

	Other Liabilities
	-  
	-  
	-  
	-  

	Deferred Long Term Liability Charges
	-  
	-  
	-  
	-  

	Minority Interest
	-  
	-  
	-  
	-  

	Negative Goodwill
	-  
	-  
	-  
	-  

	

	Total Liabilities 
	47,847,000   
	45,152,000   
	40,604,000   
	34,659,000   

	

	Stockholders' Equity

	Misc Stocks Options Warrants
	-  
	-  
	-  
	-  

	Redeemable Preferred Stock
	-  
	-  
	-  
	-  

	Preferred Stock
	-  
	-  
	-  
	-  

	Common Stock
	5,691,000  
	5,691,000  
	5,691,000  
	5,691,000  

	Retained Earnings
	115,866,000  
	91,640,000  
	80,549,000  
	64,243,000  

	Treasury Stock
	269,000  
	(1,678,000)
	31,000  
	131,000  

	Capital Surplus
	-  
	-  
	1,000  
	-  

	Other Stockholder Equity
	-  
	-  
	-  
	-  

	

	Total Stockholder Equity 
	-   
	-   
	-   
	-   

	

	Net Tangible Assets 
	-   
	-   
	-   
	-   


Cash flow statement
	Period Ending
	Mar 31, 2010
	Mar 31, 2009
	Mar 31, 2008
	Mar 31, 2007

	Net Income
	26,247,000
	12,274,000
	17,899,000
	15,883,000

	

	Operating Activities, Cash Flows Provided By or Used In

	Depreciation
	8,414,000
	7,165,000
	5,727,000
	2,755,000

	Adjustments To Net Income
	-
	-
	-
	-

	Changes In Accounts Receivables
	1,294,000
	(2,801,000)
	969,000
	(1,115,000)

	
	
	
	
	

	Changes In Inventories
	(3,063,000)
	1,270,000
	(3,360,000)
	1,771,000

	Changes In Other Operating Activities
	262,000
	974,000
	795,000
	1,756,000

	

	Total Cash Flow From Operating Activities
	30,121,000
	12,630,000
	19,058,000
	18,704,000

	

	Investing Activities, Cash Flows Provided By or Used In

	Capital Expenditures
	(13,804,000)
	(17,060,000)
	(17,430,000)
	(11,991,000)

	
	
	
	
	

	Total Cash Flows From Investing Activities 
	(49,117,000) 
	8,528,000   
	(30,823,000) 
	(22,837,000) 

	

	Financing Activities, Cash Flows Provided By or Used In

	Dividends Paid
	-  
	-  
	-  
	-  

	Other Cash Flows from Financing Activities
	(35,808,000)
	25,517,000  
	(13,464,000)
	(10,920,000)

	

	Total Cash Flows From Financing Activities 
	755,000   
	(5,191,000) 
	1,292,000   
	(1,367,000) 

	Change In Cash and Cash Equivalents 
	(18,241,000) 
	15,967,000   
	(10,473,000) 
	(5,500,000) 


Key Ratios
	Data provided by Capital IQ, except where noted.

	Valuation Measures

 



	Market Cap (intraday)5:

N/A

Enterprise Value (Feb 16, 2011)3:

344.41B

Trailing P/E (ttm, intraday):

N/A

Forward P/E (fye Mar 31, 2012)1:

N/A

PEG Ratio (5 yr expected)1:

N/A

Price/Sales (ttm):

N/A

Price/Book (mrq):

N/A

Enterprise Value/Revenue (ttm)3:

1.16

Enterprise Value/EBITDA (ttm)3:

8.62



	Financial Highlights

 



	Fiscal Year
Fiscal Year Ends:

Mar 31

Most Recent Quarter (mrq):

Dec 31, 2005



	Profitability
Profit Margin (ttm):

8.87%

Operating Margin (ttm):

10.67%



	Management Effectiveness
Return on Assets (ttm):

12.71%

Return on Equity (ttm):

24.14%



	Income Statement
Revenue (ttm):

295.92B

Revenue Per Share (ttm):

1,024.25

Qtrly Revenue Growth (yoy):

N/A

Gross Profit (ttm):

54.78B

EBITDA (ttm):

39.97B

Net Income Avl to Common (ttm):

26.25B

Diluted EPS (ttm):

N/A

Qtrly Earnings Growth (yoy):

N/A



	Balance Sheet
Total Cash (mrq):

N/A

Total Cash Per Share (mrq):

N/A

Total Debt (mrq):

N/A

Total Debt/Equity (mrq):

N/A

Current Ratio (mrq):

2.19

Book Value Per Share (mrq):

0.00



	Cash Flow Statement
Operating Cash Flow (ttm):

30.12B

Levered Free Cash Flow (ttm):

14.22B




ANALYSIS AND INTERPRETAION OF KEY RATIOS
Liquidity Ratios

1. Current Ratio:

Current ratio tells us the short- term financial position of the company. Current Ratio of Maruti Suzuki has been increasing from 2003 till 2006 but has decreased in the year 2007.This is because current liabilities have increased more as compared to current assets in 2007.

The current ratio is the best known ratio of financial analysis. It presents in relative terms what net working capital measures in absolute terms.

1)- Calculation of current ratio

The current ratio (CR) is calculated by dividing current assets (i.e. working capital) by current liabilities.
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A current ratio may have different meanings depending on the point of view of an analyst. It has a liquidating meaning - the ability to make all necessary payments today - which gives a measure of protection or cushion for lenders. But, lenders are not interested in receiving inventory in lieu of their claims, and they may look at the ratio as an indication that the firm is able to generate funds to make all needed payments in the future; thus, the ratio indicates whether the firm is likely to be a going concern. But, to infer such a meaning, the ratio cannot be looked upon as a single statistic, and it is necessary to analyze the degree of liquidity of the components of working capital, as it is done later in this chapter.

A general rule of thumb suggests that the current ratio should be close to 2. As can be seen in Table T-8.3, very few companies in the chosen sample meet the rule of thumb.
	Table T-8.3

	Comparison of Current Ratio by size of company in 1994

	Sales $
	G
	M
	W
	R
	U
	S

	-1 MM
	1.5
	2.2
	2.0
	1.4
	1.0
	1.6

	1-3 MM
	1.8
	1.6
	1.8
	1.4
	1.5
	1.2

	3-5 MM
	1.8
	1.7
	1.7
	1.2
	1.3
	2.2

	5-10 MM
	2.0
	1.5
	1.6
	1.1
	1.5
	1.2

	10-25 MM
	2.6
	1.7
	1.4
	1.1
	1.4
	1.0

	25 + MM
	2.5
	2.2
	1.3
	1.0
	1.3
	1.0

	G = Manufacturers - Drugs and Medicines SIC 2833 (2834 in 1999)

	M = Manufacturers - Machinery SIC 3561 (3545 in 1999)

	W = Wholesalers - Furniture SIC 5021

	R = Retailers - Food Stores SIC 5411

	U = Telephone Communication, SIC 4812 (4813 in 1999)

	S = Services - Travel Agencies, SIC 4724

	Source: Robert Morris Associates, "Annual Statements Studies, 1994"


The food store and telephone company groups do not even come close to the supposed desirable level of 2. Only in pharmaceuticals, is there a large proportion of firms with adequate liquidity. Furthermore, if it is assumed that larger firms are the strongest firm, then the pharmaceutical companies statistics suggest that the improvement in liquidity is correlated with a position of strength in the industry. Unfortunately, such observation is not universal because just the contrary seems to take place in food stores and travel agencies: larger firms in these sectors have the worst liquidity. One may suspect that the easy access to credit of large food store chains and the eagerness of food manufacturers to place their products on store shelves explains their poor liquidity picture; indeed trade payables of large food stores (at 20%) are more than three times the size (6%) of those of small food stores.

The calculation of the ratio may require any of the modifications mentioned for working capital and current liabilities.

Current Ratio is a liquidity ratio that measures company's ability to pay its debt over the next 12 months or its business cycle. Current Ratio formula is:
Current ratio is a financial ratio that measures whether or not a company has enough resources to pay its debt over the next business cycle (usually 12 months) by comparing firm's current assets to its current liabilities.

Acceptable current ratio values vary from industry to industry. Generally, a current ratio of 2:1 is considered to be acceptable. The higher the current ratio is, the more capable the company is to pay its obligations. Current ratio is also affected by seasonality.

If current ratio is bellow 1 (current liabilities exceed current assets), then the company may have problems paying its bills on time. However, low values do not indicate a critical problem but should concern the management. One exception to the rule is considered fast-food industry because the inventory turns over much more rapidly than the accounts payable becoming due.

Current ratio gives an idea of company's operating efficiency. A high ratio indicates "safe" liquidity, but also it can be a signal that the company has problems getting paid on its receivable or have long inventory turnover, both symptoms that the company may not be efficiently using its current assets.

2. Quick Ratio:

This ratio indicates the working capital limit of the company. The quick ratio of the company under observation is quite comfortable and healthy .It is increasing from 2003 till 2006 but has diminished in the year 2007.
Quick Ratio is an indicator of company's short-term liquidity. It measures the ability to use its quick assets (cash and cash equivalents, marketable securities and accounts receivable) to pay its current liabilities. Quick ratio formula is:
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Quick ratio specifies whether the assets that can be quickly converted into cash are sufficient to cover current liabilities.

Ideally, quick ratio should be 1:1.

If quick ratio is higher, company may keep too much cash on hand or have a problem collecting its accounts receivable. Higher quick ratio is needed when the company has difficulty borrowing on short-term notes. A quick ratio higher than 1:1 indicates that the business can meet its current financial obligations with the available quick funds on hand.

A quick ratio lower than 1:1 may indicate that the company relies too much on inventory or other assets to pay its short-term liabilities.

Many lenders are interested in this ratio because it does not include inventory, which may or may not be easily converted into cash.

1) Calculation of quick ratio:

Quick or Acid Test Ratio (QR) is calculated by dividing current assets from which inventory has been excluded, by current liabilities.

QR = (Cash+Marketable Securities+Accounts Receivable) / Current Liabilities

2)- Modifications to calculation
The numbers used in the calculation of quick ratio may need some correction for reasons already mentioned for cash balance, and reasons still to come for current liabilities. Since the exact amount of available liquidity is so important in this measure, it is also appropriate to touch upon elements that can affect marketable securities. Usually, these securities are highly marketable and thus it is easy to obtain recent accurate quotations (as opposed to securities held for investment purpose which are found as part of fixed assets and which may involve funds tied in closely held affiliates). In most countries, the accounting rule used for reporting these securities is the cost method. The cost method requires that the purchase price of a security be the basis of its balance sheet valuation unless the current market value is lower, and the decline in value is other than temporary. When such a decline is recorded, an account for "valuation allowance" should be present on the balance sheet. If stocks and bonds have been depressed, and the company does not have the value decline recorded, the analyst may want to question whether the adjustment recommended by accounting rules, has been made. When the stock and bonds have been on an upswing, marketable securities are likely to be understated, but no correction can be expected on the balance sheet. It will be up to the analyst to make his/her own adjustments (provided sufficient detailed information is obtained from the firm).

See review question Q-8E2.1
3)- Interpretation of meaning
The quick ratio is a very stringent measure of solvency. When compared to the current ratio, it may reveal the extent to which the firm is dependent on selling its inventory to meet current obligations. Whether or not this is a problem obviously depends on how liquid (i.e. sealable) inventory is, and thus, an additional analysis is always necessary. In fact, this measure is too stringent and narrow to allow meaningful implications about the firm's future. But, a comparison over time may bring to light a deterioration of liquidity foretelling oncoming insolvency, and therefore, it must never be overlooked.

A general rule of thumb suggests that the quick ratio should be around 1. As can be seen in Table T-8.4, the rule of thumb holds for all the industries except one, food stores.

	Table T-8.5

	Comparison of Quick Ratio by company size

	Sales $
	G
	M
	W
	R
	U
	S

	-1 MM
	0.9
	1.3
	0.8
	0.3
	0.9
	1.6

	1-3 MM
	1.1
	1
	0.9
	0.4
	1
	1.1

	3-5 MM
	1
	1
	1
	0.5
	1.1
	1.8

	5-10 MM
	1.3
	0.8
	0.9
	0.4
	1.1
	1.1

	10-25 MM
	1.3
	0.8
	0.9
	0.5
	1.2
	1

	25 + MM
	1.2
	1
	0.9
	0.4
	1.1
	0.8

	G = Manufacturers - Drugs and Medicines SIC 2833

	M = Manufacturers - Machinery SIC 3561

	W = Wholesalers - Furniture SIC 5021

	R = Retailers - Food Stores SIC 5411

	U = Telephone Communication, SIC 4812

	S = Services - Travel Agencies, SIC 4724

	Source: Robert Morris Associates, "Annual Statements Studies, 1994"


The fact that quick ratio values are close to the theoretical value of one is surprising in light of the widespread deviations of current ratio values from its theoretical value of two, observed in Table T-8.3. This suggests that the quick ratio is more robust. In fact, the apparent oddity of excessively low ratio for the food stores is not an oddity at all, and should not lead anyone to believe that food stores in the United States will soon close and people won't have any place to buy milk and bread. The reason is simply that food stores did not - up until very recently - sell on credit.

3. Absolute Cash Ratio:

This ratio tests the liquidity on an immediate basis as it tests for liquidity with the cash and near cash items only. The ratio has shown a considerable increase till 2006 but has declined in the year 2007.

Cash Ratio is an indicator of company's short-term liquidity. It measures the ability to use its cash and cash equivalents to pay its current financial obligations. Cash Ratio formula is:
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Cash ratio measures the immediate amount of cash available to satisfy short-term liabilities. A cash ratio of 0.5:1 or higher is preferred.

Cash ratio is the most conservative look at a company's liquidity since is taking in the consideration only the cash and cash equivalents.

Cash ratio is used by creditors when deciding how much credit, if any, they would be willing to extend to the company.

Solvency Ratios

4. Debt-Equity Ratio:

It is a measure of a company's financial leverage calculated by dividing its total liabilities by stockholders' equity. It indicates what proportion of equity and debt the company is using to finance its assets. As can be observed, the Equity ratio has been almost constant over the years. This implies that the net worth of the company as a part of the total assets has remained almost same. However the debt ratio has first decreased and then increased. This is responsible for the trend of the Debt Equity Ratio as well.
Debt-to-Equity ratio indicates the relationship between the external equities or outsiders funds and the internal equities or shareholders funds. 

It is also known as external internal equity ratio. It is determined to ascertain soundness of the long term financial policies of the company.

Formula of Debt to Equity Ratio:

Following formula is used to calculate debt to equity ratio

 [Debt Equity Ratio = External Equities / Internal Equities]
Or
[Outsiders funds / Shareholders funds]
As a long term financial ratio it may be calculated as follows:

[Total Long Term Debts / Total Long Term Funds]
Or
[Total Long Term Debts / Shareholders Funds]
Components:

The two basic components of debt to equity ratio are outsiders funds i.e. external equities and share holders funds, i.e., internal equities. The outsiders funds include all debts / liabilities to outsiders, whether long term or short term or whether in the form of debentures, bonds, mortgages or bills. The shareholders funds consist of equity share capital, preference share capital, capital reserves, revenue reserves, and reserves representing accumulated profits and surpluses like reserves for contingencies, sinking funds, etc. The accumulated losses and deferred expenses, if any, should be deducted from the total to find out shareholder's funds

Some writers are of the view that current liabilities do not reflect long term commitments and they should be excluded from outsider's funds. There are some other writers who suggest that current liabilities should also be included in the outsider's funds to calculate debt equity ratio for the reason that like long term borrowings, current liabilities also represents firm's obligations to outsiders and they are an important determinant of risk. However, we advise that to calculate debt equity ratio current liabilities should be included in outsider's funds. The ratio calculated on the basis outsider's funds excluding liabilities may be termed as ratio of long-term debt to share holders funds.
Example:

From the following figures calculate debt to equity ratio:

	Equity share capital
Capital reserve
Profit and loss account
6% debentures
Sundry creditors
Bills payable
Provision for taxation
Outstanding creditors
	1,100,000
500,000
200,000
500,000
240,000
120,000
180,000
160,000


Required: Calculate debt to equity ratio.
Calculation: 

External Equities / Internal Equities

= 1,200,000 / 18,000,000

= 0.66 or 4 : 6

It means that for every four dollars worth of the creditors investment the shareholders have invested six dollars. That is external debts are equal to 0.66% of shareholders funds.

Significance of Debt to Equity Ratio:

Debt to equity ratio indicates the proportionate claims of owners and the outsiders against the firms assets. The purpose is to get an idea of the cushion available to outsiders on the liquidation of the firm. However, the interpretation of the ratio depends upon the financial and business policy of the company. The owners want to do the business with maximum of outsider's funds in order to take lesser risk of their investment and to increase their earnings (per share) by paying a lower fixed rate of interest to outsiders. The outsiders creditors) on the other hand, want that shareholders (owners) should invest and risk their share of proportionate investments. A ratio of 1:1 is usually considered to be satisfactory ratio although there cannot be rule of thumb or standard norm for all types of businesses. Theoretically if the owners interests are greater than that of creditors, the financial position is highly solvent. In analysis of the long-term financial position it enjoys the same importance as the current ratio in the analysis of the short-term financial position.

5. Interest Coverage Ratio:

The interest coverage ratio is a measurement of the number of times a company could make its interest payments with its earnings before interest and taxes; the lower the

ratio, the higher the company’s debt burden. The Interest Coverage Ratio has increased till 2005 but has diminished since then.

Debt Service Ratio or Interest Coverage Ratio:

Definition:

Interest coverage ratio is also known as debt service ratio or debt service coverage ratio.

This ratio relates the fixed interest charges to the income earned by the business. It indicates whether the business has earned sufficient profits to pay periodically the interest charges. It is calculated by using the following formula.

Formula of Debt Service Ratio or interest coverage ratio:
[Interest Coverage Ratio = Net Profit Before Interest and Tax / Fixed Interest Charges]
Example:

If the net profit (after taxes) of a firm is $75,000 and its fixed interest charges on long-term borrowings are $10,000. The rate of income tax is 50%.

Calculate debt service ratio / interest coverage ratio
Calculation:

Interest Coverage Ratio = (75,000* + 75,000* + 10,000) / 10,000

= 16 times

*Income after interest is $7,5000 + income tax $75,000

Significance of debt service ratio:

The interest coverage ratio is very important from the lender's point of view. It indicates the number of times interest is covered by the profits available to pay interest charges. 

It is an index of the financial strength of an enterprise. A high debt service ratio or interest coverage ratio assures the lenders a regular and periodical interest income. But the weakness of the ratio may create some problems to the financial manager in raising funds from debt sources.

General Guidelines for the Interest Coverage Ratio 
As a general rule of thumb, investors should not own a stock that has an interest coverage ratio under 1.5. An interest coverage ratio below 1.0 indicates the business is having difficulties generating the cash necessary to pay its interest obligations. The history and consistency of earnings is tremendously important. The more consistent a company’s earnings, the lower the interest coverage ratio can be. 

EBIT has its short comings, though, because companies do pay taxes, therefore it is misleading to act as if they didn’t. A wise and conservative investor would simply take the company’s earnings before interest and divide it by the interest expense. This would provide a more accurate picture of safety, even if it is more rigid than absolutely necessary.

Profitability Ratios

6. Return on Capital Employed (ROCE)
It is a ratio that indicates the efficiency and profitability of a company's capital investments. ROCE should ideally be higher than the rate at which the company borrows, otherwise any increase in borrowing will reduce shareholders' earnings. ROCE has increased till 2005 but has diminished since then.

Return on Capital Employed Ratio (ROCE Ratio):

The prime objective of making investments in any business is to obtain satisfactory return on capital invested. Hence, the return on capital employed is used as a measure of success of a business in realizing  this objective.

Return on capital employed establishes the relationship between the profit and the capital employed. It indicates the percentage of return on capital employed in the business and it can be used to show the overall profitability and efficiency of the business.

Definition of Capital Employed:

Capital employed and operating profits are the main items. Capital employed may be defined in a number of ways. However, two widely accepted definitions are "gross capital employed" and "net capital employed". Gross capital employed usually means the total assets, fixed as well as current, used in business, while net capital employed refers to total assets minus liabilities. On the other hand, it refers to total of capital, capital reserves, revenue reserves (including profit and loss account balance), debentures and long term loans.

Calculation of Capital Employed:

Method--1. If it is calculated from the assets side, It can be worked out by adding the following:

1. The fixed assets should be included at their net values, either at original cost or at replacement cost after deducting depreciation. In days of inflation, it is better to include fixed assets at replacement cost which is the current market value of the assets. 

2. Investments inside the business 

3. All current assets such as cash in hand, cash at bank, sundry debtors, bills receivable, stock, etc. 

4. To find out net capital employed, current liabilities are deducted from the total of the assets as calculated above. 

Gross capital employed = Fixed assets + Investments + Current assets
Net capital employed = Fixed assets + Investments + Working capital*.
*Working capital = current assets − current liabilities.

Precautions For Calculating Capital Employed:

While capital employed is calculated from the asset side, the following precautions should be taken:

1. Regarding the valuation of fixed assets, nowadays it is considered necessary to value the assets at their replacement cost. This is with a view to providing for the continuing problem of inflations during the current years. Under replacement cost methods the fixed assets are to be revalued on the basis of their current market prices either by reference to reliable published index numbers, or on valuation of experts. When replacement cost method is used, the provision for depreciation should be recalculated since depreciation charged might have been calculated on original cost of assets. 

2. Idle assets―assets which cannot be used in the business should be excluded from capital employed. However, standby plant and machinery essential to the normal running of the business should be included. 

3. Intangible assets, like goodwill, patents, trade marks, rights, etc. should be excluded. However, if they have sale value or if they have been purchased they may be included. Investments made outside the business should be excluded. 

4. All current assets should be properly valued. Any excess balance of cash or bank than required for the smooth running of the business should be excluded. 

5. Fictitious assets, like preliminary expenses, accumulated losses, discount on issue of shares or debentures, advertisement, suspense account, etc. should be excluded. 

6. Obsolete assets which cannot be used in the business or obsolete stock which cannot be sold should be excluded. 

Method--2. Alternatively, capital employed can be calculated from the liabilities side of a balance sheet. If it is calculated from the liabilities side, it will include the following items: 

Share capital:
     Issued share capital (Equity + Preference)
Reserves and Surplus:
    General reserve
    Capital reserve
Profit and Loss account
Debentures
Other long term loans 

Some people suggest that average capital employed should be used in order to give effect of the capital investment throughout the year. It is argued that the profit earned remain in the business throughout the year and are distributed by way of dividends only at the end of the year. Average capital may be calculated by dividing the opening and closing capital employed by two. It can also be worked out by deducting half of the profit from capital employed. 

Computation of profit for return on capital employed:

The profits for the purpose of calculating return on capital employed should be computed according to the concept of  "capital employed used". The profits taken must be the profits earned on the capital employed in the business. Thus, net profit has to be adjusted for the following: 

· Net profit should be taken before the payment of tax or provision for taxation because tax is paid after the profits have been earned and has no relation to the earning capacity of the business. 

· If the capital employed is gross capital employed then net profit should be considered before payment of interest on long-term as well as short-term borrowings. 

· If the capital employed is used in the sense of net capital employed than only interest on long term borrowings should be added back to the net profits and not interest on short term borrowings as current liabilities are deducted while calculating net capital employed. 

· If any asset has been excluded while computing capital employed, any income arising from these assets should also be excluded while calculating net profits. For example, interest on investments outside business should be excluded. 

· Net profits should be adjusted for any abnormal, non recurring, non operating gains or losses such as profits and losses on sales of fixed assets. 

· Net profits should be adjusted for depreciation based on replacement cost, if assets have been added at replacement cost. 

Formula of return on capital employed ratio:

[Return on Capital Employed=(Adjusted net profits*/Capital employed)×100] 

*Net profit before interest and tax minus income from investments. 

Significance of Return on Capital Employed Ratio:

Return on capital employed ratio is considered to be the best measure of profitability in order to assess the overall performance of the business. It indicates how well the management has used the investment made by owners and creditors into the business. It is commonly used as a basis for various managerial decisions. As the primary objective of business is to earn profit, higher the return on capital employed, the more efficient the firm is in using its funds. The ratio can be found for a number of years so as to find a trend as to whether the profitability of the company is improving or otherwise.

7. Return on equity:

This ratio indicates the returns on investment made by the shareholder of the company. Put another way, Return on Net Worth indicates how well a company leverages the investment in it. It may appear higher for startups and sole proprietorships due to owner compensation draws accounted as net profit. The ratio has risen considerably from 2003 to 2005 but has declined through 2006 and 2007.
Return on Equity (ROE) is an indicator of company's profitability by measuring how much profit the company generates with the money invested by common stock owners. It is also known as Return on Net Worth. Return on Equity formula is:
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Return on Equity shows how many dollars of earnings result from each dollar of equity.

Net income is considered for the full fiscal year after taxes and preferred stock dividends but before common stock dividends. Shareholders' Equity does not include preferred stocks and is used as an annual average.

Return on Equity varies substantially across different industries. Therefore, it is recommended to compare return on equity against company's previous values or return of a similar company.

Some industries have high return on equity because they require less capital invested. Other industries require large infrastructure build before generating any revenue. It is not a fair conclusion that the industries with a higher Return on Equity ratio are better investment than the lower ones. Generally, the industries which are capital-intensive and with a low return on equity have a limited competition. But, the industries with high return on equity and small assets bases have a much higher competition because it is a lot easier to start a business within those industries.

Return on Equity is one of the profitability ratios and is usually expressed as a percentage.

The amount of money the management team of a company is able to generate with the existing resources is what you should look at when you decide on the investment in a particular company. This is commonly referred to as management efficiency. Two ratios that are usually used in order to measure it are return on equity (ROE) and return on assets (ROA). 

Since a company has limited resources and it should put them in the most efficient use, ROE and ROA aim to measure the earnings that the company manages to generate through such efficient use of resources. 

In order to calculate return on equity you should divide the company's income by its common equity or book value. Since the company employs a specific amount of equity capital this ratio gives you return that it generates from this capital. ROE is expressed in percentage.

Efficiency Ratios:

8. Net Profit Margin Ratio:

The profit margin ratios state how much profit the company makes for every dollar of sales. The net profit margin ratio is the most commonly used profit margin ratio. The ratio has shown a considerable rise since 2003 but has decreased in the financial year 2006-2007.

A ratio of profitability calculated as net income divided by revenues, or net profits divided by sales. It measures how much out of every dollar of sales a company actually keeps in earnings.

Profit margin is very useful when comparing companies in similar industries. A higher profit margin indicates a more profitable company that has better control over its costs compared to its competitors. Profit margin is displayed as a percentage; a 20% profit margin, for example, means the company has a net income of $0.20 for each dollar of sales.
Investopedia explains Profit Margin
Looking at the earnings of a company often doesn't tell the entire story. Increased earnings are good, but an increase does not mean that the profit margin of a company is improving. For instance, if a company has costs that have increased at a greater rate than sales, it leads to a lower profit margin. This is an indication that costs need to be under better control. 

Imagine a company has a net income of $10 million from sales of $100 million, giving it a profit margin of 10% ($10 million/$100 million). If in the next year net income rises to $15 million on sales of $200 million, the company's profit margin would fall to 7.5%. So while the company increased its net income, it has done so with diminishing profit margins.
Formulas to calculate profit margin ratios:

 Net Profit Margin Ratio (After Tax Margin Ratio) = net profit after tax / sales.
 Pretax Margin Ratio = net profit before taxes / sales.
 

Operating Profit Margin (Operating Margin) = net income before interest and taxes / sales.
 

 Profit Margin Ratios definitions and explanations:

These three profit margin ratios state how much profit the company makes for every dollar of sales. 
The net profit margin ratio is the most commonly used profit margin ratio.
A low profit margin ratio indicates that low amount of earnings, required to pay fixed costs and profits, and are generated from revenues.

A low profit margin ratio indicates that the business is unable to control its production costs.

The profit margin ratio provides clues to the company's pricing, cost structure and production efficiency.

The profit margin ratio is a good ratio to benchmark against competitors.

 

The net profit margin ratio is included in the financial statement ratio analysis spreadsheets highlighted in the left column, which provide formulas, definitions, calculation, charts and explanations of each ratio.  

The net profit margin ratio and operating profit margin ratio are listed in our profitability ratios. 

  

9. Gross Profit Margin Ratio:

A low profit margin ratio indicates that low amount of earnings, required to pay fixed costs and profits, is generated from revenues. A low profit margin ratio indicates that the business is unable to control its production costs. Gross profit ratio has been more or less same in the concerned period.

Gross Profit Margin

Although we are only a few lines into the income statement, we can already calculate our first financial ratio. The gross profit margin is a measurement of a company's manufacturing and distribution efficiency during the production process. The gross profit tells an investor the percentage of revenue / sales left after subtracting the cost of goods sold. A company that boasts a higher gross profit margin than its competitors and industry is more efficient. Investors tend to pay more for businesses that have higher efficiency ratings than their competitors, as these businesses should be able to make a decent profit as long as overhead costs are controlled (overhead refers to rent, utilities, etc.) 

To calculate gross profit margin, use this formula: Gross Profit ÷ Total Revenue 

Calculating Sample Gross Profit Margin

For illustration purposes, let's calculate the gross profit margin of Greenwich Golf Supply (a fictional company) using its income statement. You will find the statement at the bottom of this page in Table GGS-1. 

Assume the average golf supply company has a gross margin of 30%. (You can find this sort of industry-wide information in various financial publications, online finance sites such as moneycentral.com, or rating agencies such as Standard and Pores). 

We can take the numbers from Greenwich Golf Supply's income statement and plug them into our formula: 

$162,084 gross profit ÷ $405,209 total revenue = 0.40 

The answer, .40 (or 40%), tells us that Greenwich is much more efficient in the production and distribution of its product than most of its competitors. 

Gross Profit Margin over Time

The gross margin tends to remain stable over time. Significant fluctuations can be a potential sign of fraud or accounting irregularities. If you are analyzing the income statement of a business and gross margin has historically averaged around 3%-4%, and suddenly it shoots upwards of 25%, you should be seriously concerned. For more information on warning signs of accounting fraud, I recommend Howard Schilit's Financial Shenanigans: 2nd edition: How to Detect Accounting Gimmicks and Fraud in Financial Reports.
Hypothesis Testing:

Hypothesis testing is the rational framework for applying statistical tests.

The main question we usually wish to extract from a statistic is whether the sample data is significant or not. For example, let’s say we have a hat with two kinds of numbers in it: some of the numbers are drawn from a standard normal distribution (i.e. 
2 = 1) with mean μ = 0, and some of the numbers are drawn from a standard normal distribution with unknown mean.

Now let’s say we take a number out of the hat. There are two hypotheses that are possible:

• H0: the null hypothesis. The number is from a standard normal distribution with μ = 0.

• HA: the alternative hypothesis. The number is not from a standard normal distribution with

μ = 0.

The art of statistics is in finding good ways of formulating criteria, based on the value of one more statistics, to either accept or reject the null hypothesis H0.
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Figure 1: Numbers drawn from two different standard normal distributions are thrown into John Chodera’s hat.

It should be noted that H0 and HA can be almost anything, and as complicated or as simple as we wish. If a hypothesis is stated such that it specifies the entire distribution, we call it a simple hypothesis. Otherwise, we call it a composite hypothesis. As you might imagine, more rigorous tests can be done with simple hypotheses, because they specify the entire distribution, from which probability values can be computed. 
Type I and Type II errors. In any testing situation, two kinds of error could occur:

• Type I (false positive). We reject the null hypothesis when it’s actually true.

• Type II (false negative). We accept the null hypothesis when it’s actually false.

Say I hand you a profit booking statement of the Maruti. How would you tell if it’s fair? If you studied the market sales turnover for last 10 years and it may came up 6 times that the turnover is more than 2,00,000 m, what would you say? What if it came up heads 3 times, instead? 

In the first case you’d be inclined to say that the sales turn over was fair and in the second case you’d be inclined to say it was biased towards unfair. How certain are you? Or, even more specifically, how likely is it actually that the turn over is more than 2,00,000 m in each case? 

Hypothesis Testing

Questions like the ones above fall into a domain called hypothesis testing. Hypothesis testing is a way of systematically quantifying how certain you are of the result of a statistical experiment. 

In the Sales turn over example the “experiment” was analysis of past 10 years turnover and market tendency. There are two questions you can ask. One, assuming that the turn over more than 2, 00,000 m was fair, how likely is it that you’d observe the results we did? Two, what is the likelihood that the turn over fair given the results you observed? 

Of course, an experiment can be much more complex than the turn over results.  Any situation where you’re taking a random sample of a population and measuring something about it is an experiment, and for our purposes this includes A/B testing. 

Let’s focus on the turn over to example understand the basics.

The Null Hypothesis

The most common type of hypothesis testing involves a null hypothesis. The null hypothesis, denoted H0, is a statement about the world which can plausibly account for the data you observe. Don’t read anything into the fact that it’s called the “null” hypothesis — it’s just the hypothesis we’re trying to test. 

For example, “the turn over is more than 2, 00,000 m” is an example of a null hypothesis, as is “the turnover is biased.” The important part is that the null hypothesis be able to be expressed in simple, mathematical terms. We’ll see how to express these statements mathematically in just a bit. 

The main goal of hypothesis testing is to tell us whether we have enough evidence to reject the null hypothesis. In our case we want to know whether the turn over of 2, 00,000 m is biased or not, so our null hypothesis should be “the turnover is more than 2, 00,000 m is fair.” If we get enough evidence that contradicts this hypothesis, say, by comparing and analyzing and predicting the company’s turn over based on the previous turn over and having it not come up with as expected results, then we can safely reject it. 

All of this is perfectly quantifiable, of course. What constitutes “enough” and “safely” are all a matter of statistics. 

The Statistics, Intuitively

So, we a turn over analysis report of past 10 years. Our null hypothesis is that the analysis of the company is fair. We analyze and predict based on the past records and it comes up as expected. Do we know whether the forecasted or expected turn over is biased or not? 

Our gut might say that as expected the company is turnover is fair, or at least probably fair, but we can’t say for sure. The expected turn over of the company is say 1,80,000 m and 2,00,000 m is quite close. But what if we consider the turnover over results of past 100 years and predict the turnover of the forthcoming result and it came up 6 times? We see 2,00,000 m turnover both times, but in the second instance the turnover is more likely to be biased. 

Lack of evidence to the contrary is not evidence that the null hypothesis is true. Rather, it means that we don’t have sufficient evidence to conclude that the null hypothesis is false. 
The Data

Let’s say we forecast or analyzed the company’s turnover say 2,00,000m and got the following data. 

	Data for 2,00,00 M Turnover 

	Year
	Turnover
	Pct. Turnover Meets
	Z-score

	2008
	100000
	51%
	0.20

	2009
	150000
	60%
	2.04

	2010
	200000
	75%
	5.77


Graphical representation of above table chart:
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Using a 95% confidence level we’d conclude that year 2009 and year 2010 are biased using the techniques we’ve developed so far. Year 2009  is 2.04 standard deviations from the mean and 2010 is 5.77 standard deviations. 

When your test statistic meets the 95% confidence threshold we call it statistically significant. 

This means there’s only a 5% chance of observing what you did assuming the null hypothesis was true. Phrased another way, there’s only a 5% chance that your observation is due to random variation. 

Recap

Hypothesis testing is a way of systematically quantifying how certain you are of the result of a statistical experiment. You start by forming a null hypothesis, e.g., “this turnover of the company is fair,” and then calculate the likelihood that your observations are due to pure chance rather than a real difference in the population. 

The confidence interval is the level at which you reject the null hypothesis. If there is a 95% chance that there’s a real difference in your observations, given the null hypothesis, then you are confident in rejecting it. This also means there is a 5% chance you’re wrong and the difference is due to random fluctuations. 

The null hypothesis can be any mathematical statement and the test you use depends on both the underlying data and your null hypothesis. In our company’s turnover example the underlying data approximated a normal distribution and we wanted to test whether the observed proportion of meeting the turnover of 2,00,000 m was different enough to be significant. In this case we were measuring the sample mean. 

We can measure anything, though: the sample variance, correlation, etc. Different tests needs to be used to determine whether these are statistically significant. 

Recomendations for the company

They are forward looking: Accrued results of the past year / quarter

· Company’s value depends on its future profitability which depends on many factors not reflected in the balance sheet, which are non-monetary

· Nature and innovativeness of it products

· Technology landscape (product obsolescence)

· Competitors

· Economic conditions (recession / boom), government policies

· Staff and management morale

Financial Management
Internal and External Business Environment
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Internal Business Environment:

Internal environment of business normally consists of the following.

i. Finance

ii. Marketing

iii. Human Resources

iv. Operations (Production, Manufacturing)

v. Technology

vi. Other Functions (Logistics, Communications)

External Business Environment:

The following business environment factors outside an organization have a profound

effect on the functions and operations of an organization.

i. Customers

ii. Suppliers

iii. Competitors

iv. Government/Legal Agencies & Regulations

v. Macro Economy/Markets:

vi. Technological Revolution

Project Queries

Q 1. What is meant by Matching Concept?

Q 2. What are non-cash expenses?

Q 3. What is Trading on Equity?

Q 4 What are sources of long term finance?

Q 5. How to increse the Revenue and Income?

Q 6. How to save the cost?

Q 7. What is the financial planing for coming years?

Q 8. What are the plannings for new designs?

Q 9. Who are the peer compitators?

Q 10. How to improve the performance & reduce the cost?

Q 11. What are plans for new manufacturing units?
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